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

MONDAY, "ULY 25, 1977

U.S. SENATE,
SUBCOMx rr Ox TAXATION AND DEBT MANAGEMENT

GENERALLY OF THE COMMITTEE ON FINANCE,
Wahington, 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 BYRD. 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 or TAXATION AND DEBT MANAGEMENT ANNouNcES HuAnINGS ON
CERTAIN ESTATE AND Grn TAX POBLEmS 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 containing interests in small or closely-
held businesses.

The hearing will begin at 9:00 A.M. in Room 2221 Dirksen Senate Office
Building.

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 piece of legislation, but Is 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 look 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 the gift-in-conten.
plation-of-death rule; and a variety of problems affecting farmers and small
businessmen.

"There is much concern about the consequences for the small businessman who
has built 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 Oongress 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
Pteorganization Act of 1946, as amended, requires all witnesses appearing before
the Oommittees of Oongress "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-filed 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 included in the statement.
(3) The written statement must be typed on letter-size paper (not legal size)

and at least 75 copies 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 Oommittee, but
are to confine their ten-minute oral presentations to summary of the points
included In the statement.

(5) Not more than ten minutes will be allowed for oral presentation.
Written testimony.-Senator Byrd stated that the Committee would be pleased

to receive 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 (5) copies by September 9, 1977, to Michael &tern, Staff Director,
Committee on Finance, Room 2227, Dirksen Senate Office Building, Washington,
D.C. 20510.

Senator Bmv. 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 property 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
tax payers 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 vifh 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., arid 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 panel of four attorneys from all
parts of the Nation who are highly knowledgeable about the practical
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.

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 3. THOMAS EUBANK, IR., ESQ.

Mr. EUBANK. 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 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 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
people actually practicing in these tax areas were permitted to testify

before 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'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 markup 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.

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 academia. 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; (b) 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 (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 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 sectioiV was instrumental, with others, in developing the U ni-
form ProbateCode, which is 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 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
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 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 whatI

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 $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 1980.

If the child sells the farm and realizes a $115,000 capital gain that
child's tax may well exced 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, the estate tax process has been made more complex for it.
Second, it has to go through the new catryover basis process.
Third, 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 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 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 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, 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 hope ishypothetical.,..Except f r that and the value at that time, the mutual fund situa-

tions are r9al, concrete examples.
What do these calculations show I
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
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.

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.

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.

If 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 $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.

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
same 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 borme 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 beon taxed under the old law.

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

Thus, in situation 2, the Federal Government 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 now law has cost Mrs. Eubank $672 in expenses and $50
as a potential capital gains tax.
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Senator BYRD. Your time. has expired. We can get back to this in
the question and answerpiQd. It is a very interesting presentation.

Mr. Costello I

STATEMENT OF LEWIS Mi COSTELLO, ESQ.

Mr. CosTmuo. I am Lewis M. Costello, an attorney in Winchester
and Frederick County, Va. eAlthough I am 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 a theoretician.

For the most part, I represent clients in a basically agrarian andsmall business community. Much of my practice is in cooperation with
other attorneys and CPA's This essentially problem-solving practice
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 thp implementation of those plans for small busi-
nesses and farmers.

Presumably, I 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, P 77 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 gift 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 frankly 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:

1 See p. 81.
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One, with regard to the taxation of the step up in basis at death-
how large a "loophole" exists when an individual must die to get
throughI

The 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.

He said, "Yes, Judge, this is going to be an awfully good lesson to
me.")

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 F have satisfied the GovernmentI

In our law, the statute of limitations has always been a wonder-
ful thing. It is a 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 a 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 asis 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, could begin over agin 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 complications involved,
the executor's duties, the recordkeeping, the problems generated for
years to come?

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. Therefor,, 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 in 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 problem 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 ahorrible result even worse
in that it purports to say specifically that the 306 stock, the preferred
stock, will not be part of the 303 redemption stock, thereby guarantee-
ingwhat 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 you
that there is rational reason that 306 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 purpose 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
posibly diversifying their assets, ostensibly trying to take care of the
iquidity problem before tier 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
payments over 15 years and over the 10-year periods respectively.

They 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 1In my practice because nobody knows what to do.

tIhe 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 Bym. For the record, could you give a brief explanation of
the 50-percent requirement. Fifty percent of what-of the total
estate

Mr. COSTELLO. The 50-percnt total requirement is gross estate less
certain deductions for administrative expenses et cetera, under 2054,
I'think, and 2053. It now has to be 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 6166A for the
10-year deferral of tax payment and you are in theinteresting situation
,where the Government is saying, oh, no, you are not a small business
'who qualifies under 303. At the same time, the caption on your section
6166A you are deferring ipayments 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 pr6 only in 6166, the 10 years payments after 5 years of interest
requirement.
The 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. I am afraid it is because Treasury does not really under-
stand farmers and farming.

I 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
reonuired 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 special use
valuation, and full.estate tax, and income tax are triggered.

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, J1airfax,

and Prince William 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 high.

If I made such an election 10 years ago in Fairfax, and was forced by
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.
This valuation trap is sprung on me, and I have no control over it at
all.

Surely you did not mean todo 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 reasonable, commercial arrangements.

There ar6 a lot of buy-sell agreements in effect between closely held
business owners. Now you just do not have an estate tax, you have an
income tax. Consequently, any stockholder who dies, has his estate torn
between crippling taxes in the short-term or a quick pay-out, or ac-
cideztally financing by long-term deferred payout a business 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.

My 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
turned out to be a hoax.

Senator Brnn. What you are saying, if I understand it, is that as far
as the small farmers an d 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 I

Mr. Cosm O. Absolutely. The ca rover basis is the problem with
almost everything I described to you. Yes, sir.

Senator ByRm.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.

915-026--77-2
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Mr. Cosrmuw. Yes, there is a reference in my paper to that. I do not
cover it specifically.

Senator Bnw. We can get back to that later in the question and
answer period.

Mrs. BlazekI

STATEMENT OF DORIS D. BLAZE, ESQ.

Ms. BLAZEK. 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 *tock, 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 decedent that we will have to
deal with will not have records. It will mean that in representing and
doing the job of the executor you will have to go back thugh income
tax returns and attempt a process of reconstruction. That kind of proc-
ess is going to be charged Yor 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 simply 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 t He had to have basis records then. What is the dif-
ference in the carryover basis conceptI

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 go
under the old law. That is an exemption which is to be made by the
executor. You will find in jurisdictions that requie appraisals 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 placing
on estates. You will have, with respect to household and personal ef-
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 put in y.m 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.

You will have people say, under the tax law, yes, but most house-
hold effects depreciate. There is a special 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 a 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 you 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's death.

The calculations are going 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-
j tments, then the calculations are going to have to be made again.
It is an incredible process and one that can probably be handled only
by computers. When you get down to that kind of requirement, we
wonder whether the general practitioners and the people who do not
have access to large computer operations are going to be able to deal
with this kind of calculation.

Senator Bymw. 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.

Suppose a person bought a dining room table for $500 and it is
valued at the time of death at $1,000. How is that item treatedI
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Ms. BLAZEJX. It has two possible treatments. One treatment is that
the executor will elect to include that within the $10,000 exemption. If
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 a 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-
ible calculations until you 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 B"D. 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 I

Ms. BLAZEK. That is correct.
Senator Banw. Then you pay a capital gains tax on $10,000?
Ms. BLAZEx. Yes; except presumably some portion oi 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. §o, gain of $13,000 is approximately correct.

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

Ms. BLAZEK. That is correct, to the extent that it is not covered in
the $10,000 exemption.Senator Bnm. If Congress repeals the capital gains fax and throws
capital gains into ordinary income, what would b6 the situation?

Ms. BrAiz]Fa. The situation would'be that much of ordinary income.
As Tom pointed out, there will be a number of basis for any particu-

lar asset, That is, again, because of the way these adjustments work.
Spme are adjustments only with respect to taxes paid.
. The reporting requirements thrt are imposed by the act are affirma-

tive obligations that carry with it a total penalty of some' $7,500. You
do not have to be a qualified 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 widow will not even know it is needed, yet the law hits her with a
penalty.

I think, 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 Bynn. The $7,500 penalty is for doing what?
Ms. B AzEx. 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 BYRm. The adjusted basis of each asset ?
Ms. BLAZEK. That is correct.
The designated executor in the beginning does not know if lie 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 penalty 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 establishes a business in
Virginia that is successful and becomes 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.
Senator B-RD. In other words, the new law triples the amount of

taxes?
Mfs. BIAZEK. It does indeed.
Senator BiT.D. Presumably the law was supposed to help people like

that and reduce the taxes.
Ms. BiAzF.K. That is the whole point. Carryover basis runs abso-

litely 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 people,
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,
simply falls upon deaf ears when the taxpayers And 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-
eral capital gains, the State inheritance tax, and the State income tax,
can be approximately 62 percent. When ylu 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-
preciation and reduces the incentive to build and expand your ownu sin ess. ."

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
wlo so(1 after death, that' objective' has ot been achieved, because the
income tax paid on the predeath sale Nh not subject to the Federal
estate 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 affected prior 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 major 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 the tax law.

Senator Bym. 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 brought 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.

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

Mr. Kartiganer.

STATEMENT OF JOSEPH KARTIGANER, ESQ.

Mr. KARTIOANER. My name is Joseph Kartiganer. I am also a prac-
ticing attorney speaking as an individual, not for my own firm or
any committee of which I am a member or which I have chaired in
the 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 iecedents in the country will have
to file estate and gift tax returns.

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

The carryover basis-
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Senator PACKWOOD. Could you say that again? 10 percent of what I
Mr. KAxMoAWr.. 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.

Senator PACKWOOD. If you raised, inflation would stay at 2 or 3
percent f

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

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

Senator PACKWOOD. Why is thatI
Mr. KARTIGANER. Because carryover basis will affect everybody who

owns, or aspires to the acquisition of, property.
Senator PACKWOOD. 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. KANrFOANFn. That may be mixing apples and-oranges.
You will have, even with your $60,000 minimum basis, a tremendous

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

Senator PACKWOOD. 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 implifying the law, I am not sure it will simplify it.

Mr. KARTIGANEB. I can only apologize for my own statement.
Senator PACKWOOD. It would be very helpful to me if, in answering

questions, you would answer it for somebody who understands nothing
about the law, and explain how to simplify it.

Mr. KATOANPR. I was going to start with explaining the problems
to you before I got to simplification.
ctWhat 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.

Tho 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 nonsensical 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.

The 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-skipping
too much, because generation-skipping generally hits a relatively small
percentage of the population. But there can be serious generation-
skipping problems in medium to small estates because of family cir-
cumstances--I can think in my own practice of the retarded grand-
child who cannot be given property outright to qualify for the
grandchild exclusion-and therewill be unnecessary tax consequences
because 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 mnade retroactive.

You 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 a 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 a closely 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 BYRD. That is not a part of the law?
Mr. KAR rANER. Not a part of the law, but part of the technical

corrections bill which is currently before the House Ways and Means
Committee.

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 Bym. You cannot tell whether it is going to pass or not.
Mr. KARTIOANER. 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 lie can give
to the owner of the small business. He cannot move.

The unb0phisti~ated 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 is June 22, 1976. It is retroactive for over a year,
and it will be one hell of a job unscrambling the eggs that havebeen
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 probletti 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
nt maximum marital-deduction amount to my wife, and the residual
estate in trust for my wife and children. There is nothing unusilal
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 benefidiairies, 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
him $10,000, you are giving him $10,000 less a built-in capital gain tax
liability.

With a small legacy, and I think that $10,000 isrelatively small, that
is probably not that much of a problem. Presumably, the intent was to
give him $10,000 in cash. But does the answer remain the. same if the
legacy 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 tor conflict, which is unneces-ary. which
results from a theoretical drive' for perfection which does not take
into account the practical needs of the population.

Assuming some prerogati'ies-as the last speaker, they 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 accrued 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 31,
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1976-treat it as you did under the old law, forget about carryover
with regard to that asset.

All you are losing there is the tax on thi post-1976 appreciation
on assets held by oldpeople. 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.

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
78 different times, which gives rise for the need of 312 pieces of basic
information. Allow people to say we will take those 78 lots of stock
and put them altogether in one pack and average the basis among then
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 BYRD. I am not clear as to what you are referring to when
you say you would make it at the top rate? I am not clear on that
point.

Mr. KARTGANER. 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 oftax because the brackets are large and it
genearlly takes a very large change on iidit 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, both on the fiduciary and on the
Treasurer.

Senator Brjw. 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 I

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

There are a 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 BYrn. Explain your point in greater detail.
Mr. EUBANK. As I 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
possible taxes: The first is the capital gains tax, payable just as though
ie 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 BYRD. On the same assets?
Mr. EUBANK. Yes.
Mr. KArGANER. With a deduction for capital gains tax.
Mr. EUBANK. 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 BYRD. How is that different from the present law?
Mr. E BAN'K. Under the present law, the capital gains tax is not

payabl, at death. There is a carryover basis and the family faces the
capital. gains tax payment only in the future when they sell. But, of
course, 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
payment shortly after the decedent's death, but only as to those assets
being 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 BYRD. At a future date?
Mr. EUBANK. Yes, sir.
Senator BYRD. Does not the law step un the basis to whatever the

asset might be valued at on December 31,1976?
Mr. EUBANK. That is correct. -
Mr. COSTELLO. Theoretically.
Senator BYRD. What do you mean, theoretically?
Mr. COSTELLO. Only on marketable securities is that true. On any

other assets, you 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 31, 1976, to the total number of days held, you appor-
tion thatto 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 whioh 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. EuBANx. Perhaps we should add also that that fresh-start value
adjustment to December 31,197Q, 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 become post-1976 acquired assets.

Ms. BLAZEiK. 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, a business begun in 1977-in essence, what we are saying
is, that the young person coming out of college faces quite a different
situation ultimately in terms of starting up a new business.

Senator BYRD. I see what you mean. The 1976 law is affecting young
people starting out now.

Ms. BLAZK. That is right, because it hits post-1976 appreciation.
'Mr. KATOANX 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 w'ho has built
up a business and intends to pass it down from generation to genera-
tion, you are imposing a 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 Bmn. I do not know this categorically, 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 is further accentuated by a very great degree.

Mr. EUB'ANX. 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 aboutsome dangers in our pointing out difficulties with
the current law on carryover basis. We were afraid that we migit be
misconstrued as opening the doors and encouraging the adoption of
some of these other alternatives, like the capital :gains tax at death of
the appreciation estate tax.

Speaking for myself, I am not advocating that, and I 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 *ho does not understand how dying is getting through a loop-
hole, when you say what is your alternative, the que tion 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?



23

. You are gilding the lily to worry about an additional tax orL 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 smallbusinessmen and
the former 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 BYRD. 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 do not think there was any doubt about it.
Ms. BLAZEK. There is no doubt about it.
Mr. KArMANER. We are unanimous on that.
Senator BYmD. Thank you.
Senator HansenI
Senator HAwsiN. Thankyou, Mr. Chairman.
One aspect of our tax law that has direct correlations to' estate

planning is the capital gains-tax. Where I come from, mhny ranchers
and small businessmen sell their enterprises and Use the proceeds for
retirement income and frequently gift out some of the proceeds to
lower their taxes. .

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,: 'tg how-
ever, is whatchanges you Woulf-make in the tax law to better protect
these folks who have made a single sale of a capital 'asset held for
rirtuallya lifetime?

Mr. CosmFiLio. If I could answer, this is assuming yot. 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
the carryover basis that would be needed in the small business and
farming.

Senator HANSEN. 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-up in the most pejorative 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. KARTIGANER. That is a 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 catory

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
ofproperty, and within a period of time put it in something else.

I 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 again, the effect of the various taxes that we
have added on the sale of a property seems to make that particularly
difficult.

Is that a possibility
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
requirements.

is 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 a 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 contrasted 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 xiot 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-
poses, I do not think that $500,000 exemption really amounts to very
much.

Would you comment?
Mr. EUBANK. I 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 experts 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 advantage
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-

- meant 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 thhik 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 fac 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 years 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 of
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 HANSrEN;. 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
Government. That 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. KAIIrToANET. If I may make one comment here,this is an exam-
ple of one of the problems in the legislative process. The farm relief
bill started out as a very good idea, and if it had been left at where it
was addressed, it probably would have worked out as a pretty good
idea. But the theoretician became worried that this was going to create
a new tax shelter. People with money were going to rush out and buy
these farms because they were going to get a 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. CosTLLo. 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 ik letter
from Congressman 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, as Congressman Satterfield said, "I and
other Members were concerned that this rule woulq not permit the
House to work its will and would have specifically prevented axpend-
ments to section 6 of the'bill," and he is talking about the carryover.

[The following was subsequently supplied for the record:]
CONGREs O THE UzNTED STATES;

HOUSE OF RFzEsENTATIVZ,
Wasington, D.C., September 29, 1976.

Mr. LEwIs M. COSTELLO,
Chairman, Section on Taation, Board ot Governors, Virginia Slit#' Bar,

Wtnoheeter, Va.
DrA M. COSTzLO: ,This is to acknowledge your letter of September 18,

and the enclosed rdsoluflon concerning Estate and Gift Tax Reform, .
Since the adoption of your resolution in July, sev-)ral things have occurred

with respect to the Estate and Gift Tax Reform measure. First, the, bill cited
in your resolution, H.R. 1896, was not reported by the Committed Ion Ways
and Means. The Committee instead reported a "clean" bill, H.R. 14844.,

The rule granted by -the Rules Committee to govern action on t!eHous0
floor with respect to LR. 14844 was a m6dIfled closed rile, which would, have
permitted two amendments only. One cf those Amendmenas wotild ternate
existing law, which defers estate taxes upon estates left in, trbst until, their
corpus vests in the ultimate beneficiary. The other wofild-reinstatA thew "split.
credit" provision, which had been deleted by the Ways tnd Means committee .

I atcd other Members were concerned that tWs bill Would not perni4 tle House
to work its Will and specifically would have l r~vented amendments'To delete
or alter section 6 of the bill As you know, under' existing law' the retpient of a
decedent's estate, or portion thereof, acquires that property at the value it hat
as of the date of the decedent's death. Any subsequent transfer insofar. as cap-
ital kains is concerned would be on the basis of that valuationi Section 6,of th
bill- (the "carry-over-basis" provision)' would change that law so ,a to i'enoer
the valuation of property the same as It was in the hands of the dqedent' pilor
to his death. Thus, the surviving succemor 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 fiv'r August 80, and the House voted to reject the
modified 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, as 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 is so often the case with conference reports, when
this one came to the floor specific votes on specile 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 1% 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,

DAVym E. SAruxnm Il1.
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Mr. CoSrLwo. The matter came back on the flior August 30 and the
House voted to reject the modified closed ruJla. 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 available until 1% 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 in my mind
that what was passed will provide any measure of relief.

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 both theSenate 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
contrary to my understanding of the revenue bills originating in the
House.

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 in a publieearing.

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

Senator HANSEN. Make it two.
Senator Bym. Senator Packwood?
Senator PACKWOOD. 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
laws. 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.

In 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-
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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 goals are achieved equitablyI

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
gains at death. I got to thinking of the evolution of the law we had
before, and I came to realize that the past Congresses who have faced
this must have hal a great deal more wisdom than I ever gave them
credit for, because I think perhaps they spotted those difficulties and
they avoid them by setting the estate tax rates at a very healthy, high
rate--it got up to '7 percent-and they felt that that was high enough
to justify a new basis at death so as to avoid this whole can of worms.

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

Senator PACKWOOD. If that was the intent of the past Congress, I
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 you 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 PACKWOOD. That 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~re 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. CosTLw. I would like to say that perhaps Senator Kennedy
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 generation, 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 PACKWOOD. 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 death if 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 simply curing this 306 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 PACKWOOD. Explain that so I understand it.
Mr. Cos=LO. 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 PACKWOOD. I understand that. What do you mean, prefer-
red stock issued on common?

Mr. CosTLwO. 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 PACKWOOD. Who held the preferred stockI
Mr. CosmTm. The originator of the business.
Senator PACKWOOD. You are assuming here a privately held small

corporation, $100,000 in common stock, this is held by the owner-----
Mr. CosT w.w. Right.
Senator PAcKwoOD. What does he do with it ?
Mr. CosTLLO. He issues preferred stock.
Senator PACKWOOD. Who buys it ?
Mr. CosrZLLO. He issues it to himself2 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 o, 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. By 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 redemption-not only enough to pay estate taxes, but to
pay income taxes that are triggered under the new law.

Also, at present under the new law, you cannot do that. The ao-
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 35-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. They 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 resulti--and it was not ordinary income; it could be
done on capital gain without unreasonable accumulation-these are
thing that would help any farmer and businessman.

I hope I have been responsive to the question.
Ms. BIyJzK. 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 th6 exemption of $120,000 or $170,060. 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 PACKWOOD. 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. B zzx. 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 PAOKwooD. I do not agree with the philosophy, even with
a 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 400 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
a healthy trend in this country. I think maybe you bring the reformers
that 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 a terrible
mishmash.

Mr. EUBANx. None of us is advocating that.
Mr. KARTZ0ANME. On the other hand, there are limits beyond which r

do not think taxation should be pushed. To take your 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 $5 million to$6 million I 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 $5 to $6 million w as 97.1 percent.

Senator PACKWOOD. You also understand that that is what the
reformers have ini mind?

Mr. KARMOANER. 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
gain, so what happens? He sells out and he reinvests in mumicipals.

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
step in any take it away from his family.

Senator PACKWOOD. Thank you.
Senator BYRD. 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 I-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 t6 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
these effective dates?

Mr. KAlrrIOANER. 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 .itWith.
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 a great example of that. They made 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
and they do not restructure their affairs in order to take advantage of
loopholes that are disappearing. 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
more dangerous. And when you make it retroactive, you are making it
unfair.

- Ms. BizLT. There are two provisions in the act that akted retro.
actively to the detriment of the taxpayer and consternation of lawyers
trying to cope. One was in the area of generation-skipping taxes in
which the TRA in essence grandfathered, or said the tax w6uld 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 a
minor change, in an existing will that contained a standard residuary
trust that had a skip in it. The person already had 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 gneration-skipping
tax, even 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 i§ going to pay a tax as though it were in the dono's
tax bracket.

That provision had an effective date, I think, at the end of June. It
was perfectly 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. KARTIGANER. 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. Cos LLw. 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 is 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. It 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 :]
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iFfncTXzv DATzs

This CCH-prepared table presents the effective date for the amended and added
law provisions of the Tax Reform Act of 1976. Entries are listed by Act section
order.

TAX REFORM ACT OF 1971

Act provision subject Act section Effective date Code section

Amortization of real poerty consbuc.- 201 .......... Nonresidential real property, construc- New 189.
tion period interest a taxes. tion begun after 175; residential

roerty, tax years beginning afterIT;7 tow-intern0 ho1sina, tax years
beginning after 1981.TAX SHELTERS

Recapture of depreciation on realproperty 202-._ _ Tax years, endin after 1975 ......... 1250 (a) (d).
Amortization of low-income housing- 2-- 203 .......... Expenditures paid or incurred after 167(k).1975 and before 1978.
Limitation on deductions to amourrt at 204(a) ....... Tax years beginning after 1975 ........ Now 465a).

risk.
Amounts considered at risk. .... 204(% ........... do ............................. New 465(b).
Activities to which applicable. .... . . do ........................... 465().
Definition of loss ............... 204( . do ......... ;................... New 0Wd.
Special rule for film production. 20) ....... Deprociat property In production New 465(c).

under a biingmntract on Sept. 11,
1975; producton or distribution.,

rty In production before Sept.
1, 1975. Exception where princal

photography began before 1976.
Transitional rule for leasing.

Gain from disposition of interest In oil or 20 .......... Property disposed of after 195 in tax 751(t), 1254(a).
ga property. years ending after 1975.

Farm loss recapture rules .............. 206 ...... Transfer occurring after 1975 ......... 1251(b).
Umitations on deduction for farm syndi- 207(a). Tax years beginning after 1975 ........ New 414(a).

cates.•
Orchard and vineyard expenses ......... 207(b) ....... Planted after 1975 in tax years begin- Now 464(b).

ning after 1975.
Accounting for agibusiness........ 207(c) ...... Tax years beginning after 1976 ........ Now 47.
Prepaid interest ............... . 208. Amounts paid after 1975 in tax years New 461(g).

beginning after 1975, but not to
amounts paid before 1977 under
bidi contracts existing on Sept.1,75.

Limitation on Interest 0i nonbusiness 209... Tax years beginning after 1975; not 163(d).
deduction. applicable to Indebtedness Incurred or

contracted before Sopt. It, 1975, for
a specified term.

Amortization of production costs of fms, 210 .......... Expenditures paid or incurred after Now 280.
books, records. 1975 if principal production begins

after I n5.
Produced film rents defined ............ 211 .......... Tax years ending on or &afer Dec. 31, 543(a).19;5,
Sports franchises ...................... 212 .......... Sales or exchanges of franshises after New 1056.

1975 in tax years ending after 1975.
Partnership 1st-year depreciation ....... 213(a) ....... Partnership tax years beginning after 179(d).

1975.
Partnership organizaton and syndication 213(b) ....... Partnership tax years beginning after New 709.

fees. 1976.
Partner's distributive share ............ 213(d) ....... Partnership tax years beginning after 704().

1975.
Deductibleilosses oflinmited partners.... 213(e)...Liabilities Incurred after 1976......704(d)
H obbyloses;walver f statute of limita- 214 .......... Tax years beginning after 1969, unless I

tions. deficiency assessment period has ex-
pired.

MINIMUM AND MAXIMUM TAX

Minimum tax ......................... 301 .......... Tax years beginning after 1975 . 56,57.
Maximum tax ........ ......... 302(a) ....... Tax years beginning after 1976...... 1348.

EXTENSION OF INDIVIDUAL RATE
REDUCTIONS

Gnral tax credit ..................... 401(s) ....... Tax ears ending after 1975and before Sec 3(b) of Revenue
1978. Adquftment Act of19198L

Standard deduction.......... . 401(b) ......... do ........................ 141(€); 6012(e)
Earned income credit ............ 401(c) ....... Tax years inning after 1975 and 4 b

fo 1977.Inigatr17anbe 3a'd.,
Withholding requirements ............ 401(d) ....... Wages paid after Sept. 14 1976 . 3402 (a) and (i).
Earned income credit disregarded for 402 .......... Tax years ending after 19)5....... . O 2(d) of Rev-

fedeal programL enue AdJust
Act of 197&
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TAX REFORM ACT OF 1976--Continued

Act provision subject Act section Effective date code section

I INDIVIDUAL TAX
SIMPLIFICATION

Tables for taxableIncome under $0,00 s01() ....... Tax years beginning after 1975 . .. 3.
Alimony deduction ................ a. . Tax years beginning after 1976 ........ 62.

R t Income credit......... Tax years beginning after 1975 ........ 37.
Child care expense credit .......... SO4 :::.:......do ............................. New 44A.
Sick pay, disability pensions exclusion o.... ........................... 1O( )
Militardisability pen sons .......... ..... do ....................... Ne9 104(b).Disability Income, terrorist attack ....... C............ do ............................. 04()
Moving expenses ................ Tax years beginning after 1976 . .. 21 7 (b),().

BUSINESS RELATED INDIVIDUAL
PROVISIONS

Business use of home, rental of vacation 601(a) ....... Tax years beginning after 1975 ........ New 280.
homes.

Attending foreign conventions .......... Conventions seminars and similar New 274(h).
d meetings tking Ilace after 1976.

Qualified sdock opqu ................. 603(s) ....... Tax years endin after 1975 .......... &3() 422 (b). (c),
24(c).

State legislators' travel expenses ........ 604 .......... Election to be made at date to be 162(a).
prescribed by Treasury.

Nonbuslness guarantees of bed debts .... 605 .......... Taxable years beginning after 1975 for 166(f) repealed.

ACCUMULATION TRUSTS guarantees made after 1975.

Taxing distributions ................... 701(a) ....... Distributions made in tax years begin- 667.
ning after 1975.

Income accumulated for child under 21.. 701()........ do ....................
Distributions not In excess of Inco-Ds.... 701(c) ........ do ...................
Repeal of capital gain throwback.... 701() ........ ..do . ....................... r669 repealed.
Property trqnsferred to trust at less than 701(e). Transfers made after May 21, 1976 .... New 644.

fair market value.

CAPITAL FORMATION

Limitation on used property ............ 801 .......... Tax years beginning after 1975 ........ Sec. 301(c), Tax
Reduction Act of?
19751 46, 48.

Extension of investment tax credit. 802a ............do .................. 146 , 4:

Unused credit carryback and carryover.. 802 -........ ..do ................ 4
Employee stock ownership plans........ ........... do .....................Spce|rls .............. 81b4ll .......... do .........................

Plan requirements for credit ............ c . Tax years beginning after 1974 ........ Sec. 301(d), Tax
Reduction Act ofV
1975.

Elective additional half percent credit.... 803(d) ....... Tax years beginning after 1976 ........ Sec. 301 of Tax
Reduction Act of,'
1975.

Limitations on contributions ....... .. 803(f)........ Tax years beginning after 1975 ...... 415().
Waiver of enalty for underpayment of 8D3(g)-....... Tax years beginning after 1974 . 415c).estimated tax.
E SOP retroactive regulation ............ 803(h) ....... On enactment .......................
Commission on expanded stock owner- 803(i) ........ On enactment ....................... ERISA 3022(a).

ship.
Investment credit for films ....... . 804(a)....... Taxable years beginning after 1974 .... New 48(k).
Overestimation of useful life 804(b)....... .... do... ................ 47(a).
Alternative computation for past periods. 804(c) ....... Any film pieced in service In a tax year 46(c).

beginning before 1975.
Entitlement to credit ................. 804(d) ............ do . ........... 48(k).
Investment credit for ships ......... 805 ........ Tax years beginning after 1975 ........ Nw 4 ().
Net operating loss .................... . For losses incurred In tax years ending 172(b).

after 1975.
Regulated transportation companies ..... 806 (b), (c) ........ do ............................. 172(b)
Insurance companies ................ 806(d) ....... For losses incurred in tax years ending 812(b).

after 1975.
Limitations on carryover ............... 806(e) ....... For tax years beginning after June 30, 382.

1978.
Small fishing vessel construction reserves. 807 .......... On enactment ....................... Sec. 607, Merchant

Marine Act.
SMALL BUSINESS PROVISIONS

Surtax exemption rate extended ........ 901(a) . . Dec. 23, 1975 ...................... 11( XbXcXd).
Mutual lasurasce companies ........ 901(b)... Tax years ending after 1974 . ..... 82_(a).
Tax-option corporation shareholders . 902a. Tax years beginnIng after 196 ........ 1371(a, (a.
Tax-option corporation distributions .. 92(b). Tax years beginning after 1975 ........ New 1377(d).
Husband and wife stock ................ 902(c) ........ do .............................. 1371 (c), (ft.
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TAX REFORM ACT OF 1976--Continued

Act provision subject Act section Effective date Code section

FOREIGN INCOME

Income earned abroad by U.S. citizens... 1011( ) ... Tax years beginning after 1975 . 911(c).
Additional limitations............ b)------do------------------ 911.
Credit with standard deduction ......... 1011(c) ............ do ............................. 36.
Nonresident aliens married to U.S. 1012(a) ...... Tax years ending on or after Dec. 31, 6013.

citizens. 195.
Community Income .................... 1012(b) ...... Tax years beginning after 1976 ........ New 879.
Estimated tax return due date .......... 1012(c) ............ do ............................. Do.
Foreign trusts with U.S. beneficiaries .... 1013(a) ...... Tax years ending after 1975 as to trusts New 679.

created and transfers of property
made after May 21, 1974.

Grantor treated as owner .............. 1013(b) ........... do ............................. 678(b).
Capital gains and losses of foreign trusts. 1013(c) ....... Tax years beginning after 1975 ........ 643(a).
Returns of foreign trusts ............... 1013(d) ...... Tax years ending after 1975 as to trusts 6048.

created and transfers of property
made after May 21, 1974.

Interestcharge on accumulation disibu- 1014(a) ...... Tax years beginnnl after 1976 ........ 667(a).
tions by foreign trusts.

Computation of Interest ................ 1014(b) .......... do ......... ................... New 668.
Excise tax on foreign transfers to avoid 1015(a) ...... Transfers after Oct 2, 1975 ........... 1491.

U.S. tax.
Nontaxable transfers .......... - do- ..................... r........ 1 .
Election to treat as taxable exchange .... .015(c) do . . . New 1057.
Investment by foreign controlled corpo- 1021(a- Tax.yea rs of foreI n corporations be- 956(b).

rations. ginning after I65 and of U.S. In-
vestors which overlap.

Constructive ownership of stock ......... 1021(b) ........... do ............................. 958(b).
Repeal of exclusion of earnings of less 1022 ......... Tax years beginning after 1975 ........ 1248(d).

developed country corporations.
Exclusion from personal holding corn- 1023 ......... Tax years of foreign corporations be- 954(c).

pany income of foreign Insurers, ginning after 1975 and of U.S. in-
vestors which overlap.

Shipping profits of foreign corporations.. 1024 .............. do ............................. 954(b).
Foreign tx credit limitation ............ 1031 ......... Tax years beginning after 1975 ........ 904.
Recapture of foreign losses other than 1032 ......... Losses sustained in tax years beginning New 904(f).

government debts. after 1975.
Less developed country corporate divi- 1033 ......... Distributions out of current income, re- 902.

dends. ceived by a domestic corporationafter 1977; distributions from accu-
mulated profits for tax years after
1975.

Treatment of capital gains for foreign tax 1034 ......... Tax years beginning after 1975 ........ 904(b).
credit purposes.

Foreign oil and gas extraction income.... 1035(a) ...... Tax years ending after 1976 .......... 907(a).
Foreign extraction income earned by in- 1035() ...... Tax years ending after 1974 .......... 907(I).

dividuals.
Tax credit for production-sharing con- 1035(c) ....... Tax years beginning after June 29, 1976. 901.

tracts.
Carryback and carryover of disallowed 1035(d) ...... Taxes paid or accrued in tax years end- 907 (c), (f),

credits. ing after date of enactment.
Underwriting income .................. 1036(a) ...... Tax years beginning after 1976861(a).
Treatment as foreign source income ..... 1036(b) ... .. do..' ............ . 862(a).
3d-tier foreign tax credit ............... 1037 ......... As to earnings and profits of foreign 960(a).

corporations included in gross in-
come of domestic corporations in tak
years beginning after 1976.

Interest on bank deposits .............. 1041 ......... Interest paid after 1976 .............. 861(c).
Foreign corporations' transfers of prop- 1042(a) ...... Exchanges beginning after Oct 9,1975. 367.

erty from the United States. See alSo sac. 868.
Earnings and profits of subsidiaries of 1042(b) ...... Exchanges beginning after Oct. 9, 1975. 1248(c).

foreign corporations.
Gain from sales or exchanges of stock In 1042(c) ............ do ............................. New 1248(f)N

foreign n corporations.
Declaratory judgment procedure ........ 1042(d) ...... Pleadings filed with the Tax Court after New 7477.

enactment with respect to exchanges
beginning after Oct. 9, 1975.

Contiguous country branches of domestic 1043 ......... Tax years beginning after 1975 ........ New 819A,
life insurers.

Transitional rule for bond losses of for- 1044 ......... Tax years beginning after July II, 1969. 582(c).
ei gn banks.

Tax treatment of corporations operating 1051(a) ...... Tax years beginning after 1975 ........ 33.
in Puerto Rico and U.S. possessions.

Puerto Rico and possession tax credL.. 101') ........... do ............................. New 936.
Income from U.S. possessions.. . 1051(c) ........... do ............................. 931,
DISC corporation divWdnds ............. 1051() .......... do .................... 901(d).
Taxable income credit ............ 101e). do--------- -4(b
d)ividends received deduction ........... 1051(f) ............ do .................. 243(b).
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FOREIGN INCOME--Continued

Consolidated returns ............ 1.1.. . .... o.................... I ).
Western Hemisphiere Trade Corporations. 1052(s ...... Tax yrs beginning after 1975 and New 922(b).

b 1980.
China Trade Act Corporations ........... 1053(a)-. Tax years beginning after 1975 ........ 941.
Dividends to residents for Formosa and 1053(b).......do ............................. 943.

Hong Kong.
Denial of credit to boycotters and kick- 1061(a) ...... Payments or participation 30 days after New 908

backers. enactmenL
Denial of deferral ..................... 1062 ......... do ............................. 952(a).
Denial of DISC benefits ................ 1063 ............ do ................ 995b).
Boycott and bribe reports .............. 1064 ............ do ............... New 999.
Foreign bribes .................... 1065(a). Payments 30 days after enactment 952(a)
No reduction of foreign earnings or profits. 1065(b) . ... do ............................. 964(a).
Reports by the Secretary ............... 1067 ......... Annually ...........................

DOMESTIC INTERNATIONAL SALES
CORPORATIONS

Definitions ........................... 1101(a). Tax years beginning after 1975.... New 995 (e), (f), (g)
Property excluded from export property. 1101(b)...... Transactions after Mar. 18,1975, In tax 93(c).

years ending after that date.
Producer's loans ............... 1101(c) ...... T ax years ending after Mar 18 1975 993(d).
Recapture of accumulated DISC income 1101(d) ...... Tax years beginning after 97 . 751(c); 995(c).

on stock disposition.
Allocating distributions ............. 1101e) ........... do .................. 996(a).
Mining exclusion...............1101(f ...... Dispositions after Mar. .17, 1975, butTax Reduction Act of

before Mar. 18, 1980. 1975, sec. 603(b).
ADMINISTRATIVE PROVISIONS

Determinations open to public .......... 1201 ). Nov. 1, 1976 ........................ ew 6110.
Pending requests ..................... 120, b. As soon as practicableafterJuly 1 1976. Do.
Letters made public ................... 1201 d ..... Applications filed after Oct. 31, 176... Do.
Confidentiality of returns ............... 1202 a ..... Jan. 1,1977 ......................... 6103.
Statistical publications ................ 1202 b...........do ................... 6108.
Inspection by local officers ............. 1202 c ........... do ............................. 4103.
Penalty for unauthorized disclosure ..... 1202 ........... do ............................. 7213.
Civil damages ................ 1 e........... do ............................. New 7217.
Processing of returns .................. 1202 ......... do .................... 7513.
Privacy Act applicability ............... 1202( ......... do ............................. New 7852(e),
Tax return preparers ............ 1293 ........ Documents prepared after 1976 . .. New 6060 6107

6994-996, 7407.
Jeopardy assessments review ........... 1294(a). Notice after 1976 .................... New 7409.
Termination assessments .............. 1204 1 .. .. do ---------------- ........ 6851.
Sale of seized property ........... I0 c...... .. do ................... 6863). 
Third party summons ............ 1205(a) Sum onsIssed fter . New 7609.Assessments In case of errors........ 1206(a) . .. Returns filed after 1976 ........... 6213(b).
Errors defined ................. 1206 .... do ............................. New 6213(f).
State tax withholding on armed forces 1207(s) ....... Wages withheld 120 days after request 5516(a), 5517(a).

personnelwho are residents of a State. for agreement
Reserve forces. ................ 1207(). 120 days after enactment ........... New 5517(d).
Federal employees .. ........... 1 7do...................5517(m).
Gambling winnings ............. 1207(d) ...... Winnings received after 90 days from New 3402(q).

enactment
Commercial fishermen. .. 1207(s) ...... Generally, services performed after 1402(c); 312L();

1971 in tax years ending after that 3401(a); 600A.
date; reporting requirements, calen-
dar years after 1971.State lottery wagering tax exemption... 120(a. esp.cdafe.ar.0,16.. 42g28b)0( ..... Betsplaater Mar. 10, 1964 ------- 4402.

CoIn-operated devices............ 2After Mar. 10,1964 .................. 4462(b).Minimum exemption from levy ... 1209. Levies after 1976..............6331 6334(a), (d).
Joint committee refund cases ........... 121 a ). Reports submitted after enactment .... 640 a).
Tentative refunds ..................... 121b) -..do ............................ € .
Audit .............................. 1210(c) ....... Jan. 1, 1977 .........................8 0
Social Security account numbers ........ 1211 ......... On enactment ..................... 6109: Lil

Security Act,
20"(.

Deferrel of Interest on IRS errors ....... 1212 ......... Tax years ending after enactment.. 6404.

TAX-EXEMPT ORGANIZATIONS

Transition rules fordisposition of private 1301 ......... Dispositions after enactment in tax Tax Reform Act of
foundation property. years ending after that date. 1969; 101(b).

New private foundation set-asides ....... Tax years beginning after 1974 ........ 4942(g).
Minimum distribution amount .......... 1303 ......... Tax years beginning after 1975 ........ 4942(e).
Extension of time to amend charitable 1304(a) ...... Decedents dying afr 1969 ........... 205()

remainder trust.
Refund claim period ............. 1304(b) ........... do ........................... 20W5(e).
Unrelated business Income of trade 130 ......... Tax years beginning after enactment New 513(d).

shows, state fairs, eft for conventions and trade shows
after 1962 for public entertalnment
activities.
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TAX EXEMPT ORGANIZATIONS-Cont.

Declaratory judgments on status ........ 1306 ......... Pleadings filed In Federal courts 6 m New 742&
after enactment with respect to
determinations made after 1976.

Lobbying by public charities ......... a Tax years beginning after 1976 ......... New 501(h),
Taxes on excess lobbying expenditures.. 1307 . do New ch. 41.
Disallowance of deduction for lobbying. 1307 c.. do.... do................ 170(f).
Liens for taxes .................. 1308 ........ Taxyearsendingafter 1969 ...... o
Self-dealing transition rules for private 1309 - Dispositions made after enactment. Tax Reform Actof

foundations. 1969,101.
Imputed interest, private operating 1310(a) ...... Tax years ending after enactment ...... 4942(j).

foundations.
Hospital services ...................... 1311 ......... All tax years to which the 1954 Code New513(e).

applies.
Clinical services of cooperative hospitals.. 1312 ------... Tax years ending after 1976 ........... 501(e).
Exemption of amateur athletic organiza- 1313 ...... . Day after enactment- ................. 170(c), 501(c).

tons.

CAPITAL GAINS AND LOSSES

Ordinary Income offset ------------ 1401- Tax years beginning after 1976 ......... 1211(b),
Capital gain holdingperiod ............ 1402(s) ...... Tax years beginning in 1977 ........... 1222.
Capital loss, regulated investment comr- 1403 ......... Loss years ending after 1969 .......... 1212(a).

panies.
Sale of residence by elderly ............. 1404 ......... Tax years beginning after 1976 ......... 121(b).

PENSION AND INSURANCE TAXATION

Retirement savings for married Indi- 1501(a) ........... do ............................. New 220(a).
viduals.

Limitations on pension contributions ..... 1502(a) ...... Limitations, years beginning after 1975; 415(c).
minimum, tax years beginning after
1975.

IRAs for Reserves and National Guard .... 1503 ......... Tax years beginning after 1975 ----:... 219 c.
Annuity plan Investments .............. 1504do --------------------- 403(b
Segregated assetaccounts .............. 1505 ...-----. do -- ------------------- 801(
Stud) of salary reduction pension plans... 1506-.....- On enactment. ...................... -e-m "

Income Security
Act sec. 2006.

Insurers' consolidated returns .......... 1507 ......... Tax years beginning after 1980; transi- 821,150 4(c).
tional rule for carryover to pra-
taxable years.

Guaranteed renewable life Insurance......-1508 ......... Tax years begInning after 1957In809(d)
Studyof IRA's ........................ 1509 ......... On aenactm........-..............R-- .
Tax status of PBGC -------------- 1510- Sept 2, 1974 - -----------------ERISA

400(g).
Level premium plans for owner-em- 1511 ......... Years beginnlngafter 1975 ............ 415(c).

ployses.
Lump-sum distributions from qualified 1512 --------- Distributions after 1975 in tax years 402(e).

plans. beginning after 1975.

REAL ESTATE INVESTMENT TRUSTS

Deficiency dividend deduction .......... 1601 ......... Determinations after date of enactment. 315(b) 381(c),
57S.); New 859,

Income tests not disqualifying .......... 1602 ......... Generally, tax years beginning after 856(c), 857(b).
date or enactment

Property held for sale to customers ...... 1603 ......... Tax years beginning after enactmenL..- a , 857(b).
Changes in income requirement ......... 1604() ........... do ............................. c
Apportionment of income ---- -604(b) -........... do .............................
Commitment fees --------------.. 0(c).....- do.............................. .
Mortgages held less than 4 yr ........... 1 d) ... do .............................
Options to purchase realty .......... ... do............................. 8 c ,
Incorporation f)-------do...... .................... a
Interest- ............................. Loans made after May 27, 1976 No
Dividends ............................ Tax years beginning after enactmen... 8R(a
Annual accounting period ..............- I .....- do-------------------. ew
Distribution reqJirement ....... do..............
Termination or revocation of election .... N ........... do ........................... Nw
Excise tax ............................ 1605 .............. do ............................. New491.
Allowance of loss carryover ............. 1606(a) ........... do ............................. 8,7,)
Years towhich loss may be carried ...... 1606(b) ...... Tax years ending after anatcment; 17Zf)

transitional rule for loss carrybacks
for years ending before 1976.

Determination of amount ............... 1606(c).. Tax years ending after enactment-... 172(').
Alternative tax on capital pins ......... 1607-........ Tax years beginning after enactment; 857(b).

transitional rule for loss carrybacks.
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'RAILROAD AND AIRLINE PROVISIONS
Railroad ties .......................... 1701(a).. Tax years beginning in 1977 .......... 263(g).
Investment credit, railroads ............ 1701(b)-... Tax years ending after 1976 and before 46(a).

1983.
Amortization of pre-1969 boring and 1702 ......... Original use before 1969 .............. New 185 (d). (a).

grading equipment,
Investment credit, airlines ............. 1703 ......... Tax years ending after calendar 1975 46(a).

end before calendar 1983.
REPEAL OF OBSOLETE AND RARELY

USED PROVISIONS
Deadwood provisions-repeal and modi- 1901-52 ...... 90 days after enactment .............. See Sec. 51.

fication.

ESTATE AND GIFT TAXES

Unified rate schedule .................. 2001(a ...... Decedents dying after 1976 .......... 2201, new 2010, 2035.
Changes in gift tax ............. 2001(b).- Gifts made after 1976 ................ 2502(a) new 2505.
Estate tax imposed .................... 2001( Decedents dying after 1976 ........... 2011, 2101.
Marital deduction increase, estate tax. do- - -. .. ... ... 20c).
Marital deduction increase, gift tax .. b ..... Gifts made after 1976 ........--- - - 2523a .
Fractional interest of spouse ............ 2002 ) Joint interests created after 1976 ...... ew2040(b),2515(c.
Valuation of farm property ............. 200 Dcedents dying after 1976 ........... ri'w 2032A.Special lien ........................... 2003 b ............ do ............................. Now 6234B.Extension of time, estate tax .......... 2 a do ............................. New 6166.
4 percent interest rate ............... d-. 2- ..... . ....-.................... New 6601(j).
Reasonable cause ..................... 2004 ............ do ......................... "...;-6161(a).
Speciallien ------------------- 2 d? do----------------. New 6234A.
Sale of stock to pay death taxes---!::::: do ....... 303(b.
Carryover basis ....................... 200 a ........... do .............-............... New 1023.
Nonrecognition of gain .................. 2005 ........... do ............................. New 1040.
Limitation on increase in basis .......... 2005c ....... Gifts made after 1976 ................ 1015(d).
Information requirement ............... 200 ...... Decedents dying after 1976 .......... New 6039A. 6694,
Generation-skipping transfers ........... 2006 ....... Transfers made after Apr. 30, 1976.... INew ch. 13.Orphans' exclusion ............... 2007ecedents dying after 1976 .. N........ Nw 2057.
Adm mistrative changes ------------- 2008(a) ---- Decedents dying, gifts made, after 1976- New 7517.
Special rule for gift returns ............. 2008(b) . Gifts made after 1976 ...... 6075(b).
Public index of tax lines ............... 2008(c)- ... ' Liens filed before enactment, 270th 6323(l).

day later; filed later, filed 120th day
later.

Decedents retained voting rights ........ 2009(a)-...... Transfers after June 22,1976 2036(a).
Disclaimers .......................- .20(b) ...... Transfers made after 1§76-... New 2518, 2045.
Retirement benefits ................... c .... Decedents dying after 1976 ........... 2039(e), 2517(a).
Expenses of estate .................... . -()." Tax years ending after enactment..... 642().

MISCELLANEOUS PROVISIONS
Exempt housing associations ............ 2101 ......... Tax years beginning after 1973 -------- New 528(a).
Disaster payments .................... 2102 ......... Payments received after 1973 in tax 451(d).

years ending thereafter.
1972 disaster losses ................... 2103(s) ...... To be set by regulations .............Debts owed by political parties - ---- 2104 ......... Tax years after 1975 ----------- 271(c).

lax-exempt bonds for student loans- 2105(e) ...... Obligations issued on or after enact- 103(a).
ment date.

Personal holding company income de- 2106 ......... Tax years beginning after 1976 ........ 543(a).
.fined.

-Work incentive program expenses ....... 2107 ......... On enactment ....................... 50Aa), c), 508 (a),

.1 ro o.ht'duty truckpartsexcise repeal". 2108 ......... Parts sold after enactment ............ 6416(b).
medication 2109 --------- Resales on or after enactment date .... 4063.Franchise transfers .................... 2110 ......... Transfers after 1976 In taxable years 751(c).

ending later.Tip reporting by employers ............ 2111() Jan. 1, 1976 ......................... 6041(a).
Pollution control Investment credit ...... 2112 Tax years beginning after 1975 ........ 48(a).
fishermen organizations ............... 2113 ......... Tax years ending after 1975 .......... 501(t)
Innocent spouse rule .................. 2114 ......... Applictions filed within 1st calendar Public Law 91-79.

year after enactment 3.Percentage depletion limitations ........ 2115(a) ...... Tax years ending after 1974 ......... 613(aXd)
Transfers of oil and gas property . 2115(b).. Tax years ending after 1974 .......... 613A(c).
State election to participate in Federal- 2116(a) ..... Jan. 1 more than 1 yr after I State has 636 L a 2S0);

state tax collectn program, . elected to participate. F ATa f
CollactkW Act of
1972, sec. 2MO(b).

Student loan cancelations ........... 2117(s) ...... Discharge of debts incurred before 1.
1979.

Student loan defined .................. 2117(b) ........... do ........................... 170(bXl).
Gain or loss on simultaneous liquidation 2118 ......... Plans adopted after 1975 ............. 337.

of parent and subsidiary.
Publishers' prepublication expenses ..... 2119 ......... On enactment ..................... 61.
Utility construai contributions ........ 2120 ........ Contributions made after Jan. 31, 1976. 11L
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MI 3CELLANEOUS PROVISIONS -Cont.

State taxes on electricity ............... 2121 ......... After June 30 1974 .................. 15 U.S.C. 381.Architectural barriers for the handi- 2122 ......... Tax years beginning after 1976 and be- New 190.capped fore 1980.
High income taxpayer report ............ 2123 ......... On enactment .......................
Prirvation of historic structures ....... 2124(a) ...... Additionsto capital madeafter June 14, New 191.1976, and before June 1, 1981.
Demolition of historic structures ........ 2124(b) ...... Demolition begun after June 30, 1976, New 280B.

and before 1981.Depreciation of improvements .......... 2124(c) ....... Basis attributable to construction after 167.1975 and before 1981.
Substantially rehabilitated property ..... 2124(d) ...... Additions to-capital made after June 167.

30, 1976, and before July 1 1981.Transfers of partial interests for con- 2124(e) ...... Contributions made after June 13, 170(f).
servation. 1976, and before June 14, 1977.Supplemental security income .......... 2125 ......... On enactment ....................... Social Security Act,

1612(a).Carryover loss for Cuban expropriations. 2126 ............ do ............................ 172(b).
MISCELLANEOUS AMENDMENTS

Outdoor advertising displays ............ 2127. . Tax years beginning after 1970 ........ 1033(g.Tax on large cigars .................... 2128(a) ...... Ist month more than 90 days after 5701(anew
enactment. 5702(m); 5741.Gain from sales of depreciable property 2129 ......... Sales or exchanges made or contracted 1239.

between related parties, for after enactment.
Education programs for armed forces,.... 2130 ......... Amounts received in calendar 1976-79 Public Law 93-483,

for those receiving training in 1976, 4(c)Swap slock funds .................... 2131 (a) . See sec. 905-908 .............. 36(a.
Partnership contributions .............. 2131 .......... ---- , 721.
Conmon trust funds ................... 2131(d ----------- do..... ............... W8(e)Use of trust as exchange fund .......... 2131(e) .......... do ........... 63.
Contributions of government publications. 2132......--. On enactment....... ......... 1221.Tax incentives study ................... 2133 ......... final report Sept 30, 1977
Prepaid legal expenses ................ 2134 ......... Tax years beginning after 1976 end 120.

encin g before 1982.
Charitable 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 1915 ........ 852(a).
investment companies.

Dividends paid deduction .............. 2137r . do................... 852(b).
Exempt Interest dividends ......... 2137(c) ............ do ........................... 82(b).
Disallowance of deductions ......... 2137(e) ........... do .................... ...... 265.

Mr. EuBANK. We see this problem on buy-sells all the time. Let's.
say there are two business owners and they agreed 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;, and;
he reached the decision that it will be enough.

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
theT, do not net $800,000 from the business.

I 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 change.

Senator BYRD. I gather that one or more of you have looked into the
proposed technical amendments that have been consideremi by the Ways
and Means Committee.

What concerns me about the proposed technical amendments is that
we will find ourselves worse than we are now.

Mr. Cosmumo. In preferred stock particularly, because the proposal
i the technical corrections bill is moving exactly opposite to all the
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1rior 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 Treasury regulations in effect.

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

One is the proposed change to 303 and 306 that Mr. Costello just
addressed. The other is the so-called anti-Byrum amendment. Byrun
was a case in the Supreme Court of the United States, Byrum v. United
,State. 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 agin 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 aclosely held business to anyone unless he disposes of the entire busi-
ness. lie 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. EuNK. It comes back in his estateI
Mr. KARTGANZR. 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. -I think everyone I have spoken to has
stopped, we have frozen, because the amendment is retroactive to
June 22,1976.

Senator BYRD. That has not been adopted yet.
Mr. KARTIGA.n. I thought the thrust of your question was, what

is coming through.
Senator BYRD. Yes.
Mr. KAmGAwIN. 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 can 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 support him so it is technically a gift,
you are now creating an increase in the estate tax liability.

It is a dangerous provision.
Mr. EuBA'x. 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.

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

Senator BYRD. I do not think that that was the intent of Congress at
all. I 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 problems 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 HansenI
Senator -AxsF. Let me say this. I think that this is an extremely

worthwhile -hearing this morning. I sham completely the view that has
been expressed by many. I certainly did not know ithe monstrosity that
we were creating, although I did harbor some fears that we might verywell be doingtht,I recall, w en 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 Committee 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 inposition of the minimum tax,
on planning that people had done in good faith, going along, operating
in consultation with their tax attorneys and accountants. This seems
to be an act of a reasonable person, only we have changed the rules
of the me and made them retroadive to an earlier date.

With specific reference to the energy industry, oil and gas particu-
larly, 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.
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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.

There 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.

It is a pretty easy thing for someone to conclude that it is becoming
so difficult 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 OSHA, 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 I It is better to be employed, it is better to gQ 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 around
the United States. My little home county in Wyoming -vould 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 wintertime,
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 I thought 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 $8 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 changes in tax law.

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

Senator ByRw. 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. CosTELw. Both.
Senator ByD. 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. However, 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 in,, and the two together specifically under the provisions
of section o&2 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 a 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
no longer had a step up basis in 306 stock. There was an adjusted
basis.

You have the percentage increased to ,50 percent of the gro.s estate,
less specific exemptions or deductions, that would have to be 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 303. Under the T-easury'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 ihe code cited in my statement
that are in opposition.

Well, to do us a big favor and to clarify it, the technical correc-
tions act would say, ha-ha, heads we win, tails you lose. It says that
absolutely 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-agreed that death curled
any taint, and there ought not be any taint, because both the provi-
sions, 303 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 going 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 ve 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
a 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. ETEANK. 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. KArIGANER. It would have to be incorporated.
Mr. EuBANx. 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 I 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-lawver 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.



45

There is an error on page 9 or 10 that affects the factor and carries
forward. Overall the totals are approximately correct.

Mr. CoermLuO. In answer to your question, I do not think it has been
completely covered-in answer toyour 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 $5,000
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 ilue
placed on it for gift tax purposes and will be brought back into the
estate; yes.

Senator HAasi. If a person were to give a gift of land in excess
of $3,000 and then died within 3 years atr the time of the gift, the
gift is presumably made in contemplation of death, even if it has a
value that is agreed upon by the IRS, it will still come back in the
estate.

Mr. Cosmtin. 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-stepped my bounds.
W. Y MOAIM . 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 these continuing legal education
panels to try to cope, all he sees on their faces is panic, absolute panic.
People 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 unintentional. 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 r stem we have in this coun-
try is going to break down."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.

Mr. Cos'zw. I was describing the law as it already has been passed.
Senator HANsN. In 19761
Mr. Conimio. 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
Senator Byiw. I am not sure that there is one Senator.
Senator HANSEN. I know one who does not.
Senator ByD. Are you saying under the present law that if an

individual gives away certain property, or stocks, or whatever it might
be and pays the gift tax on that, at 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 I
pay no gift tax when I make the gift, or a relatively low gift tax when
I 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. The Treasury comes back in for the difference of 22 percent at my
death.

Mr. CosTzLLo. 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 with an ax.

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

Mr. EUBANK. 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. KAirriANER. 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 unif gatioxi, 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 son 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 Blm. The staff asked if you would explain that further,
because the staff is not clear as to what you are saying.

Mr. KAnrTIAN ER. Let's take some simple numbers. Let's-take 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 Iris wife now has
$400,000.

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, tle 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 I 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
quickly. When we were building our cruise missiles, we did not build
them directly from the blueprints or drawing boards without a lot
of extensive testing. 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 BYRD. 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 program 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 has some merit to it. -

Thank you, all of you, very much. I think it was very helpful and
very enlightening.

[The prepared statements of the preceding panel follow :]
STATEMENT OF J. TnOMAs EUDANK, JR.1

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 197& We have been asked to emphasize those affecting
the average estate 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 1976 Act that affect the transmission of property at death.
These hearings today are a step in the right direction, but only a step.

' XTheme remarks are by Mr. Nubank individually and not an a representation of anyorganiaton. Mr. kubank Is engaged in the private practice of law at 8000 One Shell Plaza,
Houston, Tez. 77002.
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Incredible as it may seem, the new law was passed without public hearing
on the bill. Shortly before the bill was introduced, a few people actually prac-
ticing in these tax areas were permitted to testify before the Ways and Means
Committee; but they had to do so in 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 nmtter 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.

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 instances 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 repair 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 nd'
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 academia.
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 did not look fine to those who had the benefit of much experience.
at the practical, applied level;

(b) they should have been tested extensively to determine their actual effects
Knd ramifications, as new ideas are normally tested first In most other fields.
of endeavor; and

(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 simplifying 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 is 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 in 1976 a strong move-
ment toward simplification of the processes for transmitting property at death-.
a movement demanded by the public.

Then came the 1076 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 temk
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
&0 for many situations. 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 carry-
over basis 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
adjustment must be made. The process is complex and may be expensive for
an estate of that size.

Next take an estate between $0,000 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 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
$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 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 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 customary 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 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 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 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 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 illustrations of estates going 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 is 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, is 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. 1 have also had to assume my demise on a certain date in near future,
which I assure you I hope is verve 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 boges, two for
gain and two for loss. Thus, there are 812 bases. The totals are as follows:

For galn For loss

Mr. ' ......................................................... $12,322.26 $11,999.61Th b'ust's shar ....................................................... 13,754.87 13,460.35
Totl .................................................................... 26,077.13 25,459.96:

These calculations took 17 hours, by a capable and efficient Individual who Is
both a OPA land a lawyer, accustomed to performing services of this kind. That
tfme does not Include any time necessary to resareh or learn the tax law, nor
does It Include hours needed for corrections and refinement. At his normal billing
rae of $70 per hour, the cost Is $1,200. At the estate's marginal estate tax rate of
2e, this cost Is borne as follows :
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By the Federal Government ------------------------------------- $384
By the Eubank family ------------------------------------------ 816

Total ------------------------------------------------ 1,200

Under the law before the 1976 Act, the basis in these shareA would have been
$26,980.45. Under the 1976 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 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 $884 less in estate
tax to get about $200 in capital gains tax, if and when the shares are sold. More-
over, 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 dIfferemt bases, one for gain and one for loss. Thus, there are 156 bases. Tho
totals are as follows:
Mrs. Eubank's shares:

For gain ------------------------------------------- $26, 712.44
For loss --------------------------------------------- 27,133.85

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, $2%, this cost is borne as
follows :
By the Federal Government ------------------------------------- $168
By Mrs. Eubank ---------------------------------------------- 672

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.

Keep in mind that these calculations, about fifteen pages for each altuadon,
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 a 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 believe, contrary to
certain suggestions in the press, that lawyers and accountants as a whole favor
simplification.

It is true that the expenses 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 Situation 1.
Until the estate tax has been finally settled, each asset will have a "suspended
basis," because any estate tax ,Jjustment 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 fiduciary law and tax law problems in connection with the selection 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 basis at death and opted for estate tax rate 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 receiving many complaints 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 ie, Is that a much simpler approach
was not taken in the fbw law. Under that approach, subsections (a) and (b)
of section 2035 would be repealed, so that that section would consist only of
the subsection (c) 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 $8000 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 as to include in a decedent's gross
estate any insurance on his Ufe 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
as to 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 or J. THOMAS EUBANK, JR., CONSTITUTING-ACTUAL CALCULATIONS OF
T1lE CARRYOVER BASIS OF STOCK IN. A SINGLE MUTUAL FUND REQUIRED UNDER
THE TAX REFORM ACT or 1976, TOGErHER 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
that all other facts are Intended to be hypothetical, especially the date of his
death.

Situation I is designed to illustrate an estate with an estate tax, both before
and after 1970 TRA. The gross estate has an estate tax value of $525,000. It
includes 2,809 shares of the mutual fund stock having a value of $26,690. Mr.
Eubank leaves his surviving wife a maximum marital deduction gift of $250,000.
The balance, after taxes and expenses, he leaves in trust for his wife and
children.

Situation 2 Is designed to illustrate a small estate with no estate tax, before
and after the 176 TRA. The gross estate has an estate tax value of $70,690,
consisting of the same mutual fund stock ($26,090), a residence ($40,000),
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household goods and personal effects ($8,000), and cash ($1,000). Mr. Eubank
leaves his entire estate to his surviving wife.

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

For example, if the investments had been monthly rather than every other
month and If the mutual fund had paid dividends quarterly rather than

.annually, the length of the calculations would have more than doubled.
This example is not limited to mutual funds. Any shareholder of many listed

common stocks can now elect dividend reinvestment, and he or she typically
lias acquired the shares In various lots. This example does not illustrate all
of the serious problems arising from carryover of basis. It Illustrates only one
very typical general problem.

SUMMARY or RzSULTS IN srruATION 1

The shares comprise 78 lots. Each lot Is divided between Mrs. Eubank and
the trust, and the shares In each lot have four different bases, two for gain and

-two for loss. Thus, there are 312 bases. The totals are as follows:r

For gain Fo toSS

'Mrs. Eubank's shares... ...................................... $12,322.26 $1 k999. 61
The trust's shares ............................................ 13;754.87 13,460.35

Total ................................................... ................ 2,077.13 25,459.96

These calculations took 17 hours, by a capable and.efficient 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 -------------------------------- $84
By the Eubank family -------------------------------------- 816

Total -------------------------------------------- 1,200
Under the law before the 1976 TRA, the basis in these shares would have

been $26,690.45. Under the 1976 TRA, the total gain basis is $26,077.13. 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 family were
to sell all these shares, the capital gains tax on that gain would likely be about

.$200.
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:

:Wrs. Eubank's shares:
For gain -------------------------------------- $26, 7 44
For loss ---------------------------------------- 27, 188. 85



These calculations took 12 hours, by a capable and emclent 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 would be $840.

At Mrs. Eubank's marginal income tax rate of- say, 20%, this cost would be
-borne as follows:
By the Federal Government -------------------------------- $168

'By Mrs. Eubank ----------------------------------------- 672

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.

SrruATioN 1

Calculation of Decedent's Federal Estate Tam and State Inheritance Toa

,Gross estate --------------------------------------------------- $525, 000
Less: Debts and expenses --------------------------------- 25,000

.M3arital deduction -- ------------------------------------ 000

Subtotal ---------------------------------------- 275,000

Taxable estate -------------------------------------------- 250,000
.AdjUsted taxable gifts --------------------------------------- 0

Total ------------------------------------------ 250,000
Tentative tax .. ----------------------------------------- 70,800
Less: Gift taxes paid
"Jnifled crediL ---------------------------- ------------ 80, 00
,Credit for State death taxes ------------------------------- 80,000
-Net-estate tax payable ------------------------------------ 880
:Estate tax ------------------------------------------- 86,880
Inheritance tax ----------------------------------------- 8,920

TotlW taxes-.. -------------------------------------- 40,800

AvRAGE Tax RATz-TTrx TAxs

GROSS ESTATi-MA3ITAL DEDUCTION

$40,800 $40,800

$525,000-$250,000 $275,o0

RATE OF ASSErS PASSING TO SPOUSE
P50,000

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

Number of
Oate of umber of shares aia

prchase sar adjustment Cost els

I .............. ..... ......... Set 14,19672 .............. ..... ... .. .. ......:' . ::: 2, 96
3 ........... ................... . 1D 1,1967
4 .......... ...............

.................... :.:.:........... ..... Feb. 1,196
6....... ............ .......... Apr. .19687 .................. "'............. Nov. 2,1968 ..................... ............. J Im ,19

.................... Au . ,1968
13...........................Okdz I11968
11 ............................................
14 ................. ........................ D. 3,196913 ................ ............................. t, ,
14 ............................................ Joe 1,19015 ............................................ ,
S t............................................ a

19 .............................20 ........................... Dw,::::::::: 1' 1,199
SubbkI .. .... ,. .......... •.... ...... ...... ...............

19 57 $481.00
7.73 23.19 20007.378 .34 200.00
1.992 53.0
7.88 23.664 200.00
8.116 24.348 200.00

186.000 S8.0 5,903.64
&.626 19.878 20.00
7.054 21.162 0
6.329 18.37
s. 17.185 200.00
6.575 11. 725 200 00

14 991 44.973 454.01
1569 4.707 47.52
S.9e8 20.934 .00,
6.715 20.145 .0
7.766 23.296 200.00
14.000 342.ooo 2,979. 9
7.340 22.02 200.00
6.894 20.682 200.00

436. 84 1,310.506 12, 720. 16

21 ................. ....... Feb, 2,1970 7.650 22.95 200.00,22 M.. 06.1'.;' ' .... 3 $24...........0,.. ..... ............. .... ................ 74
14. Apr. 7.76 23.307 20.00
25 ............................. Jun 1,1970 10.091 30.273 200.00

:A........................................ A O.1970 13:686 32.04 2.0
.. Oct. 91970 18.708 26.124 20O.00

29........................ ..... 14,1970 8.40o 25.200 20 .00
31.............................. Feb. 5,1971 7.772 23.316 200.00
1 .................................... s'i 9.282 27.846 240.91................. '......................... .. .. 3.229 9.67 93. 8
............................. ..... Apr. 12.1913 6844 20.532 200.00,

35............... .............. Jun 7,1971 6.656 19.66 200.00
........... .............. Aug. 9,1971 7.057 21.171 200.00

3 ............................. Oct. 4,1971 6.081 18.243 200. 0.......................................... Dec._5,1971 6.028 1L.084 200.00
38 ............. () 1.620 4.860 63.45-39 .............. '(......................... . 9.130 27.390 357.6Z
40 ........................................... Feb. 7,1972 5.031 5.193 200.00

Subtal ................................................... 491.483 1, 777.752 16,881.98.

4 ........ ............ Apr. 3.1972 4.637 13.911 200.0o
4 ............................ June 5,1972 4.397 13.191 200.00
44 ............................. Au 9,1972 4.510 1350 200.00
45 ...................... ..... ;t 4,1972 4.904 14.712 200.00
46 ........... ............... Dc. 6,1972 4.590 13.770 20D.0
47 ............. .......................::o) 3167 9.501 1,278.59
47 .................. . . .F." 9S' 2.007 6.021 77.38
48 ............................... Feb. 14, 1 5.265 15. 795 200. 0'

.... ............. ....... Apr. 2.1973 6.227 18. 681 200.00
.................. ... Apr. 30,1973 1,324.576.. ....... ....... ...... ,,,,o 4:, 3oo 2'02.W 20

53 .............. ............. Aug. 6.173 608 19.608 200.00
53................ Oct 1.,1973 14.44 It.484 200. 00'

................. Ons. 6,1973 25.284 2L 284 200.00
55............ ...... --- 14.691 14.691 112.97'
56~~(' 8.......... ........... *..302 8.302 63.8457 ............. :": ........................... Apr. 4 1973 26.6 6 21,7 200.0

55 ............... .un 5,1974 28.289 28.219 200.00
59...... .................. ...... + .,o,
60 .. .................. .......... Au. ,261974 39. 29 39.293 200. 00

3,1974 44.150 44.150 200.00,

Subtotal ................................................... 2,234.180 2,234.180 21,414.76

61 .............................. ec.62 ............. ....... ...................63 ............ .......................... . Fe64 ........................ .::: :... Apr.6s ........ .................... May66 ................ ...........
67 .............................. DeU .............. ...'.: " . ": .. '... ..: r
69 ........... .......................

See foobaoe et ed of tole.

4,1974

3,17
1,1975

30,1975
31, 1975
6,1975
1,1975

(1)

40. 816
42.348
36.166
30.960
27. 510
28. 169

31.008
28.986
26.964

40.816
42. 348
36,166
30.960
27. 510
28.169'
31.960

200.(0
207.93
200.00
200.0020.00
200. 00
200.00
200.00
M5.5L

Lot No.
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CALCULATION OF DECEDENT'S BASIS, ROWE PRICE NEW HORIZONS FUND, INC.-Cootnued

Number of
Doats of Number of shares after

Lot No. purchase shares adjustments Cost bels

70 ......................................... Feb. 2,1976 26.991 26. 991 200. 00
71 ......................................... Apr. 1,1976 26.490 26.490 200.00
72 ......................................... June 3,1976 28.329 28. 329 200.00
73 ....................................... Aug 6,1976 28.169 28.169 200.00
74 ....................................... Oct 5,1976 28.944 21. 944 200. 00
75 ......................................... Dec. 6,1976 27.933 27.933 200.00
76 ........................................ (') 26.901 26.901 190.46
77.................................. Feb. 8.17 28.860 28.860 200.00
78 ............................. Apr. 51977 29.895 -29.895 200.00
79 ......................................... June 6,1977 28.944 28.944 200.00

Total ................................................. 2,808. 563 2, 808 563 25,198.66

'Dividend.
'New shares apporned to pdor lots.

CALCULATION OF CARRYOVER BASIS, ROWE PRICE NEW HORIZONS FUND, INC.

Value on Basis after fresh start
Decedent's Dee.31 Value for

Lot No. basis 97 estate tax For loin For loss

1 .............................. $481.08 $417.24 $541.50 $41.08 $481.082 .............................. 200.00 169.74 22.32 200.00 200.003....... ................. 200.00 162.03 210.27 2M.00 -- 200.004 ....... .................. 53.89 43.74 56.76 53.89 53.89
5 .............................. 200.00 173.22 224.82 2M. 00 200.00
6 .............................. 200.00 178.23 231.30 200.00 200. 0
7..........................5S903.64 4,084.56 5,301.00 5,903.64 5.903.64
8 .......................... 200.00 145.50 188.85 200.00 200.00
9 .......................... 200. 00 154.92 201.03 200.00 200. 00

10.... .................... 200.00 138.99 180.39 200.00 200.00
11 ......................... 200. 00 129.45 168.00 200.00 200.00
12 .............................. 200.00 144.39 187.38 200.00 200.00
13 .............................. 454.09 329.19 427.23 454.09 454.09
14 .............................. 47.52 34.47 44.73 47.52 47.52
15 .............................. 200.00 153. 24 198.87 200.00 200.00
16 .............................. 200.00 147.45 191.37 200.00 200.00
17 ........................ 200.00 170.55 221.34 200.00 200.00
18....................... 2,979.96 03.44 3,249.00 2,979,96 2,79.9619 ........................ 200.00 161.19 209.19 200.00 200.0020 .............................. 200.00 151.38 196.47 200.00 200.00
Subtotal.................... 12,720.18 9,592.92 12,449.82 12,720.18 12,720.18

21 ............................... 200.00 168.00 21&04 200.00 200.00
22 ............................... 524.20 440.55 571.74 524.20 524.20
23 .............................. 91.74 77.10 100.05 91.74 91.74
24 ............................... 200.00 170.61 221.43 200.00 200.00
25 ............................... 200.00 221.61 287.58 221.61 200.00
26 .............................. 200.00 234.66 304.56 234.66 200.00
27 ............................... 200.00 222.72 289.05 222.72 200.00
28 ............................... 200. 00 191.22 248.19 200.00 200.00
29 ............................... 200.00 184.47 239.40 200.00 200.00
30 .............................. 200.00 70.67 221.49 200.00 200.00
31........................... 4Q97 20.82 264.54 240.97 240.97
32 .............................. .83.82 70.92 92.04 83.82 83.82
33 ............................... 200.00 150.30 195.06 200.00 200.00
34 .............................. 200.00 146.16 189.69 200.00 200.00
35 ............................... 200.00 154.98 201.12 200.00 200.00
36 ............................... 200.00 133.53 173.31 200.00 200.00
37 ............................... 200.00 132.39 171.51 200.00 200.00
38 ............................... 63.45 35. 58 4.17 63.45 63.45
39 ............................... 357.62 200.49 260. 22 357.62 357.62
40 ............................... 200.00 110.49 143.37 200.00 200.00

Subtotal ....................... 16,881.98 12,983.19 16,888.68 16,960.97 16,881.98



56

CALCULATION OF CARRYOVER BASIS, ROWE PRICE NEW HORIZONS FUND, INC.-ConsInued

Value on asils after fresh start
Decoedn's Dec. 31 Value for

Lot No basis I ustatelax For ain For loss

41 ............................... 200.0 101.82 132.15 200.00 200.00,
42 ............................... 20+. 00 96.57 125.31 200.00 200.00,
43 .............................. 2.00 9.03 128.55 200.00 200.00,
44 .............................. 200.00 107.70 139.77 200.00 200.00
45 ............................... 200.00 100.80 130.83 200.00 200.00
46 ....................... 1, 27L9 723. 34 945.27 1,278. 1, 27. 59)
47 ......................... 77.38 44.07 57.21 77.38 77.38
4 ......................... 200.00 115.62 150.06 200.00 200.00.
49 ........................ 200.00 136.74 177.48 200.00 200.0
50 .............................. 0 0 0 0 0
51 .............................. 200.00 16S.05 214.21 200.00 200.00,
52 .............................. 200.00 143.53 186.28 200.00 200.00,
53 ............................... 2.00 135.30 175.60 200.00 200.00
54 ............................... 200.00 185.08 24.20 200.00 200.0055 ............................... 1 oL97 107.54 1 .56 112.7 12.976 ............................... 63.4 60.77 7.3,7 63.84 4o
57 ............................... 200.00 195.20 25&34 200.00
.............. .......... X0 00 207.06 264.75 207.08 200.00'59 ........................ W.00 287.62 37. 28 27. 62060 ......................... 200.00 323.18 419.43 323.
Subtotal.................... 21,414.76 16.344.21 21,224.76 21.711.63 21.414.76.

61 .......................... 200.00 298.77 387.75 296.77 200.00
62 .......................... 207.33 309. 99 402.31 309.99 207.93.63 .............................. 20.00 264.74 343.58 264.74 200.0064 .............................. 200.00 22.23 294.12 263 200.0

200.00 201.37 261.35 201.37 200.00""Z Z'.Z'"" '.""." " 200.0 20L 20 267.61 20L.20 200. OD
67 ........................... 200.00 226.96 294.58 226.98 200.0
68 ........................... 2.00 212.18 275.37 212.18 200.00
69 ............................. 15.51 137.38 256.13 197.38 185.51
70 ............................. 200.00 197.57 256.41 200.00 200.00
71 .............................. 200.00 193.91 251.66 200.00 200.00,
72 .............................. 200.00 207.37 269.13 207.37 200.00
73 .............................. 200.00 206.20 276.61 206.20 200.00,
74 .............................. 200.00 211.87 274.97 211.37 200.00
75 .............................. 200.00 204.47 265.36 204.47 200.00,
76 ............................ 190.46 196. 92 255.56 190.46 190. 46.
77 ......................... 200.00 211.26 274.17 200.00 200.00
7.......... 200.00 211.83 284.00 200.00 200.00
79 .......... ...... 200.00 211.87 274.97 200.60 200.0

Total .......................... 2,198.66 20,547.72 26,690.45 25,876.24 25,196.66.

App im - Estate tax adjustmt Adjusted bWs
Lot o, Bala for l Basis for Was For Otn Fo ft For On For loss

$6..........M42 $60.42 $8.97 $3. 97 $49005 $490.05
2 .................. 20.32 20.32 3.02 302 203.02 203.0O
3 .................. 10.27 10.27 1.52 1.52 201.52 201.52
A ................ .2.37 2.87 .43 .43 54.32 54.32
5 .................. 24.32 24.82 3. 68 3. 6 203.68 203.61
6 .................. 31.30 31.30 4.64 4.64 204.64 204.64
7 .................. 0 0 0 0 5903.64 5,903.64
8 .................. 0 0 0 0 200.00 200.00
9 .................. 1.03 1.03 .15 .15 200.15 200.15
10 ................. 0 0 0 0 200.00 200.00
11 ................. 0 0 0 0 200.00 200.00
12 ................. 0 0 0 0 200.00 200.00
13 ................. 0 0 0 0 454.09 454.09
14 ................. 0 0 0 0 47.52 47.52
15 ................. 0 0 0 0 200.00 200.00
16... ............. 0 0 0 0 200.00 200.00
17................ 21.34 21.34 3.17 3.17 203.17 203.17
13 ............... 26. 04 04 39.93 .93 3,019.39 3,019................ 9.19 9 1.36 1.36 201.36 201.36

4 0 0 200.00 200.00,boI ::::::: 458.60 450.60 66.87 66.87 12,77. 05 12,737.05

.4
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CALCULATION OF CARRYOVER BASIS, ROWE PRICE NEW HORIZONS FUND, INC.-Continued

Appr ciation from- Estate tax adjustment Adjusted basis

Lot No. Basis for pin Bais or loss For pin For os For pai For los

21 ................. 18.04 18.04 2.68 2.68 202.68 202.6.
22 ................. 47.54 47.54 7.05 7.05 531.25 531.25
23 ................ 8. 31 8. 31 1.23 1.23 92.97 92. 97
24 ................. 21.43 21.43 3.11 3.18 203.18 203.18.
25 ................. 65.97 87.57 9.70 13.00 231.40 213.00
26 ................. 68.90 104.55 10.37 15.52 245.03 215.52
27 ............... 66. 33 89. 04 9. 54 13.21 232.56 213.21
28 ................ 48.19 48.1, 7.15 7.15 207.15 207.15
29 ................. 9.40 39.40 5.65 5.85 205.35 205.85
30 ................. 21.49 21.49 &.19 3.19 203.19 203.19
31 ................ 23.57 23.57 3. 50 3. 50 244.47 244.47
32 ............... .&22 8.22 1.22 1.22 85.04 84.95
33 ................. 0 0 0 0 200.00 200.00
34 ................. 0 0 0 0 200.00 200.00
35 ................. 1.12 1.12 .17 .17 200.17 200.17
36. ................ 0 0 0 0 200.00 200.00

................. 0 0 0 0 200.00 20.0W
0 0 0 0 63.4S 63.45

39................. 0 0 0 0 357.62 357.62
40................. . 0 0 0 0 200.00 200.00

Sebtl ......... .90.11 968.87 132.09 143.82 17,073.606 17,025.80

41 ................. 0 0 0 0 200.00 200.00
42 ................. 0 0 0 0 200.00 200.00
43 ................. 0 0 0 0 200.00 200.00
44 ................. 0 0 0 0 200.00 200.00
45 ....... 0 0 0 0 200.00 200.00
46 ................ 0 0 0 0 1, 278. 59 1, 278. 59
47 ................. 0 0 0 0 77.38 77.38
48 ................ 0 0 0 0 200.00 200.00
49 ........ 0 0 0 0 200.00 200.00
50 ................. 0 0 0 0 0 0
51 ................. 14.21 14.21 2.11 2.11 202.11 202.11
62 ................. 0 0 0 0 200.00 200.00
53 ................. 0 0 0 0 200.00 200.00
54 ................. 40.20 40.20 - 5.97 5.97 205.97 205.97
55 ................. 26.59 26.59 3.95 3.95 116.92 116.92
56 ................. 15.03 15.03 2.23 2.23 66.07 66.07
57 ................ 53.34 53.34 7.92 7.92 207.92 207.92
5 ................ 61.67 68.75 9.15 10.20 216.23 210.20
59 ................ 85.66 173.28 12.71 25.71 300.33 225.71
60 .......... 96.25 219.43 14.28 32.56 337.46 232.56

Subtotal......... 1,283.05 1,579.70 190.41 234.47 21,902.04 21,649.23

61 .............. 8.9O 187.75 13.20 27.86 311.97 227.8
62 ................ 92.32 194.38 13.70 28.85 323.69 236.71
63 ................ 78.4 143.58 11.70 21.31 276.44 221.31
64 ................. 67.49 194.12 10.02 28.81 236.65 228.81
65 ................ 59.96 61.35 8.90 .10 210.27 209.10
66 ................ 61.41 67.61 .11 10.03 215.31 210.03
67 ................. 7.50 94.58 10.03 14.04 237.01 214.04
68 ................ 63.19 75.37 9.38 11.18 221.56 211.18;
69 ................ 80 70.67 8.73 10.49 206.11 196.00
70 ................. it.41 56.41 8.37 8.37 208.37 208.37
71 ................. 51.66 51.66 7.67 7.67 207.67 207.67
72 ................. 61.76 6.13 9.17 10.26 216.54 210.21
73 ................. 70.41 76.61 10.45 11.37 216.65 211.37
74............... .63.10 74.97 9.36 11.13 221.23 211.13
75................ 60.89 653 9.04 9.70 213.51 209.1
76................ 65.10 65.10 9.66 9.66 200.1277. ........... 74.17 74.17 11.01 11.01 211.01 211.01
78.......... .... 6400 84.00 12.47 IL.47 212.47 124

79.............. 74.97 74.97 11.13 11.13 211.13 111
Total........... Z2, SK12 3,361.49 383 51 498. 91 26,256.75 25,697.57
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DISTRIBUTION OF SHARES

Number of Shares to Basis for Basis for Remaining Bas$s for Basis for
Lot No. shares spouw pin less shares pin less

I 1........ 57 27.1434 $221.09 $22909 20.85M6 $25. 69 $256.692 ................. 23.19 i.01 95.24 95.24 12,1469 106.34 106.343 ................. 22.134 10.5402 95.24 95.24 11.5938 105.56 105.564 ................. 5.976 2.9458 25.66 25.66 3.1302 2L.45 2L455 ................. 23.664 11.2688 95.24 95.24 12.3952 106.69 106.696 ................. 24.348 11.5945 95.24 95.24 12.7M 107.19 107.197 ................. 558.000 265.7196 2,811.31 2,811.31 22.2804 .3,092.33 3,092.33$ ................. 19,87 9.4659 95.24 95.24 10.4121 104.76 104.769 ................. 21.162 10.073 95.24 95.24 11.0847 104.84 104.8410 ................ 1.987 9.0416 95.24 4 9454 104.76 104.76!1 ................. 17.685 8.4216 95.24 95.24 ?2W. 104.76 104.7612 ................. 19.725 9.3930 95.24 95.24 10.3320 104.76 104.7613 ................ .44.973 21.4161 216.24 216.24 23.5569 237.85 237.8514 ................. 4.707 2.2415 22.63 22.63 2.4655 24.89 24.8915 ................. 20.934 9.968 95.24 95.24 10.9652 104.76 104.7616 ................. 20.145 9.593 95.24 95.24 10.5520 104.76 104.76
17 ................. 23.298 11.0945 95.24 95.24 12.2035 106.42 106.4218 ................. 342.000 162.8604 1,419.06 1,419.2 179.1396 1,581.82 1,581.8219 ................. 22.02 10.48M 95.24 95.24 11.5341 105.47 105.4720 ................. 20.682 9.4M 9.24 95.24 10.8332 104.76 104.76

Subtotal ......... 1,310.508 624.0638 6,057.35 6,657.35 66.4442 6,697.86 6.697.86
21 ................ 22.95 1.9288 95.24 95.24 12.0212 106.16 106.1622 .............. 60.183 2.591 249.62 249.62 31.5239 278.27 278.2723 ................ 10.533 5.0158 43.69 43.69 5.5172 48.70 48.70
24 ................ 23.307 11.088 95.24 95.24 12.2082 106.43 106.43
25 .............. 30.273 14.4160 M.05.53 95.24 15.8570 121.21 111.57
26.............. 32.058 15.2660 111.75 95.24 16.7920 12M35 112.8927 ............. 30.426 14.4889 106.06 95.24 15.9371 121.81 111.6828 ................ 26.124 12.4402 95.24 95.24 13.68 108.51 108.51
29 ................ 25.200 12.0002 95.24 95.24 13.1998 107.82 107.82
30 ................ 23.316 11.1031 95.24 95.24 12.2129 106.43 106.4331 .............. 27.4 13.2603 114.75 114.75 14.587 128.05 128.0532............... 9.7 4.6129 39.92 39.92 5.0741 44.54 4.so
33 ................ 20.532 9.7773 95.24 95.24 10.7547 104.76 104.76
34 ................ 19.968 9.5088 95.24 95.24 10.4592 104.76 104.76
35 ................ 21.171 10.0816 95.24 95.24 11.0894 104.85 104.85
36 ............... 18. 243 8.6873 95.24 95.24 9.5557 104.76 104.76
37 ................ 18.084 8. 6116 95.24 95.24 9.4724 104.76 104.76
38 ................ 4.860 2.3143 30.21 30.21 2.5457 33.24 33.24
39 ................ 27.390 13.0431 170.30 170.30 14.3469 187.32 187.32
40 ............... 15.093 7.1873 95.24 95.24 7.9057 104.76 104.76..

Subtotal ......... 1,777.752 846.5655 8,076.82 8,039.20 931.1868 8,953.35 8, 918. 08

41 ................ 13.911 6.6244 95. 24 95.24 7.2866 104.76 104.76
42 ................ 13.191 6.2816 95.24 95.24 6.9094 104.76 104.76
43 ................ 1k 530 6.4, 95.24 95.24 7.0870 104.76 104.76
44 ................ 14.;!? ".0059 95.24 95.24 7.7061 104.76 104.76
45 ................ 13.770 6.5573 95.24 95.24 7.2127 104.76 104. 76
46 ................ 99.501 47.3824 608.86 1608.86 52.1186 669.73 669.73
47 ................ 6.021 2.8672 36.85 3685 3.1538 40.53 40.53
48 ................ 15.795 7.5216 95.24 95.24 8,2734 104.76 104.76
49 ................ 18.681 .8959 95.24 95.24 9.7851 104.76 104.76
50 ................ 0 0 0 0 0 0 0
51 ................ 22.548 10.7374 95.24 95.24 11.8106 105.87 105.87
52 ................ 19.608 9.3373 95.24 95.24 10.2707 104.76 104.76
5 ............... 18.484 .8021 95.24 95.24 9.6819 104.76 104.76
54 ................ 25.284 12.0402 95.24 95.24 13.2438 107.89 107.89
55 ................ 14.691 6.9959 53.80 53.80 7.6951 61.24 61.24
56 .............. .. 302 3.954 30.40 30.40 4.3486 34.61 34.61

...... 26.667 12.6988 95.24 95.24 13.9682 108.91 108.91
28. Z8 13.4712 98.61 95.24 14.8178 113.26 110.10

59 .............. 3. 93 18. 7113 136.96 95.24 20.5817 157.31 118.23
60 ................ 44.150 21.0242 153.90 94.24 2.1258 178.76 121.81

Subtotal ......... 2,234.180 1,03.9166 10,339.08 10,197.71 1.170.2637 11,472.30 11,339.84

61 ................. 40,816 19.4366 142.27 95.24 21.3794 163.41 119.3562 ................. 42.348 20.1661 147.62 9.02 22.1819 169.55 124.0363 ................. 36.166 17.22 1M.07 9.24 1.9438 144.80 115.92
64 ................. 30.960 14.7432 10.92 9624 16.2168 126.96 119.85
65 ................. 27.510 13.1003 .89 95. 24 14.4097 110.14 109.53
66 ................. 28169 13.4141 18.19 95.24 14.7549 112.78 110.01
67 ................. 31.008 14.7660 108.09 95.24 16.2420 124.15 112.11
68 ................. 28.96 13.8631 101.04 95.24 15.1829 116.05 110.62
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DISTRIBUTION OF SHARES-Coutinued

Nume of Shares b asis a I Basisfor R emalg Bais fr Basis for
Lot No. shares spoon pin loss uham pin less

69 ................. 26.964 12.8403 88t34 14.1237 107.6 102. 66
70 ......... 24 24 14.1379 109.14 13.14
71!.......... .. 26:: . 1t" 2'LL614 5 552 524 1& 1735 1011.7 1017i
n ................. 13.4903 75 5. 24 14. 8387 113. i1 13
74 .............. 2. 4 1& 4141 t 1 S 5.24 14.760 11.8 110.7
75 .............. 27.933 133017 24 14.6313 111.84
76 .............. 26.901 128103 90. 370 14.0907 104.82

.... 2L 13.7431 91 I4 3524 IL la 110. 10.

........ 2S. 5 14. 0 9 4 24 15. 11.1 111.29
79 ................ 21944 11 7831 35.24 l 11159

Total ........... 2,80.563 1,337.4378 I2,,V226 11,999.61 1,471.I25 13,754.87 13,460.35

SITUATION 2

CALCULATION OF DECEDENT'$ BASIS ROWE PRICE NEW HORIZONS FUND, INC.

Numbe of
Deb of Number of shares aft

Lot N. purhs shar adjusbme Cost aisl

1 ................................................. SW. 4,1967 I 57 41.08
2.................................................Nov 2,1967 7.73 23.1200.
3 ................................................. Dec. 1,1967 7.378 22134 200.1
4 ................................................. () 1.92 5.376 S3.
S ................................................. Feb. 1,115 7.88 23.664 20o
6 ............................................ Apr. 1I68 &116 24.348 5,303.64
7 ............................................. Dec 2,1968 191000 55.m 5,303.64
8 ................................................. June 31968 6. 626 I. 878 .-00
3 ................................................. Aug 1,1368 7.054 21.162 200

10 ....................... Oct 1,1" .329 1& 1 20000
11 ................................................. Dec. 2, 168 5.895 17.685 20O
12 ................................................. Dec. 3,1969 6.575 17. 72 20o
13 ................................................. (1) 14. 1 44.973 454.09
14................................................569 4.707 47.52
1 ............................. ... A I, IL 978 20.93 200.00
1 ........ ..................... .... Jun 11969 6.715 20.145
17 ............................................... . , 206
II ................................................ Aug. A 5 963 114.000 342.000 2,379.55
13 ................................................ Oct I, I 7.340 22.02 - 200.00
20 ................................................ Dec. 1,1963 c6 20.682 200.00

Sublol ................................................... 436 836 1,310.508 12,720.18

21 ................................................ Feb. 2,1970 7.650 22.5 200.00
22 ................................................. 21. 061 61.183 4.20
23 ............................................... 3. 511 10. 533 11.74
24 ................................................ Apr. 1, 7.76 23.307 200.00
25................................................ June 1,;170 10. 30.273 20100
26 ................................ Ag. 10.f 110 . 32.058 20100
27 .... ................................. 241 10.142 3126 20 0oI................2 Oc617 .0 6124 20100

................. Ic 14,87 1400 25.200 200.00
30 ............................................... Feb. 54371 7.72 2316 201.00
31 ................................................. 292 27, 240.37

.......................................... ) ,223 I'em I&.82
................................. ....... Apr.-: J I .I 6,844 K 201.00

F...... ........................ J 200.00
3S5....................................... Au 691 1 0 21.171 200100
...U ............................. Oct 41171 61 11 24 201.00
........................................ CI Dr-2 4.360 63 & 0.45
3...........................................13 In39 35.62

0.. .. . H.. . H. .. *.-....*.... ..... Feb? 5,031 1"0t 2000

sa . .................. ............................... 2.54 1,77 7.752 16,88l.8

See AetntN t td of tble.
95.-0260---S---
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SITUATION 2-Contued

CALCULATION OF DECEDENT'S BASIS ROWE PRICE NEW HORIZONS FUND, INC.--Contlnued

Number of
Dab of Number of shares after

Lot Nt purchase slaes adjustmen's Cost basis

41 ......................................... Apr. 3,1972 4.637 13.911 200.0042. .............................. .. Junt- 197 4.397 131 200.00
43 ......................................... A 9,192 4.510 13.
44 ...........................................fct 4.12 4.904 14.712 200.00
45........................................... Dec. 6,1972 4.590 13. 770 . 200.0
46 ................................................ (1) 33.167 9. 501 1,27.5
.4.............................................2.007 6.021 77.38
*6............................... . Feb. 14,1 5.M.6 15.79 200.00
*..................................... Apr. 2113 6.227 1&61 200.00
50 ................................................ Apr. 30,1973 1,324.5T6 ( .)
si ........................................... J un 4,1973 22.548 22.58 200.00
52 ...................... A 6,9T 19.606 19.606 200.00
53 ........................................... 5 1973 1 484 16. 484 200.00
54 ........................................... Dec. 6,1973 25.284 2 284 200.00
55 ................................................. (, 14.691 14.691 11. 97
56 ................................................. 402 .02 63.84
57......................................... Apr. .41 2.667 2667 200.00
5. ................................. June 51974 2. 289 28. 289 200.00
so...................................... A , 26; 1974 39.293 39.293 200.00
60................................. c 3.1974 44.150 44.150 200.00

Subtol ................................................... 2,234.180 2,234.180 21,414.76

.. . ....... ... Dec. 4,1974 40.816 40.816 200.00
..... 42,348 42. 348 207.93..................... .................. Feb. ,3.166 36.166 200.00

64................................Apr. 1,1975 3Q.960 30.960 200.00U . . .......... May 10 195 27,510 27.510 200.00
........................ July 31,1975 28.169 28.169 200.00

67 ....................................... ; ........ Oc. 6,1975 31.008 31.008 200.00
63 ................................................ ec. 1,1975 21.986 26.966 200.00
6 ...................................... 26.964 2& 964 16S.51
70 .............. Feb. 2,1976 26.991 26.991- 200.00
71 ................................... Apr. 1:1,76 26.490 28.490 200.00
72 ........................................... June 3,1976 28.329 28. 32973 ................................................ Au. 6.1976 28.169 2. 169
74.................................... :... OcLS.-197 28.944 28.9$44 a75 ........................................... Dec. 6,1976 27.933 27.93 200
76............................................ ( 26. 901 26.901 46
77 ........................................... Feb. 8117 28.860 28.860 200.00II.. . .. .. . .Ar5,1977 29.695 29.895 200.00

....................................... June 6,1977 28.944 28.944 200.00

Totl ..................................................... 2, 06. 563 2, 0W 563 25,196 66

SDividend.
2 New sare-apportloned to p lob.

CALCULATION OF CARRYOVER BASIS-ROWE P'IICE NEW HORIZONS FUND, INC.

Basis after fresh start
Deceden's Value on Viw for

Lot Lo. bels Dec. 31, 1976 estate tax fo gel Fo loss

I .................................. 481.09 417.24 541.50 481.06 481.01
2 .................................. 200.00 160.74 220.32 200.00 20(3 ........................... 2K000 162.03 210.27 20100 200.004 ................................. 5&. 43.74 56.76 S3.0 5f..&S............................200.00 173.22 224.32 200.00 200.00
6.......................... . . . 200.00 176.23 231.9 20000 M
7.............................. 5,903.64 4,084.56 5,901.00 5, 903.64 5,08 .................................. 200.00 14550 161.65 20.00 009 ................................. 20 o 154.92 201.03 200. 00 01o ............................. 210.00 13.99 180.39 2000
11....................... 2 0 120.45 168.00 200.00 200.00
12 ................................... 200.00 144.39 187.38 200.00 200.00
13 .................................. 454.00 329.19 427.23 454.08 454.09
14 ................................... 47.52 34.47 44.73 4.02 47.52
is ................................... 20 00 1324 1 200.00 200.0016 ................................. .. 2000 147.45 1.37 200.1 - .................... 200.00 10.56 221. 2 1
is ............................... 2, 970. 2, SO&4 320. 2 .%
20 .................................. 200.00 151.39 190.47 200.00 200.00

Sebe ....................... 12,720.16 S 5.92 12,449.62 12,720.13 12,720.1

-A

S
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CALCULATION OF CARRYOVER BASIS--ROWE PRICE NEW HORIZONS FUND, INC.-CoetNi d

Balls ilw fresh srt
Decedent's Value on Value for

Lot No. basis Dec. 31, 1976 odd$ tax For pin For loss

21 .................................. 200.00 16800 21L04 20000 200.00
22 .................................. 524.20 440.55 571.74 524.20 524.20
23 .................................. 91.74 77.10 10. 05 91.74 91.74
24 .................................. 200.00 170.61 22L 43 200.00 200. 00
25.................................. 200.00 221.61 287.58 221.61 200.00
26 .................................. 200.00 234 66 30.56 234.66 200.00
27 .................................. 200.00 222.72 2810 222.72 200.00
28 .................................. 200.00 191.22 248.19 200.00 200.00
29 .................................. 200.00 184.47 2.40 200.00 200.00
30 ................................. 200.00 170.67 221.49 200.00 200.00
31 -. -. .. .. .. 240.97 203. 82 264.54 240.97 240.97
32 ............................. 70.92 I2.04 83.82 33.82
33. -.-. -......... .. 200.00 150.30 19. 06 200.00 200.00
34 .................................. 200.00 148 16 1389.0 200.00 200.00
35 .................................. 200.00 154.91 201.12 200.00 2M000
36 .................................. 200.00 133. 173.31 200.00 200.00
37 ................................... 200.00 132. 171.81 200.00 200.00
38 ........................ 63.45 35.58 46.17 63.45 63.45
39 .................-................ 357.62 200.49 260.22 357.62 357.62
40 .................................. 200.00- 110.49 143.37 200.00 200.00

Subtal ....................... M1681.9 12,93.19 16,881.68 16,960.97 16,881.98

41 .................................. 200.00 101.82 13r5 200.00 200.00
42 ...................... ......... 200.00 96.57 125.31 200.00 200.00
43 .............................. 200 00 99.03 128.55 200.00 200.00
44 .............................. 200.00 107.70 139.77 200.00 200.00
45 ................................... 200.00 100.80 130.83 200.00 200.00
46 ............................. 1, 278 59 72. 34 945. 27 1,278. 59 1,27. 59
47 .............................. 77.38 44.07 57.21 77.38 77.38
48 ........................... 200.0 115.62 150.06 200.00 200.00
49 .................................. 200.00 136.74 177.48 200.00 200.00
50 ............................ 0 0 0 0 0
51 ............................ 200.00 165.05 214.21 200.00 200.00
52 ................................... 20.00 143.53 186.28 200.00 200.00
53 ................................... 200.00 135.30 175.60 200.00 200.00
54 ................................... 200.00 185.08 240.20 200.00 200.00
55 ................................... 112.17 107.54 139.56 112.97 112.97
56 ................................... 63.84 60.77 76.87 63.84 63.84
57 ................................... 200.00 196.20 253.34 200.00 200.00
So........................... ... 200.00 207.08 263.75 207.08 200.009 ........................... 200.1 287.62 173.28 287.62 200.0060 ................... '...'"...". " -200. 33.18 419.43 323.18 200.00

Sbtoi ....................... 21,414.76 16,344.21 21,224.76 21,711.63 21,414.76

61 ................................... 200.00 2977 387.75 29377 20.00
--------. 207.93 309." 402.31 30.99 207.93

... 200.00 264.74 343.58 - -264.74 200.00
64 ........................... 20.00 2 23 294.12 226.63 200.00
66 ................................... 200.00 20137 261.35 201.37 200.00
66................................... 200.00 206.20 267.61 206.20 200.00
67 ................................... 200.00 2298 29438 226.9 20000
68 ................................... 200.00 212.18 275.37 212.18 200.00
0 ................................... 185.51 197. 256L 18 197.38 185.51

70 ................................... 200.00 197.57 256.41 200.00 200.00
71 ................................... 20Q00 1991 251.66 200.00 200.00n .................................. 20.00 207.37 269.13 207.37 200.00
73 ................................... 200.00 206.20 275.61 206.20 200. 00
74 ................................... 20. 00 211.87 274.97 211.87 200.00

......... . ....... 200.00 204.47 265.36 204.47 200.00
190.46 19592 2566 it.46 190.46

77 ............................. 200.00 211.26 274.17 200. 00 200.00
78 .................................. 200.00 211.83 28.00 200.00 20000
79 ................................... 200.00 211.87 274.97 200.00 200.00

Tota ................... 25,19 6 20 47.72 2660. 45 25, 7. 24 259, 66
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Caolat"oo of Free? Start AdJuetme'st tb .R denoe

Fair market value ----------------------------------------- $40, 000
Decedent's basis ------------------------------------------- 20, 000

Appreciation ------------------------------------------ 20, 000

Number of days in holding period:
1974 ----------------------------------------------------- 19
1975 -----------------------------------------------------
1976 ---------------------------------------------------- 806
1977 ---------------------------------------------------- 86
1978 ----------------------------------------------------- 6
1979 ---------------------------------------------------- 278

Total ------------------------------------------------ 1, 753

Number of days in holding period prior to December 81, 1976:
1974 ----------------------------------------------------- 1.9
1975 ---------------------------------------------------- 86
1976 ---------------------------------------------------- 66

Total -------------------------------------------------- 750

Apportionment of appreciation:
750 over 1,758 times $20,000 -------------------------------- 8, 556

Decedent's basis ------------------------------------------- 20,000
Fresh start adjustment --------------------------------------- 8, 556

Fresh start basis -------------------------------------- 28, 556
CALCULATION OF TOTAL BASIS AFTER FRESH START ADJUSTMENT AND REMAINING APPRECIATION

Fresh start basis Remaining
Item Estate tax value for galsi appreciation

Res enc ............................................ $40,000.00 $29, 556.00 511,444.00
Mtua fu d .......................................... 26 60. 45 25,876.24 2,564.18
Cash ................................................ , 000.00 1,000.00 0

Total .......................................... 67, 00. 45 55, 432.24 14, 00 18

Fresh start basis Remaining
Estate tax valu for loss appreciation

Rtsdalfe ......................................... $ 0,000. O20,000.00 $2 0000.00
M htal fud.......... ............................... . 26,6K045 25, 1966 3,261.72
Cash..........................................1,000.00 1,000.00 0

Total ......................................... 67,690.45 46,198.66 23,261.72

NotL-The remainLaM apprecIatWo f th m"a fund doss not equal the differences between the estate tax value of
te mutual fund sad th fresh start bases bo s not all of the lots of the mutual fod are apprscliatd carryovr basis

Carnyover basis of residence for gain:
Fresh start basis ------------------------------------- $28,556.00
Minimum, basis adjustment: $00,000 minus $55,482.24 over

$14,008.18 times $11,444 ---------------------------------- 8,781.89

Adjusted carryover basis for gain ...... --------------------- 82,287.89

Carryover basis of residence for loss:
Fresh start basis for loss -------------------------------- 20,000.00
Minimum basis adjustment: $0,000 minus $40,198.66 over

$23,261.72 times $20,000 ------------------------------- 11,866.00

Adjusted carryover basis for loss -------------------------- 81,866.00



Minimusabasis adjustment factors for mutual fund:
Adjustment factor for gain: $00,000 minus $55,432.24 over

$14,008.18 ----------------------------------------
Adjustment factor for loss: $0,000 minus $48,198.66 over

$23,261.72 ----------------------------------------

0.3261

0.5938

CALCULATION OF MINIMUM BASIS ADJUSTMENT TO MUTUAL FUND

Apprecition Carryoer Appreciation -

from pai Adjudmeat basis W from loss Adjustment bifo
Lot No. basis (0.,261) pin basis (0.533) loss

S..................... $19. 78 42 $35.85 $516.93
2------------------.20.32 6.63 20K63 20.32 12.06 212.06
3 ..................... 10.27 3,3j 20&,35 10.27 6,09 206.84--------4.83 2.87 1.70 5.5
5 ...................... 21$.3 2.7 17 5

5.---------- 24k8 809 20&.09 24.82 14.73 214.73
6 .................... 31.30 10.21 210.21 31.30 18.57 218 57
7 ..................... 0 0 5,903.64 0 0 5,903.64
8 ..................... 0 0 200.00 0 0 200.00
9 .................... 1.03 .34 200.34 1.03 .61 200.61
10 ..................... 0 0 200.00 0 0 200.00
1:... ... ,.1-..... ........ 0 0 200.00 0 0 200.00

----- 0 0 200.00 0 0 200.00
13 .................... 0 0 454.09 0 0 459.09
14 ..................... 0 0 47.52 0 0 47.52
15 .................... 0 0 200.00 0 0 200.00
16 ..................... 0 0 200.00 0 0 200.00
17 ..................... 21.34 6.96 206.96 21.34 12.66 212.66
18 ..................... 26.04 87.73 3,067.69 269.04 159.62 3,139.58
19 .............. 9.19 3.00 203.00 9.19 5.45 20L.45
20 ..................... 0 0 200.00 0 0 200.00

21 .................... 18.04 5.88 205.88 18. 04 10.70 210.70
22 .................... 47.54 15.50 539.70 47.54 28.21 552.41
23 ................... 8.31 2.71 94.45 8.31 4.93 96.67
24 .................. 21.43 6.99 206.9 21.43 12.71 212.71
25 .................... 65.97 21.51 243.12 87.58 51.96 251.96
26 .................... 69.90 22.79 257.45 104.56 62.04 262.04
27 .................... 66.33 21.63 244.35 89.05 52.83 252.93
28 .................... 48.19 15.71 215.71 48.19 28 59 228.59
29 ............... .. 39.40 12.85 212.85 39.40 23.38 223.38
30 .................. 21.49 7.01 207.01 21.49 12.75 212.75
31 .................... 23.57 7.69 248.66 23.57 13.98 254.95
32 ................... 8.22 2.68 8650 8.22 -4.8 - L88,70
33 .................... 0 0 200.00 0 0 200.00
34 .................... 0 0 200.00 0 0 200.00
35 .................... 1.12 .37 200.37 1.12 .66 200.66
36 .................... 0 0 200.00 0 0 200.00
37 .................... 0 0 200.00 0 0 200.00
38 .................... 0 0 63.45 0 0 63.45
39 .................... 0 0 357.62 0 0 357.62
40 .................... 0 0 200.00 0 0 200.00

41 ..................... 0 0 200.00 0 0 200.00
42 ..................... 0 0 200.00 0 0 200.00
43 ..................... 0 0 200.00 0 0 200.00
44 ..................... 0 0 200.00 0 0 200.00
45 ..................... 0 0 200.00 0 0 200.00
46 ..................... 0 0 1,278. 59 0 0 1, 27. 59
47 ..................... 0 0 77.38 0 0 77.38
48 ..................... 0 0 200.00 0 0 200.00
49 ..................... 0 0 200.00 0 0 200. 00
50 ................... 0 0 0 0 0 0
51 ..................... 14.21 4.63 204.63 14.2 8.43 206.43
52 ..................... 0 0 200. 00 0 0 200.00
53 ..................... 0 0 200.00 0 0 200.00
54 ..................... 40.20 13.11 213.11 40.20 23.85 223.85
55 .................... 26.59 8.67 121.64 26.59 15.78 128. 75
56 .................... 1&.03 4.90 6874 15.03 8.92 72.76
57 ..................... 5. 34 17.39 217.39 53. 34 31.65 231.65
58 .................... 61.67 20.11 227.19 68.75 40.79 "240.79
59 ..................... 85.66 27.93 315.55 173.28 102.81 302.81
60 ..................... 96.25 31.39 354.57 219.43 130.19 330. it
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CALCULATION OF MINIMUM BASIS ADJUSTMENT TO MUTUAL FUND-.Cotiwed
A oCarover Appraicatio. Carryover
ol a., Adjutmt fmsrs forbasis for

Lot No. basis (0.3261) gain basls (0.533) loss

61 ..................... 88.9 29.02 327.79 187.75 111.39 311.39
62 ..................... 92.32 30.11 340.10 194.38 115.33 323.26

..................... 78. 84 25.71 290. 45 143.58 85.1 285.19
b4 ..................... 67.49 22.01 248. 64 94.12 5584 255. 84
65 ..................... 40.02 13.05 214.42 61.35 36.40 236.40
66 ..................... 61.41 20.03 226.23 67.61 40.11 240.11
61 ..................... 67.60 22.04 249.02 4. 58 56.11 256.11
68 ..................... 63.19 20.61 232. 79 75.37 44.72 244. 72
59 ..................... 58. 0 19.17 216.55 70.67 41.93 227.44
70 .................... 56. 41 18. 40 218. 40 56.41 33.47 233. 47
71 ..................... 51.66 16.85 216.85 51.66 30.65 230.65
72 ..................... 61.76 20.14 227.51 69.13 41.01 241.01
73 ..................... 70.41 22.96 229.16 76.61 45.45 245.45
74 ..................... 63.10 20.58 232.45 74.97 44.48 244.48
75 ..................... 60.89 19.86 224.33 65.36 3 78 238.78
76 .................. 65.10 21.23 211.69 65.10 38.62 229.08
77 .................. 74 17 24.19 224.19 74.17 44.01 244.01
78 .................... 84. 0 27.39 227.39 84.00 49.84 249.84
79 ..................... 74.97 24.45 224.45 74.97 44.48 244.48

Total ............ 2,564.18 836.20 26,712.44 3,261.72 1,935.19 27,133.185

q

9
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ROWE PRICE NEW HORIZON FUND, INC

OL CHARLPS CSTI
BL.TrmoMa. MAsTLAINo 21201

TELEPHONE 539-1992
eNo. flos: AREA COO Io1

433-36-240

J. Thems Eubank, Jr.
1600 Espersou Bilding

Lmostmr Taes 77001

-I

amC Fm! I EI Orriu n. I

. Ve are pleased to accept the following subscription to the Capital Stock of the

Rot: P tce' N~ew Hoamos FUND, IsC.

SAICIsm!iE
1Xvoscm so. MAIT 0CCLIPIIL . p:rv

4 t 
osl0 A COST MEomsl? PAID assras-

22892 9:14a -19 25.32 1481.08 500.00 18.92-

SPECIAL NOTEt: If you *%e interested in purchosilo shares of the Now Horizons Fund on a
monthly basls, please completotbe enclosed SyokamtLc lnvestLng Application Form

(in duplicate) and return to the lmd. You will then be outoatlcslly billed in
accordance with your inatructlons.

Remittaiw' due witin seven (7) business days f(ter acceptance of order. Make check payi lIe to N cw Iloripnns Fund.

Ltock certificate(s) and any refund will be forwarded by the Transfer Agent in about two weeks after receipt of ,.rjImtnr.

ROWE PRICE NEW HORIZONS FUND, INC.

. SYSTEMAT oINVES nN PLAN'

PPOR1ANT stsa Urisomedek. eel oyedd ecee~m*ssr~ga~pu~p@Eia

J THO14AS EUBANK JR
1600 ESPERSON BUILDING
HOUSTON TEXAS 77002

s wilar 00" 0t~5 e toa tt 11% ish .K N t
IIIMAL sam. a611" ONSnnuwe a Ouetn WI n K M m sanPM OM10
us nesAsio DArE

. rAND NATIONAL SAW
-onh :!4 e4O1 0 SATSs SmO~v% ON 545 t owtn =1 m mW 111..1a MANDh Sim

tND Ic? 5t a O W ~IRASn nA

Ac otn OF D11M IL sn on 1LmaUmIPa a " lmm1 ,sa p , n.a.tm~s., I tha, m I bu, M W"¢26010- .,70 23.61w 200.00 .,,o

r..o+r,+.,. ,xlllr411 L_ ,m. l ..m
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ROWE PRICE NEW HORIZONS FUND, INC. '

, Se ToC k od ,NVor S'0 Pwl-. p

Y J THOMAS EUBANK JR 0mu.munmN.mw.Memw
1600 ESPERSON BUILDING r MCIno 14 M.,Su m W"41

MOUSTON. TEXAS 7002 W=OR
= i m S el

Ya I=NAIONA, I

S .c ,,Pq vI. UI~ t 
1

u SiiI e.I-- O"" . "--'> I ,wow", m "m won t

1434012-01-67 7.378 27.04 200.00 159101sI

h .S~ne.Ph hSmS 90a~ P 1 e.ieteb "i. be" mad a "w da* q bPh eft

--no ,Wooft a to~ = VA"W

ll .A.. si ~~ aa b n .~S I II h.a E II a.&. N i

I" w am C bA . %* P.. n I oh ai A s" bi w odi be1

1600 ESPERSON BUIL4i 7 DIVIDEND REINVIUTAINT FWT0N

HOUSTON TEXAS 77002 -
.AU / - " NATIONAL SANK. A00a

a. , m ! M ium tm~ee u

(~~ Suaqi~P 0..- UKD4 VUa..w IMUO1M MAiE S 1W

WmO *", a I" -' ucmvm - = 860

34.1081 1.381 53.891127.061 1.9921 36." 0
Ws PON""" 01 MSOeP6S W=n Sm SiM #A IM UW 36 mIWA

ROWE PRICE NEW HORIZONS FUND, INC.
SYSTEMAlC INVESTING PLAN

WPOIANI IRnelc 8.. advice et my needed eamala or ki psnwas.

J THOMAS EUBANK JR
1600 ESPERSON BUILDING ,ua ,u A ., m a t
HOUSTON TEXAS 77002 em, aaev..n SAs uihmtu mle-

MNM NAA SANWMil he55 il

2-- 688 2t, 0.0 2. ,
,...40 -0-6 ,,: 2.29t 200.00oo .Ij.I
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ROWE PRICE NEW HORIZONS FUND, INC.

SINTIC MV
mA id. ft & r Say feed s amns

0 ""IL "J THOMAS EUBANK JR
1600 ESPERSON BUILDING
HOUSTON TEXAS 7?002

ACW OF N F. 0.

W.00 - to1

1 4S6S -)1-681 sell 24.16 200.0

hM NONAL BANK
S W &%new oasIas auim

ROWE PRICE NEW HORIZONS FUND, INC.
041 CHARM CENTER

BIt.TDoz. MAR.LAND 21201
TELEPIIONE 5319 1992

.emftalcats(s) will be reWatfad as filw: A...A C*s 30.

I-

J. Thoas lubauk, Jr.
1600 opera sa BoildLqA

L o~too Texas 77002

Sw NIor1 SYrtseutic lIuS

-I 1"a

-i

We are pleased to accept 4te following subscription to the Capital Stock of the

IRow Pcia Naa Ilomzows Funo. Inc.

"-----f~T 'AI j. SalMiF altdtta TOTALC01 NM

4438 11 12168 186 31,7 5903364 .00 5903.64

SPECIAL NOTES-

Remittance Joe widin seves (7) business ,Ltys after acceptance of order. Make check payable to New Iorizns Fund.
fiilw vitisev[jilmad any refund will be orwarded by the Transfer Agen in about two weeks after receipt of Payvest.

Y
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NARUN00QW cc"P

INVOICE J Rowe Price New Horizons Fund, Inc.
SYSTEMATIC INVESONG PLAN

IMPORTANT 11ETAIN TWS ADVICE FO ANY N11010 ACCOUNTING 0D TAX PUtPOSIS

IBe.- . Al" 1 Cow
430.- 002 56-450-6 433-36-2040 lqI

1 THOMAS EU BANK JR
600 ESQPRI 4 4IOIGhO0USON TEXAS700

b o....dme. ..^ vA" owbom10e% .0 he".fl, E -0" = DWHe
b- &Ron". as.. W~ bH.mNH. ~*44 0"" .. ete
S.,. - 1.. 4u ,beda 1d0e4l. ,@d.. .. 4 I,.," 0

bin. 0.4w ofW -5.04 .0...... "" of- 0. .04. 04.Sft% Sb" 1"m 04 Moe u46e* rok i.~ owe~e *-,md "9, J
Isoo we t is00.1 ." s"g*o

SUMMARY Of YOUR ACCOUNt -

m 0e14 i$ 1-Oft Htoo wlomp" VIl S"0% o O 01010Ol

ITATII006" F" 1"111 FAs l O I Tra1 m 1;,lOI OY MII I I~~l au
12/02/68 19.000 59.008 78.008

D04.4* PMllCI b"AnS Two ITL
*o IU? iol S6*1 IMANSACII0N Ss*11

5 B LA CE ,-0-6 o6:-1 JTF SNS ADDE
-o SH-- s V0HTSOI A TON

isI HA U HI
12-02 SHAt E ISUIHT

199.58 218:1I
990;0 1.5299,50 3.84

433-36-2040

PLEASE R1Afl i OT 0 0 WITHIN $SVEN M~ BUSINESS DAYS AFTER THE LAST TRANSACTION DATE

STATE STREET BANE A,.0 TRUST? COMPANy P 0 POR 23S7 BOSTON MASS 02107

YERTDT COIRTTO STATEMENT

~g YEAR.T"-ATE CONFIRMATIN STATEMENT

Rowe Price New Horizons Fund, Inc.'
DIVIDEND REINVESTMENT and SYSTEMATIC INVESTING PLAN

4 THOMA$ EUANK fR
1600 ESP ERON BU/LO IN
HOUSE ON TEXAS 7700

SUMMARY Of YOUR ACC01UNVoCRR
o4P0Cm .TI WARES 14 MOW 001%

StAflIIt Pof IllS YEAR $-AID Ill TE~l tID It +0. ML D...IM HA 001A...

12131/68 19.000 245.006 264.008

?DANSACiON DATf Typo of, OLUSN PISC SNARES THull TMAL
MOa.4 SAWICTO 14.1 PER SMUR1 ISAASACTIM WMAes

0 1. 4

5- 41 O ED 6 16. 20 1
- Af 11 0 iS

a -1p. StAll STIMI DAMI Rod M41S CODA.4 P-0 OSISS35. W)STOK AU 203P

"is

TIMA1S6I.). DAlI
NO DST

Irvpt o
TUANSAC1116

19.000

4302 58-450-6 Hmm 8518
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SHAREHOLDER COPY
INVO CfL'_____

Rowe Price New Horizons Fund, Inc.
SYSTEMATIC INVESTINO PLAN

IMPIAI NI WhAIN THIS ADVICE PO* ANY NEEDD ACCOUNTINO O TAR PURPOSES

I@4W so Am.* Noimire
he.- I. to AN C md

G. 00 7'. - 450-6 433-36-2840 mhl

*SMAtYNI 3lXji CCUN

THrr4he, F uil&NK JA

t.oiorym i Tex 0t -P, 0b^

n210 16 OfIT? %5¢ .0L * G
12 / 060 S'43?.062 4,454a00

I"*msaC l0*41 0&I9 TiP WNO b*i ilR611ICtO*

2-14 rpo I6Tr
7 4 pI V I n~

4 1 Q k r. Pltr M~Y5-14 frIL.JTHr.r' 5111161

iii-n rs4L'~ ft'5iIG9.4

S*O .t e0 -1 ,6 WOMal o wo oft& a r" spaNmd
I. sma.p 00 .imy - . 90. 01110,. "1 -

SM. ... a" ,.emomm as I te.. Im .bA .dd".
movke of . 56 .55 *a ..M...d MY -1 "e ... b...
fS I500med b e ONE*,g.o eCo" . i .*.dd 0*0

wo~M. Oako

SNAllS wag %* 0*

ClO , 'Ov to 8 , Is&ll
144000 417,1P36 C-31. 0436

AMOLUR, P05"Cla 114S AC1.1 1.il1l

'54.09
4-% 52

I 9o. C
I (0 5(1

10. 1

27.11
2.1 4

f-. 57514. q|
1 • 56.?
1. W71

-6. 30'%

14. no
7. 34r'
1. B94

4,

2". 
12

? R. 630.
4 g: g!

16

rm ,AS s -(,. ein] WI IN SEVEN (71 BUSINESS DAYS AFTER THE LAST TRANSACTION DATE
SVlV STRICT SAN.1 A5O TRUT COMPANY P0 FOX235? R(NTON MASS O l07

6Z510.02=1= - YEAR-TO-DATE CONFIRMATION STATEMENT' ' .,

Rowe Price New Horizons Fund, Inc.
DIVIDEND REINVESTMENT and SYSTEMATIC INVESTING PLAN

o2-4O-6 'Y 3 -3' -2'640 M 1487

T HOMAS EUOANK JR
1600 ESPERSON BUILDING
HOUSTON EXAS 77002

SUMMARY OF YOUR ACCOUNT
iIgl04 ifos "R CMNI VIrl I $ ~S j Y Now OWN

SAWE of D IVIDINDS (*111 1 1~ 1*.iiE SMARTT - TOAL j
M ~'YI PAIDS V7 Cy PAIl .4 TU NjYM 5 ILS *

a&SISIAC16 A! Dat TTP Of DOLLAR piots SNAIl6 THIS TOTAL
MO DAY TRANSACTIIN AMOUNT PEI $MARC TRANS£CitOm $HIE$ IUALANW 10-1 69 4J6.U36

2-02 HARES BOUGH? 199.50 26:08 7.650 44:.86
2-20 CAP GAIN 24.20 26.13 20.061 464.547
1-20 IVID ND 91.14 26.13 .511 46 .0
4-01 HARE bOUNHT 199,SO 25.68 7.:69 4 .821: HAR SOUGHT 99.0 19,77 .. 91 481.918

It. 110 TO CTP 466.0Q00 485.918~8- 4 HARES U 0 199.0 19.67 10. 506.?4610-09 HARE BOUGHT 9:. 2.:91 . :s.494
ii 12-14 SHAREI bOUGHT 99.5 37 5.400 523,854

SIAlI 11111 S AVT ohd IMSI CORPAWV P 0 bOx 1W,. OSTOP 0210 p

*siq

F -

I

22 0 8, 0 w * 1- 0 b a 0. -0, " 0 0 , " 1.7 =m
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WI!,Mqd jg YIAR.1 OAATf COWI,'AATONt STATEMENT' i4-_1'.,.

4 Rowe Price New Horizons Fund, Inc. !

~1E. 2 R.' .4. 433-36.2840 14R7

j Tle'iA rl 0'sA11K JR .

OIdE ,1 t L"PL'ZA *!9TH FL
FlOi. A 1."1 f e?

I~

q

*

BEST AVAIL ABL
'#llMai .l 1 All l i WI ~ ll l l U i lili~~l~

SUMMARY OF YOUR ACCOUNT
001a# f f44a10 sl S ai 11001VI 111111m lOO . '6.

IWAVE OP | 044Vi Mi CAP lL t" , " IEI yuCAII I * IV " loYAll 'it
IlAl[lil ~IIMIWI Pa l rll sON res lu rll M. ILE imy v!O .g~ls tile go,.li lilio~l 0N11~

121,13/71 83.A2 24n?97 4RS.tfnn 41 ,113 %7A.frAl

WO l lSmA A1 1O &AO0ll IN r 1 IP lO WMANISA*O" InallS

ck A L A 2-:41 -Ct SV015T

6.29 5'4 91
7:-17 VatkF 0iIG tT IN0A Oi 344 Silt a, ? 5, 1

In-k,, .,1,4F dlr. GHiton n(I ,:3 ?.nil .6524.4 4

I2:f03 %.o-F% dot04HT .ll*lAl 3. A 'A 6,2

STATE STREET ANK ood TRUS1 COMPANY PO *OX 023. T3011 0 2107

Yar-.T-Ds C,&maoo. Suawmem

Rowe Price New Horizons Fund, Inc.

___,* *Left~. iw Nd

430-0025-'C-6 A 4331-16-2S40 0147

TIAA S[L PLANA ilJik!! l l"iItLti l
IL ~r A 9BTH FL

OUS N X 5NOI 77002 D W

97C 0 14k f CmP

0, AA 00:
A 200a 04lY 6, -A 4.

,6 $4,.

go 00 Do=*BM mom aWA v~ +' po mWWaW-~

337.62 sill

KT W= =r= XW "a
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CUMUlATMVI STATIMEN
1973 CANOA! Vt 10 DATE

J THOMAS EIIRANK JRl
(WE SHELL PLAZA 29TH FL
HOUSTON TEXAS 77002

ROWE PIiCE NEW MON~tS FUJN[IN

I @- 1w. In - 4-33-36-28'40
I*Nb.2504106 EUBANK-J-T

S TAl TRET AS
"t TRW ("mN

PIAN AIE l TO INNS AOMPOi . [ TANME Ol OAW"
WMlil M AL WOA EONOIIS PO. IOx 3)!1

LAND MAIL iO: ISTO IA. N I1o

NIa I =1 I £o 1 V4 = Ira=h iI-
BEGIN ING RALANCE 61506;0

2/06 2106 CAP GAIN REINVEST 2.076 1.271S9 38.15 33.167 648.76
;106 2/06 INC(IME REINVEST .121 77.38 36.11 2.007 6S0.7-
114 V/14 SNARES PURCHASEII 200.00 37.99 ,.265 66.0 '

-/02 4/02 SHARES PURCHASED 200OO0 32.12 6.227 662.7,
4/30 S/01 2M02 STOCK DISTRIBUTIN 1.324.S76 l.9A6.Ro
/04 f/04 SHAKES PURCHASED 200.00 R.? 22.141 2,009.41
/05 6/015 CERTIFICATE ISSUED 1.401.000 2,009.4,
106 4/06 SHARES PURCHASED 200.00 10.2n 19.608 2.029,.0

I'05 10/05 SHARES PURCHASEO 200.00 10.12 Ii.484 2,047.''
106 12/06 SHARES PURCHASED 20000 7.91 25.2A4 2.072.7'

INW Io t MAIM D 14W W&R j)mfoon 0o y I Now ow..

ASIANo p"l,,y, IR, E 'a f'"ESI"NT IREINVESTNT I .986.000 6.61 2.072.7

135S.97 77.38 1278.S9 EAR TO DATE INVESTMENTS 19200.

CUUITIVI STATEIM ROE IiMCE N W HORIZON FiNI I:
1974 CALENAYEA O DATE

J THOMAS EUBANK JR
ONE SHELL PLAZA 29TH FL
HOUSTON TEXAS 77002

S d 11tUsT COWPAXT
1*. O.l O.WS.6 No 4133-36 420 PIAI PIERl TOTNIS AOCOUT A l TRANS AGENT
&@*..N . 2564 6 USANK-J*- IN S ALL CRIPONOE PD. sox 1

ANDOMAILOM n.. 0210
- "- ' OA 0 I 4 jaMI -. I W AOATS B

'0s IMl'01~ 111
4104 4/04
1 '05 6/04
0/26 8126
,0/03 10/03
' '04 12/04

BEGINNING BALANCE
INComE REINVEST
CAP GAIN RtlNVkST
SHARES PURCHASED
SHARES PURCHASED
SHARES PURCHASED -"
SHARES PUICHASEO
SHARES PURCHASED

.0545

.0306
112.91
20004-
200.00
200.00
200.00
200.00
200.00

7.6"
7.69- ...
7.50
7.07
5.09
4.53
4.90

14069L
8.302

26.667
2 6.269

34m 293
44. Lso
40. 816

2.072.76
2,01r.47

29122.44
2,110.73
2,190.03
2,234.19
2,274.99

w to %a m , IN VESTIEhAT IRE iVE SIMENT I

176.81 I !2.91 6 63.14

l.916.0001 208.9961 2,274.9.

IVEAS TO DATE-INVESTMENTS 100000

sn~um vou md:w ow,
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1MVA6
1
V MIARLMNA

9S CAINWIoV YAN 10 DAl

J TIS04AS EUqRWK J)
WYk SttlL PLAPA 201t4 i-L
HnUSl10, TXkAS 7002

[ _ i tlt I I'm I
*0 16 i3-6-3 0 6 PLA4 tFPI TO THIS ACCO.."T l|ANSER USLI

N A L COIIP"K 0.V. Boxl Ml 10
, .. s43 ' .... 1 -v - SV AIU. IIIO AL COt*SDPIOISC II0;~i iN

5
?m , 

21
:EOw1-

"iEu I I16155 'KIAE aMOVI.' -l 505*1
eINS~ldG AALAIdN

1020 4l I* lCA4 REINVYT .09q4 ZU1.143 4.q 4?. 348 2.3)T.34
"U. ?/,is SHNApfS PcowC -I. 2 00.00 5.53 36.166 2.351.51
01 4/01 SH&R ; PU"CH1tsO 200.00 6.6b 30.96U 2,36'.47.

1/1o 5/30 %.i'LSfs PURChI1!En 200.UU 7.2? 27.510 2,411.9'
1031 1/Ji %HAP tS PI, CIISiC z00. 00 7.1") 28.169 Z.440.1&

06 t0/oe S1OAIr PUCH.AStO 200.03 b.65 31000S ?t67?.i!
,0 I/t rit S P LC fI,,S.E 2 00.0) 6.90 26.966 2,9Uaj.1

if

ape 1 1
207.9 [- 207.9 FAR__ TO UATF U4ASFAENTS 19?00.('

*

RAV WI' EKF NEW\ I I01N,1RS FIII) V,
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CUMUATAUI STATEMENT
197; C41,11,11,11IA,11100-11

3't r1i-c.L 71'.5 f?)

Ilit Il I y .is T)} .

Ill I*D, WSW~l It". MO it ll *I "ei

i{A':E IIK'E NI'W IkN1'S RINIX. I'

STAI 51 Itl 14 l ILA tMr' tist (UPANM
-L P...sT . . . ' G hAND Il AG33

AND MAIL TO BOTNMA. IQ 10
I- - .... 4AUI Pi '° O""'

~P10 i1 Ai. t i, . I

1i?0 It', I 'L I y" I .071.2 1R b.51 . id 26. 64 d, 2 .I
7)p / P 1/. 'sli . 3 P3 0 .. t0'P;) ?.itl 26.1-1L 2010',0 4..
0#O1 1*/l 11 1 , 1*1 CA I .l%l l s ) 20 . i0 ?. $5 12.493 2is54 .'

• -/')3 .:,/ 11 rt'1 i' ' '*t.-lLIlt) .10.30 ) 7. r 6 23932 2 1 60Z: 1t~;.'

6/06 A/06 Sm4A'. S vJJ',1C4AS U 200.00 7.10 28.169 2,637.v
/05 10/35 SHAARES PURCHASED 2000.0 -6.91 2.944 02,666.0
/ ',06 12/06 SHA

T 
fS PUJCHASED 200.00 7.16 27.933 2,693.9

SWpIN 115 SIMIINI I m O i 1MAI v NwSW

iessil ie si JYEARl TO DATE INVESTMENTS 100.
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IV__________________________ CVMuIATrt SATIMINSIV0'1 P; l I i re ' H-0?,riNtd lit1j. If o77 L V l o

J lmA EIMft0.1 .0 91F T.fW Romc a HM
MI '-11tI1L P1I /& POT" F1

%I 1A11 %11111 iA'
sod I4V%I (IMAPA..

NI NA TO TOO$ ACCOLJ T ' It AqlIME AGI[% t
€evam4 ' we 'Iqi0A FIl'' TI wliijf" | oa I oeo B nu, I..a 1I15/

'A1 IA IK,'
] AN0 -A10 "10%' M ,,,

mmi FO- =i, I

/IQ 1 /#7 I*'of.nlF PINVI T .0707 190.46 7.00 ?1%.901 ,.7?10.F
0/6N Y/A S,9It -V putr.HkI,.0 2 ,G.,"0, a *@0 ::. ,fl .?7q 0 •
4105 4/0 r r. Pl16 .Hapte 7 00 . A0 &6.6q P r4.Rq A9 ,P774.0.

./Oh6 /Oh %,"Wf PIPCHIEl - - P00.(28.1444 P.ROR.4

(' 6/36177 y NI: A(.C.JUt'O.' VALII1 1.4% b, , ,, i| IT Isb.ql P;O 4A,

1. 'h - , 1 7 r-. V 1 .1, P, IV Dt, IVVF Tv1I mr6.CQy . 1,,60[ .P. .'

The ,, tk% of the dwuhble ORDER FORM obe uud Ie C r-tom o, ve thato "wv aouni.

STATEMENT or LErwIs M. COSTELo, WINCHUSvu, 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 Boaad
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 behalf 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
CPA's. This essentially probleni-oolving 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 1977
are Included (hereafter TOB '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 1976 are virtually incomprehensible to the business
community generally. The only thing certain Is 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 nation there has arisen an annoyance with the practitioner (be he Attor-
ney, CPA, Banker, Insurance Advisor or Estate Planner), a contempt for the

0
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Qogresional process, and a loathing for the Pharisaic Government in Wash-
ivltQD unmatched in modern times, even by OSHA.

I. CAUTYOVE DASIS PROBLEM
The single biggest problem Is the complication from the carryover basis. The

other speakers wili cover this difficulty In detail. I attach to this presentation
an article by Pyrle M. Abbin entitled "Carryover Basis: Opening Pandora's Box."
As Mr. Abbin, a CPA points out, the complicatious will exist well Into the 21st
CeLtury.

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

1. With regard to the taxation of the step up In basis at death-how large a
"loophole" exists when an individual must die to get through?

The 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.

2. How long may my government pursue me for bad recordkeeping and when
do I know I have satisfied 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 y such statutes. It is recognized in our tax law as
to assessments and collections, as well as refunds' for criminal' as well as civil
purposes.'. Essential, the same function has historically been performed by the step up
in basis at death under the Internal Revenue Code.' Each 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 sins of the fathers will carry over, according to Abbin, even unto
the third and fourth generations.

Certainly 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 back& They
are entitled to 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 distressing problems
I now Intend to describe for you.

IL CRUEL HOAX

The TRA '76 has perpetrated a real hoax on the Farmer and Small Business-
man. Real difflcultles have been engendered for businessmen and farmers by:

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 '77;
C. The vitiation of present reasonable commercial agreements that has been

effected;
D. The removal of certainty in transactions.

A. Emawcation of prior relie prosiotne
The only source of funds for the payment of taxew for small businesses and

farmers Is often the business or farm that has been the source of decedent's liveli-
hood, often the family's primary support for several generations. For the farm,
thls has historically been accomplished by selling part of the homeplace or bor-
rowing the funds.

I.R.c. I o1-504.
'I.R.C.I 6511-6515.

.3.. 1014.



76

But for the small businessman, the source has generally been the corporation
itself, quite often by redemptions (so-called 808 redemptions).' Tho validity of
this source of financing was specifically recognized when accumulations to meet
such redemption requirements wce specifically exempted from any possibility of
unreasonable accumulations tpx.'

(1) Bit TRA '76 has frustrated this source of funds because the purposes of
redemption for which exemption Is provided do not include the payment of
federal or state income taxes. It only speaks of Section 803 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 unreasonable accumulations tax on the small
business entity.10

(2) More importantly, the carryover basis has caused a significant hardship on
small corporations by creating a problem 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 -orporation 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 thathis management caused.

The preferred stock so issued was called "hot stock" or 806 stock and resulted
in ordinary income if sold or redeemed by the father during his lifetime."' 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 said so."

Under TRA 'T6, we have a distinction not previously existing. The basis of
suc.i preferred stock no longer gets adjusted to market value. It receives adjusted
detdcnt's basis plus adjustments for death taxes paid 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 808 redemption
for taxes and expenses giving capital gain-and preferred stock redemptions giving
ordinary income.m

There i absolutely no rational reason that It should not so qualify. The pur-
pose of Section 806 was to prevent a ball-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 I 803 but to exclude
1806 f tock makes no philosophical sense when the true purpose of 5803 is con-
sidered. It does render 5 80 stock treacherous.

Further, the TOB '77 is moving in precisely the opposite direction of prior-
existing relief. Proposed changes would make It clear that 306 stock cannot
be used for 308 purposes, a treatment which is completely opposite to the pur-
poses behind both 5 803 and I 80.

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

'1 .R.C. 808.

IRRe. InS4 I8!()()
5 I.R.C. 1 58T(a) ().
' IR.C, 1 08(a) (1).
-- l.R.(. RC. I 806(a)

13I.R.C. -O&
s R.1 |.06-84(e e. J 1.803-2(d).

Compare I.!. | IhO8(a and I.M.C. I 0(a) 2).
MReg.ar LX 184 (a ll Indicates the spific Intent to exempt from tax as a dividend

or distribution to which 803 is applicable, hereby specificaur permitting a switch under
prior law from ordinary income treatment to no gain because of stepped upbasis. -resently,
a transfer from ordinary Income otherwise required to capital gain under the new law.
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income an4 security in his old age is faced with estate tax, income tax and all
ordinary income tax to boot where there was no previous 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 preferred 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
cannot now be'avoided In many cases. To so 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 85 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," I it is difficult to understand why
such large interests will no longer qualify for redemption.

Obviously, attempts by farmers and small businessmen to cure their own
liquidity 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. I

Small businessmen and farmers need to have the benefit of at least their
prior status even if you are not really helping them now. Therefore, all 806
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 I 83 requirements
of 85 percent of the gross estate or 50 percent of the taxable estate.
B. False impression of Vew Relief

Most of the so-called relief for farmers and small businessmen under TRA
'76 is illusory. 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 transfers, 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 $850,000
and require extensive additional investment otherwise. Financing is a continuous
process. No farmer starting out, nor any heir, of even the oldest and most skilled
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 will 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 lien will not
help a great deal in the practical world.*

1, See Tax Reform Act of 19T6 (TRA), Public Law 94-455, 1 2004(e) which amended
I.R.C. I 808(b)." JERC. I 6166A. Sction 6166A was amended by the TRA but the old Percentage require-
ments were not changed.

n IRS News Release 1828, June 2, 1977 purports to provide some relief for this problem.
However, banks and other lenders may not rely on a news release when they would rely on a
statute.
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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 cas 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
equally. One child will 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 heirs, the qualification for deterred treatment may
be Jeopardized, and use valuation will be lost, since the property would neither
be "acquired from" nor "pas 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-employmeat 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 is no discernible reason that a cash lease to a qualified heir 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.
tiular1y, where a. tax tree exchange of a portion of such Vhruia 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 William
Counties of Virginia, and certainly elsewhere, this unintended disposition has
been caused by fantastic property tax increases to the point that farms are made
uneconomic. The triggering by dispbsition apparently results In a recapture of
estate tax, a 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
originally.

(5) The bill pretended to cure "unwarranted discrimination" against those
who sell before death as opposed to those who sell after death. TRA '76, by tHe
carryover basis, was Intended to remove the substantial "lock-in effect." HOR
8/2/76, p. 86 and 87. 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 (6166 and 6166A) and for
redemption purposes (303) the exact reverse is the result. There Is absolutely
no incentive for transfer by sale or gift unless there Is a lead pipe cinch substan-
tial increase in asset value available.

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.
(1. The tiation of remoab e commercial arrangements

Buy-sell agreements were converted by the TRA '76 into sgi94ficant tax traps
for the unwary. The Act left reasonable businessmen with a hopeless dilemma
on death.

(1) Execution 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
closely held businesses seldom make sense. Crippling taxes in the short term are
the result. .

(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 If 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.

a I.E.C. g 082(d) (2) requires consent of "all persons in being" having any Interest in
the spel valuatiao.

I It:082A 202Ab ,160 () (1)(D).
*LIMC SOL08

I FST, COY AVAElBL
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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
holding 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 serious 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) As in the situation with preferred stock, many farmers and small business-
me, 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 $1W),000 to exceed the estate tax on a prior law
estate of $39,000 and a 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. ]ven 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 pleasing transactions

(.t) 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) Slight variations In the-values of the individual assets of 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 individual. Now, imagine what
difficulties 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
a random event. A coin toss may well be as accurate.
. (b) 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 special 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 sufficient 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 is most likely to make absolutely no lifetime transfers. TRA
'76 was intended to have exactly the opposite effect. I submit that the "lock in"
effect of Uncertainty is far more serious than the 'lock in" effect of the old
law and is far more unfair. What can possibly be more unfair than making a

uFor example. assume twqbrothers formed a purely service partnership with- a zero
basis on Yanuary 1, 1972 and concurrently executed an Insurance funded buy-sell agree-
ment to buy out the other at fair market value as of the date of death. Assume the first
brother dies on December 81. 1981 with his partnership interest being worth, for eatatp
tax and buy-sell purposes, $120.000. Under current law there would clearly be no Federal
estate tax payable. But, adsuming the decedent's basis remained zero at his- death, his
estate would receive a step up of 60.000 in basis (one-half the apnrectlaion based upon
the date of aCqulsition and death), and his estate would have a capital gains tax of $11,150.
and a minimum tax of $8.000, a total of $14,150 in Federal tax. By comparison, assuming
maxitnupt marital deduction under prior law an adjusted gross estate of $83.,000 and

nde current law as of 1981 an adjusted gross estate of $409,000 would both have paId
less estate tax."t.R..I 0 I

'I I R.O. 1 6166 and g 6188A.
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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 so 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 available. If it Is not diversified and balanced, even a short period
of business decline or economic downturn can have disasterous effects on the
individual.

There they are again, the farmer and small businessman sitting together on
that fence !

(2) Even if the farmer or small bus!uessman Is able to decide to imple-
ment a gift or other lifetime transfer program, he must then gamble on the
selection of assets for such a program. 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 adjusted
for any post '76 appreciation since it is a lifetime transfer. A gift of property
which increases in value is 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-
ciating 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 Is small 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 'ifust 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 (3) 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 appreciating 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 (1,296 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 is 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 his family.

(4) 1 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 valuations reported in- the estate tax return and upon which
the personal representative bases his elections will be subject to change iipin
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examination of the et*te tax return by the Internal Revenue Service. In many
cases, such a 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 is 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 resulting from Increased basis on account of increased estate taxes
will be denied by the statute of limitations.

IV. RECOMMENDATIONS

(o)--Do away with carryover basis and most of the problems are solved.
(1) 806 stock is again eligible under 803. Closely held stock and farm land

again can be sold 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 entity purchase financing problem is alleviated because the Insurance

value Is reflected in the stepped up stock value.
(b) If you cannot do that, thbn at least:
(1) Cure the 806 taint on death for closely held business. And clearly say so.
(2) Permit 303 redemption for all taxes, including state and federal income

taxes.
(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.
() 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. Abbln*)

History In replete with Instances where the "last Item affecting a major om-
promise" has 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 Tlax Reform Act
were forecast In this report. Among these recommendations was a change in the

*The author, a C.P.A., is a tax partner In the firm Arthur Andersen & Co., Chicago, Mr.
Abbin recently spoke at the Chicago Estate and Gift Tax Seminar, sponsored by Trusts &
Estates. The author wishes to acknowledge the valuable assistance of David K. Carlson, tax
manager, also in the Chleao office.

'Tax Reform Studies and Proposals presented December 1968, published February 5,
1960, Jointly by Committee on Ways and Means and Committee on Finance of the U.S.
Senate. For an excellent summary and biblilomphy background to the 1969 TRA. see
"Baekground Materials in Federal Estate and Gift Taxation' published March 8, 1976, 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 avoiding the payment of income tax
upon the unrealized appreciation Inherent in an asset by simply holding it until
death. The arguments for and against the basis step-up have been chronicled in
many articles and position papers.'

Essentially, the attack upon the basis step-up normally rested upon two argu-
ments, both of which were ultimately cited In the various Committee Reports
issued Jn conjunction with the 1976 Tax Reform Act. First, it was contended
that i discriminated against those who sold appreciated property during their
lifetime, 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 citeate a "lock-in" effect that Induced individuals, who might otherwise dis-
pose of appreciated property, to defer disposition until death.

In recognition of the probability of change, the American Banker's Association
proposed an alternative entitled, "The Additional Estate Tax" (AET).' This
"alternative" represented a fiat 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
relief 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 first $100,000 of gifts), a unified credit in lieu of
the prior gift and estate exemptions, and a special use valuation for real estate.
However, the benefits associated 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 a carryover basis subject to modification for
December 31, 1976 value.' Two ostensibly palatable aspects flowed from this: (1)
delay of taxation undl 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
"fresh-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 with certain modifica-
tions, a decedent's predeath Federal income tax basis now will carryover to his
estate and ultimately the beneficiary thereof, irrespective of the value of the pro-
perty actually reflected in his Federal estate tax return. It is significant to
realize that this change affects only the Income tax port' "n 'of the Internal
Revenue Code (Subtitle A, Ompter 1, Subebapter 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 estateor gift tax liability. Thus, tMe
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,
the transferors holding period will carryover and tack on the trnsferee's hold-
Ing period.

"Carryover Basis Property" is defined to be any property acquired'from or
passed from a decedent and which is not specifically excluded by the new pro-

I Covey, "Possible Changes in the Basis Rule for Property transferred by Gift or a"
Death," 50 Taxes 881 (19 2), Covey, Surrey, and Westfall, "Perspectives on Suggested
Revisions in Federal Estate and Gift Taxation," 112 Trusts & Estates 102 (1978) ; Somers.
"The Case for a Capital Gains Tax at Death," 52 American Bar Association Journal 846
(1986) Wormr, 'Is The Case Agitnst a Capital Gains Tax at Death," 51 American Bar
Association Journal 851'(1965).

&Commentary on Proposed Tax Reform Affecting Estates and Trusts, The American
Bankers Association 1978 Appendix A, Section 2, included in background material footnote
1. Supra, atpases 881, 43T, 482.

'Sec. 1028 a .
'see. 1016(d) (6).



83

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; (8) 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; (5) stock or stock options to the extent
income Is Includible in gross income; and (6) property relating to foreign per-
sonal holding companies.' Additionally, household goods and personal effects may
excluded from this characterization If the executor elects, up to a" limitation of
$10,000.9

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 ADJUSTMENTS 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.u The two primary adjustments are (1)
a "fresh-start" adjustment to the December 31, 1976 fair market value '" and (2)
an adjustment for death taxes 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,1' 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.U5

These adjustments are to be made in the order set forth above, I.e., beginning
with the December 31, 1976, fresh-start and progressing through to the addition
for death taxes paid by the transferee of the property.1 As these adjustments are
made, except for the "fresh-start" adjustment, they may not accumulate (i.e.,
increase) the basis above fair market value of the property 11 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

"Freak-Start" Adjutment.-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, avoid 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 Is
that in order to accord the estate and beneficiaries of all decedents dying after
December 81, 1976, a transitional approach into the carryover basis, a "fresh
start," providing a step-up in basis for purposes of determining gain only, is
available for all assets which a decedent is treated for estate tax purposes as
holding on December 31, 1976. Under -this "fresh-start" provision, the stepped-up
basis of qualifying property will be the higher of (1) the decedent's adjusted cost

t See. 1023(b)(1).
'See. 1023 b) (2).
S e. 1W ?() . See. 1014(b); Since the surviving spouse's share of, community

property is cons dered to be acquired from a decedent, It would appear that consistent with
marital deduction transfers, the "fresh start" and $60,000 minimum basis adjustments
(but not the death tax add-o would apply.

u28S. 12a) (1) ;See. 1 (g
19 See. 1028(h).
u See. 1028(e).U See. 1028(d).
s See 1028(e).
1 See. 1028 (c) (h), (d), (e).IL See. 1028
u See. 1028 ()1 ;See. 2032A.

O5-046 0 -17 -1
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basis or (2) the fair market value of such property on December 81, 1976.0 In
other words, the "fresh-Atart" adjustment increases the tax basis under the second
alternative from the decedent's cost basis to the fair 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 In 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 .1976 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, 1976 value.

Properfi acquired on or after January 1, 1977 will have a basis of cost even
if this exceeds the date of death value. Cost basis 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 I

A B C

1. FUV-dat death.................................... $30IA 000 $30,00 $300,K000. MV--Dec. 31,1976 ..................................... 400000 400,000 200,000S...............................................00................................................... 1® o0 _.__/
D" a 50 , 000..............'300

5. Basis:
S*aet pin .................... ; ........................... 400,000 500,000 230,000
SalIt l1 ................................................ . 50,000 500,000 159;000

I Death tax of appreciation element should differ when determining basis for gain and loss since fresh-start value is
uilized on y In determining basis for gain- thus, the appreciation slemenl Is greater in determining basis for loss compu-

tation, resmtig In greater death tax idj-on.
EXHIrIT II

Pao$#
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:
Federal estate tax value ----------------------------- $925 000
Adjusted cost basis of property - - -------------------- (175,000)

Total appreciation -------------------------------- 750,000

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 ------------------- 2,876
June 80, 1970 through May 81, 1979 ----------------------- 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 ---- $547, 12

Step Five: Determine adjusted basis:
Decedent's adjusted cost basis_ ------------------------ $175, 000
December' 81, 19776 adjustment ------------------------ 647,12

"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 81, 196, fair market value was $1,250,000.

"Se. 1028(h); Sec. 1023(a)1)* Fair market value limitation applies only to See.
1028 (c), (d) and (e); See. 1028(f)(1). Committee Reports to the contrary have been
acknowledged to be in error.

SSe. 1028(h) (1) . . . "then for purposes of determining gain."
SSee. 1023(ft) (1).
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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"

MASKETABL3 5ECUTIIB

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 a 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 mean&

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 ind 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" basis 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.ft It Is evident that under extreme circumstances reference may be re-
qured to be made to the December 81, 1976 values many years after the com-
mencement of the 21st century.

Mandatory daily basts Formula.-For all property other than marketable
bonds and securities discussed above, a mandatory formula valuation approach
Is provided In order to avoid the necessity of obtaining appraisals for such prop-
erty held on December 81,1976. 1"

Under this formula the amount of appreciation occurring prior to Decem-
ber 31, 1976, for which a step-up in basis is granted, is calculated by multiplying
the total amount of appreciation occurring over the entire period during which
a decedent is treated as holding the property by a ratio. This ratio Is determined
by dividing 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-
preciation occurs with reference to the property at a constant--rate over the
entire holding period. 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 1979 depressed
market conditions resulted In a reduced valuation of $350,000 dollars, the "special
valuation method" still would require a basis calculation such as that delin-
eated above. 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 avail-
ability of experts' appraisals reflecting an amount substantially higher. On the
other hand, If, under the facts above, the property consisted of shares in listed
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 the taxpayer and his transferee as well as contrary

O O. 102R1h) (1) And (2).
R ,o. 10281th) (21 (8 ) (1).

3 ',Marketahle bonds or securities are . . . securities locally traded for which ouotn.
tlons can readily be obtained from established brokerage firms; and units in a common
trust fnnd."

2 
T "If the adjusted basis immediately before the death of the decedent " Sf 1023 (h)

Heading of See. 1028: Carryover basis for certain property acquired from a decedent dying
after 12/81/76."

" Sec. 1023(b) (1). If the adjusted basis . . . of any pperty reflect the adjusted
ba sis of any marketable bond or security on December 31. 1976 ;. . e" See. 102S(b) (2) (A).
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to the best interests of the Treasury, if the Asset being valued under the formula
had a depressed value on December 81, 1976, and substantial growth occurred
after January 1, 1977.

Undoubtedly, the main area for contention between the use of the market
value approach and the mandatory formula approach for determining Decem-
ber 31, 1976, 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 16 assumed that on December 81, 1976, the book value of a com-
pany was $00,000 and $1,000,000 in 198, 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 stockwas not listed on an ascertainable market.n 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 appreciation 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
period. In this situation, a result occurs that both is economically untrue and
inequitable.* As another complicating factor, a substantial Improvement to property ts tobe 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 is meant
by a substantial improvement to property.

Depredable/depeteable property.-For depreciable or depletable property, the
- same mandatory formula described above applies. However, this formula is

amplified by subtracting from Federal estate tax value of the property the
amount of depreciation, amortiation or depletion claimed for the eWtire period.
the property haa been held by the decedent.40 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,
1977, is 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 II.

DEATH TAX "ADD-ON" (2)

The second major adjustment to the decedent's basis is the "death tax
add-on." ' This limited 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 is considered after the "fresh-start" adjustment, if any, is 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 basis and there Is no netting of appreciated and de-
preciated assets to determine the unrealized appreciation for the estate as a
whole."

EXHIBIT III
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 is a modificat4on 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 decedents date of death, May 81, 1979, was $50,000 (original cost, less
$125,000 depreciation claimed) ; and that its adjusted cost basis at December 31,
1976, was $100,000 (i.e., $175,000, less depreciation claimed $75,000). The adjust.

"See. 1028(h) (2)(.
f8tc. 1028(h) (2) (D).SSee. 1023(h) (2) (B) (I) and (i).U-c ,102()
*d ". . the adjustment is limited to the portion of the Federal Estate and StateEstate taxes that is attributable to the appreclaitkn . that portion for each individualcarryover bus asset is determined . . ."'



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 -----------------------------$9, 000
Less total depreciation taken by decedent ($175,000-$50,000) 125, 000

Federal estate tax value, as adjusted ------------------- 800,000

Determine the amount of appreciation inherent In asset values, as
adjusted:

Federal estate tax value, as adjusted --------------------- 800,000
Adjusted cost basis ---------------------------------- 50,000

Total appreciation -------------------------------- 750,000
Determine number of days decedent held property prior to January 1,

1977, and total days held:
June 80, 1970, through Dec. 81, 1976 ----------------------- 2,876
June 80, 1970, through May 31, 1979 ----------------------- 8,257

Compute ratio: 2,876 days divided by 8,257 days ----------------- 0.7295
Apply ratio to total appreciation: $750,000 times $0.7295 ---------- $547, 125

Determine amount of "fresh-start" basis:
Decedent's adjusted cost basis - - - - - - - - - -- - - - - - - - - - - - - - $50, 000
Depreciation through Dec. 31, 1976 ----------------------- 75,000
"Fresh-start" adjustment for appreciation through Dec. 31, 1976. 547,125

"Fresh-start" basis (before tax add-on) ------------------ 672,125

"Fresh-start" basis of property not subject to depreciation --------- 722,125
"Fresh-start" bass under-above example -------------- --_ - - 672, 125

Difference-i.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, 1976. 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.n
This computation is exemplified in Exhibit IV. The amount ot the adjustment,
under this computation, is determined with reference to the average applicable
death tax rate. Thus, each asset is accorded equality of treatment without re-
quiring a decision as to the first and last asset on a stacking approach.

Minimum $60,000 baus.-The third adjustment to -the decedent's basis Is the
"$60,000 minimum basis." " If the $80,000 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
required to be apportioned to all appreciated carryover basis propeA.y on an asset-
by-asset basis.

,g#uee,181 tazes paid by trassleree.-The fourth and last adjustment which is
to be made only after the other three have been made in consecutive order, is that
for certain state. succession taxes paid by a transferee of property." Thus, a
tranferee receiving 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 qualify, 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.

"Id.
"sec. 102345Sec. 1028 (e).
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Reconstructing unknown basis.-For those many situations likely to 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 otain all information with respect to acquisition date and acqui-
sition cost basis 6f all property held on December 81, 1976. Failing 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 $8,588,800 were paid 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 basis of property:

Decedent's cost basis ----------------------------------- $175,000
"lresh-start" basis adjustment ------------------------------ 547,125

Adjusted basis -------------------------------------- 722,12

Ascertain total appreciation subject to add-on adjustment:
Federal estate tax value -------------------------------- 925,000
Less: adjusted basis ---------------------------------- (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 $8,533,800 ---- 116,573

Determine basis of the real estate:
Decedent's basis --------------------------------------- 175,000
"Fresh-start" basis adjustment --------------------------- 547, 125
Tax add-on adjustment --------------------------------- 116,573

Total basis --------------------------------------------- 3869
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, - -taxable gain would be recognized from a sale of the real
estate at a price in excess of $838,698, while a taxable loss would occur only as a
result of a sale at a price below $605,951 (i.e., $175,000 (decedent's carryover
basis) plus $M0,951 (tax-add-on adjustment)). $750,000 over $6,150,000 divided
by $8,5S3,800.

Hsiiehold goods excluaion.-A special exclusion is also provided for personal
and household effects of the decedent to the extent that the fair market value
does not exceed $10,000, if so elected by the executor."

New basis ru.'es 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.Y This new rule sub-
stantially reduces the carryover basis for lifetime transfers, since under prior
law the basis was increased by the entire amount of the gift tax incurred (limited
so 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

Problem areas.-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,

"See. 1028 (g) (3).
r7 Id.
USee. 1028 b (8).
* See 1015 (dl(6) .
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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, as of December 31, 1976, and

Compute, on an aseet-by-aset basis, the amount of appreciation Inherent In
each asset.

Calculate the December 81, 1976 basis adjustment for all assets other than listed
securities using the "Special Valuation Method." Modify the basis of such assets
to reflect the tax add-on adjustment, considering the effect of revenue agent
adjustments.

Keep estate beneficiaries informed as to the correct Federal inmine tax basis
of property received from a decedent.

Noncompliance Penalutee.-Moreover, the executor must furnish the IRS with
basis information as well as providing such information to each recipient of
property from an estate. Failure to furnish required information may result In
penalties of $100 for each failure to furnish to the IRS, the total of which cannot
exceed $5,000; and $50 for each failure to furnish to each beneficiary, 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-
cially those falling within the "or otherwise" category, is likely to engender a
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 will conclude that such agreements do not create a market.
On the other hand, substantial organizations, such as brokerage and advertising
firms, 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 liste41 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 BASIS PROERTY CALCULATIONS

SECTION 806 DILEMMA

A very crucial problem arises with respect to the status of Section 306 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.02 Actually, the taint was
not removed by death, but because of a new stepped-up basis. Since the provi-
sions of Section 306 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
so, the Section 306 taint may continue indefinitely 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

i All of Se. 1028 see Footnote 41 Infra.
at See. 6694 (a) and (b).t See. 806; Rem. See. 1.8064(g).MRem See. 1.806-3(e).
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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.

S ION 803 RflZMPTION NOW CREATES CAPITAL GAIN

To the extent that Section 806 stock Is redeemed under a qualifying Sectien
808 redemption in payment of estate taxes and administration expenses, the
taint status is not overruled and the provisions of Section 308 will not control
completely." Addionally, 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 (8) 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 803 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 obtaining funds to
pay the death taxes, a capital gains tax will be incurred which cannot be
funded through a further Section 303 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 capital
gains 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 gains tax may be at the 25 percent rate or less if spread out over a
sufficient period of time.

UNCERTAINTY REGARDING NEGATIVE BASIS PROPERTY CALCULATIONS

An especially acute problem, likely to be the source of substantial controversy,
affects what typically has been termed "negative basis" assets. These ordinarily
involve tax shelter type investment, owned either in outright form or quite'often
as a general or limited partner. Because of leveraging (i.e., substantial mort-
gage or other borrowing), the property owner's tax basis is much higher than
his direct, personal equity investment.O Because of accelerated depreciation
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. 1976mandatory
formula calculation, although it is unclear what Is the appropriate approach,
inasmuch as it is 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 31, 1976. One involves applying the daily ratio to the negative "appreciation
element" and offsetting this negative number by the positive number derived from
the add-back of pre-1977 depreciation. (The decedent's cost basis Is considered
to 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.

"Re s. See. 1.803M8(d) should be read in context of the balance of the paragraph ; it
primarily affects Section 308 stock created after death.* Orom, 887 US 1 (1947) ;4-1 USTO Para, 9217.

'Id; See Kanter Real Fstate Tax Shelters 51 Taxes 770, at 865 (Dee. 1978) ; The
Tax Reform Act of 1o97, with the exception primarily of real estate, eliminates this situ-
ation unless the taxpayer is "at risk."
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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 ratio cannot be applied. This is 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 le*e detirable.-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 likely 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 appraisa#.-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 problems.-One other problem area involves 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 await clarifi-
cation in regulations.

Lastly, during the period of administration, the tax basis of various assets
floats or is suspended, since all factor necessary to make a basis determination
will not be available 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 refunds claims and amended returns
likely 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 is 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
basis 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

6 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.

Second, avoid where possible creation of Section 806stock either from a pro
ferred stock dividend or an, Inappropriately' planned corporate reorganization.

0 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.

Fourkh, because of the carryover of recapture (Sections 1245 and 12M0) status,
consider a bequest of such property to low bracket heirs and devises. In fact,
because of the uncertain nature of negative basis assets, perhaps the appropri-
ate consideration should be the transter-of such type of assets to one's most
unfavored family member or enemy I On the other hand, consideration 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.

S See. 1014(d) 'see. 1228(11).
"Se . 1028 (h) 2 .

* The Future of ax Reform: A Talk with Expert 8nley Surrey, December 15, 1076,
Forbes 46.
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Fifth, can advantage be taken of the mandatory daily basis formula by trans-
ferring, for business reasons, assets held a short period of time into existing
corporations, partnerships or other business entities that were created many years
prior to the "fresh-start" valuation date of December 31, 1976? The benefit, of
course, is 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 mathematics of a
sale before and just after date of death. Income taxes generated before death
become liabilities of the estate and affect not only the tax liabilities, but also
distributions based on adjusted gross estate, i.(-.. 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 beneficiaries.
It Is obviousothat 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 remaining at the surviving spouse's
death. Obviously, this chn be accomplished only if the decedent provides such
flexibility, since fiduciaries may be concerned about their duty of impartiality
otherwise 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 capability 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 generate capital gain, I.e., on a sale or exchange basis. In this context, It
would Appear evident that any marital deduction to be funded based on a con-
sideration of decedent's tax basis should be redrafted. Distrbution 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 period 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 is 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 is 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 potential capital gain 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.

S Footnote 49 Supra. also see Lensingler, Death ani Taxes,--Drastic Changes In Rules
will Afflect the Market. Barrons,Deeember 20, 19T6.
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STATEMENT OF DoIS D. BLAZER, COVINOTON AND BRUNG
[This statement is made by me as an individual, practicing attorney, and it does

not necessarily reflect the views or position of any organization or group with
which I may be associated 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 1976. 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 is 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 it 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
raise 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 capi-
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.

Ir. THE ADMINISTRATIVE PROBLEMS OF CABRYOVER BASIS

A. Determifnng the decedent'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" is to be treated
as 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 easily and readily 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,
so why not require them after death? The answer Is that the decedent is not to
reconstruct the facts needed; his special recollectt..mn of what transpired is gone.
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However, the new carryover basis provisions place an affirmative burden on the
"executor", often as a stranger to the decedent when-it comes to such intimate
personal financial details, 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 picture. Consider 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 affr ,ted by each withdrawal and calculation
of basis is an intricate, complex, time-consuming zhatter.

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
has 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 raised. 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 addition,
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 special and
significant problems in this area. First, the problem of establishing the decedent's
basiki 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
so. 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 know what they paid 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 receipt or records to prove the price?
Some would suggest that there is no problem 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 he 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 is 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 is to be 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 is 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.
V. The incredible calculations

Once basis is established the new law provides for four possible adjustments
to basis. Each adjustment turns on calculations made in the preceding ad-
Justment.

The adjustments must be made with respect to each asset, and even a modest
estate will have many assets. Moreover, there may not be one, but several bases,
for a single asset since the adjustment to )ecember 31, 1976. values is 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 $96,400. 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 basis 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. Basis 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 t"ke 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 and 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.

4"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
lie 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,
whoe 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 1099? Second,
is the beneficiary bound by the executor's determination of basis? There will be

95-026--77-S



(

08

many instances in which the decedent's basis is not clear. In those cases, it would
appear that the beneficiary 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 taxingand
judicial systems. Under prior law basis was established In the audit of the fed.
eral estate tax return and the beneficiary was bound by that determination.
B. More records and open issues

Mlost 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 their 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 basis issue involving a decedent's asset short of sale.

III. SPECIAL FIDUCIARY PROBLEMS

A. New fiduciary concerns
Carryover basis creates fiduciary problems never faced before in estate amin-

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 carries
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 beneficiary 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. De8s 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 is 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. Ta: 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
achieve 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

II
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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 beneficiaries' returns if they
are low brackets. Multiple revocable trusts created by the decedent during life-
time would accomplish the same result. 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 is comprised of appreciated assets.

All estates will bear the burden in a different sense, however. To the extent that
there is a potential for tax savings, lawyers and accountants, pushed by the
threat of malpractice actions, are practicing defensively. They run tax calcula.
tons 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 suggested 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 ECONO0IO 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 of 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 6 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 j
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 a marginal
estate tax rate under the old law of 35 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 law 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; no capital gains tax was assessed on the sale. Under the Tax
Reform Act, the federal and state estate taxes due on this estate will be $34,208;
capital gains tax on the sale will be $161,487; total taxes equal $197,695, 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 is 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 paid on the top dollar of appreciation in an estate did not
exceed 100 percent. For 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,W20, 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 wiich he has financed with his
earning power, estate and inheritance taxes and ahe 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 SOLUTION'S

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 I :
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 maintained.

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. Exempt all estates under asset value--such as $120,000 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

calculations. 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, ad then the problems of amended returns and refund claims
disappear.

3. Increase the minimum basis adjustment from $60,000 to cover the small to
middle size estates. Consider the $500,000 and $120,000 to $175,000 figures noted in
A.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 securities 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 allocate it as he sees lit. This will alleviate the
liquidity problems at death and the fiduciary 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 300
stock may be used in a Section 303 redemption, as permitted under prior law.

5. 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 executor 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 bound 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

beneficiaries 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-
ficlaries consistent with the concept of carryover basis.
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EXHIBIT A

I. Date of death, 1082; decedent's basis, $10,000; DOD value, $500,000; widow
with two minor children surviving.
A. Old law:

1. Federal Estate Tax if decedent died prlop to December 31, 1976:
Assets -. $500, 000
Marital deduction --------- -------------------- (250,000)
Exemption ----------------------------------- 60,000)

Taxable Estate ------------------------------ 190,000

Tax --- 47,700
State death tax credit-----.....-( 2,400)

Total tax ----------------------------------- 45, 300
Virginia inheritance tax ------------------------- 12, 091

2. Income taxes on sale of business by widow:
Gain --------------------------------------------- 0
U.S. tax income ------------------------------------ 0
Virginia incomtax -------------------------------- 0

Total taxes --------------------------------- 57, 391

B. New law:
1. Federal estate tax if decedent died in 1981:

Assets --------------------------------------- 500,000
Marital deduction ----------------------------- (250, 000)

Taxable estate ---------- -------------------- 250,000

Tax ----------------------------------------- 70,800
Unified credit -------------------------------- 47, 000)

Subtotal ------------------------------------ 23,800
State death tax credit ------------------------- 2,400)

Total tax --------------------------------------- 21,400
Virginia inheritance tax ------------------------- 12, 808

2. U.S. income tax on sale of business by widow:
Gain ($60,000 minimum basis) -------------------- 440,000

% gain -------------------------------------- 220,000
Standard deduction --------------------------- ( 2,400)
Exemptions ---------------------------------- 2,250)

Taxable income ----------------------------- 215, 350

Tax-Head of household------------------------ 127, 865
Minimum tax --------------------------------- 23,410

Subtotal ------------------------------------ 151, 275
Virginia income tax ----------------------------- 12, 212

Total taxes --------------------------------- 197, 695
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ExirBIT B

I. DOD, 1977; decedent's basis, $10,000; date of death value, $500,000; dp-
cedent widower, two adult children surviving.
A. Sale predeath:

1. U.S. income tax on gain of ------------------------- $490, 000
1/ gain -------------------------------------- 245,000
Standard deduction --------------------------- ( 2,400)
Exemption ----------------------------------- 750)

Taxable income --------------------------------- 241, 850

Tax ----------------------------------------- 152,385
Credit -------------------------------------- 180)

Subtotal ------------------------------------ 152, 205

Minimum tax ---------------------------------- 25,335
Total U.S. income tax ------------------------- 177, 540

Total Virginia income tax ------------------------- 13, 738

Total combined taxes -------- ----------------- 191.278
2. Federal estate tax on balance:

Assets --------------------------------------- 500,000
Less income tax ------------------------------- (191, 278)

Net estate ---------------------------------- 308,722

Tax ------------------------------------------ 90,765
Unified credit -------------------------------- ( 30,000)
Credit for State death taxes --------------------- ( 3, 879)

Total Federal estate tax ------------------------ 50, 886
Total Virginia Inheritance tax --------------------- 8,426

Total tax ----------------------------------- 61,342

(51 percent of DOD value) ------------------ 252,620

B. Sale postdeath without fresh start:
1. Federal estate tax estate ----------------------------- 500, 000

Tax ----------------------------------------- 155,800
Unified credit -------------------------------- ( 30, 000)
Credit for State death taxes ---------------------- ( 10, 000)

Total Federal estate tax ----------------------- 115, 800
Total Virginia inheritance tax ---------------------- 8, 426

Total combined taxes ------------------------- 124, 226

2. Gain taxable to the estate:
Asset 5----------------------------------------5,000
Basis adjusted for taxes paid ------------------- (124, 226)

Gain --------------------------------------- 375, 774
1/ gain -------------------------------------- 187,887
Exemption ----------------------------------- 600)

Taxable income ----------------------------- 187, 287

Tax ----------------------------------------- 116,591
Minimum tax ---------------------------------- 19, 439

Total U.S. income tax ------------------------- 136,030
Total Virginia income tax ----------------------- 10, 549

Subtotal ------------------------------------ 146,579

Total taxes (54 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
field 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 nullitied
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 imloses o
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 specialists (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 beneficiaries 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, exercising 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.
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Ir. REVIEW OF PROVISIONS, CAUSING UNNECESSARY OR UNDUE DIFFICULTIES

A. "Relief" provisions which provide vno relief
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 provisions serve no useful purpose and in fact nay generate
litigation because the unsophisticated may make use of them to the ultimate detri-
nient of family members.

1. Qualiflcd Joint Interests

Principal among the misleading provisions are those relating to so-called quali-
fied 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.
However, 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 wvIll 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 Inter8pousal 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 Ith a situation in
which the ultimate family beneficiaries receive less than they would have received
if the transfer had not been made and, in our litigious society, more litigation
will ensue.
B. Unnecessary 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 Hives 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 can 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
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profusion of codicils as opposed to new wills and a general avoidance 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 initially 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 restructuring preexisting plans to make them work? How will
the lawyer who put together 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) ? Who 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 s-uch 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.

f. Gift-Splitting and Contemplation of Death

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. Under unification, that same transfer would have
the sume 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 150% 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 will affect everyone, because every one dies.

Taking thip gift-splitting problem as an example, as a lecturer throughout
the country, I have noticed that an explanation of the problem has never failed
to draw gasps from virtually every member of the audience; 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 tam 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 Provision Concerning Transfers in
Contemplation of death

Presumably because of unhappiness with the probable construction of the Ian-
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 individual 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 individual, 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 co-is.

D. Conflicts among. beneficiaries
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

"The Technical Corrections Bill addresses thin problem, but it attacks it from the wrong
end. forgetting that the purpose of gift splitting was to equate common law jurisdictions
with community property Jurisdictions.
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the death of a family memer--(partlcularly 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 family members. The new law exacerbates this problem.

1. Carryover Basis

Obviously, the single biggest source of conflict will be carryover basis. Wills
typically authorize fiduciaries to distribute property in satisfaction of legacies
or residuary interests in cash or in kind, and most provide that such distributions
may be made other than pro rata.

How does the fiduciary 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 liability)? 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 economic 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 sold? Or
when the property is likely to be sold? Is the fiduciary entitled to make adjust-
ments among beneficiaries 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 be apportioned among the children to whom the decedent has left this
property? And the problem can exist among residuary beneficiaries. Traditionally,
a fiduciary has been able to apportion residuary property a-idag the benefi-
ciaries in accordance with their needs (e.g., the bonds to a son and the stock
to a daughter), but now the fiduciary will have to take into account built-in
capital gains tax liability.

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 argue.
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 yIlar, 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 beneficiary of the entire estate, including the quali-
fied plan benefit. However, as soon as the benefits 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 oonformity with state laws in the area of disclafmers

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
instances 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 ,conflict 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).

III. SUMMARY OF EFFECTS OF PROBLEMS 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 economic
and practical problems addressed by the other witnesses. IIowever, 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 serious 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

(c) Some statute of limitations which will close off old years if income
tax returns have been filed and either 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
(c) 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 30, 1976, to December 31, 1976;
2. Authorize changes by new instruments, so long as the size of the

,nneration-skipping transfer is not increased; and
3. Subject only the increase in the generation-skipping transfer to the

generation-skipping tax.
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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 appreciation during lifetime being substituted,
Is not politically feasible. I so conclude reluctantly because I think that decision
gives too little weight 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 retained, I strong urge:
(a) That all assets which "reflect" December 31, 1976 values be grandfathered,

and that their tax treatment should remain the same as under the old law,
namely that there should be a full step-up -(or step-down) of basis to Federal
estate tax value. This will eliminate 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 306 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.

(b) 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
allocating that asset pro rata among all of the beneficiaries.

,(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 is under the
current law.

Thank you for this opportunity to address your Subcommittee on these very
important issues. 0
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' In taking that position I am in a minority. A recent poll of the Estate and Gift Tax
Committee and Executive committee of the American College of Probate Counsel showedonly one dissent (me) from the proposition that AET was preferable to carryover.
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APPENDIX

EXAMPLE SHOWING CONFLICTS AND CLAIMs ARISING OUT OF TYPICAL ESTATE
UNDER TRA or 1976

r. -Satu8 at7-tath (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 braln-damaged (age 12)).

B. Assets:
Estate tai

value

1. House ------------------------------------------- $70,000
2. Tangibles ------------------------------------------ 30, 000
3. Cash ---------------------------------------------- 10,000
4. Marketable securities ------------------------------- 180, 000
5. Interest in qualified plan ------------------------------ 100, 000
6. Stock in closely-held business:

(a) Voting preferred (306 stock) 1 - - - - - - - - - - - - - - - - - - - - 15, 000
(b) Non-voting preferred (306 stock) ---------------- 185,000
(c) Common ----------------------------------- 300,000

Total ------------------------------------ 90, 000
I Represents 75 percent of vote : balance held by partner.

C. Liabilities: None.
D. Estate cash requirements (excluding capital gains taxes) : $150,000.

I. Lifetime.
A. Gave 100 shares of common of closely-held business outright to son in Decem-

ber, 1976.
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 5 303.
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) (i) Voting preferred to son; (ii) balancing cash legacy to
daughter.

* -~ (b) House and tangibles to wife.
(c) 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 grandchild, at which time assets
are to be distributed to issue, per stirpe8

(e) Wife and children are executors and trustees.
(f) Will authorizes satisfaction or legacies in cash or in kind.

IMI. Conflicts among benefltoarles at death.
A. Wife elects lump-sum payment under qualified plan.

(1) She gets favorable income tax treatment.
(2) Marital deduction increased (but offset by fact wife has plan benefits

charged against share).
(3) Residuary estate pays increase in estate taxes.

B. Wife as executor argues for Inclusion of 100 shares of common stock given to
son (under 12036 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 legacies in cash (not In kind)
(1) She has no built-in capital gains
(2) Capital gains tax (carryover basis) paid 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) paid 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 does not solve problem-cash requirements in-
creased and income tax liability on redemption)

(1) Wife and daughter argue for sale of common stock in company
(2) Son argues for sale of marketable securities

IV-Posstble 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 KARTIGANE& 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. Gift-splitting and contemplation of death
1. Unification and record-searching problem

C. Undue "perfection"
1. Unification and record-searching problem
2. Transfers in contemplation of death and the technical correc-

tions bill
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
(c) Qualified plan benefits

E. Lack of conformity with State laws in the area of disclaimers
III. Suggestions for change

A. Unification
B. "Anti-Byrum"
C. Qualified plans
D. "Orphan's exclusion"
E. Generation-skipping tax transitional rules
F. Disclaimers
G. Carry-over basis

Senator BYRD. 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,
Rockford, lowa, August 5, 1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkaen Senate Offlce Building,
Washington, D.C.

DEAR SIR: AS a part of the Iowa 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 involving livestock, grain and a full line of machinery, will
require untold hours of additional work In order to obtain, 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
record the Information which will be necessary to apply the same in their
estates.

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. ALLISON.

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)
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The wltne;ss has now attended five different schools of continuing legal educa-
tion in an effort to learn the methods of compliance with the provisions corn-
plahled of, discussed the subject matter with attorneys for the Estates and
Trusts Division of the Internal Revenue Service, and read the Tax Services and
Periodicals 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 Iowa 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
taxpayers file accurate tax returns--thus making the lawyers of this State one
of the better 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:

I. WITH REWARD 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 is changed executors and administrators of estates will be exposed to
extreme liability as they will be unabe to furnish beneficiaries of estates with
accurate basis information and in the event the beneficiaries at any time become
Involved 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 beneficiaries, the only safe procedure for the testator to follow
is to name a corporate fiduciary and impose this burden on the corporate fidu-
ciary. The net result will be to deprive his intended beneficiaries of a substantial
amount of money that will have to be paid to corporate fiduciaries for serving as
executors.

In fact, we are certain 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 sufficiently 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 andtrust companies far removed from the situs of_the decedent and
his estate.

I. 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 inflationary 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.

1I. DIFFICULTIES ENCOUNTERED BY FARMERS AND SMALL BUSINESSMEN

We have not had an opportunity to experience the great number of difficulties
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 residing in Nebraska was the owner
of Iowa land. Her only relative is a niece 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 a 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 niece 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 be able to carry out her wish. However, on being advised
of the aunt's willingness to pay the gift tax in such amount the niece 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 substantial 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 a profound
interest 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 so if she insists in seeing that the tenant farmer becomes the owner of the land
that he has worked for so 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 their executor or heirs solely to the highest bidder or risking the
chance that an absentee beneficiary 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 live 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 businessipan is 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 a class society in our coun-
try. I am certain that most of our congressmen and senators, if 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 is 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
process 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 been taken by our Congress as necessary to protect the
masses against voracious elements in our society who make money their god.
However, I also recognize that too stringent government controls 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 idolater 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 II 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, I have too often neglected making prudent and wise investments
even when urged to do so by my friends. My security Is 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 their children will enjoy
the same opportunities to live a life of freedom and opportunity in the greatest
nation on earth.
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KrLLY & MOBgIssEy, ATTORNEYS AT LAW,
Fairfield, Iowa, August 8, 1977.

Hon. JOHN C. CULVE,
U.S. Senator, Senate Office Building,
Washington, D.O.

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 1976, 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 1976 Tax Re-
form Act.

The "carry-over basis rule" is impossible in actual practice. I am sure that in
many situations 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.

We 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,
KEDWIN F. KELLY, Jr.,

Attorney at Law.

H. W. WALTER, ATTORNEY AT LAW,
eCouncil Bluffs, Iowa, August 8, 1977.Re Tax Reform Act of 1070.

Mr. MICOHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Offiee Building,
IVa8hington, D.C.

DEAR Sin: 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 voice 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 basis."
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,
3ICHAEL A. ScIoRTINo.

NORTHWOOD, IOWA, August 4, 1977.
Re Senate Finance Committee hearings on carry-over basis rule in tax reform act

of 1976.
Mr. MIOHAEL STERN,

.-af Director, Committee on Finance,
Dirksen Office 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 relief 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 is 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 typical
farm estate of $120,000.00, which is not a great estate by any means, the net
effect of this new act is to increase her taxes, complicate her record keeping,
and there is no question that she is in a worse situation than when the old law
applied.

I would urge the Senate to adopt the previous "carry-over-basis rnle" which
is more fair, and something that the very average client and taxpayer that I come
in contact with daily can understand and lve with.

Very truly yours,
JOHN H. GREvp,

Attorney at Law.

ALTA CHAMBER OF COMMERCE,
Alta, Iowa, August 8, 1977.

Re Written testimony as to changing the Tax Reform Act.
Mr. MICHAEL STERN,
Washington, D.C.

DEAR MR. 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.

DIEHL, DIEHL & HAYNES,
Albert City, Iowa, August 9, 19 77.

Mr. 3fICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR MR. STERN: 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 specializing in probate and tax law. I am a member
of the Probate and Trust Committee of the Iowa 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 beneficiaries. 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 await 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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impossible (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 a different cost on a different date.
If 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 believe that any tax bill designed to simplify the tax structure could
contain such a difficult and impractical 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 basis provision of the 1976 Tax Reform
Act and restore the "stepped up" basis provisions of the old tax law.

Yours very truly,
DIEHL, DIEHL & IIAYNES,
MARY ANN DIEHL.

DIEHL, DIEHL & HAYNES, LAWYERS,
Albert City, Iowa, August 25, 1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Ojffce Building, Washing-

ton, D.C.
DEA" Ms. STERN: I wish to voice 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 Iowa town and dealing primarily with estates
of farmers and retired farmers, I am appalled at the long-range ramifications of
the "carryover-basts 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 a particular cow or pig 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 husband'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 TO CHANGES AFFECTING "SECTION 306" STOCK BY BYBLE M.

ABBIN, ARTHUR ANDERSON & CO., CHICAGO, 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 Section 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 306 stock from the special 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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iug a "fresh-start" adjustment to basis of Section 306 stock, would result In the
forced sale of many family 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 306 stock." The effective date is to estates of
decedents dying after December 31, 1976. The other proposed change related
to the treatment of Section 306 stock, Section 306(a) is to be amended by allowing
an adjustment in the amount realized for December 31, 1976, fair market value.
(See. 3(a) (1) of the Technical Corrections Bill of 1977.)

After a review of the history of Sections 303 and 306 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 306 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 moments policy decision as a mere clarification of a technical,
clerical or conforming nature. Section 303 has been and should continue to be
controlling In all situations where there may be a conflict with other Internal
Revenue Code provisions such as Sections 301, 302, and 306.

Because of its vast impact on literally thousands of taxpayers who have
relied on the previous 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,1
by establishing an elaborate set of rules providing that a sale or other disposition
of Section 306 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).

Under Section 306 (a) (2), an amount received by a shareholder from a corpora-
tion upon redemption of Section 306 stock shall be treated as a Section 301 dis-
tribution and taxable as a 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 tQ the extent of basis, and cap-
ital gains thereafter. On the other hand, if the Section 306 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 distribution of the Section 306 stock, if cash bad been distributed in
lieu of stock. Again, the balance will be first applied against the basis, 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 306(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 306
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 P 2d 462. CA-6 (195.3), crt. den., 347 US 918 (1954). Sep also Tttker and
Justice, Federal Income Taxation of Corporations and Shareholders, 10-1-10--14.
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The limited waiver of family attribution is problematical as it applies to an
estate, the entity most likely to desire a redemption by the corporation," 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 306 stock by a
minority shareholder as an example of a redemption qualifying for the "(b) (4)"
exception. Regs. Sec. 1.306-2(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.8
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 306 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 continuity 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 easilyvalued, 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 306 stock, since the step-up in basis
applicable to assets included in an estate would expunge the "Section 306 taint"
under the law as it existed prior to the passage of the Tax Reform Act of 1976.
Additionally, it should be noted that very few in the family corporation situa-
tion ever considered creation of Section 306 stock as a 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 (except
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 1954
in the passage of Section 306, as well as the tightening of Section 303 by the

V 1976 Tax Reform Act.
Section 803

Section 303 has a simple purpose and the statutory intent would appear to
be 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 301.
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' ESTATE

"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

A Crawfnrd, 59 TO 830 (1973). nonaeo. 1074-2 CR 5: Rickey. 77-1 USTC 9275 (PC LRA.).' Rev. Proc. 72-9. 1972-1 C.B. 718. See. 4.01, states that rulings will not "ordinarily"be Issued with respect to the applicability of Section 306(b) (4) to stock of a closely held
corporation.
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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 a 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 29.115-9) 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 statutory 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 prlmarly 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 306 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 payment rules under Section 6166
(now Sections 6166 and 6166A, based on the Tax Reform Act of 1976) have
been 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 attributiorr rules. Moreover, seldom Is bank financing avail-
able for the death tax obligation and, if available, It is, 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 301(c) and 316(a)).

Because of the bunching effect, if 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, if $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 303 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 is made up of
Section 306 stock. Once an estate rises above $1,000,000" in value, assuming
Section 303 tests could otherwise have been met with Section 306 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 103 (h) -Carryover in basis

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 306 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
306 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 306 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 306 stock made a sale to an unrelated third party or had the corpora-
tion redeem his entire interest in the Section 306 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 reaffirmed 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 306 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 Corrections
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 301(c) is also amended in a manner consistent with Section 306(a).
Otherwise there Is 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. See. 1.306-1(b) (2), ex. 2 and 3. This provides only partial
mitigation, since at best it will reduce capital gains of any remaining 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

4 Cf. Newman and Kalder, Post-Mortem Stock Redemption Problems, 46 Journal of
Taxation. 220 (April 1977) ; Abbin, Carryover Basis--Opening Pandora's Box, 116 Trusts
and Estates 154 (1977).
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will 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
303). 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 ,i245, 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 306 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 corrections bill of 1977--interrelationlip of sections 308 and 806 (ace.3 (a) (2) )

Much has been made by some commentators 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 306 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 306 stock for
use in Section 303 purposes, except new stock meeting the requirements set forth
in Section 303(c), if the stock was not Section 306 stock. This exception, allow-
lowing continued qualification for the relief provisions of Section 303 upon re-
demption, thus would continue to apply to post-death 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 306 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 if 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 Included in the gross
estate then section 303 will apply to a redemption of the new stock to the same
extent section 303 would have applied 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) (3) of the 1939 Code. as well as section 303 of the
House bill. This subsection applies notwithstanding the provisions of section
306." S. Rep. No. 1622, 83rd Cong., 2d Ses, 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 pogt-death reorgai~ization could
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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 1.305-3(e) that state, "Section 306 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
306 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 306 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 306 and any other
application code sections.

It is ironic, Indeed, that If the amendments to Section 303 and 306, 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 1959, 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 Cor-ections 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 306 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
-.. is 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 quali-
fying common or preferred stock (not Section 306) that is redeemed under See-

-tion 303 is a legislatively sanctioned bail 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 Umited, Isolated redempton relief provisions of Section 303 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 obtained 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 family type closely held company primarily Is the company itself. Often
it Is difficult for that company to arrange an Immediate cash redemption for the
estate liquidity 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 1970 Tax Reform Act, i.e.,
more favorable installment payments under Section 6166, 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 306(a) (8), but to Section
801 (c) as well.

ADJUSTED GROSS ESTATE

lAssumptions: (1) Death occurs in 1977; (2) State Inheritance tax equals Federal State tax credit; 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 tax-Net of credit,

1977 ------------------------- 40,800 125,800 125, 800 315, 800 315,800 750,800
C. Income tax on redemption to obtain

funds for B ------------------- t 40, 800 1150,000 2188,700 '350,000 8700,000 s700,000
D. Balance of sec. 306 stock (A-(B

and MC))----------------- 178,400------18,0............... $,0---------------
(a) Iefkit ----fundingNA (25,800) NA (165,800) (158,000) (450,800)

Total taxes as percent of adjusted
gross estate--ist estate ......... 16.3 55.2 31.5 66.6 50.8 72.9

Percent of stock required for re-demption-ist estate----------- 16.3 100.0 '62.9 100.0 100.0 100.0

'50 percent effective tax rate assumed.
260 percent effective tax rate assumed.
8 70 percent effective tax rate assumed.

32.6 percent for combined estates.
100 percent for combined estates.

MaHMn, MELOY & HANKENS,
Oherokee, Iowa, August 9, 1977.

Re: Tax Reform Act of 176.
ST.!LFl DmcrroR,
Committee on Finance,
Washington, D.C.

DEAR Si: The carryover basis rule contained in the above Is 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. STEHEN HAiKEN.

TE PASKE & EVANS,
Siouw Center, Iowa, August 10,1977.MICHAEL STERN ,

Staff Director, Committee on Finance,
Dirkaen Senate Offce Building, Washington, D.C.

DEAR MR. STERN: I have been advised by the secretary of the Iowa State Bar
Association that the portions of the Tax Reform Act of 1970 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 Income 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 rule
is to do away away with the so-called stepped-up basis for computing taxable
gain for the heir 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.

4
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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, I most strenuously urge you to
support legislation co-sponsored by Congressman Jim Leach retroactively strik-
ing the new carry-over-basis provisions.

Respectfully, Tmay Hui N.

CRAY, WALTER, CRAY, LOESCHEN & GODDARD,
Burlington, Iowa, August 9, 1977.

Mr. MICHAEL STEIN,
Staff Director, Committee on Finance, Dirkeen Senate Ofce Building,
Washington, D.C.

DEAR MR. STRN: 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
1970. 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 liability 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 liabilities 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
Is so 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 1970 by eliminating the "fresh-start" or "carry-over"%basis and
"special use" provisions for arriving at the valuation of family farms and small
businesses in the hands of Executors and beneficiaries 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 taxpayers Is incapable of understanding or complying without pro-
fessional 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.

- NORELIUS, NORELIUS & GUSTAFSON,
Denison, Iowa, August 8, 1977.

Re carry-over-basis-rule.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Office Building, Wash-

ington, D.C.
DEAR SIR: I want to voice my objection to the above Rule for the following

reasons:
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 thepurchase price,
additions of capital improvements, depreciation taken, and in short, computing
the adjusted basis in the hands of the decedent.

2. The impossible take 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. NORELUS.

BECK, PAPPAJOHN & SHRIVER,
Mason City, Iowa, August 8,1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirceen Senate Offlce Building, Wash-

ington, D.C.
DEAR MP. STERN: I am advised that your office is 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 is 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 believe 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 tie
1976 Tax Reform Act of Tax Supplification.

I strongly urge that the new basis provisions contained in the carry-over-
basis rule of the 1976 Tax Reform Act be retroactively stricken.

Very truly yours,
JAY M. SHRIVEn.

FRUNDT, FRUNDT & JOHNSON,
Blue Earth, Minn., August 8, 1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirsken Senate Offiee Building, Washington, D.C.

DEAR SIR: I wish to simply state my opinion concerning the new tax reform
act of 1976 in hopes that the committee will give it some consideration when
they consider the matter which we understand will be coming up in the near
future.

Nearly all of the attorneys whom I have talked to, and it has been a substantial
number, feel that the tax reform act of 1976 is going to prove an impossible

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 having 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 lucre.
went in value of said 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 constitution 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 1918. 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
Will end up paying substantially less tax than those who can't afford it. We feel
that the tax itself is confiscatory 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 I- 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 is 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 fair.

Very truly yours,
J. H. FluNr.

PICKEN8, BARNES & ABERNATHY,
Cedar Rapids, Iowa, August 8, 1977.

Re Tax Reform Act of 1976.
Mr. MIOHAEL STEIN,
Staff Director, Oommittee on Finance,
Dirk~en Ofice Building, Wamtngton, D.C.

DzAB MR. STmN: I understand there are some pending investigatory hearings
to consider such topics 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 so called Tar Reform Act which was enacted last year.

I have practiced law for 21 years and do a considerable amount of tax work.
I 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 field I
certainly am experienced.

The Tax Reform Act of 1970, to a-reat extent, was not reform, it was change.
I see no possible practicable way that the Internal Revenue Service will be 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. I am sure a great number of these ideas, even though politically

WA-06-77-10
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motivated, arise from noble beginnings. However, when they cannot be admin-
istered or enforced, 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 has 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.

COBNWALL & AVERY,
Spencer, Iowa., August 8, 1977.

Hon. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkse% Office Building, Washington, D.C.

DEAR MR. STERN: 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 "carry-over-basis-Rule," and we are writing
to urge that this bill be given serious consideration because, in our opinion,
the present provision creates a situation and-makes requirements that will be
very difficult, if not impossible, for the taxpayer to perform or the Department
to audit.

We urge that the provisions be eliminated entirely or at least changes be
made so the regulation may be understood and workable by the taxpayer and
the attorney or the tax consultant,

Respectfully submitted,
WILSON CORNWALL,
ALbEN D. AVERY,
TOM CORNWALL,
CHRISTOPHER A. BJORNSTAD.
STEPHEN F. AVERY-

Members of the Firm.

O'CoNNoR, THOMAS, WRIGHT, HAMMER, BERTSCH & NORBY,
Dubuque, Iowa, August 9, 1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkeen Senate Offlce Building, Washington, D.C.

DEAR MR. STERN: It is 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 1976. The "carry-oer-
basis rule" adopted in 1976 should be rePealed and the property of deceased
persons Should be given a new basis which would be the value of the asset tit
the date of death. The "cairry-over-basis rule" is objectionable for mAny rea-
sons, including the following:

1. In many instances the' person who could supply the information necessary
to comply with the rule is the deceased;

2. The "carry-over basis rule" cannot be effectively 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 81, 1976;

3. Very few taxpayers will ever be capable of understanding the effect of the
Act, which seems to be entirely contrary to the announced goal of tax simpli-
fication;

4. The future record keeping required by the Act will be staggering to the
lawyer.

I urgently and sincerely request that the new "carry-overbasS rule" be re-
pealed and that we go back to the rule which was in force and effect prior
to January 1, 1977.

Very truly yours,
E. MARSHALL THOMAS.



129

WnILSON, BONNET AND CHRISTENSEN,
Lenox, Iowa, Auguat 5,1977.

Re Tax Reform Act bf 1970.
Senator DICK CLARK,
Waakington, D.O.
Senator JOHN CULW-S,
Washingto, D.O.
Congressman Tom HARKIN,
Washington, D.O.

DrAs Sias: As a general practitioner located in Southwest Iowa 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 time 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 said 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 said tax bill quite clearly and in my opin-
ion 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 either Federal
Estate tax or a capital gains tax at the time of an Individual's death are almost
impossible to compute.

The formula as such for computing the carry-over basis rule is almost totally
incomprehensible and even if the general practitioner Is able to satisfactorily
master said.matters it 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, "prductivity, value" for valuation purposes may not In fact berable to utilize
the same unless the individual ts completely debt free and the only child of a
particular decedent and is in fact farming the land or operating the business. This
is very narrow and it would appear to me somewhat deceptive provision which is
really not what was intended in trying to provide relief to the family farm or
small business operation.
-1 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 said 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 praticLng 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 bad a tax bill implementing the unified
credits rather than the estate tax exemption without all of the problems which
are built 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
so that w6 might be able to provide the kind of service and needs of our clients
in the administration of decedents estates.

In Remain
Respectfully yours,

RoiCHrD L. Wrwsoie
RONALD D. BoNzwrr.
DAvID L. CumusTma.
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Mopms & ANDERSON,
Tanma Iowa, August 8,1977.

MICHAEL STERN,
Staff Director, Committee on Finance, Dirk8cn Senate Office Building, Wash-

ingon, D.O.
DriAs 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
is fraught with what will turn out to be impossible requirements on the ground
level. I have been practicing law for twenty years and my firm has been deeply
imbedded in preparing individual tax returns for farmers and small business
men and I 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 is not spread beyond the spouse. Consequently, to administer the
"Carry-over-basis Rule" is going to be extremely difficult if not impossible 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 their 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
payers 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
land a contest to which they will never be reconciled. This makes for unhappy
citizens, unhappy 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 is necessary to comply with the law as well as plan to live within
It. Legislation which cannot be understood In general and which Is burdensome
to administer and enforce is poor legislation and it appeals to me that Irrespec-
tive ot 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 investigation to
take the necessary action to rectify what appears to us to be a disastrous situa-
tion by retroactively striking the new basis provisions for property.

Respectfully yours,
Bn Mo s,

Senior Partner.

ST. Louis COUNTY NATIONAL BANK,
(Oleiton, Mo., August 2,1977.

Ite: Investigatory Hearing of Subcommittee on Taxation and Debt Management
Concerning Serious Estate and Gift Tax Problems Created by the Tax Re-
form Act of 1976.

To: Mr. Michael Stern, Staff Director, Committee on Finance, Dirkeen Senate
Office Building, Washington. D.C.

From :Ronald H. 8picer, Assistant Trust Officer, St. Louis County Bank, Clayton,
Mo.

CARRYOVER BAsIs 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 so 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 basis 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
have to 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
so 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 family
member looks in the right place and know what they see when they are looking
at it. There may be several reasons they will never find what th&'y are looking
for.

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 lie 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 before 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 transmission 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, 1978, intended as a relief
measure, 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 lie
must use the original basis to determine loss, and he will have no gain or loss if
his sales price is between December 31, 1976, value and original basis? This Is
stretching taxpayer compliance to the limit.

The law contains a provision that if the decedent's basis is unknown, the fair
market v value at the date of purchase, or approximate date of purchase, call be
used. This relief is 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 their
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 Radiation Corp. on February 19, 1959.

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 Fiduciary Income Tax Returns will be required.

Those 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
is unworkable by any reference to the decedent's basis. The old law was simple
and straightforward and should be retained.

RONALD H. SPICES.

SKELTON, TAiNToR & ABBOTT, P. A.,
ATTORNEYS AT LAW;Lewiston, Maine, August .8, 1977.

Re Senate Finance Committee

Hearings, Technical
Corrections Bill of 1977

MICHAEL STERN,
Staff Direator, Committee on Finance, Dirksen Senate Office Building, Wash-

ington, D.C.
DzAR Mw: STERN: This letter Is submitted In response to the invitation to per-

sons who wish tosubmit 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
Individual 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 beneficiaries 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 beneficiaries 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. 0715 obviously intend that they should not.

Thank you very much for your consideration.
Very truly yours, BRYAN M. DENCH.

ALLBEE, WILSON & ALLBEE,
ATTORNEYS AT LAW,

Muscatine, Iowa, August 4, 1977.
MICHAEL STERN,
Staff Director, Committee on Finance, Dlrksen Senate Office Building, Wash-

ington, D.C.
DEAR Sm: I wish to voice my strong opposition to the intolerable burdens placed

upon the taxpayers of the United States by the so called Tax Reform Act of
1976.

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
filed 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 available 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-
sient 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--their 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 piece of property could have:
(a) A special use for Federal Estate tax purposes;
(b) A different value for state Inheiltance tax purposes;
(c) A different value for state property tax purposes;
(d) A different value for taxes in the event of a sale, and
(e) Finally, a different value for depreciation purposes.
Note also, that if a special 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. Cut down

record keeping requirements.
If you must redistribute the wealth-say so and do it in a straight forward.

manner. Don't try to accomplish it in a circuitous fashion.
Yours very truly,

ALLBEE, WILSON & ALLBEE,
HARVEt G. ALLBEE.

VINCENT E. JOHNSON,
ATTORNEY AT LAW,

Montezuma, Iowa, August 5, 1977.
Hon. JOHN CULVER,
U.S. Senate Building,
Wa8hington, D.O.

DEAR 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 nme of them have complied, although we are now
more than seven months past the elective 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 basis for computer preparation of values or who anticipate
providing such service in the future.

(3) The 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 without 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,
VINOENT E. JOHNSON.
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THE FIDELITY TRUST Co.,
Stamford, Conn., August 3, 1977.

Re Subcommittee on Taxation.
Hon. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR Mp. STERN: As Vice 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 1023 of the Tax Reform Act of 1970
entitled "Carryover Basis For Certain Property Acquired From A Decedent
Dying After December 81, 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 bill, S 1096 was Intro-
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 fiduciary 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 available from the date
of acquisition of an asset. From our experience we may assure your committee
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 artificial presump-
tion which has no basis in fact. We defer in this area, however, to the meMbers
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,
- WALTE T. SULIVAN,

Senior Vice President and Trust Officer.

THE Fwznrry TRusT Co.,
Stamford, Conn., July 21,1977.

Re Senate Bill 1696 (Helms).
Hon. ABRAHAM A. RisicorF,
U.S. Senator, Connecticut,
Russell Senate Office Building,
Washingt on, D.C.

DEAR SENATOR RimcoFr: We understand that Senator Jesse Helms of North
Carolina has Introduced the subject bill for the express purpose of repealing Sec-
tion 1023 of the Tax Reform Act of 1976 entitled "Carryover Basis for Certain
Property Acquired from a Decedent Dying After December 31, 1976".
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On behalf of the Connectiruit Bankers Association 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-
necticut 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 detailed cost in-
formation for certain 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-
lieve that repeal is in the interest of the general public.

Sincerely,
WALK T. SULLxVAN,

Vice.Chairman, Trust DivItion,
Connecticut Bankers Asooloi.on.

HARTFORD NATIONAL BANK AND TausT Co.,
Hartford, Conn., August 1, 1977.

Mr. WALTER T. SULLIVAN,
Senior Vice President and Trust Oficer,
Fidelity Trust C.o.,
Stamford, Conn.

DEAR WALT=: 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
basis 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 difficult to deter-

mine the adjusted basis of the property. In many cases, we are unable to deter-
mine if major improvements were made to the property, which would affect the
cost basis.

3. Suspended basis: Although the decedent's basis must be increased by estate
taxes attributable to appreciation in property value, this information is not
available until 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 basis
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
adjustment. Also, coin and stamp collections usually appreciate in worth and each
item 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. Each
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 basis may change and any sales made by the bene
ficlaries may require amending their personal returns.

4. Cost reomn#ruction: Frequently, a decedent's cost records are not available,
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 believe 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 would appreciate, greatly, an opportunity to discuss this with you.
Sincerely,

LAW OFFICES Or EDWIN W. SALE,
Kankakee, Ill., July 19, 1977.Mr. MICHAEL STERN,

Staff Director, Committee on Finance, Dirkeen Senate Offce Building, Washing.
ton, D.C.

DEAs MR. STEaN .With reference to the hearing scheduled for the Subcommittee
on Taxation and Debt Management of the Senate Finance Committee, July 25,
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 2032A, 6166 and 6166A. As members of the Subcommittee may know, in
central Illinois, 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 of these owners, such as widows and retirees, either never have farmed
the land as in operator or haven't farmed it for a long time, and unless they
have a pon or son-in-law who is 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
nonoperatlng farm owners on the assumption that a nonoperating owner holds
his &r ler 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
logical, overlooks both the nature of 90 percent of all investments In 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 contrastedto an Investmefit in securi-
ties, 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 as is his house in town. Furthermore, the breaking up of a farm
Is an irretrievable event because small farms are simply not as efficient as larger
farms. t

I think the Congress was quite correct In recognizing that the radical increase
in farm price does not result 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 their grandfather paid for their original
farm. T!bus if they originally owned 200 acres which cost $200 an acre and
they buy a neighboring 80 for $3,000 an acre, they figure their 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 3 per cent, which Is certainly not worth considering
by a buyer who owns no other land.

It is therefore my conclusion that it 1, 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 availability is drastically expanded.

Sincerely,
EDWIN W. SALE.

LAw OmCEs OF
EDWIN W. SALE,

Mr. MIHAL STERN, Kankakee, Ill., August 3, 1977.

Staff Director, Committee on Finance, Dirksen Senate Ol0ce Building, Wash.
ington, D.C.

DEAR M. STERN: On July 19,1977, I directed a letter to you with reference to
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 Kipllnger'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,
EDWXN W. SALF.

Enclosure.
Demand for land is outrunning 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 available.

EBtrq land at present prices isn't a bad buy for solid operqfors. 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 is
averaged with old, the cost is reasonable.

New farm law might give land prices an extra kick. If legislation ties target
prices to qost of production and land is included in figuring the costs, farm real
estate priceiwould be riding a faster escalator.

Yours very truly,
THE KiPLOV.E WASHINGToN EDIToRs.

July 29, 1977. .,

EHRITARD'T & GNAGY,
ATTORNEYS AT LAW,

Elkader, Iowa, August 4, 1977.
Mr. MiCUAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Offlee Building, Washington, D.C.

DEARn Ma. STmN: May I 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 lfe, 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, wlifn and for how--much. Then it 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
g law. We: already 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 fr, m 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 older 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. Posibly 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 basis 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,
L. J. EHRIIARDT.

Mowas L. ALLEN,
ATTORNEY AND COUNSELLOR,

Marion, Iowa, Auguut 4, 1977.
Re "Carry-over-basis rule."
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Building, Washington, D.C.

DEAR MI. 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 ftct have the information that was provided
for them in 1977 for a sale of property In 1997.

3. This carry-over basis violates many of the aspects a good -tax law should
have in that it is not reasonably predictable, nor can the diligent and honest
taxpayer prepare a return which i reasonably correct A high percentage of
the taxpayers desire to return information which is reasonably correct, however,
on the "carry-over-basis rule," we would 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 governmenL

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
comply 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 submitted.
Monis L. ALLuN.

NICOLA, MARSH & GUDBRANSON,
ATrORNEY AND COUNSELLORS,

Cleveland, Ohio, July 20, 1977.
Re hearing on estate and gift tax problem areas: Capital gain tax rule and/or

carryover basis rule.
Mr. MICHAEL STRN,
Staff Director, Conmmittee on Finance,
Dirk-sen Senate Office Building, Washington, D.C.

DEAR MR. STMN: 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 factor 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, substantial amounts of death taxes, both representing capital,
and then expend this capital on current consumption.

-Sincerely,
WERNER D. Muauzs.
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THE AmoAN COLLEGE OF PROBATE COUNSEL,
Los Angeles, Calif., August 1, 1977.

Hon. HAUY F. By=D, Jr.,
Russell Seesie Ofice Building,
Waseington, D.C.

DEAR Sn 8ZATOR 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 1976 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 theh- 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 Senate Finance
Committee in the spring and summer of 1976, our Dollege 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. 10612 (the Tax Reform
Act of 1976) we warned of the "many seriov3 problems that the College believes
will be created in the administration of tax laws, the probate process and the
transmission of wealth from one generation 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 deduction) escape Federal estate
tax entirely. Thus, the need to deal with the Federal estate tax no longer exists in
administering most estates.

But, ironically, 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 (b)
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 is going to know the cost of a 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, etc? It is true that section 1028(g) (8) provides
that where decedent's basis Is unknown, such basis shall be treated as being the
fair market value 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. All 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 Inorease 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 sease 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 audit of the estate tax Teturn will result In Income tax deficleneies on
returns because the Income tax returns as filed cannot correctly show gain .on
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the sale by the estate or the beneficiary of carryover basis assets until final
determination of the federal estate tax values. Furthermore, the executor will
be put to an impossible task in having to decide.who is to receive high-basis
assets, who receives low-basis assets and who receives 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 O06 pre-
ferred stock and buy-sell agreements, since the percentage -tquirements for
qualification for a section 808 redemption of a decedent's stock have been
toughened, section 306 stock no longer qualifies for section 803, and carryover
basis will cause both capital gains tax and minimum tax on edemptions, which
were not previously taxed. this way. The additional tax oft cannot be paid
from the proceeds of the redemption. Moreover, the qualification and recapture
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 bad been eased is erroneous. It is also important to keep In
mind that section 3(1) of the Technical 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 worst defects of carryover basis can be cured by way of amend-
ments to the Technical Corrections Bill. We enclose for your consideration
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 are sending five copies to Mr. Michael Stern, Staff Director of the Committee
on Finance.

The American college of Probate Counsel stands ready t assist you and your
Subcommittee on any legislation affecting estate and gift taxation. Arthur
Peter, Jr., is our Washington representative (785-1234).

Very truly yours,
FRANK S. Bzwtz, Chairman,

Estate and Gilt Tax Reform Committee,
American College of Probate Counsel.

PAR II-SuooEsoxis voR ADDITIONAL AMENDMENTS

If the carryover basis concept Is to remain in the law, we propose amend-
ments (1) through (6) listed below:

(1) Section $03 should certainly be amended so that the determination of the
malmum amount of the redemption distribution tales into account all Federal
and state income taces attributable to gain on the redemptfon.

(2) mend 11218 to permit a capital loss carryover from a decedent to his
estate and its besefoiaries in a manner similar to the concept of the pass through
from an estate or trust of ezeess deductions under 1 642(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 beneficiaries. Now
that the decedent's basis for appreciated property Is carried over after his death,
it will be very adtantageous to arrange deathbed sales of sufficient appreciated
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 unfair treatment in
such cases. We recommend that the same treatment be given to existing capital
loss carryovers at the death of the decedent that Is now given to them upon the
termination of an estate or trust under 1642 (h).

(8) grandfather all assets of a decedent which were owned by him on De.
ember 81, 1976, so that they will be subject to the old rules and get the full
step-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 102(o) to provide that the estate taw adjustment will be
made at the top rather than average rate, and amend Section 691(c) so as to
return to the prior rule that this deduction is determined by comparing the actual
Federal estate tax with what it would have been without the Section 681 item
of income in the gross estate. The calculations under existing law are geared to
the average estate tax payable by the estate rather than the top estate tax
bracket, so that even the smallest change by I.R.S. 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.

(5) Section 1023(b) (3) should be amended to increase the $10,000 exclusion
for tangible personal property to such a level that carryover basis qld no
longer be a problem for such assets in estate of persons other than =0leotors.
(Writers' of home owner's insurance should be able to supply the coriwc_' figure.)

(6) Section 1023(d) should be amended to increase the minimum amount for
carryover basis properties from $60,000 to $175,625. The $175,625 flture Is the
amount of the exemption equivalent to the full amount of unified, credit avail-
able in 1981 and subsequent years, and it would appear logical to elimiate the
complexities of carryover basis for all estates up to the same amount as will be
exempt from Federal estate tax.

PErTTT, Evzxs & MArTiN,
ATTORNEYS AT LAW,

San Francisco, Calif., August 3, 1977.
Re Hearings on Estate Tax Impact of Tax Reform Act of 1976.
Mr. MIcHAZL STmN,
Staff Director, Committee on Finance,
Dirksen Senate Ofice Building, Washington, D.C.

DrA M& STmN: 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 given 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 appropriate. To
qualify a gift for the Orphan's Exclusion, I have been forced to create a separate
trusror that gift, which provides for mandatory income rights and a general
power of appointment. It is not only difficult for clients to understand the ra-
tionae behind such a trust, but it increases the cost and complexity of will
drafting.

Essentially I believe that the restriction set forth in Section 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.

Very truly yours,
PmIT, Evms & MArN,
THOMAS R. BzNNrr.

LAw Orue or
KummCK, NOVAK, KUBIcK & KUMCEK,

Cedar Rapids, Iowa, August 5, 1977.
Re Carry-over-basis rule, Tax Reform Act of 1976.
Hon. MIcnAi. T. Bwuwn,
U.S. Representative, House Office Building, Washington, D..

DzA" Mix: As you probably know by now, members of the Iowa State Bar
Association 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 Act, am a Fellow of the American College of Probate Counsel, and my
specialty is real estate and probate matters.

Yet in spite 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 Is the carry-over-basis rule, being new
Code Section 1028. This portion of the law is so bad that I doubt it is enforceable.

Would you please use your influence to seek a repeal of this provision.
Very truly yours,

Th EODOE L. KUBICEK.

AMEzICAN NATIONAL BANK AND TRUST CO.,
Danville, Va., July ,8,1977.

Mr. MicAEL STERN,
Staff Director, Oommittee on Finance, Dirken Senate Offce Building, Washing-

ton, D.A.
DuzA M. STm: As you know, the Congress recently overhauled 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 either 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
difficult 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. Bunon KENT, Jr.,

Vice President and Trust Ofloer.

DUKEMINED AND WILBOURNE,
CERTIE PUBLIC ACCOUNTANTS,

West Point, Miss., July 16,1977.
Re estate and gift tax problems.
Mr. MicEAEL 8mTu,
Staff Direotor, committeee on Finance, Dirksen Senate Office Building, Washing.

ton, D.C.
Drna SIR: 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 Is?

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
land out and If the land went to children only one child usually stays on the
farm as it is hlot large enough for more than one family to live on It.

Both of the above seem to be a poor law.
Sincerely yours, Goa DUKEMINIER.

LAW OFFICW OF
HAFTYK & HAFFIKE,

Port Morgan, Colo., August 4, 1977.
Re The Tax Reform Act of 197.
MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Ofie Buiding, Washing-

ton, D.O.
DEAz S: 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-
cially 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.
slons 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 rapidly 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 320-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 aiiy
greater service or producing any more product, has an inflated price, (so called
market value) ten 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 1976". 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 vicious aspect of the act of 1976 is the carry over basis rules. These
rules compound the fiction 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, i.e., spending funds
which were not in hand and borrowing or printing money to make up the defi.
cites, that has caused the escalating and destructive inflation. A family farm
or ranch with operating equipment that could be, end was, acquired or sold for
$50,000 or $60,000 In 1940 to 1945 is, because of inflationary prices, now con'
sldered worth $300,000 to $00,000 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 have them is only because of get industry, frugality and thrift
through the joint efforts of spouses and their 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 is a fiction. 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 either be spent for living. invested in some other item
or deposited in a bank or savings Institution where it will be available for

95-026----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 1976 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 never shall be
considered as made In contemplation of death.

If this is not within the realm of reasonable expectation, although within the
realm of reason, then the following minimum amendments should be made,
to-wit:

1. Remove all carry-over basis rules and attempts to tax what are denominated
as gains and clearly state that the basis in the haiids of the estate, trust, heirs,
recipients or other beneficiaries of all assets and property that passed from a
decedent is 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 a 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 $3,000.00 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 beneficiary from the application of the skip generation trust provisions.

Respectfully submitted,
EARL W. HAPTEL

Ross B. HuTroN,
ATromaqz AT LAW,

Alta, Iowa, August 4, 1977.
Re: The Tax Reform Act of 1976--writte testimony.
MICHAEL STERN,
Staff Director,
Committee on Finance, Dirksen Senate O Ice Building,
Washington, D.C.

Sins: 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
voided and retroactively stricken from the law.

As this new law is set up, it would take a Philadelphia lawyer with a major
in calculus to even flid through it and try to comply with It, and I.R.S. 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's amaze the taxpayer by throwing out the garbage part of this new law.

Yours truly,
Ross B. HuroN.

P.S. I have been a tax preparer and tax practitioner for over 80 years and am
still actively so engaged. This new law i 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 heirs, making an intolerable burden, oftentimes for a widow
who is-the sole heir and owes no taxes.
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LAw Omci,
DAVID K. GILMoa,

Walnut Oreek, Cali., August 8, 1977.
Re Estate and Gift Tax Problems of TRA 1976.
Mr.. MICHAEL STERN,
Staff Director, C7ommittee on Finance, Dirkeen Senate O0tce Building,

Washington, P.O.
DERML STERN: My tax service says that you represent a subcommittee

considering the above problems and will accept advice from the public. I have
been practicing law in California for 42 years, concentrating in probate and
estate planning law. I have sought to master the 1976 Tax Reform Act arid, so
far, have had something like a dozen opportunities to apply It in plaiining, 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 farne", but in
most cases involves research totally beyond the ability of my widows to carry
out.

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, D.K. Ouvoa.

PETTT, EVERS & MAmRTN,
ATTORNEYS AT LAW,

San Francisco, Calif., August 8,1977.
Re Hearings on Estate Tax Impact of Tax Reform Act of 1976.
Mr. MIcHAEL STERN,
Staff Director, Committee on Finanoe, Dirkeen Senate Office Building,

Washington, D.O.
DEAR Ms. 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(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 given 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 is not only difficult 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 Section 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.

Very truly yours,
PEMT, EVER & MARTINN,
Tn otAs R. BNzErt.

THoMpsoN & KrrT*o,
CETInED PUBLIC AcCOUNTANTh,

Seattle, Wash., August 8, 1977.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirkeen Senate Office Building,

Walilngto, D.0.
D.A Ma. STERN: 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 small 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 business. It is my belief that this ruling Is not only arbitrary and
unfair, but does not now reflect the intent of C- "gress. I believe the IRS will
rule in the same manner in regard to the 15-year E 'on.

The stated purpose of the deferred payment' .ion Is to lessen the need for
forced sales in order to pay estate taxes. If t ,s is the "real" purpose, why
should closely-held businesses which deal with income producing properties, be
treated differently than closely-held businesses which produce "business"
income?

Below is a passage from the April 1977 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 be available to all farmers and small businessmen
regardless of the type of business or sourc* 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 woul-I like to state that I believe that the IRS tries (and suc-
ceeds) in akin too mi~ny 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.

Very truly yours,
THOMPsoN & KITOE,
B. K. Krmos.

DOYLE & MrDEr.
ATTORNEY AND COUNSELORS AT LAW,

Seneca Fals, N.Y., August 8, 1976.
Re Subcommittee on Taxation and Debt Management-Senate Finance Com-

nittee, Tax Reform Act of 1976.
Mr. MOHAZxL STZRN,
Staff Director, Committee on Fnance,
Dirkaen Senate Offie BuilUng,
Was hingon, D.O.

DrAi Ma. Smz: I received 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. Since that time I have collected the assets of
the estate and before the year Is 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
"eptemnber, 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 fiduciary is now
required to furnish all beneficiaries 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 month, 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 because 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 impossible to approximate a farmer's cost basis or to estl.
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 future 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 gains "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 penaltv of law to furnish each beneficiary with
a 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 & MmzY,
CALVIN A. BRAINARD.

STATEMENT or ERWIN N. GRISWOLD

My name Is Erwin N. Griswo!d. I am domiciled in Belmont, Massachusetts, but
for the past ten years have been resident in Washington, D.C., where I am now
practicing law.

From 1029 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 School, and was Dean of that school from 1946 until 1967. In 1967, by ap-
pointment of President Johnson, I became Solicitor General of the United States.
I held that office until June, 1973, when I retired.

Early 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 modest
way, until there was an important change in the circumstances of my life.

In 1939, thirty-eight years ago, my wife had a serious 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 J 213 of the 1954 Code. I have
never received 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 *as In Government
service. In 1961, 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 General for nearly six years. Thus;, I held federal office from
1961 to 1973, a period of twelve consecutive years. Particularly while I was So-
licitor General, the ownership of shares in corporations, or, Indeed, the owner-
ship of investment real 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 In stamps. It was always my expectation
that my exeebtor would sell the stamps, 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 now Is consid-
erably reduced. Some municipal bonds which I purchased, as a part of the plan
to avoid 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 a considerable extent, simply a reflection
of the inflation which has occurred over the past twenty or twenty-five years?

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 %espect to securities, this provided a new
start on January 1, 1977. 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, Ilhave few, if any, records. Some of these stamps
were bought as long as sixty years ago. (Part of the money which I 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 in the 1930s, I bought more actively. I kept no detailed record of these
purchases. I 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 died. To some extent, I 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
be very difficult for me to do, and It could, at best, cover only a portion of the
Items.

'Even If the records could be put together, the computations would be extraor-
dinarily complicated. For each Item, a 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 period from the date of acquisitlolf 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.

I have worked in the field 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 be 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 not 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 to me, may be unfair, and beyond the contemplation of Congress when
the carry-over basis provision was so hastily enacted.

Ike many others, my basic purpose has been to see that my wife is properly
provided for. This is 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 bad, 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.

• 1y basic objective was to provide for my wife. I thought I had found a way
to do this, and at the same time mlniniize conflicts of interest in my academic and
government work. This was seeming to work out well until the fall of 1970. Now,
the practical problem confronting me is a very serious one.

Could the carry-over basis, if it is to be used, be made applicable to property
acquired after the enactment of the 1916 Act? Gain on property previously ac-
quired.would still be subject to income taxation when sold by living owners. And
there would be rotice so that adequate 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.
And this method is unfair as to property held for A long time before, 1977. Thus,
the figure mentioned is eight percent, which is to be compounded. That would
mean that if death occurs ten years after January 1, 1977, virtually the Whole
increment wbuld be treated as having occurred after January 1, 1977. This is un-
realistic when it is clear that much of the gain arose prior to tbat 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 Is 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 inflation,
It maq e that the Federal Government gets its appropriate sham when It takes an
estate 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 the time of death, may
be more than is appropriate. And the difficulties are especially great in a situa-
tion where there is no feasible 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 uiforeseen consequences of the legislation enacated in 1976, and may lead the
Crmi'ittee to develop amending legislation which Is more workable and more fair
as a part of the overall system of federal taxation.

JOHN GERTqI,
Bu~sixEss & TAx CONfSULTAXT.
Pullerton, Oalif., August 1, 1977.

MICHARL STUN,
Staff Director, (Jommittee on Ftnanoe, Dirksen Senate Office Building, Wash.

ington, D.O.
DrA BSr: Many tax practitioners in Southern California, myself Included

are virtually concerned with a requirement of one estate tax area of the 1978
Tax lbform Act This t code Section 1028.

Our collective interpretation of that section 1028 is basically this: Whether
a decedent's gross etate Is subject to estate taxes or vot, there ate certain ad
ditional new filing requirements. The executor of the estate Is 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 -ich property.
We have read where Treasury regulations are forthcoming that will spell out
the procedure. To my knowledge these Treasury regulations are not yet
available.

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 receives
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 so that we may comply, any clarificatiQn that your committee
can supply will be greatly appreciated.

Thank you.
JOHn Gairum.

STATEZMET OF THE AMEEXCAN FARm BuRtlu FEDERATION
We appreciate this opportunity to submit Farm Bureau's comments on prob-

lems arising from the gift and estate tax revisions made by the Tax Reform
Act of 1975.

Farm Bureau members have been actively Involved in the past several years
I, seeking reform of the federal gift and estate tax law. Some measure of gift
and estate tax relief was achieved 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 relatively 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 new 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 fair market value at date of the decedent's
death. This provision is especially hard on farmers and ranchers because the
long holding period typical of farm property often results in substantial "gains"
which represent an adjustment to inflation rather than an Increase in real
wealth.

The carryover basis imposes an excessive, and moet unfair, burden on execu-
tors and heirs In cases where a decedent failed to keep adequate records or to
leaye 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.S. government to hold liens on their property as provided in the special
use valuation section of the Tax Reform Act of 1976. This reluctance, coupled
with the numerous rules and qualifications associated with the special use
valuation, may severely limit the number of those who will decide to avail 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 shielded 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-
tainly indicate a need for IRB to publish an understandable oxplauation 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 is, however, a
concern that the revised marital deduction may lull some taxpayers into a 0,.1'e
sense of security. In many cases the objective of the farmowner Is to pam 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 as 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.

We respectfully request that our statement be made a part of the hearing
record.

PAUL J. DUNN,
Ti-f n, Ohio, July 22,1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finanoe, Dirkeen, Sepate Offioe Building, W1aah-

ington, D.C.
DEAR MI. STE N: 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 tojkubmit statements for the record
concerning "estate tax problems arising from the Tax Reform Act of 1976,
especially those 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.
conceived and vicious pieces of legislation that ever emanated from the halls
of the Congress of the United States.

Thank you.
Sincerely,

PAUL J. DUNN.

JoiNT STATEMENT OF NATIONAL LimTocx TAx COMMTrIKE, AMERICAN NATIONAL
CATTLEuN's ASsOCIATION, NAIONsi. LIVESTOCK FEEDERS AssooATION, AN)
NATIONAL WOOL Gnowuas AssocuLToN

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 pay this added tax without liquidating the business.

2. Fim Zd Valuation Proviio% Should Be Amended.
a. $500,000 Limitaon ShoMld be Blimln4ted. The $500,000 limitation 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-
cient to restrict its availability to estates of family operated farms and ranches.

b. 15 Year Reoapttre Period is Too Long anf Should Milhev Be Signiftcantly
Reduced or a Viable AUerwative to Reopture Adopted. A recapture period much
shorter than 15 years would be umdent 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
loan problems. In the alternative, a workable substitute to recapture might be
adopted.
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c. Material Participation Requirement Will Oause Problems and Should be
Deleted in Favor of a More Feasible 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
suitable test should be devised.

d. Provisions in Technical Amendments Bill (H.R. 6715) Conoerning Farm
Land Valuation Rule Should be Adopted.

8. As Indicated in Recent Internal Revenue Service Release, Tam Liens for
Recapture Tax and Ex'tcnded Payment of Bstate Taar Provision Should Be Given
Such Status So As Not to Impede Plow of Vital Oredit to Surviving Family Mem-
bers of Deceased Farmer or Rancher.

4. To Provide Equality of Treatment With Other Oapital Assets, Cattle and
Horses Held for Draft, Breeding, Dairy or Sporting Purposes Which are Sold
by the etate or Heirs of a Deoeased Farmer or Rancher Should be Considered
to Have Been Held by the Estate or Heirs for the Applicable Period Required
for Long-Term Capital Gains Treatment.

JOI T STATRUENT

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
the fields of federal income, gift and estate taxation for the entire livestock
industry.

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 (NFLA), 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 Association (NWGA), a voluntary, nonprofit, non-
political organization, represents 22 state and regional organizations encompass-
Ing a 25 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-
dustry in the nation. In addition, NLTC represents dairy and horse organiza-
tions.In 1976, as well as in prior years; representatives of NLTC, ANCA, N LFA,

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 PSovIsioNs or 1976 TAX RErFORm AmT

A. BENEFICIAL PROVISIONS--FEDERAL K0STATE VALUATION OF FARMLAND AND
EXTENDED TIME WITHIN WHICH TO PAY FEDERAL ESTATZ TAXER

In Joint testimony presented to the Senate Finance Comiottee 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 productivity for agricultural purposes. Among
other changes urged was the critlcal need fof more flexibility and time for farm
and ranch estates'to pay the escalating federal estate tAxes.

The 1976 Tax Reform Act ('ZRA) contained provisions permitting the executor
of a deceased rancher's estate, if certain requirement* 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 t6 15 years following the
rancher's death 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 probleni* pre-
viously faced by farm and ranch estates, certain amendments are needed in
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order to make these provisions confer the advantages intended for perpetuating
the family farm and ranch.

B. MOST HARMFUL PBOVISIONS--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 their joint statement filed in 1976
with the Senate Finance Committee and continue to object to the inclusion of
such provision in the federal tax laws. Besides 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 will
impose onsuch operations.

II

CARRYOVER BASIS SHOULD BE 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 basiR 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 sufficient 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 is 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 Coniputatlon of Carryover Bafs
drafted by William R. McDonald, an attorney and trust officer with the First
National Bank of Denver. This computation form which represents over 100
hours of research sh9ws 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 indicated tMst before
this computation form may be used there are approximately 7 additional 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 basis in property acquired in the
1930's or 1940's is going to be difficult atrest 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
acquired in 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 addition 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. Failure 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 their 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 beneficiaries 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 basis will
force mostestates 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
family relatives serve as executors, especially where estates are composed pri-
marily of farms and ranches, Is 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 BURD9N8

Estates -which are not subject to the payment of federal estates taxes be-
cause of various deductions and credits may nevertheless have to pay higher
Income taxes as a result of carryoter basis if property is 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 will be a pyramiding of federal taxes
under thecarryover basis provision.

An example of how carryover basis can virtually destroy a tenant farmer's
estate Is illustrative of this problem. A widowed tenant farmer dies in 1077
leaving an estate valued at $545,000 to a son. Most of the estate consists of corn
and beans which were raised 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 sale 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.

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 appreciation built
into the land plus a federal estate tax on the land's value. Because the income
tax basis of fatm 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 estate 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 basis. 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
be more tax to pay because of carryTver basis. The strain this added tax burden
will place on many family farms and ranches could result in liquidation of the
operation. For this reason, it is respectfully submitted that carryover buAis is
unwise both as a tax and as an economic policy.

III

AMENDMENTS NEEDED To FArm 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, 94th Cong., 2nd Bess. 22 (1976). NLTC, ANCA, NLFA and NWOA feel
that this stated purpose can best be achieved if certain amendments are made
to the farm land valuation provision.

A. $500,000 LIMITATION SHOULD 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 NLTC, ANCA,
NLFA and NWGA that this limitation Is 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 a $50,000 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 land values,
the $500,000 limitation severely and unnecessarily restricts the Intended bene-
ficial effect of this special valuation provision.

U.S. Department of Agriculture Sgures reveal that farm land values continue
to Increase at a rapid rate. For just the period from November, 1975 to Novem-
ber, 1976, farm land values increased on an average nationally of 17 percent
with somestates in the midwest reporting *reases as high as 41 percent. See
Form Real Bstate Mit*et Developm ae,U (0D81-Jan. 197). Recent
reports from the U.6. I)epartment of Agriculture reveal that the average value
of farm land on a per acre basis rose from #M in February, 1976 tO $6 in
February, 197T and that the value of farm land is expected to continue to rise
another 8 percent to 10 percent during 1977. Ofall farm land purchases the U.e.
Department of Agriculture noted that the majority of them related to farm
enlargements whereby farmers bought adjoining Or nearby land to add to their
existing holdings.

NinliUes ate 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 ultimate 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 avoid
the forced liquidation caused in past years by escalating federal estate taxes,
the $5M,000 limitation should be eliminated from the farm use valuation. This
$500,090 limitation is counter productive to the purpose of the farm use valua-
tion provision which Is to promote farming operation. by family units and permit
the transfer of farms to surviving family member without the Imposition of
burdensome estate taxes that could result in a forced liquidation. As farmland
values continue to grow, the $500,000 limitation will needlessly and unjustifiably
restrict the benefits of the farm land valuation provision.

Gufmleat restietions are presently contained in the farm land valuation
provision to limit the benefits of Vie provision to estates of. family operated
farms and ranches. Thus, the $0,0O0 limitation serves no useful purpose and is
in fact detrimental to estates of deceased farmers and ranchers.

For the foregoing reasons, NLT , ANCA, XLFA and NWQA respectfully urge
the elimination of the $500,000 limitation.



R. 15-Y RECAPTURE PERIOD IS 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 a farmer or rancher so 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.

Gince 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 a portion of the farm or ranch land and buy
additional land In another area. For example, during drought conditions, such as
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 period would result in triggering recapture.

4n additional problem with the 15-year recapture period is that the lien
place d 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 1976 cofitained 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 8 years.
Such a recapture rule would be more equitable and beneficial.

In support of. a shorter recapture period or a viable alternative to recapture,
NLTC, ANCA, NLFA and NWGA strongly feel that a 15 year recapture period
Is too long, is not needed to deter speculation or retentioni 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 couldeause title and loan problems.

C. THE MATERIAL PARTICIPATION REQUIRhMENT WILL CAUSE PROBLEMS AND SHOULD
HE DELE.TED N IPAV0 OF A MORE FEASIBLE TEST

The 1976 TRA states that the farm land valuation provision will n9t be avail-
able unless there has been mater-pl prticipation In the farm operation by tle
decedent or a member of his famaly in 5 out of 8 years immediately preceding
the deocdent's death. A similar reqplrement is applied to the qualified heir who
Inherits the farm. The qualified h~jr 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 perled 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
is determined for purposes of the tax on self-employment income with respect
to tOe production of agricultural or horticultural commodities." HR. Rep. No.
94-1Q30, 94th Cong.-2nd Ses 28 (1976).

.k major problem with tk iit material participation requirement Is the adverse
effect it can have on farmers and ranchers who do not "materially participate"
in the operation of all or a sigificant portion of their farm or ranch business
because to do so would subject them to self-employment tax on the earnings from
the busineow and. also might reduce the amount of social security benefits to
which they would otherwbe be entitled. The effect of this is that the material
participation requirement of the farm land valuation provision counters the
amendments made prior to 198 to the social security and self-employment 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 to 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 thi choice
on farmers and ranchers and certainly this was not the Intent of the farm land
valuation provision.

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
land passively for Investment purposes.

In order to allow estates of farmers and ranchers who are retired or who may
lease some 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 is 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.. 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-
mittee contained a number of amendments concerning the farm land valuation
provision. NLTC, ANCA, NFLA and NWGA support and endorse these technical
amendments.
(1) Farm land valuation provifon applies only to property passing to qualiflcd

heir /

To clarify any possible misunderstanding, the Technial Amendments Bill
specifies that the farm land valuation provision will apply only to the extent that
farm land passes to qualified heirs.
(8) Use of special use valuation property to satisfy pecuniary bequest

Clarification is made In the Technical Amendments Bill that land valued under
the farm use valuation provision can, like 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) lTeatmeut of community property under farm land valuation provision
It is made clear by the Technical Amendments Bill that the farm land 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 lobility On

recapture tax
Under the Technical Amendments Bill, a qualified heir is discharged from per.

sonal liability for the recapture tax if the heir furnishes a bond for the amount
of the recapture tax.

IV

Tax LIAes ra RwAUau TAx AND EXTENDED ESTATE TAX PAYMENT PROVISION
Musfr Non ImPEvB Cswvrr SoUscEs OF SURVWING FAIRLY MZuMMs

Tax liens on farm and ranch property are provided under the 1976 TRA when
the farm land valuation 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 provision, the amount of the lien is equal to the recapture
tax. With respect to the extended payment provision, the lien amount is the
deferred tax plus interest on the amount of the deferred tax.

Priority of thee tax liens Is spelled out In the 1976 TRA where it is specified
that such liens ara subordinate to certain liens relating to the construction or
improvement of reil property or the raising or harvesting of farm crops or the
raising of livestock or other animals, regardless of whether these liens come into
existenee before or after the date of tax lien filing. An Internal Revenue Service
Release (IU-1828) issued on June 2, 177 appears to confirm this interpretation
of the 1976 TRA.

NtTO, ANCA, NLYA, and NWGA are very pleased with this Release and the
fact that the Internal Revenue Service has recognized this lien priority problem
since it Is vitally impo, ant that a continuing line of credit be available 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-
tio-n of appropriate amendatory legislation which will treat the lien priority Issue
Ii such manner so 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
CATTLE AND HORSES HELD FOR DRAFT, BREEDINo, DAIRY on SPORTING PURPOSES

WnICH ARE SOLD BY THE ESTATE OR HEIRS SHOULD QUALITY FOR CAPITAL GANa
TREATMENT EvEx IF HOLDING PERIOD LESS THAN 24 MONTHS

Prior to the 1970 TRA, a capital asset acquired or passing from a decedent wa%
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 Technical
Amendments Bill,-which is presently pending in the House Ways and Means Com-
mittee, contains a provision which specifies that a capital asset which is carryover
toasis property is to be considered to have been held by the estate or heir for the
applicable period required for long-term capital gains tteatmenL (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, NUIFC, ANCA,
NLeA, 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

CONCLUSION

It is respectfully requested that the foregoing proposed amendments to the 1976
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 LIVESTOCK TAX COM MII"ruZ,

AMERICAN NATIONAL CATTLEMEN'S ASSOCIATION.
NATIONAL LVETOOK Fmzs AsSOCUToN.
NATIONAL WOOL GROWEu AssOCIATION.

TAW OrrlcS OF MOuzLz, REARDON, SMITH & DAY, Lft.,
WaMl ton, IlL, Jul 15, 1977.

Mr. MiCoAUJ STUN,
Stoff Director, Committee on Finance, Dirksen Senate Offe Buildin, Wash-

ing^on, D.O.
DRAB M. STN : This letter will contain my testimony to be presented to the

Senate Finance Committee, Subcommittee on Taxation and Debt Management,
concerning the 1970 Tax Reform Act. I am certain others will disese the tech-
nical aspects of the Tax Reform Act. My few comments will relate to the average
taxpayer residing in a small community in central Illinois.

1. Carry-e ba84. The complicated and non-workable provisions to establish
carry-over'basis imposes a burden on taxpayers which Is 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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SGeneration skipping transfers and orphan exemption. These two provisions
are new. Their complexity and newness will work to the disadvantage of the
average taxpayer.

3. Special valuation rule- 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. Thb 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 a
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 fair treatment as all other taxpayers.

The Tax Reform Act of 1976 will be a moneymaker for specialists In estate
playing 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.

Regards,
MEiviN 0. Moa-La

LAw OrFicz PRAY, Paca, WHIIAMs AND RusseLs,
Long Beach, Calif., July 29, 1977.

Re Hearing of Senator Byrd's Subcommittee on Taxation July 25, 1977.
MICHAEL STERN,
Staff Dic'tor, Committee on Finance, Dirkuen Senate Building, Wa8hington,

D.C.
GENTLEMEN: The following is my proposed testimony for the hearing sub-

mitted in accordance with the press release of July lot inviting statements.

STATEZE2T

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 potential capital gain liability 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 it will
have on the brothers and sisters who are entitled 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 isn'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 13, 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 piece developed
around 1989 that has been sold from the estate for $85,000.00. Because the date
of death is so close to the effective date of the statute, the problem is somewhat

95-028---7-- 12
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minimized but it is extremely difficult after 40 years to come up with records
which will establish the cost basis particularly when there probably weren't
any to begin with and for a long time there was no particular reason to keep
them.

The implications of the "carry over basis" in actual practice lead this prac-

titioner to the conclusion it 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, WILLAM C. .

DANE, HowE & BRowN,
Boston, Mass., July 27,1977.

Re Subcommittee on Taxation and Debt Management Tax Reform Act of 1976.

MIOHAEL STERN,
Staff Director, Committee on Finanoe, Dirkaen Senate Of)?ce Building, Washing-

ton, D.C.
DEAa SIR: As a lawyer with more than twenty-five years experience dealing

with individual taxpayers in estate settlement and related federal tax areas, I

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

incalculable value.
2. The general acceptance 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 support for the system would have profound
and adverse effects.

4. The Tax Reform Act of 1976 Introduced sophisticated "perfecting" changes

having great appeal to theoreticians; but many cf 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 expenses (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 proposals 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,
JERRY M. BsowNq.

STATEMENT o THOMAS WwoOINS III, ATrORNEY 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 a 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 assets of $5,000 per year per orphaned child for each year that child was

less 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

transfer 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 accidental common disaster where both parents die
simultaneously. 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 legacy 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 orthe 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 is 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 and specified. The question is;
which one did 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 have separate wills naming each other as primary bene-
ficiaries of each other's tvstate. The secondary beneficiary is a 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 30 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 husband'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--
$95,000+21-5=16X$5,000=$80,000 for a total of $175,000. This is a significant
amount when combined with the lusband'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 signifi-
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 beneficiary of the husband's estate.

If the Congressional language were interpreted to mean medical survival, the
children would receive the father's property, but no Orphan's Exclusion would
be availabl-since-the children were not orphaned by their father, but by their
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 definition applicable under the Jurisdic-
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 I recommend that the following amendment be made
to Section 2067(d) Definitions by adding at the end thereof the following
definition-
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"(4) Surviving (Spouse and Minor Child).-Survivorship of the decedent's
spouse and minor children shall be determined as a medical fact unless state 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-
vivorship for the purpose of distribution of decedents property."

LAW OFFICES OF YOUNG, CLEMENT AND Rxvm,
Oharleston, 8.O., JulI 19, 1977.

Re llearIng, July 25, 1077, of Subcommittee on Taxation and Debt Management.
Mr. Mion&EL STERN,
Staff Director, Committee on Finance,
Dirkser. senatee Offie Building, Washington, D.C.

Dn~a 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 35 of such paper, ex-
cluding footnotes.)

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 raised
by 1R I 2032A when applied to timberland holdings in the e.tste of a decedent.
The primary questions which I see at this time are: (1) whether standing timber
is td 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 § 2032A.

I thank you for your acceptance of this material.
Sincerely,

T. HEYw wR CAaI, Jr.
Enclosure.

C. GENERAL PoL=ms AND Prrr Ls
While Section 2032A will undoubtedly prove to be a t'oon for those estates

which happen to fit precisely within its confines, it is expected that for the
majority of estates containing real property which may be "qualified", election
of the statute will be made with reservations both as to its availability 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 connection with qualified
timberland is whether standing timber was inanded 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 itemization
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? F icondly, if standing timber
is not included within the definition of a "growing erop", is it to be regarded as
realty or personalty for federal estate purposes? There is no specific 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" is an annual product of the soil, re-
quiring cultivation by man. Standing timber is not normally held to be a crop
-under common law, as it Is considered a natural product of the earth, not re-

nquirng annual cultivation. Furthermore, the general American rule is that timber
-is a part of the realty, until severed from the soil; when so severed; however, it
'becomes personalty. Thus, under local law, timber standing upon land which is
•Setion 2032A qualified real property will itself generally be a part of such real
property. It follows, therefore, that 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. I

The use valuation methods provided by Section 202A, real property, even
though as a matter of basic property law standing timber Is an integral part of
real property.

One of the prime "costs" of electing Section 2032A Is the possibility of recap-
ture of the estate tax originally avoided by application of the Section. Because of
the fifteen year lien and recapture lurk within Section 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 -jpon with certainty, but it may become clear that the existing
qualified use will be ceased within a 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 is 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 2032A, 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 waiting 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 occur other than by sale or exchange of
the qualified property to a non-family member or by the voluntary decision of
the qualified heir to cease using the property ior the qucified use. The statute
provides no exceptions to the "cessation of qualified use" in the case of an
ordinarily non-taxable event; as a result, a Section 1081 tax-free exchange or a
Section 1083 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 Is nontaxable by
reason of Section 1033 or 1034). The preceding sentence does not apply to an
involuntary oonersion or oondemnation if the proceeds are reinvested in the
real property sohioh originally qualified for special u-se 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-
untarly converted. Amendment of the statute to provide that reinvestment of the
proceeds of lnvbluntary conversion or condemnation in real property which is
"similar 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 rule Is that standing timber Is a part
of the realty, Section 2082A seems to exclude standing timber from the definition
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of qualified real property for use valuation purposes. If such exclusion is appued
to the Hen and recapture provisions of the statute, it follows that the Section
6824B Uen would not apply to timber standing upon the qualified real property.
It further follows that any disposition of such timber, by sale, involuntary con-
version, or otherwise would not trigger recapture of any part of the additional
tax. Consistency in the exclusion of standing timber from the definition of quall-fied real property throughout Section 2082A both provides equitable treatment
for the heir and protects the government's interest, for disposition of the timberwould not normally significantly affect the value.of the land to which the treesare attached. If, however, the government takes the position that, for purposes ofthe 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 timberis dictated by the forestry plan or principles under which the heir operates thequalified real property, any disposition of part or all of such timber, whethervoluntary or not, will constitute a partial disposition of qualified real property,triggering partial recapture of the additional tax. On the other hand, reforestingof portions of the qualified land after the decedent's death will serve to Increasethe government's security for payment of the lien, 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 propertyfor valuation purposes and inclusion of such timber for lien and recapture pur-poses would constitute overreaching by the Treasury, putting severe restrictionson the heir's operation of the timberland In accordance with sound forestryprinciples without the countervailing necessity for additional lien protection. Itis doubtful that such an approach was intended by Congress, and it is hoped thatit will not be adopted by the Treasury.

A further aspect of the recapture and lien provisions of the statute Is that asale, exchange or other disposition of the qualified property by one qualifiedheir to another qualified heir does-not trigger recapture, but rather substitutesthe transferee heir for the transferor for recapture and lien purposes. Suchtransfer of liability along with title takes place even though full value shallhave been paid for the qualified real property by the transferee-heir. This situ-ation would at first seem to put a qualified heir wishing to buy out other qualifiedheirs to take over management of the qualified real property at a disadvantagevis-a-vis the non-family buyer who pays the fair market value and takes theproperty free of the estate tax lien. The informed transferor-heir will, however,realize that transfer of his interest in the property to a non-family member willtrigger recapture of the additional tax ascribed to his share (and thus due byhim), 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 thepurchasing qualified heir and the non-family purchaser would thus be on an even
footing as regards price.

A major problem with election of Section 2032A may arise not from the stat-ute itself but from one of Its supposed beneficiaries-the surviving spouse. Con-sider the case of a decedent who has left to his wife the maximum amount whichwill qualify for the Section 2056 marital deduction, and whose adjusted grossestate for purposes of computing such marital deduction Is $1,000,000. UnderSection 2058 the widow's share will be $500,000, or "50 percent of the value ofthe adjusted gross estate . . .". However, If Section 2032A is properly elected,the value of the qualified real property will be decreased, in turn decreasing thevalue 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 realproperty, her consent Is not required for use of Section 2032A, and the adjustedgross estate, along with the marital deduction, may accordingly be shrunk byconsent of only those heirs who do receive an Interest in the qualifying property,regardless of the wishes of the widow. In the more usual case, the widow willreceive an interest in the qualified real property, either by will or under localIntestacy laws, or by an in-kind distribution In satisfaction of a pecuniarybequest. If such is the case, consent of the surviving spouse, along with theconsent of all others who receive an interest in the qualified real property, isrequired for application of Section 2032A-consent which such spouse mayunderstandably be reluctant to give. In the pre-death planning situation it maybe possible either to structure composition of the gross estate and/or dispositionof Its assets so that the surviving spouse will receive no Interet In the qualifyingreal prop ty, or, If she Is to receive an interest In such property, to arrangematters s that she is amply provided for whether or not her share of the estate
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is reduced by election of Section 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 if 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 Is thus not required, or
if she does receive an Interest and agrees to election of the statute, a further

4& problem arises from the Interplay of Sections 2066 and 2082A: Once Section2032A 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
received $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
qualified use of the property and triggering recapture of the entire additional taxdue. At tbispoint, 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 value of $1,000,000) mean
that for purposes of Section 2050 the adjusted value of the gross estate has sud-
denly become $1,000,000 instead of $600,000? If so, the surviving spouse's marital
deduction share Is now $500,000 instead of the $30,000 which she received upon
election of Section 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 share is thus $50,000.
From whence will her additional $200,000 come, and who is to be liable for Its
payment?

The statute provides no answers to such questions. Because of its silence, It Isreasonable to assume that the possibility of an additional "lurking marital deduc-
tion share," ready to spring up full grown upon the cessation of qualified use, was
not considered by Congress. It Is reasonable to assume further that if such a pos-

_sibility was not so considered, it was because Congress Intended that once Sec-
tlon 2032A is utilized in figuring the value of the gross estate for the purposes of
Chapter 11, Including the value of the adjusted gross estate for Section 2066marital deduction purposes, the value of the gross estate as determined with re-
gard to Section 2032A becomes the only value of the gross estate for federal taxpurposes. Thus, although the traditional Section 2031 fair market valuation might
be later referred to for the purpose of figuring an additional tax due, such a val.
uation Is, after the election and application of Section 2032A, purely theoretical

0 and for computational purposes only.
This reasoning is not contradicted by the language of the statute itself, which

provides that once Section 2032A is elected and the necessary agreement filed, "for
purposes of (Chapter 11), the value of qualified real property shall be its value
for the use under which it qu&lifles, under subsection (b), as qualified real prop-erty." The use value of qualified real property Is thus designated as the value of
such property for purposes of chapter 11, and not as a "tentative" or "contingent"value, to remain In effect until some recapture event should cause it to be sud-
denly replaced asse pro tutio by Section 2031 fair market value.

The problem is certainly arguable and can be expected to be dealt with In
future regulations, and, possibly even before such regulations are promulgated,
by the courts. However, further problems will not be avoided by either a ruling
that upon cessation of qualified use Section 2032A use valuation Is replaced by
Section 2031 fair market value notions, or by a ruling that once Section 2032Ais properly elected it alone finally determines the value of qualified property and
thus of the gross estate. In the former instance, If the value of the gross estate
is retroactively Increased upon cessation of a qualified use, some provisions must
be made for payment of the additional share due the surviving spouse, and some-
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one must be held liable for such payment. On the other hand, if It Is determined
that the lower Section 2082A use value i the final value of the qualified real
property for estate tax purposes, the survlvink spouse can be expected to be less
amenable to its use, and in situations where it Is elected it may have unexpected
detrimental economic effects to such spouse.

Another problem which will often arise in connectf0n with the surviving sp6use
is satisfaction of a pecuniary bequest with an interest In the qualified real prop-
erty, a transaction giving rise to one of the greatest (and least conspicuous) haz-
ards of electing Section 2032A. Consider new Section 1040 (a), which provides that
if the executor satisfies a pecuniary bequist with appreciated carryover basis
property (i.e., property in which the heirs take the decedent's basis, as provided
by Section 1023), gain on the exchange shall be recognized "to the extent that
on the date of such exchange, the fair market value of such property exceeds the
value of such property for purposes of Chapter 11."

Section 1040 was introduced Into the Code In TRA '76 in order to mollify the
effect of new Section 1023 upon the "Kenan gain" doctrine. However, If Section
2032A Is elected and Section 1040 comes into play because of the disposition of
qualified real property in satisfaction of a pecuniary bequest, Section 1040 ap-
plies to a Chapter 11 value for the real property which has been reduced through
the application of Section 2032A. Thus, Section 2032A and Section 1040 together
cause an automatic taxable gain to the estate in an amount at least equal to the
Section 2082A reduction In value fot' estate tax purposes.

It is obvious that the drafters of Section 1040 did not have Section 2032A in
mind when pegging the gain to be recognized to the estate to the "value of such
property for purposes of Chapter 11," for such a drastic result could not have
been intended. Until statutory amendment or regulations except valuation under
Section 2032A from the literal language of Section 1040A, however, election of
Section 2032A by an executor who may have to satisfy a pecuniary bequest in a
fixed amount with qualified real property should only be made after a thorough
review of the potential tax consequences involved to the estate and, thus, to the
beneficiaries.

1I. UsINo THE STATUTE

A. BAMIC REQUIREMENTS
1. Acttvty

Although the requirements for application of Section 2032A may initially seem
rather straight-forward, the estate planner or executor attempting to determine
its usefulness in connection with timberland held by the client will soon discover
that three of the tests which must be met are so vague as to present serious
problems In determining whether the relief offered by the statute Is In fact
available.

The first of tbese tests, the two-pronged percentage requirement, deals with
valuation of the land vis-a-vis valuation of thi entire estate. The second and
third tests, those of "qualified use" and "material participation", Involve proll-
lems of definition. The statute implies the necessity of pome degree of activity
in relation to the land in question for both the "qualified use" and the "material
participation" tests, but in neither case does it give more than a hint as to the
required extent or nature of such activity where timberland Is Involved.

"Qualified use" as regards timberland iN rather broadly defined in the statute.
Future regulations can be expected to Indicate what activities the Treasury
feels are encompassed by the phrase "preparation... of trees for market." With-
out the aid of such regulations, however, the phrase would seem to include any
activity from seeding to shipping, and would certainly include the four specified
activities of planting, cultivating, caring for, or cutting of trees. What the statute
leaves unclear Is the extent of activity required before the service will recognize
that "woodland" is being used for "farming purposes"---.e., for the planting,
cultivating, caring for, cutting or otherwise preparing of trees for market.

The additional question as to what extent a "hybrid" or dual use of the
qualified real property might affect qualification under one or more of the recuire-
ment tests Is likewise unanswered by the statute. If, for example, a tract of real
property included in the estate supports in part growing timber and in part an
operating farm, will the activities of the farming operation, and the participa-
tion therein by the decedent and his heirs, be ascribed to the timberland for
purposes of meeting the "qualified use" and '"material participation" tests? Like-
wise, will the value of the timbered portion of the tract be aggregated with the
value of the farmland for purposes of meeting the percentage value tests, even
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though no active Management of the timberland might have been undertaken by
the decedent?

While it seems likely that OU real roperty whicb Is 54 for some qualifying
use or uses might be lumped together In ord6rto meet the %0 percent and 25 per-
cent tests, it is less certain that the activity and material participation attributed
to one tract or portion of a tract will se e to qualify all tracts, or the entire
"hybedd" tract, When the "qualified us" and "material participation" require-
ments are applied against the aggregate of tho real property for which qualifica-
tion Is sought. The question becomes even nicer when the same area is u*d
simultaneously for two or more different purposes, each of which would meet
some of the requirements of Section 2032A(b), but no one of which alone would
meet all of such requirements.

Until the necessary regulations are promulgated, the estate planner's Judgment
as to what Congress may have Intended is his only authority. Legislative history
of the statute provides a guidepost which may be of some assistance in determin.
Ing Its scope and In predicting the direction which future regulations may take,
but the light shed by such history on the issue of timberland as "qualified"
property is, at best, rather weak.

The legislative history of the statute reveals that while estate tax relief to
the "family farmer" was of wide concern during the evolution of TRA '26, the
"family farmer" was generally viewed in traditional terms--4hat is, as a unit
for production of annual crops and/or livestock. The Inclusion of timberland in
H.R. 10612 seems to have been more of a Congressional afterthought than a
thoroughly considered decision, and, therefore, most available information as to
what activities will cause the service to view a "farm" as being used for farming
purposes is of little value where timberland is concerned. The statute directs
itself to the traditional farm operation, where constant activity is necessary in
the planting, cultivating or harvesting of crops, or in the caring for livestock.
In the case of timber growing, where long periods of Inactivity are often the rule,
the question of the extent and nature of required activity becomes more Impor-
tant and more difficult to answer.

It is certain that Congress Antended that application of Section 2032A to timber-
land should depend on some sort of bona fide timber growing activity. Fears were
expressed during the evolution of the Bill that the statute might be abused In
the case of timberland in two ways: (1) by individuals who saw "In its valuation
provisions sufficient advantages as an estate tax shelter to make It worthwhile
to buy and hold timberland as a major estate asset, and (2) by those who might
happen to own timberland as an incidental or purely investment asset, perhaps
making infrequent casual sales or cuttings, but whose holdings and participation
In -tree-farming activities did not nzerit the relief provisions of the statute.

Various proposals for prevention of abuse by those seeking an estate tax shelter
were advanced during the course of the hearings, the qiost frequently proffered
being incorporated into the statute as the holding period requirement and the
recapture provision.

The degree of tmber-krowing activity required to make Section 2032A avail-
able Is not dealt with in the statute, but discussions of the problem during the
Congressional bearings, the exclusion of clearly inactive land uses from the final
bill, and the vague allusions to "material participation" in the statute Itself, all
Indicate clearly that something more than the casual ownership of wooded land
is required to bring such land under Section 2032A.

'There is little doubt that the "qualified use" test of Section 2032A will be
satisfied as to those whose chief source of income Is derived from the personal
active management and cutting of family owned timberland. Timberland owners
who are not personally involved in the direct management of such timberland
may expect the Service to require proof from their executors that such timber-
land was In fact being used for active "farming purposes" during the required
period. Legislative history Indicates that the burden of proof will be considerably
easier to satisfy If the timberland Is being managed according to a professionally
drawn management plan.
2. Material partcipatiot -

The third test for qualification involves the extent of participation by the owner
In management of the farming operations, Like the legislative history of the
statute, its relevance to timberland Is'slight, but its lse in connection with tra-
ditional farming operations may, by Infeence, prove helpful in attempting to
predict what the Service will require.
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While the statute purports to define the term "material participation", in
actuality it merely makes a cryptic reference to use of the term in Code Section
1402(a) (1), abdIcating any real definition to the regulations The reference to
Section 1402(a) (1) is somewhat confusing from the start, for in that section,
which deals with net earnings from self-employment, the term "material partici-
pation" Is used only in connection with Income derived from farm rentals, Re.-
lating the treatment of "material participation" under the Section 1402(a)
timberland operations strains the imagination and makes hazardous any predic-
tions as to what future regulations might require in the ease of timberland.

As with the "qualified use" test, woodland owned by an individual who per-
sonally operates an active timber-growing business will probably meet the "ma-
terial participation" test with relative ease. Timberland owned by one not per-
sonally active in its management or income production will surely be subject
to closer scrutiny. Probably the majority of privately held timber tracts fall
into this latter category. Such tracts ar-6 typically held in a family for long
periods, often passing through one or more generations before completion of a
crop.

Harvests may or may not be carried out under a long-term management
plan, and in most cases the active conduct of management and harvesting op-
erations will be carried out under the supervision of an independent forester
employed by the landowner or with the advice of a government or other con.
suiting forester. In this type of situation, the "material participation" guidelines
of the present regulations to Section 1402(a) offer little information as to what
will be required of the owner of timberland for the purposes of Section 2032A
material participation.

Four basic levels of owner activity can be imagined in connection with the-_
operation of timber producing land: (1) owner (a) plants, (b) cultivates, (c)
cares for, and (d) cuts the timber himself; (2) owner personally engages iu
one or more, but not all, of activities (a), (b), (c) and (d), but employs another
(typically a professional forester) to perform the remaining activities; (8)
owner iprforms none of the operations himself, but hires a manager or Inde.
pendent forester to manage the land; (4) owner leases the land to another for the
production of timber.

If the timberland meets the "qualified use" test, relating to the level of activity
involved in the timber-growing operations, it will in most cases meet the "material
participation" test in situation number 1 above, where all activities are in fact
performed by the owner. The land Is not rented and none of the necessary ac-
tivities are performed by any party other than the owner; in this situation Sec.
tion 1402(a) (1) and the accompanying regdiations are largely irrelevant.

In situation number 4, above, the l4.d is timber-growing property rented to
an6tWer, a situation analogous to that dealt with in Section 1402(a) (1). The
regulations in this case may be somewhat relevant Insofar as rental property
Is involved, but again a rather strained inference must be made in applying
principles connected--with an active farming operation to the more passive
type of operation involved in woodland management. In addition, rental of
privately held timber-growing tracts, In contrast to farm-rental or share-cropping
arrangements, fs an Infrequent practice in most areas of the country. Situations
2 and 8, however, best describe the typical operations of a small woodlot owner.
As to such situations, the use of the term "material participation" in Section
1402(a) (1) has little relevance, and the present regulations thereto offer almost
no guidance as to how the phrase may come to be defined in respect to timber-
producing land held bl the owner and managed in whole or in part by another.

The present regulations to Section 1402(a) (1) provide that services per.
formed by the employee or agent of the landowner are considered to he services
performed by the owner or tenant In determining whether the "material par-
tielpation" test has been satisfied. That principle, a reflection of prior rullng-
and came law, would seem to encompass situations number 2 and 8. where man.
agement and/or operation of the timberland Is handled by the employee or
agent of the owner. The regulation does not, however, reflect a relatively recent
statutory amendment which directs that the activities of an employee or agent
of the owner will no longer be treated as the owner's activities for nnrnopes of
determining "material Yartcipation" in connection with Section 1402(a) (1).

In light of the actual practices of most small woodlot owners. It would be
unduly restrictive and unrealistic for the Treasury to require that aetlvitieR
which constitute material nnrticination of the owner must he performed hy the
owner personally, and not by an agent. such as an independent forester. Suth a
requirement would eliminate a large, if not the major portion of private timber-
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land holdings from the aegis of Section 2032A and would run counter to the
Intent of Congress In including woodland in the statute.

Considering that it is the expressed intent of Congress to provide a measure
of estate tax relief to owners of privately held timberland,-a ruling by the
Treasury that would in effect deny such relief to a large number of such owners
would be untenable. The estate planner whose client holds timberland which Is
under the management of a professional forester or other competent manager
should be able to use Section 2032A without the fear that the Irrelevant "material
participation" notions of Section 1402(a) (1) will be blindly applied in the
case of woodlands. However, until the Treasury Indicates that the different
nature and needs of timber as opposed to farm operations will be recognized
by appropriate regulations, such confidence cannot be Justified.

FRANKFOaT, lIND., July' 18, 1977.
Re Tax Reform Act of 1976 Hearings.

Mr. MIoHAEL STERN,
Staff Director, Commitee o Finance, Dirkaen Senate Ofce Building,

Washington, D.C.
DEAR M. STERN: I wish to submit the following written testimony to be used

at the hearings to be held on Monday, July 25 In connection with the new Fed-
eral Estate Tax Law.

I first wish to object to the inflexibility of the rule which denies maximum
marital deductions in pre-1977 wills for a period of two years. Many pre-1977
wills provided that the marital deduction gift to the wife should be "the max-
imum marital deduction allowed under the Federal Estate Tax Law in exist-
ence at the time of my death". In other words, the testator foresaw that the
marital deduction might be increased and provided that the gift should be of a
size to take full advantage of the increase. The inflexible rules laid down in the
new Act do not recognize the clear intent of these clauses to apply the new
maximum marital deduction. The purpose of the two year delay was so that
testators would not have maximum marital deduction gifts increased against
their intent automatically by the new law. However, where the will has already
provided for the increased gift in the event of an increase in the deduction, the
two year delay serves no purpose and serves to defeat the clearly expressed
intent of the testator and cheats the wife out of a gift which is rightfully hers.

Testators are dying without having had a chance, or notice or knowledge, to
change their wills and their wives are losing the increased gift and the in-
creased tax saving because of this arbitrary limitation. The Act should be
amended that where the will expressly provide for the increased marital deduc-
tion gift based on the law in effect at the time of death, the new maximum
marital deduction should be allowed. There was a purpose to the two year
delay-to preserve integrity of preexisting wills-but where the testator in his
will provides otherwise, the two year delay deserves no purpose and should be
repealed In those cases.

Now a word as to carry-over basis. This provision was obviously designed to
destroy the middle-class quickly and the wealthier class of property owners more
slowly but Just as surely. I recently attended a seminar at Indiana University,
Bloomington, Indiana, on the new Estate Tax Law including carry-over basis.
This is especially vicious where the estate must sell property in order to pay
taxes. It Is very easy for the combined capital gains tax and federal estate
tax to exceed the value of the property. In other words the property Is to be
confiscated. And this Is using capital gains rates. President Carter has pro-
posed that capital gains rates be abolished and all sales of property taxed at
the full income tax rate. This will speed the confiscation of private property
in America. Take, for example, a decedent estate In the Federal Estate Tax 50
per cent bracket and also in the Federal Income Tax 50 per cent bracket having
to sell a piece of property to pay the Federal Estate Tax. Let us suppose that
the property has teo basis, possibly a gift, or possibly something that was ac-
quired at little value but which grew in value. The Federal Estate Tax would
take half the sale price and the Federal Income Tax would take the other half
of the sale price.

It was the consensus at the Indiana University Seminar that although owners
of securities could survive, perhaps selling half-three fourths-etc. of the secu-
rities to pay the taxes and keeping the remainder, family farms and family
owned businesses will be wiped out because there is no such thing as keeping
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a piece of a small business or piece of a farm. You either have It or yqUt don't,
The result of the Tax Reform Act of 1976, in a couple of generations, will resait
in all businesses and all the farms being sold to las corporation for the pur-
pose of raising the taxes which will be levied by, a (1) the Increased federal
estate tax levy, (2) the carry-over basis, and (8) the new 10 per cent capital
gains tax. A pison will be able to own shares In a large corporation 'but he
will no longer be able to build, own and transmit his own family farm and
.small business.

Very truly yours,
Roarr BzAcKzN.

"P.S.-Elther Congress Intended to destroy the family farm and the family
owned small business, or else Congress has no conception of the values and
taxes involved. In Indiana an econonle family farm Is somewhere between 800
and 500 acres. Good farrland is selling up to $4,000 an acre so that a 800-acre
farm in this area would go I.to the Federal Estate Tax return at $1,200,000.
(This Is just plain farmla:f--not- industrial sites or shopping center land.)
I believe you can see that thiis farm would have to be sold in order to pay the
Federal Estate Tax. The cruelest thing about this is that these values are not true
values but inflation value,. The Federal Income Tax and Federal Etate Tax
laws have never been indexed to allow for inflation. Yesterdays poor farmer Is
todays millionaire according to present tax law and yet he's still the same hard-
working guy with the same 300 to 500 acres under the plow. If you are trying to
wipe him out, as-some people feel you are, you are going to get the job done and
soon.

NEW HOLLAND, PA., July 19,1977.
MIKE STERN,
Dirkaen Senate ofice Buidldg,
Washgtom, D.J.
Subject: For investigatory hearing set on estate and gift tax problem areas.

The problem I'd like to point out Is the preferential farm valuation for estate
tax purposes under code section 2032A should also be available under the gift
tax law. Your remarks to this problem would be appreciated.Thank you, Tn JOHN M. SEssENIo.

JENNER & BLOCK,
Chicago, Ill.

Hon. ADLAz E. S=zvsoN,
Russell Senate Office Building,
Washington, D.C.

Dus Sm: Your consideration is requested In a matter of the utmost Importance
to many of our clients who are the shareholders of small, family held corpora-
tions. For years, our clients have relied on Section 803 of the Internal Revenue
Code, a relief provision designed to ameliorate estate liquidity problems, in plan-
ning for the payment of their estate taxes. The Tax Reform Act of 1976, Public
Law 94-4M, left unclear whether Section 308 would continue to apply to certain
preferred stock redemptions to which it had previously been applicable. Section
8(a) (2) of the Technical Corrections Bill of 1977, H.R. 6715, on which hearings
are scheduled to begin in July, 1977, attempts to clarify the uncertainty by denying
use of the relief provision In those cases. This proposed restriction on the avail-
ability of Section 308 is without logic or equity and Is not jusitfied by any tax
considerations.

SUM MAY or THE ISSUE

Section 808 allows capital gains treatment for property received in certain
redemptions of stock received from a decedent. Section 806 prescribes divided
treatment for property received In certain redemptions of "section 306 stock."
Prior to the Tax Reform Act of 1976, there was never a problem In determining
which section took priority when both applied because "section 806 stock" did
not retain its character as such after the shareholder's death and would thus
not normally be used In a Section 303 redemption. The sections overlapped in
only one narrow case, and the Treasury Regulations clearly state that, in that
case, Section 803 will apply. Amendments to the Code In the Tax Reform Act
of 1976, however, brought stock received from a decedent. which had been
"section 308 stock" in the decedent's hands, within the literal definition of
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section 306 stock" and thus created a new case to which both sections could
be applicable without specifying which section was to take priority. Section
8(a) (2) of the Technical Corrections Bill of 197T would clarify this Issue by
amending Section 38 to state explicitly that its provisions will not apply to a
4stribution in redemption of "section 306 stock." Because section 808 is Intended
to provide relief for the liquidity problems of estates consisting In significant
part of the stock of closely held corporations, the use of "section 306 stock" la
a Section 308 redemption presents no greater tax avoidance opportunities than
are available by the redemption of other types of stock. Moreover, the redemp-
tion of "section 806 stock" in a Section 808 redemption Is often advantageous
for business reasons. For these reasons, Section 8(a) (2) of the Technical Cor-
rections Bill of 197t should not be enacted into law. Rather, the Internal
Revenue Code should be amended to provide-explicitly that Section 303 will
apply to a redemption of "section 806 stock" to the extent that the conditions of
Section 306 are met. Suggested !anguage for a statute which will accomplish
this result Is attached as Exhibit A.

DISCUSSIONS

ectiqn 3 provides that a distribution of Jproperty to a shareholder In
redemption of stock which is Included In the gross estate of a decendent for
Fe~teral estate tax purposes shall be treated a, fulA payment in exchange for
the stocc redeemed In an amount not to exceed specified death taxes and ex-
penses of the decedent, to the extent that certain conditions are met. The legis-
14tive history of the Internal Revnue Code of 1954 indicates that the purpose of
Section 80 Is to provide relief to the shareholders of family held corporations.
The estates of such shareholders were often forced to sell large blocks of the
eQmpany stock to pay estate taxes. By allowing capital gains treatment of the
distrlbutioq received in a redemption of the stock by the company, Congress
gave such estates an alternative to selling the company stock to a third party
in order to obtain funds to pay estate taves. Without this relief measure, a
redemption bv the company was often not feasible because the proceeds would
be subject to, ordinary Income treatment, and great sums of cash would have
to be drained from the company to allow the estate to pay both the Income tax
and the estate tax The House Report prepared to accompany the 1964 Code
summarizes the purpose of Section 808: "This treatment furthers your commit.
tee's policy of preventing the forced sale of family held businesses to large
corporate enterprises solely because of the combined impact of estate and In-
come taxes." House Report No. 1387, 83d Cong., 2d Ses. 86 (1954). -

Congress recently reaffirmed this objective. In House Report No. 1880, 94th
Cong., 2d Ses. 80 (1976), prepared to accompany the bill which, as finally
enacted, became the Tax Reform Act of 1976, the Ways and Means Commit-
tee reviewed Section 303 and the various provisions which allow an extension
of time for paying death taxes, and found them inadequate to deal with the
problems faced by estates of principal shareholders of closely held corporations.
The report states:

The present pzovlslons have proved Inadequate to deal with the liquidity prob-
lems experienced by estates In which a substantial portion of the assets consist
of a closely held business or other illiquid assets. In many cases the executor is
forced to sell a decedent's interest In a farm or other closely held business in
order to pay the estate tax. This may occur even when the estate qualifies for the
10 year extension provided for closely held business. In these cases, It may take
several years before a business can regain sumcficent financial strength to gen-
erate enough cash to pay estate taxes after the low of one of Its pdncpal
owners.

Included in the relief measures which Congress enacted as a part of the Tax
Reform Act of 1976 to remedy this problem was an amendment to Section 806
extending the period during which a redemption of company stock from the estate
will qualify for favored tax treatment. Section 808 (b) (1) (0).

Section 800 was first enacted as a part of the Internal Revenue Code of 1954.
It was intended to prevent a "bailout" of corporate earnings at capital gains
rates through the sale or redemption of preferred stock. Certain preferred stock
which was susceptible to this abuse was labeled "section 306 stock" and the pro-
ceeds of certain dispositions of such stock were made subject to dividend treat-
ment rather than exchange treatment.

Prior to the Tax Reform Act of 1976 "section 806 stock" did not retain Its char-
actei as such after the death of the shareholder. Section 806() defines "section
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806 stock" to include stock received in certain transactions and stock the basis
of which is determined by reference to the basis of "section 806 stock." Because
the* basis of stock received from a decedent was not determined with reference
to the basis of the stock in the decedent's hands, it did not fit within the definition
of "section 806 stock" and was thus unquestionably exempt from the treatment
prescribed for a redemption of "section 8SM stock."

The only case existing prior to the Tax Reform Act of 1976 in which both Sec-
tion 303 and Section 306 would apply to a redemption of stock occurred where
"section 306 stock" was distributed after the death of a decedent and then re-
deemed in a transaction which qualified under Section 303 with respect to the
decedent's estate. Regulations Section 1.303(2) (d) specifically provides that, In
this case, Section 303 will take priority (emphasis supplied) :

If stock includible 'n determining the value of the gross estate of a decedent
is exchanged for new stock, the basis of which is determined by reference to the
basis of thu old stock, the redemption of the new stock will be treated the same
under section 808 as the redemption of the old stock would have been. Thus, sec-
tion 808 shall apply with respect to a distribution in redemption of stock received
by the estate of a decedent (1) in connection with a reorganization under section
868, (2) in a distribution or exchange under section 865 (or so much of section
856 as relates to section 855), (8) in an exchange under section 1086 or (4) In a
distribution to which section 80(a) applies. Ofmtiarii, a O4t$,butois it redemp-
tito of stock wM q Uafy uder seotim 808, notwit standing the fVot that the
tock redeemed t seof8o, 806 took to the eaest that the ootons of section

808 are met.
The legislative history of Section 303 also addresses the case In which the new

stock Is "section 300 stock" and states that Section 80 has priority over Section
306. Senate Report 1622, 83d Cong., 2 Seas. 289 (1954), prepared by the Senate
Finance Committee to accompany the House of Representatives' bill which, as
finally enacted, became the Internal Revenue Code of 1954, states (emphasis
supplied):

Under subsection (c), your subcommittee has further expanded the application
of existing law and section 303 of the House bill that if 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 Included In the groft estate, then
section 83S will apply to a redemption of the new stock, to the same extent section
803 would have applied to the redemption of the old stock, within the time limita-
tions described in subsection (b) (1). This subsection represents an expansion of
section 115(g) (3) of the 1939 code, as well as section 303 of the House bill. This
subsection applies notwithstaning the provisions of section 806.

When Congress amended the rules for determining the basis of property
acquired from a decedent in the Tax Reform Act of 1976, it created, perhaps
inadvertently,' a new case to which both Section 80 and Section 806 would be
applicable. Under new Section 1028 of the Code, added by the Tax Reform Act,
the basis of stock of a closely held corporation acquired from a decedent dying
after December 81, 1976 will be determined by rference to the basis of the stock
In the hands of the decedent before his death. If the stock was "section 80
stock" in the hands of the decedent before his death, It may be "section 806
stock" in the hands of a shareholder after the decedent's death, because Its basis
is determined by reference to the basis of "section 806 stock" and will thus come
within the literal definition of "section 806 stock"'
. Neither the statute nor the legislative history of the Tax Reform Act of 1976
indicates whether Section 303 or Section 306 should take priority when "section
MG stock" received from a decedent is redeepew in a transaction which otherwise
quitlfies under Section 803. Section (3) (a) (2) of the Technical Corrections Bill
of 1977, H.R. 6715, (the "Bill") would determine this issue by excluding a redemp-
tion of "section 806 stock" from treatment under Section 808, unless the stock was
distributed after the decedent's death. The proposed section states In full:

(2) Clarlftcation that section 806 stock cannot be used for s#ctlon 30 pur-
pose.-Subsectlon (b) of section 308 (relating to distributions In redemption
of stock to pay death taxes) is amended by adding at the end thereof the follow-Inf new paragfraph:I"() /eoo s $06 stocks nellglble.-Subsecon- (a) shall not apply to any dis-

tribution in redemption of section 306 stock. The preceding sentence shall not ap-

I Nothing In the legislative history of the Tax Reform Act of 1974 Indicates that Con.
gres was aware th0t by. ehangig the basis rull for property received from a deed ent
-Congres was aido changing the role that stock lo t its "section 306 taint" On the death
of the shareholder.
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ply to new stock which meets the requirements of paragraphs (1), (2), and (3)
of subsection (c) if the old stock waq not sectloo 06 stock."

(3) Effective dae.-The amendments made by thO subsection shall apply to
the estates of decedents dying after December 31, 1976.

,The description of the Technical Corretions Bill of 197T prepared for the
use of the Committee on Ways ad MleaZt by the Staff of the Joint Committee
on Taxation does not explain the reason for disallowing the use of "section 306
stock" distributed prior to the shareholder's death In a Section 303 redemption.
The description of Section 3(a) (2) of the Bill states in full (page 19) :

Redemptions of Certain Preferred Stock to Pay Death Taxes (see. 3(a) (2)
of the bill and see. 303 of the Code).

In certain cases, a distribution in redemption of stock to pay death taxes is
treated as an amount realized from the sale or exchange of a capital asset
rather than as dividend income. However, special rules are provided to prevent
the "bailout" of dividends as capital gains upon a sale or redemption of pre-

4* ferred stock distributed to shareholders as "section 306 stock."
Under the carryover basis provisions added by the 1976 Act, this special rule

applies to section 306 stock in the bade of the heirs of the distributed share-
holder. As a result, it is presntly unclear whether the provision extending
capital gains treatment for redemptions to pay death taxes overrides the pre-
ferred stock bailout provision in the case where section 306 stock is redeemed
from the estate or heirs.

The bill would make it clear that capital gains treatment under the redemption
provision Is not generally available for section 30 stock. As utider present law,
an exception to this rule would apply to preferred stock received by a decedent's
estate in a reorganization if the stock Is in substitution for common stock which
was eligible for capital gains treatment In a redemption to pay death taxes.

The Inequitable result accomplished by the proposed amendment is most
likely caused by a confusion of the basic purposes of Section 306 and Section 03.
Section 306, as applied to a redemption, is intended to prevent a withdrawal of
cash from a corporation by a shareholder without a corresponding diminution
in the shareholder's equity interest in the corporation. Section 303 is ntended
to provide an estate with a meaus of raising cash to pay estate taxes other
than selling company stock to third parties. Section 303 has never required an
estate to relinquish a portion of Its equity Interest In the company as a condi-
tion of favored tax treatmenL For example, If a decedent's estate owns 100o
of a company's outstanding common stock, a redemption of common stock from
the estate will qualify for treatment under Section 303 if the other requirements
of the section are met, notwithstanding that the estate will continue to own
100% of the company's outstanding common stock after the redemption. Because
a diminution of equity Interest Is not riquired for a redemption of common
stock to qualify under Section 803, the fact that a diminution of equity interest
will not occur In a redemption of "section 306 stock" presents no justification for
its disqualification from treatment under Section 308.

Furthermore, the use of "section 38 stock" in a Section 303 redemption is
a necessary business planning tool, which the Bill would deny without good
reason. For example, It often occurs that two or three individuals own the con-
trolling Interests In a company and each individual desires his Interest to remain
in his family after his death. Under the law as It existed prior to the Tlax Reforr,
Act of 1976, the company could issue preferred stock, which would be "section 306
stock," to the shareholders during their lifetimes and agree to effect a redemption
of so much of the "section S06 stock" as would qualify under Section 303 upon
each of their deaths. In this manner, when a shareholder dies, his estate would
not be forced to relinquish Its equity interest in the corporation in order to
raise the cash to pay death taxes. This Is precisely the relief Section 808 is
intended to provide. Under the proposed amendment contained in the Bill, the de-
ceased shareholder's estate may be forced to dispose of part or al of its com-
mon stock to pay death taxes and would thus not be able to distribute the deced-
ent's equity interest intact to his family. The relative equity Interests of the re-
spective families would be determined by the order of death of the principal
shareholders. Congress certainly has no Interest In effecting such haphazard
results. There is no justification for denying Section 308 relief in this situation,
where equity interests are split among two or more shareholders, while allowing
the sole shareholder of a company to qualify for treatment under Section 803
and pass his equity Interest intact to hs heirs.

Furthermore, there Is no logical jusotfiation for denying treatment under
Section 808 to a redemption of "section 806 stock" received In a pre-death djstri-
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button while allowing relief for a redemption of '"ection 308 stock" distributed
after death The opportuly to ball-out earning and prodta which Section
38 is Intended to prevent, is present in the case where "section 306 stock"
is distributed after the decedent's death, but present law and Section $(a) (2)
of the Bill state that Section 808 treatment Is nevertheless extended to a qualify-
Ing redemption of such stock. Indeed, the possibility of an earnings "ball-out"
would appear more likely where the "section 38O stock" is issued after death
than before. If a distribution of "section 38 stock" is planned to occur after
the death of a decedent, the shareholders can more readily avail themselves
of the opportunity to "ball-out" earnings because the exact dollar value of the
stock redeemable under Section 806 will then be known. A corporation may Issue
only as much "section 806 stock" as will be redeemable under Section 303 and
then effect the redemption, thus making no substantive change in the capital
structure of the corporation. It the "section 806 stock" ti Issued before the de-
cedent's death, the amount of stock that will be redeemable under Section 803 can
only be estimated. If more preferred stock is issued than can be redeemed under
Section 803, the unredeemed stock will remain a part of the capital structure
of the corporation, or mst be redeemed in a transatcion which will result lu
dividend treatment unless an exception is available under Section 806(b). If
less preferred stock is issued than can be redeemed under Section 303, then full
advantage cannot be taken of the favored tax treatment provided under Section
803 without redeeming stock which previously formed a part of the corporation's
capital structure Despite the opportunity foray "ball-ouV' of earnings and prof-
its through a post-death distribution of "section 806 stock," Congress and the
Treasury have stated that Section 803 shall take priority. A pre-death distribu-
tion of ",section 38 stock," through which a "batl-out" cannot be as easily ac-
complished, should be accorded even treatment by applying Section 803 not-
withstanding that the stock redeemed is "section 808 stock."

Those of our clients who will be penalized by the proposed amendment to
Section 303 are th6 owners of family held corporations who have devoted their
lifetimes to building their business Sinc6 the enactment of Section 303, they
have relied on its provisions to enable them to pass control of their businesses
to their sons and daughters after they die. If Section 8(a) (2) of the Bill is
enacted, we will be hard pressed to explain to them why Congress has chosen to
deny them the relief afforded others by Section 303. It makes little sense now,
simply because of serae ebanges.in property basis rules, to override a longstanding
policy which enables the owx.rship of small corporations to be retained in the
family after a shareholder's death. We hope that you will give this matter your
serious attention, and that ou will shake every effort to see that Section 8(a) (2)
of the Technical Cortections Bill of'1977 does not Lacome law. We further hope
that you will work for Inclusion in the Bill of language similar to the attached
sample which will specifically allow the use of "Section 306 stock" in a redemp-
tion which qualifies for treatment underSection 803.

Sincerely,
ADDiS E. Hur.L.

AxmlCAN SOcrzIY Or FARM MANAGERS
AND RuaaL An'xsERs9, INc.,

Hon. An, Ueans D /Denver, Oolo., June 24,1977.
07a~rma", Wa /s and Meant Oottt

House of Represetatite, WaUnog , D.O.
Dza Mi. ULIWI: Members of The American Society of Farm Managers and

nurt* Appraisers, In their professional capacity, manage more than 80,000,000
acres of farmland In the United States for estates, g3iardlanshifp, trust and other
types of clients. We in the Society are concerned about the potential impact of
the special use valuation provision of the Tax Reform Act of 1976 a it may af.
fecl our membershIp's clientele and their families.

special use valuation provides that'mateial participation Is determined it the
manner that is used for determining the tax on self-employment income under
Code Section 1402(a) (1). At the request of the Society's EMxecutive Council, an
analysis of the concept of material participation as It relates to special use valua-
tion was prepared. The analysis was written by our special counsel, Jack Arthur
Kirby, a member of the Philadelphia lr Association.

A cow of the analysis is enclosed. Itfs sent to acquaint you with out concern
over the interpretation of the concept Our special counsel has submitted the
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analysis to Individuals in the Treasury Department and the Internal Revenue
Service for thelr respective considerations relative to the promulgation of the
final regulations.

The preface of the analysis, we believe,' succinctly sets forth the pOSition of
The American Society of Farm Managers and Rural Appraisers. It is our belief
that special use valuation will enhance the goal of preservation of the "family
farm" once the concept of material participation is explicit. The membership of
the Society, more than 2,100 in number, believes your concern towards the estab-
lishment of a workable, definition of the concept of material participation will
ensure that the "family farm" remains in the family.

Sincerely,
JAmEs R. HUTCnNSON, AFM ARA,
Prdent, the Ameioan Soolety of Farm

Managers d Rural Appraia#cre, Ino.
CxaL- 0. Nosin, CAE,

Eeeoutive Vkce President.
Enclosure.

AN ANALtels OF THE CONCEPT OF MATERIAL PARTICIPATION AS IT PERTAINS TO
SPECIAL UszE VALUATION, Br JAoK AxTHuR KIRBY, RoeUKONT, PA.

This analysis is concerned with the concept of material participation as It per-
tains to Section 2032A of the Tax Reform Act of .1976. It Is intended to provide
considerations toward the establishment of workable and equitable guidelines In
the interpretation of that section of the Act.

The analysis is divided into five sections, which are
1. Goals of the Tax Reform Act of 197t,
2. Introduction of material participation;
8. Legislative history;
4. Application to section 2082A; and
6. Conclusion.

The analysis reveals a significant diversity of interpretation of Congressional
intent of the concept of material participation. Commencing with the legislative
history, the theory is espoused that material participation as contemplated by
the Act of August 1, 19, ch. 836, See. 104(c) (2), 70 Stat. 824-25 can be achieved
in various ways; that Is, landowner can materially pagfelpate in the operation of
his or her farm when the fact is established that there Is periodic advice or con-
sultation and periodic inspection of the production activities. Further, the legisla-
tive history states that if a landowner established the fact that he or she provided
a substantial portion of the machinery, implements or livestock used in the pro-
duction of the commodities or, that he or she furnished, or advanced, or assumed
financial responsibility for, a substantial part of the expense involved in the pro-
duction of the commodities, the degree of participation contemplated by the
amendment will be met.

The analysis suggests that the Internal Revenue Service and the Treasury
Department require all of the above criteria to be satisfied In order to meet the
requirement. The Judiciary tends to take s less restrictive interpretation. Query-
which Interpretation should prevail?

Modern society has attained substantial technological advancements since the
material participation concept came into existence in 1956. The business of agri-
cultural production today requires, and demands, multi-faceted operations. There
are the bookkeeping and accounting aspects, the repair and maintenance of ma-
chinery and implements, the actual production activities, the marketing of the
commodities and the livestock, the manserla activities, and so forth. Farmers
today are agricultural busine menoperating a complex and risky business. Vari-
ous tasks in the phases of the production and management of a working farm
often are handled by different individuals engaged in the overall operation. Today,
prudent farming activities necessitate a division of labor.

The objective sought by the analysis is a workable definition of the concept
of material participation which, to the extent possible, is applicable to the farm-
Ing community. The goal of preserving the "family farm" is meritorious. Section
202 is a significant step towards It achievement.

The judiciary has held and the Internal Revenue Service and the Treasury
Department appear to be in concurrence that actual physical participation by
the landowner Is not required to meet the material participation requirement.

95-02---1,---16
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The judiciary has held and present Treasury Regulation 1.1402(a)-4 (5) and (6)
parallels its holding that material participation can be achieved via an agent or
employee of the landowner. Public Law 93-368 provides, however, that material
participation is determined without regard'to any activities of an agent of such
owner or tenant. The interpretation of thiq enactment is that if a farm owner
does no participate in the farm operation and has completely turned over the
management of his land to an agent, such as a professional farm management
company, the activities of the agent or tenant are not attributable to the owner
in determining material paiticipaton. Does this meau that the individual farmer
who engages a professional farm management company, whatever the reason,
must forego the benefit of special use valuation? A litcfral interpretation suggests
that he would have to forego such benefit. If preservation of the "family farm"
Is an objective, it is conceivable that Public Law 93-368 defeats It. To hold that
a farmer cannot satisfy the material participation requirement through an agent,
such as a-professional farm management company, is tantamount to suggesting
that a principal is not responsible for the acts of his agents under the basic prin-
ciples of agency law. As previously noted, modem farm-Ing is a complex multi-
faceted business. It requires large amounts of capital, machinery, implements,
and, of course, the land. All of which are expensive and costly to maintain. Such
contribution by an owner or tenant should be sufficient to establish material
participation.

At times, the engagement of a professional farm management company may
be the most fFrudent decision a farmer can make for himself, his family and, per-
haps, his agricultural community. The farmer may be elderly, the accounting
required for tax purposes and prudent management may be beyond his experience;
or the technical expertise offered by the farm 'management company may be
invaluable to increase production. However, be will think twice if he is to lose
the potential benefit of special use valuation. Therefore, is there a workable
definition of the concept of material participation which may be acceptable to
the Congress, the Internal Revenue Service, the Treasury Department and the
Judiciary? It is believed there is. It is suggested that the term "material partici-
pation" shall include within its meaning-

(A) activities by a qualified heir, or any member of his family, similar to
"material participation" as determined under paragraph (1) of section 1402(a)
(relating to net earnings from self employment) ; or

(B) activity In which the qualified heir, or any member of his family, Is at risk
(within the meaning of section 46(b) ) with regard to the qualified real property
and whose annual beneficial interest in the qualified real property Is dependent
upon the fruits of a use for farm purposes of such qualified real property,
whether or not the qualified heir, or any member of his family, directly manages
such qualified use.

GOALS O THE TAX REFORM ACT Or 1sis
Public Law 94-455 became effective October 4, 1976. Known as the Tax Reform

Act of 1976, this legislation introduced one of the most comprehensive tax reforms
since the enactment of the Internal Revenue Code of 1954. The Act is Intended
to achieve six major goals: (1) to Improve the equity of the tax system; (2) to
modify certain deductions and credits, increase the standard deduction, redraft
complex revisions, and delete provisions which are little used or obsolete; (8) to
extend fiscal stimulus; (4) to encourage capital formation; (5) to improve
administration of tax laws and strengthen taxpayers' rights; and ,(6) to provide
relief for small to medium-sized estates in estate and gift taxes and eliminate
tax avoidance possibilities.

INTRODUCTION O MATER L PARTICIPATION
In light of these goals and with recognition of their Individual and collective

merit, selected sections of the Act and of the Code are analyzed herein Insofar
as farming activities are concerned. In the past when the owner of a farm died,
the value of the land for estate tax purposes was its potential highest and best
use. Such valuation meant that the value of the farm for estate tax purposes
could exceed its "true" value as an operational farm. The income, actual and
potential, to be derived from the farming activities could be substantially below
the value of the land if used for other than agricultural or horticultural produc
tion. Highest and best use valuation often forced the heirs to sell all or part of

1 General Explanation of the Tax Reform Act of 1976, Staff of Joint Comm~ttee o
Taxation, Dee. 20, 1976, at pags 1.
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the land In order to pay the taxes at the owner's death. Intending to eliminate
speculative valuation of farmland at Inflated prices and to reduce the imposition
of higher estate taxes, Congress enacted Section 2032A. This provision permits
the executor of an estate Involving land devoted to farming or closely held busi-
nesses to elect special-use valuation.

Qualification for special-use valuation Is contingent upon meeting certain re-
quirements prescribed in the provision. Among these requirements is material
participation. On the surface, material participation seems relatively easy to
define. However, the concept is elusive. The Internal Revenue Service, the
Treasury Department, and the courts have attempted definitions for more than
two decades without total agreement.

LEGISLATIVE HISTORY

Prior to 1956 it does not appear that the concept of material participation
existed In the eyes of the law. For the year 195 and earlier, any income received
by a farm landlord under a sharefarming or similar lease arrangement consti-
tuted rental income from real estate regardless of the degree of paticipation by
the farm landlord. In 1956, the Congress, recognizing that under many such
arrangements the owner, i.e., the landlord, may tike an active part In the farm-
ing operation, create the concept of material participation (emphasis added).
Self-employed farmers were therefore brought within the coverage of social
security. As an amendment to the Social Security Act, the Act of August 1, 1966,
ch. 836, Sec. 104(c) (2), 70 Stat. 824-25 provided that a farm landlord's net
Income from the shareleasing Af his farm may be considered as net earnings
from self-employment if two major tests are met:

(A) Such income must be derived under an arrangement between the owner
and the tenant which provides that the tenant shall produce agricultural or
horticultural commodities on the land and that there shall be material participa-
tion by the owner in such production or the management of such production: and

(B) There must in fact be such material participation by the owner (emphasis
added).

In an attempt to understand what Congress meant by the words "material
participation," reference is made to the legislative history as found in United
States Code Congressional and Administrative News, Volume 8, 1956, at pages
3882-8884 and at pages 3914-3915. The history Is summarized as follows:

Status of share farmers.-Both the House and the Committees approved bills
to clarify the status under old-age and survivors insurance of individuals who
operate farms under farm-sharing arrangements made with the owners or tenants
of these farms. In specifying that these Individuals are self-employed and norb
employees for purposes of old-age and survivors Insurance coverage, the bill
gives statutory recognition to the Interpretation being followed In administering
the present law.

Your committee believes that this statutory recognition is necessary to dispel
doubt as to the Intent of the Congress since persons operate farms under a share-
farmilng arrangement with the owner or tenant have some characteristics of
employees and some characteristics of self-employed persons. For example, in
some instances the landowner may direct the share farmer to nearly the same
extent, on an overall basis, as he does individuals who are clearly employees. On
the other hand, share farmers participate directly in the risk of farming, their
return from the undertaking Is dependent upon the amount of the crop or live-
stock produced. The provisions of the bill would remove any doubt as to whether
the services performed by the share farmer are rendered as a employee or as a
self-employed person by statutorily defining such service to be self-employment.
This definition is believed to be consistent with the actual relationship existing
under share-farming arrangements in the majority of cases.

Landowners partcipatng it produotion.-lUnder this amendment, it Is-con-
templated that the owner or tenant of land used in connection with the produc-
tion of agricultural or horticultural commodities must participate to a material
degree In the management decisions or physical work relating to such activities
in order for income derived therefrom to be classified as'net earning from self-
employment.

Sharefarm arrangement.-The committee is of the opinion that in any case
in which the owner or tenant establishes the fact that he periodically advises or
consults with such other individuals as to the pro4uctio of te commodites and
also establishes the fact that he periodically inspects the productionn activities
on the land he wilt have presented strong evidence of the existence of the degree
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of participation contemplated by the amendment. If the owner or tenant also
-establishes the fact that he furnishes a substantial portion of the machinery, im-
plements, and livestock used in the production of the commodities or that he
furnishes, or advances, or assumes financial responsibility for a substantial part
of the expense (other than labor expense) involved in the production of the
commodities, thp committee feels that he will have established the existence of
the degree of participation contemplated by the amendment.

APUCATION TO STMoN 2032A

The Report of the Committee on Ways and Means, U.S. House of Representa-
tives, 94th Congress, 2nd session, Report No. 94-1880 suggests that material p~ar-
ticipation by an individual in farm operations or closely held businesses is to be
determined in a manner similar to the manner in which material participation
Is determined for purposes of the tax on self-employment income with respect
to the production of agricultural or horticultural commodities under present
law. Code Section 1402 (a) (1) defines net earnings from self-employment. In
subparagraph (1) thereof, it provides that "... (t)here shall be excluded rentals
from real estate and personal property leased with the real estate (Including
such rentals paid in crop shares) together with the deductions attributable there-
to, unless such rentals are received in the course of a trade or business as a

real estate dealer except that the preceding provisions of this paragraph shall
not apply to any income derived by the owner or tenant of land If (A) such

Income is derived under an arrangement, between the owner or tenant and an-
other individual, which provides that such other individual shall produce agri.
cultural commodities (including livestock, bees, poultry, and fur-bearing animals
and wildlife) on such land, and that there shhll be material participation by the
owner or tenant (as determined without regard to any activities of an agent
of such owner or tenant) Ift the production or the management of the produc-
tion of such agricultural or horticultural commodities, and (B) there Is material
participation by the owner or tenant (as determined without regard to any activi-
ties of an agent of such owner or tenant) with respect to'any such agricultural
or horticultural commodity." '

The law unquestionably precludes the;mere passive rental of the farmland as
a means of meeting the material participation requirement. Likewise, It suggests
that a normal Sharecropping alone does not meet the requirement. It requires
that the owner or tenant must participate to a material degree. The extent and
the degree to which an individual owner or tenant is required to participate has
been the subject of litigation for twenty years. At present, therefore; reliance
must be placed on existing law, regulations, rulings, and Judicial 'Interpretation.

Present Treasury Regulation 1.1402(a)-4, subparagraphs (2)-(6) inclusive
thereof, discusses the requirements which must be met if an arrangement is en-
tered into between the owner or the tenant and another Individual. Subpara-
graph (2) provides that If rental Income received by an owner or tenant is to be
treated as Includible farm rental Income for purposes of Section 1402(a) (1),
the Income must be derived pursuant to a sharefarming or other rental arrange-
ment which contemplates material participation by the owner 'or the tenant in
the production or the management of production of the commodities. Subpara-
graph (a) concerns the definitions of the words "production" and "management."
The word "production," In esence, relates to physical work in producing such
commodities. It further adds that " ... I(f) under the arrangement It is under-
stood that the owner or tenant is to engage periodically in physical work to a
degree which Is not material In and of Itself and, in addition, to furnish a *sub-
stantial portion of the machinery, Implements and livestock to be used in the
production of the commodities or to furnish or advance funds or assume financial
responsibility for a substantial part of the expense involved In the production
of the commodities, the arrangement will be treated as contemplating material
participation of the owner or tenant in the production of such commodities." I

Regarding the term "management of production," the regulation provides
that it refers to "... servicescs performed In making managerial decisions re-
lating to the production, such as when to plant, cultivate, dust, spray, or harvest
the crop, and includes advising or consulting, making decisions as to matters
such as rotation of crops, the type of crops to be grown, the type of livestock

•zw"u z_ on 1.1402(a)-4.
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to be raised and the type of machin-ry and implements to be furnished...."'
The regulation goes on to provide that such an arrangement will be treated
as considering material particlation by the owner or tenant if said individual
engages to a material degree In the management decisions Irelative to the
production.

It Js worthy to note that the Treasury Department in the issuance of this
regulation deems to be of particular importance the owner's or tenant's "...
servicess performed- in making inspections of the production activities and
advising and consulting with such persons as to the production of the corn-
modities. . .", The regulation does not provide that such activity on the part
of the owner or tenant constitutes material participation; rather, it suggests
that a strong inference can be drawn that there Is, or has been, material partic-
ipation.

It further provides, however: "...(T)he mere undertaking to select the crops
or livestock to be produced or the type of machinery and implements to be
furnished or to make decisions as to the rotation of erops generally is not, in and
of Itself, sufficient. Such factors May be significant, however, in making the
overall determination of whethe the arrangement contemplates that the owner
or tenant Is to particip ate materially in the management of he production of
the commodities. Thus, If in addition to the understanding that the owner or
tenant is to advise or consult periodically with the other person as to the produc-
tion of the cpmmodities and to inspect periodically the production activities
on the land, It is also understood that the owner is to select the type of crops and
livestock to be produced and the type of machinery and implements to be fur-
nished and to make decisions as to the rotation of the crops, the arrangements
will be treated as contemplating material participation of the owner or tenant
In the management of production of such commodities."'

At this Juncture examination of congressional intent Is Important. The legis-
lative history previously summarized on page 5 of this analysis provided that:

"... (i)n any case in which the owner or tenant establishes the fact that he
periodically advises or consults with such other individuals as to production
of the commodities and also establishes the fact that he periodically inspects
the production activities on the land he will have presented strong evidence of
the degree 'of participation contemplated by the amendment. ... "

Compare the language used by the Congress with the language used In Treas-
ury Regulation 1.1402(a)-4. Congress provided that such activity by the owner
or tenant constitutes "strong evidence" of material participation. The regula-
tion, subparagraph (8) thereof, allows that such activity provides a "strong
inference" that there has been material participation by the owner or tenant
(emphasis added). While the difference between the wotds "evidence" and
"inference" may be slight as used In the context herein discussed, there exists,
in fact, a difference: -". . . '(I)nference,' as commonly understood, may mean
the actual fact Inferred, strictly it-ineans the process or reasoning In reaching
the fact'and not the fact Itself; . . ., a process of reasoning by which a fact or
proposition sought to be established is deduced as a logical consequence from
other facts, or a state of facts, already proved or admitted ..."' 7 -

"Evidence, broadly defined, Is the means from which an Inference may
logically be drawn as the existence of a fact; that which makes evident or
plain. Evidence Is the demonstration of a fact; it signifies that which demon-
strates, makes clear, or ascertains the truth of the very fact or point In Is-
sue .... "* It Is Important to note that evidence Is not the fact; rather, It is
that matter or activity which makes clear or ascertains the truth of the point
In issue. Therefore, It can be rmld in Its stricter sense that evidence differs from
inference. I I

It is common knowledge that Congress makes the tat laws and the Treasury
Department, the Internal Revenuo Service, and the courts IntArpret them. An
Interpretation, however, must be within the letter and the spirit of the law. In the
leelslftive history, Congress did not state that the owner or tenant must estab.
lish the fact that he periodically advises or consults, with another as to the
production of the commodities and that he periodically Inspects the production

'Thid.
'Mid.T' id.
'81 Cb.5. 815.
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activities on the land and that he also establishes the fact that he furnisbes a
substantial portion of the machinery, Implements, and livestock used In the
production of the commodities or that be furnishes or advances, or assumes finan-
cial responsibility for, a substantial part of the expense Involved in the produc-
tion of the commodities, the% and onlVy then will the owner or tenant meet the
degree of participation contemplated by the amendmeg (emphasis added). The
Congress did not elect to use the Italicized conjunction "and." On the contrary,
Congress stopped after decreeing that the owner or tenant must periodically
advise or consult and periodically Inpect the land. It said if these activities are
achieved, the owner or tenant will have presented strong evidence of having
materially participated to the degree contemplated by the amendment (emphasis
added). The Treasury Department, on the other hand, suggests that such activi-
ties present only strong Inference that material participation has occured (see
paragraph (8) thereof).

In subparagraph (4), the regulation quotes the language used In the legisla-
tive history by providing that the activities above-mentioned will present strong
evidence of the degree of participation contemplated by Section 1042(a) (1).
Then, the regulation expands the requirement by employing the words "in addi-
tion." This language tends to suggest that more Is required than the periodic
advising or consultiing with another and the periodic inspection of the produc-
tion activities on the land. Query: Is the Treasury Department interpretation
within the letter and the spirit of the law?

Subparagraph (5) of the regulation discusses employees or agents. Initially,
It provides that any arrangement entered into by an employee or agent of an
owner or tenant and another person shall be considered as being entered into by
the owner or tenant for purposes of satisfying the requffement that the Income
must be derived under an arrangement set forth in subparagraph (2). It further
provides that In determining whether the arrangement contemplates material
participation by the owner or tenant, the services performed by the employee or
agent of the owner or tenant are the services which the arrangement contem-
plates will be performed by ,the owner or tenant. In other words, if under the
arrangement the services performed by the employee or agent are the services
which the owner or tenant would perform absent such employee or agent and
these services are of the nature to meet the degree of participation contemplated
by the amendment, the owner or tenant will be deemed to have materially par-
ticipated. In essence, if the arrangement provides for the services contemplated
by the law and the employee or agent does, in fact, perform such services, the
services will be deemed to have been performed by the owner or tenautL There-
fore, the conclusion Is drawn that an employee or agent can do what is required
to meet the degree of participation contemplated by the amendment and the satis-
factory fulfllment thereof will be imputed,-to the owner or tenant.

Subparagraph (6) sets forth examples which are beneficial in determining
whether or not, in the yes of the Treasury Department, the degree of participa-
tion contemplated by the amendment Is met. Of particular Importance to this
analysis are examples (4), (5), and (6) :

"Example (.).-- owns a fully-equipped farm which he rents to H under an
arrangement which contemplates that G shall materially participate In the man-
agement of the production of crops raised on the farm pursuant to the arange-
ment. G lives in -town about 5 miles from the farm. About twice a month he visits
the farm and looks over the buildings and equipment. G may occasionally in an
emergency, discuss with H some phase of a crop production actifity. In effect, H
has complete charge of the management of farming operations regardless of the
understanding between him and G. Although G pays one-half of the cost of the
seed and fertilizer and is charged for the cost of materials purchased by H to
make all necessary repairs, G's activities do not constitute material participation
in the crop production activities. Accordingly, G's income from the crops is not
included in computing net earnings from self-employment." I

Anailys of Example (4).-Although the determination reached by the Treas-
ury Department is correct Insofar as the regulation Is concerned, the question
arises as to whether such result is the result intended by Congress. It is recalled
that subparagraphs (3) and (4) of the regulation may be considered to deviate
somewhat from congressional intent. Under the facts of the example it is ad-
mitted that G did not periodically advise or consult with H as to the production
of the commodities except in an emergency situation. Also, it is admitted that

' Supra, note &
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G did not periodically inspect the production activities on the land. According
to the Treasury Department's interpretation, G did not become involved In
the management of the production. This interpretation is sound and within the
guidelines of Treasury Regulation 1.1402(a)-4. Would a court, however, reach
the same conclusion? As previously suggested, the legislative history did not
appear to require that the owner or tenant must periodically advise or consult,
must periodically inspect the production of the commodities on the land and
niust supply a substantial portion of the machinery, implements, and livestock
or furnish, advance, or assume financial responsibility for a substantial part of
the expense. A strict reading of the legislative history appears to suggest there
are alternatives available to the owner or tenant to meet the degree of participa-
tion required by the amendment. In this instance 0 supplied a fully-equipped
farm. Taken at face value, this would-mean that G furnished the machinery,
Implements, and livestock used in the production of the commodities. Further,
G paid one-half the cost and fertilizer and the entire cost of the materials pur-
chased by H to make the necessary repairs. UnquestionablyI the financial respon-
sibility assumed by G is a substantial part of the expenses in the operation of the
farm. It is ventured that a court having these facts before it would find that G's
activities involved in the production of the commodities establishes the degree
of participation contemplated by the amendment To hold that 0 must par-
ticipate in the management of the production in light of all the other activities
performed by, or responsibility assumed by, 0 could tend to obviate the intent
of Congress. The question which therefore arises Is whether the arrangement
itself is to govern or whether activities outside the arrangement-but within the
congressional intent will control. The controlling factor should be whether
participation to the degree contemplated by the amendment has been met.

In Foster v. Celebrezze, C.A. 8th Cir., 818 F.2d 604, 606, 607 (1963), the court
examined social security pamphlet OASI-33d with respect to an arrangement.
The pamphlet Indicated that an arrangement could be either written or oral.
If oral, then the mutual understanding between the owner and tenant Is con-
sidered. The pamphlet stated: ". . . (Y)our understanding Is shown by your
acts, those of your tenant, how you and your tenant acted in previous years on
iAmilar matters, common practices in the area, and statements by you, your
tenant, or even third persons who may know the facts as to how you intend to
operate.'" The court noted ". . . (t)hat volunteer services or inspection on
the part of the landlord in the absence of any arrangement therefor will not
suffice." 1

In the instant example there was an arrangement between G and H. It called
for G to materially patrticipate in the management of the production of the com-
modities. The Treasury Department has defined what It deems to be such par-
ticipation. However, consider the court's view in Henderson v. Flemming, C.A.
5th Cir., 283 F.2d 882, 888 (1960). In that-case, the court held

"An owner of land who Is required to (and does) furnish substantial amounts
of cash, credit or supplies toward this mutual undertaking which are reason-
ably needed In the production of the agricultural commodity and from the success
of which he must look for actual recoupment likewise makes a 'material partici-
pation.' One is hardly a mere landlord in the traditional sense if he must risk
considerable funds in addition to the land In the success of the venture. And
what he gets-or hopes to get-is more than rent. It is profit from the operation
of a business fraught with financial risks-the business of producing agricultural
commodities." U

Examples (5) and (6), which follow, are considered together, These examples
reflect the Treasury Departmelit's interpretation of employees or agents of the
owner or tenant.

"Example (5).-J owned a farm several miles from the town in which he
lived. He rented the farm to K under an arrangement which contemplated J's
material participation in the management of production of wheat. J furnished
one-half the seed and fertilizer and all the farm equipment and livestock. He
employed H to perform all the services in advising, consulting, and inspecting
contemplated by the arrangement. J Is materially participating In the manage-
ment of production of wheat by K. The work done by I's employee, H, is attribut-
able to J In determining the extent of J's participation. J's rental income from

Poster v. Oelebreeae, C.A. 8th Clr.,,818 F. 2d 604, 606, 607 (1963).
u Ibid. at 607.12 Hfterson v. Plemming, C.A. 5th Cir, 288 F. 2d 882, 888 (1960).
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the arrangement is to be included in computIng his net ear1ngs from self-
employment.

"Ewample (6) .- Assume the same facts as in the previous example except that
J appointed the X Bank as his agent to enter into the rental arangemeT With K
gnd to perform the services contemplated by the arrangement. J is also, materially
participating in the management of production, of wheat by K because the work
done by X Bank is attributable to 3 in determining the extent of J's partilepaton
even though X Bank is an independent contractor. J's rental income froip the ar-
rangement Ip to be included in computing his net earnings frin self-
employmet."' IS

.Analyt of Examples (5) and (6) .- These examples subtantiate the faCt that
the owner or tenant need not personally participate in the production or'the man-
agement of the production of the commodities on the land. The previously cited
case of Henderson v. Flemming at page 888 held that '1 . . (t)he material par-
ticipation is not confined to personal activities. It may be through 'agents or em-
ployees and quite without regard to the method of their compensation." "

To this point only Section 1402(a) (1), the legislative history, and Treasury
Regulation have been considered. Revenue Rulings and judicial interpretation
merit exploration in order to more completely upderotand the conCept of mate-
rial participation and what iS believed to be Congress' intent. ftevonue Ruling
57-58, 1957-1 C.B. 270, provides the preliminary guidellne. It states "... (t)hat a
landowner, who establishes that he (1) periodicealy advises or c6nsults with the
other party regarding the production of the-conmodity, (2) periodicaly Inspects
the production activities on the land, and 13) fur-!shes a substantial portion of
the machinery, implements and livestock used in the 'production activities, pr
furnishes or advances funds or assumes financial responsibility for substantial
portion of the expense involved In the production of the commodity, should in-
clude the income derived by him under the arranpneent In computing net earn.
ings from self-employment." n

This interpretation by the Service tends to albort the language found in the
legislatfvi'-story. Clearly, in the lattei if the' aforementioned (1) and (2) are
met, (3) does not appear to be required to meet the degree of participation con-
templated by the amendment to the Social Security Ac. The legislative history
does tend to suggest that compliance with (1) and (2) or, In the alternative, com-
pliance with (3) will suffice. This position Is borne out in Bridie v. Ribicoff, 194 F
Supp. 809, 815 (1961), where the court reaffirmed the principle of Henderson v.
FletMnng, 283, F. 2d 882, 888 (1960), that the advancement of a substantial
amount of capital can amount to "material participation" in and of itself.

Revenue Ruling 64-32, 1964-1 C.B. 319 deals with the engagement of an em-
ployee or agent to manage and supervise the operation of a farm on behalf of
the owner:

"A landlord, whose farm is being operated by a tenant on a crop-share basis,
engages an Individual to manage and supervise -the- operation of his farm. The
landlord pays a significant part of the costs of production and retains the right to
approve crop and management plans. The manager consults regularly and frer
quently with the tenant regarding the production and management of the pro-
duction of crops. Held, 'services performed by the manager are considered to be
services performed by the landlord. Held further, farm rental income received by
the landlord is to be considered in computing net earnings from self-
employment." '

The facts of the example explaining this ruling are interesting. They are as
follows:

"A, a landlord living in Illinois, has a farm located in Iowa, which is being
operated by a tenant on a cropshare basis. A visits the farm personally at least
once a year, but he has engagedB to, manage and supervise the operation of his
farm, and he pays B a fixed annual fee for this service.

"B and the tenant consult regularly and frequently with respect to such matters
as crop planning, harvesting and rotation, field arrangement, selection of seed,
and the testing treatment, and conservation of the soil, but A reserves the right
to examine and approve their crop'plans and those relating to drainage problems,
maintenance and repair of the farm. buildings,- fences, etc. A also controls the
farm budget, and he pays all previously' authorized bills over v' dollars and

Supra, note 3. -

141Supra. note 12 at 888;
Rev. Rul. n7-58, 1957-1 C.B. 270, 271, 272.

10 Rev. Rul. 64-2, 1984-1 C.B. 819.
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all bills under e dollars after they have been approved by B. The manager
arranges for the sale of A's share of the crops and forwardsthe proceeds to
him. A keeps a cdtnplete set of booked concerning the farming operation.

IIn the instant case the income derived by A from the sale of his share of
the crops constitutes 'rentals from real estate' within the meaning of section
1.1402(a)-4 of the Income Tax Regulatons.

"SeCtion 1402(a) (i) of the Act provides, in part, that 'rentals from real
estate' (including rentals paid In crop shares) shall be excluded in computing
net earnings from self-employment utless--

"o * * (A) such income is derived under an arrangement, between the
owner or tenant and another individual, which provides that such other
individual shall' produce agricultural or horticultural commodities (in-
cluding livestock, bees, poultry, and fur-bearing animals and wildlife) on
such land, and that there' shill be mliterial participation by the owner or
tenant in the production or the management of the production of such agri-
cultural or horticultural commodities, and (B) there Is material participa-
tion by the owner or tenant with respect to any such agricultural or horti-
cultaral commodity; * 0 *

"Revenue Ruling 57-48, 1967-1 C.B., 270 sets forth the guides to be used in
determining when income derived by a landlord under a share-farming or other
rental arrangement with another person for the production of agricultural or
horticultural commodities, by that person on the landlord's land, should be
considered in computing net earnings from self-employment.

"An evaluation of the factual situation.in this case In the light of the guides
set forth in Revenue Ruling 57-8 above, discloses that the comblijed activities
of A and B are sufficient to establish *material participation.' The question then
is whether the services performed by B, acting as agent for A, can be considered
to be services performed by A.
* "Section 1.1402(a)-4(b) (5) of the regulations provides that any arrange-

ment entered Into by an employee or agent of a landlord and another person
shall be considered an arrangement entered Into by thie landlord for purposes
of satisfying the requirement of paragraph (A) of section 1402(a) (1) of the
Act, supra, that the income must be derived under an arrangement between
the landlord and another person.

"For purposes of determining whether the arrangement satisfies the require-
ment that the parties contemplate that the landlord will materially participate
in the production or management of production of a, Commodity, services which
will be performed by an employee or agenhfof the landlord are considered to
be services which the arrangement contemplates will be performed by the
landlord. ferivices performed by such an employee or agent are considered
services performed by the landlord in determining the extent to which the
landlord has part.cipated, In the production or management of production of
a commodity.

"Pursuant to the foregoing, it is held that A meets the 'material participation'
tests of section 1402(a) (1) of the Act. It is held, further, that the farm rental
income A receives is to be considered in computing net earnings from self-
employment.

'T1he conclusion in this case is consistent with the decidons in the cases of
Harper v. Flemmfng, 288 Fed. (2d) 61 (1961), and Henderon-Poole v. Flem-
ming, 283 Fed. (2d) 882 (1960)." i

AnalysMs of Example.-The facts clearly Illustrate that an employee or agent
can manage and supervise the operation of a farm on behalf of the owner, and
that the services performed by such employee or agent are Imputed to the owner.
Suppose that A, the landlord, did not personally visit the farm at least once a
year. Further, suppose that while A reserved the right to examine and approve
the crop plans, he never exercised' that right and that the manager, rather
than A. kept a complete set of books concerning the farming operations but kept
A informed. Would the result be the same?

It is believed that under proper arrangement among the manager, the owner,
and the tenant, the result would remain the same Where the manager periodi-
cally advise# or consults and periodically inspects the, production of the com-
modities on the land, these activities are, considered as having been performed
by the. owner.. Thus,- for purposes of meeting the degree of participation con-
templated by the amendment, the requirement is satisfied.

, oi
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The judicial decisions which have been rendered in determining whether,
under an arrangement, au owner "materially participated" in the operation
of the farm are many. In Poster v. Flemmftg, D.C., N.D. Iowa, 190 F. Supp.
908 (1960, the court held that Mrs. Foster, a 78 year-o1d widow, did not actually
participate In the operation of her farm. Her application for old-age benefits
under the Social Security Act was denied. Upon pendency of appeal, the Secre-
tary of Health, Education, and Welfare ". . . changedd his position on the
issue of 'vicarious participation' and, accordingly, no longer contends that
appellant could not materially participate through the agent." 1 In its decision,
the United States Court of Appeals for the Eighth Circuit stated:

"The important words in the controllong statute are 'material participation.'
The meaning of the word 'participation' is not in dispute. The controversy arises
with reference to the word 'material.' The word 'material' is a common word
having a well-understood meaning. Webster's New International Dictionary,
2d Ed., defines 'material' as follows: 'Of solid or weighty character; substan-
tial; of consequence; not to be dispensed with; important,

"[Tl]he 1956 amendment does not demand that the owner settle all the prob-
lems or even all the important problems that arise in connection with the opera-
tion of the farm, for the word participation ' denotes joint activity in the entire
enterprise and its modifier 'material' only requires that the activity be of sub-
stantial value or Importance. Conley v. Ribieoff, supra, 2944 F.2d 190, 195."But the variables of our complex rural economy, well known to Congress,
presented other situations in which the owner of the land did much more than
furnish the land (and for which he would receive his rental). He might, under
the arrangement, determine the cropo to be planted, the areas to be cultivated,
the time of planting, the fertilization program, and the manner and time of
harvesting. If.,these activities were of a material, i.e. substantial importance
from a practical point of view, then the Amendment was to make such activities
self-employment by the owner and the proceeds income from self-employment.
Henderson v. Flemming, supra, 283 F.2d 882, 888. The legislative history of the
statute that we are considering Is fully set out in the trial court's opinion. We
find nothing in the statute or the legislative history to establish a Congressional
intentiton to give the words 'material participation' a strict, unnatural or narrow
construction. We believe that the word 'material' should be given its common
and well-understood meaning.

Courts have generally taken the position that the Social Security Act, in-
cluding the 1956 amendment, should be liberally construed. Harper v. Flemming,
supra; Henderson v. Flemming, supra."1

A similar issue arose in Henderson v. Flemming, C.A. 5th Cir., 283 F.2d 882
(1960). In this case the claimant was a 91-year-old widow who sought the same
benefits that Mrs. Foster sought. The issue before the court whether the claim-ant had to supervise the farming operations personally or whether the same
could be achieved through an agent or an employee. In addition to the land,
she furnished seed and assumed financial responsibility for one-half the cost
of insecticide and all expenses for the operation of the machinery. In a two-
year period the claimant's out-of-pocket expenses were $2,500 and $4,000. In
this instance the court held that the working capital provided by the claimant
constituted material participation."

In commenting on the interpretation of the concept of material participation,
the court stated that ". .. (w)e think that Congress, ...- used these words
in a sense consistent with the broadening of coverage .... (t)he variables of
our complex rural economy, well known to Congress, presented other situations
in which the owner of the land did much more than to furnish the land (and
for which he would receive his rental) .... "

The-court also said "1... (t)hat under some arrangements. the two, the owner
of the land and the so-called tenant, are engaged In a joint venture. The result
wnuld be that the owner of the land, as well as the tenant, would in this way
le engaged in the business of farming.

"Once that position Is reached, there is nothing to distinguish It from other
self-employment business. The person supplying the capital-whether land. fac-
tory building, storeroom, cash, furniture and fixtures. Inventory, or the like-
mqv operate that business wholly through agents and employees with no more
effort or supervision on his part than receiving and depositing the fruits of their

Sqoinrn, note 10 at RO;.
39 5 nra, note In at 607.
20 Supra, note 12 at 888.
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labors. Consequently, the material participation is not confined to personal
activities. It may be through agents or employees and quite without regard to
the method of their compensation." 2

In the case of Harper Y. Fem4ug, 185 F. Supp. 14 (1960), the United States
District Court for the Eastern District of North Oarolina held that where the
owner's Income was received from the operation of her farm by the bank under
contract with the owner and the bank entered into arrangements with share-
croppers for the production of farm products, there was material participation
by the owner acting through the bank as agent. Further, the court found that
the owner furnished the tools and equipment and paid the costs of production
except the costs of labor, and the bank made Inspections, did all the marketing,
and kept aU the accounts for the owner. It held thus that the income received
by the owner from the operation of the farm constituted self-employment Income
from the trade or business of sharecrop farming, as distinguished from rentals
from real estate. Therefore, the owner was entitled to old-age Insurance benefits
under the Social Security Act.

This decision was appealed by the government. In rendering its opinion, the
United States Court of Appeals, Fourth Circuit, said:"At the bar of this court it is not questioned that the bank's activities, per-
formed as claimant's agent, are properly to be regarded as 'material participation'
in the management of plaintils' farm. It Is argued, however, that such vicarious
participationn does not satisfy the provisions of the statute, which, the Secretary

insists, requires personal participation by the claimant.
'The argument is based on the following line of reasoning. The underlyingprinciple of the social security program is said to provide benefits to the elderly

in partial replacement of earnings lost because of advanced age. Accordingly, weare urged to read the term 'material participation' in light of an assumed Con-
gressional purpose to extend old age benefits only to those individual farm owners
who are able to establish that prior to reaching the retirement age they directly
and in person performed work either of a managerial or a physical character.

"Since the plaintiffs contribution to the income producing enterprise is the
use of her land along with the bank's services, the Secretary would treat herincome ai merely Investment or rental income which Is not to be considered for
social se'urlty taxes or benefits under the Act The contention is that since herIncome from the farm does not depend on her personal exertions the plaintiff's
advanced age probably will not impair her earning capacity-an optimistic fore-
cast, dependent on unknown and unforeseeable factors, which future events may
or may not validate.

"'This argument takes too restrictive a view of the scheme underlying thesocial security legislation. Particularly, it does not take into account the legis-
lative history which produced the specific provisions of the statute immediately
involved, the social purpose or the text of these provisions.

"Although It Is true that prior to 1954 self-employed farmers were excludedfrom coverage under the Social Security Act, the amendment of that year specif-
ically extended coverage to self-employed farm operators. The 1956 Amendment,
with which we are presently concerned, expanded coverage a step further, by
Including farm owners who materially participate 'in the production or the man-
agement of the production' of agricultural commodities. Congress thereby de-liberatelv sought to bring the treatment of farm owners Into line with that
accorded other self-employed persons. In the case of such other self-employed
persons It Is recognized that the income on which they are permitted to rely to
establish eligibility ft.r old age benefits may be derived from a trade or business
carried on through agents or employees." M

It is also Interesting to note the declaration of Senator Capehart, sponsor of
the 1956 Amendment:

"The extension of social security to the farmers means only that by virtueof certain payments they themselves make they are entitled to the same social
security benefits which other people receive.

"My amendment provides or makes clear that these privileges are extended notonly to people who are actually working on the farms, but to those who own
them and those who are tMe managers of them. I think It is eminently fair and
the Senate has agreed with me.",

n Thld.
"flarper v. Plemm nfg, D.C.N.C. 185 F. Suvp. 14, 16 (1980).
"irn-per v. Plemmtio. C.A. 4th Oir., 288 F.2d 61, 63 (1961).
"102 Cong. Rec. 18819 (195e).



186

In ruling that Mrs. Harper was entitled to the benefits, the ,court held that
"In summary, the legislation considered in Its entirety, reveals a progressive

broadening of the old age ard survivors' insur-nce plan to coverinot only those
originally embraced, namely employees who work for others, but also self-em-
ployed professional and businessmen, and later farm operators, and still later
spcifically farm owners. The purposes, as reported by the congressional Com-
mittees, is clearly to make the coverage of the program 'as nearly universal as
practicable,' and 'to give the newly covered groups equitable treatment as com-
pared with those brought in earlier.' (see, Senate Calendar No. 2156, 84th Cong.,
2nd Ses Rept. 2138, p. 1). The legislation had its origin in the, observed fre-
quency of the tragic sequence of old ago, disability, loss of earning power, desti-
tution and dependency on public or private charity, but coverage has not been
limited to cases actually presenting all these features in full scope. The concept
of the statute is more inclusive, and the design is, by a comprehensive con-
tributory Insurance plan, to avert the personal hazards and the social problems
which often, but happily not always, attend old age.

" There is no warrant for reading Into the statute fine-spun limitations of
which the legislative authority has given no intimation. Doubtless Congress
could have narrowed the criteria for coverage in the manner suggested, but the
coverage sections are not so expressed. If the 1956 Amendment is to be con-
structed to embody what seems to us a gratuitous assumption that is the func-
tion of Conifess. Looking at what Congress has done, we do not think thtLt it
would have been willing to adopt the Secretary's suggestion If it had been
advanced; at all events it has notdone so. Even if the question were more doubt-
ful than it appears to us, we should be in duty bound to give the Act a liberal
construction. We would not be free to tailor the Act, even if we found the pro-
posed restriction logically attractive. The conclusion we reach is in accord with
the only pertinent decision called to our attention. Henderson v. Flemming, 5
Cir., 1960, 283 F.2d 882, and see Foster v. Flemming, D.C. Iowa 1960, 190 F.
Supp. 908. The Judgment of the District Court is Aflrmed." 0

cONCLUSION

There is disagreement about the definition of material participation. Congress
established in the legislative history what it meant by the concept. The Internal
Revenue Service and the Treasury Department have given a restrictive interpre-
tation to Congress's intent. The Judiciary, considering the same legislative his-
tory, has viewed the concept more liberally. The brunt of these interpretations,
unfortunately, has come to rest on the individual taxpayer. It. is he or she who
must bear the expensive venture of litigation to determine whether the degree of
participation contemplated by the amendment has been met,

Inasmuch as qualification for specia1-use valuation Is tied closely to the con-
cept of material participation, the establishment of a workable definition satis-
factory to the Service, the Treasury Department, and the Judiciary Is desirable.
One of the goals of the Act Is the redrafting of complex provisions. It is interest-
ing that two words, "material participation," can create such misunderstanding.
Revenue Ruling 57-58, 1957-1 C.B. 270, 271 provides that "... (w)hile physical
work and management decisions are the principal factors to be considered, the
furnishing by the landowner of machinery, Implements and livestock used In the
production activities, or the furnishing or advancing of funds or the assuming of
financial responsibility for expenses involved in the production of a commodity
are additional factors to be considered in arriving at a borderline case." " The
ruling also states: "(I) t is evident from the foregoing that, as a general rule, each
case must be decided upon its own facts and circumstances. ... ""

Flexibility is not only necessary, but also desirable, in interpreting the concept
of material participation. However, to suggest that, as a general rule, each case
must be decided upon its own facts and circumstances is to suggest that litigation
is inescapable. As previously indicated, congressional intent, as Interpreted from
the legislative history, appears to provide alternatives for meeting the degree of
participation contemplated.

The problems facing individual taxpayers who are members of the agricultural
community have become more acute since the passage of the Act. Section 2032A
provides that special-use valuation can be elected if certain requirements are
met. Does the material participation requirement mean that the farmer or a

0 Supra, note 28 at 64.
" Supra, note 15 at 271.
syIbid.
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member of his family must actually live and/or work on the farm? Can the estate
of an individual who owned a farm meet the requirement of material parttcipa-
tion if he engaged the services of a professional manager, or is it to be denied the
benefit of the potential tax savings if such was done? It is admitted that in en-
acting Section 2032A, Congress's intent was to help preserve the "family farm."
It is also admitted that another goal of the Tax Reform Act is to improve the
equity of the tax system. Consider these hypothetical situations:

Farmer A is 57 years. He has been actively farming for more than 30 years.
He is married and has two sons, neither of whom is interested in farming. Because
of ill health, Farmer A is forced to retire. Assume he and Mrs. A move to a warm
climate. Since Farmer A's sole source of income has been the farm, he engages a
professional manager to operate the farm for him. Within two years Farmer A is
dead, is his estate entitled to elect special-use valuaion if the other requirements
are met? Revenue Ruling 64--32, 1964-1 C.B. 319, provides that the material par-
ticipatton requirement can be satisfied by an agent or manager. Therefore the 5-
out-of-8 years predeath material participation requirement for Section 2032A
has been met, regardless of whether it is determined that it was fulfilled by
Farmer A or by the professional manager on A's behalf.

Section 2032A also requires that active operation of the farm must continue
for a specified number of years after the decedent's death. Can Mrs. A engage
the professional manager and thereby meet the material participation require-
ment? Again, if compliance with the other mandates of the provision occurs, it is
logical to state that the concept of material participation as envisioned by the
Congress has been met. According to Section 1402(a) (1), Treasury Regulation
1.1402(a)-4, subparagraph 5 thereof, Revenue Ruling 64-32, 1964-1 C.B. 319 and
various Judicial decisions discussed herein, the concept of material participation
as contemplated by the amendment is fulfilled.

Consider the same situation, but assume that Farmer A lives a number of
years after retiring. Must he take reduced social security benefits if he wants
his estate to qualify for special-use valuation upon his death? In order for
the estate to qualify, material participation must be met. If a professional
manager Is engaged, the services performed by the manager are deemed, under
proper arrangement, to be performed by-the owner. A social security guideline
provides that, in most situations, a retired farmer can receive full benefits
unless he performs 45 hours or more of substantial services per month relative
to working on and/or managing the farm. Likewise, if he engages a professional
manager who performs'more than 45 hours of substantial services per month,
these services are considered to have been performed by the owner insofar as
meeting the material participation requirement.- Hence reduced benefits appear
to be Farmer A's only choice if he wants to qualify his estate for special-use
valuation., While the election to take reduced benefits may provide relief to his
estate upon his death, his standard of living as well as expendable Income most
likely will bg lowered. Query: Does not forcing the farmer to make such an
election conflict with the goal of "extending fiscal stimulus"? Further, assume
that Farmer A has been contributing to the social security program since its
coverage was extended to farmers in 1956. Are the laws and the tax system
equitable when they suggest that it is unfortunate that Farmer A became ill, was
forced to retire, and now must weigh the alternatives of whether or not to elect
to p,'rticipate in the social security system to which he has contributed for
more than twenty years, or sacrifice potential estate tax savings benefits?

The old-age, survivors, and disability Insurance system (OASDI) is not in
the truest sense of the words a "welfare program." It is a system supported by
contributions of those taxpayers who pay into it. However, there is the ever-
present conflict between individual equity and social adequacy. In the long run
the Individual who earns less and contributes less to the system tends to reap a
greater return than does the individual who earns more and contributes a greater
portion of his income to the program. In the Reader's Digest, August 1974,
Senator Barry Goldwater professed the concept that OASDI benefits "are a re-
payment of our own earnings, which we have deposited in trust as a regular
contribution deducted from our salaries and from our employers on our be-
half." The Senator was advocating the view that such benefits should be paid at
age 65 regardless of retirement from substantial employment.

Perhaps the time has come to reevaluate this position. With the spiraling costs
of day-to-day living, the hour may have dawned for the Congress to permit
taxpayers who qualify to have the best of both worlds. That is to say, the concept
of equitable treatment under the law should allow the qualifying individual
taxpayer to receive full benefits under the social security program while pre-
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serving for his estate the right to elect special-use valuation. Preservation of the
famly farm may come to rest ultimately on this hypothesis.

Finally, consider this situation. Assume N, a nephew of Z, inherits Z's farm
upon the latter's death. Assume, also, that Z has met all the requirements for
special-use valuation. If N, for example, has never seen the farm, has personally
never farmed, and has no intention of ever farming, can he, as a qualified heir,
engage the services of a professional manager to operate and to manage the
farm on his behalf? Without question, N can. But, can his late uncle's estate
now take advantage of special-use valuation? If it is assumed that N desires
to keep the farm operational and to receive some income therefrom, the position
is suggested that the professional manager could "step Into N's shoes" and do all
that N would do if he were on the farm. The activities and services performed
by the professional manager are, under proper arrangements, deemed to be per-
formed by N. Therefore, such services are satisfactory in meeting the material
participation requirement. N, by continuing to operate the farm, is not merely
holding the land for pure speculative purposes. On the contrary, N, like any other
businessman, is operating the farm for the purpose of making a profit. The farm
is not leased nor Is it rented to someone outside the family; It is operated by N
through the services performed by the professional manager.

The circumstances suggested in these hypothetical situations may never occur.
A surviving spouse may decide to sell the farm. A son or daughter who Inherits
the property may elect to rent the property and merely take the Income. The
decision of whether or not to elect special-use valuation If all its requirements
are met rests with the executor and the qualifying heirs. The position advocated
by this analysis of the concept of material participation Is that if the statutory
requirements of the provision are met, whether by the individual farmer himself
or by a professional manager acting on behalf of and in the best Interests of the
Individual farmer and/or his estate, the right to elect special-use valuation
should exist.

H. E. BUTr GROCERY CO.,
Corpus Christi, Tex., August 19, 1977.

Hon. HAzy F. BYRn,
Ch1afvtma, of Subcommiittee on Taxatfon and Debt Management--Commrittee of

Finttance, U.S. Senate, Dirkse, Senate Oflce Building, Washington, D.O.
DFAR Ma. CHAIRMAN: In response to your press release dated July 1, 1977,

the following comments with respect to two problems In the Estate and Gift
Tax area arising from the Tax Reform Act of 1976 are submitted for consider-
ation by your Sub-Committee.

Prior to enactment of the Tax Reform Act of 1976, Section 303 of the Internal
Revenue Code permitted the redemption of stock included in a decedent's gross
estate without dividend consequences to the extent the redemption was necessary
to pay death taxes (and funeral and administration expenses). Section 303
applied even to redemptions of stock which had been "Section 306 stock" In the
hands of the decedent, because such stock lost Its "taint" when it received a
"stepped up" basis at death.

Under Section 2005 of the Tax Reform Act of 1976, however, Section 806
stock will not receive a new basis at death and thus It will apparently continue
to be Section 306 stock under Section 306(c) (1) (C). This presents for the first
time the possiblilty that a redemption of Section 306 stock received from a
decedent, which otherwise qualifies under Section 303, will nevertheless result
in dividend treatment under Section 306. Such a treatment Is Inconsistent with
the purpose of Section 803.

Section 803 was carried over from the 1939 Code for the purpose of "allowing
stock to be redeemed to pay death taxes without dividend consequences". S. Rep.
No. 1622, 83rd Cong., 2d Bess. 45 (19i54) (emphasis added). Congress explicitly
recognized this purpose when it was considering amendments to Section 303
in the Tax Reform Act of 1976. Five times the applicability of Section 303 was
equated with "capital gains treatment". H. Rep. No. 94-1380, 94th Cong., 2d
Sess. 35 (1976); H. Oonf. Rep. No. 94-1515, 94th Cong., 2d Sess. 621 (1976).
Elsewhere in the Act (as in Section 2003 and Section 2004), Congress reaffirmed
Its concern for the lack of liquidity in estates-a condition from which Section
303 has always provided Important relief.

When, In Section 2004(e) of the Tax Reform Act, Congress altered the scope
of Section 803, It did so in clear statutory terms, for reasons expressly set forth
In the above-cited reports. In contrast, there is no evidence that the carryover
basis provisions were intended indirectly to restrict the applicability of Section
803 In eases involving Section 306 stock.
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Accordingly, we recommend Section 300 be inapplicable to stock redeemed
under Section 303. This will prevent an unintended limitation on Section 303,
thus confirming the capital gain objectives of Section 803 which Congress has
consistently acknowledged.

Respectfully,
CHARLES BUTT.

H. E. BUrr GROCERY CO.,
Corpus Christi, Tex., August 19, 1977.

Hon. HARRY F. BYRD,
Chairman of Subcommittee on Taxation and Debt Management-Cjommittee of

Finance, U.S. Senate, DirIo'en Scnate Office Building, Washington, D.C.
DEAR ML-CHAIRMAN: In response to your press release dated July 1, 1977, the

following comments with respect to two problems in the Estate and Gift Tax
area arising from the Tax Reform Act of 1976 are stibmitted for consideration
by your Bub-Committee.

The Tax Reform Act of 1976 amended the federal estate tax (section 2601)
to provide that any generation-skipping transfer will be included in the trans-
feror's estate for estate tax purposes if it is made after April 30, 1976.

This new rule was made applicable to post-April 30, 1976, transfers even though
it was not until July 20, 1976, that the Senate Finance Committee issued a
proposed amendment to the tax reform bill (H.R. 10612) to include the new
generation-skipping provisions in the bill. On July 11, 1976, the Finance Com-
mittee had announced that it had agreed to include a generation-skipping
amendment in the tax reform bill, but effective only for transfers on or after
January 1, 1978. In its release on July 20, the Finance Committee provided
for its generation-skipping amendment to be effective at an earlier but still
future date, May 1, 1977. On August 5, 1976, hoWever, the Senate amended
the tax reform bill to provide a retroactive effective date of May 1, 1976. This
was done notwithstanding the fact that as passed by the House in December
1975, and as originally reported by the Senate Finance Committee, the tax
reform bill Included no generation-skipping provisions, whatsoever. The Senate's
retroactive date of May 1, 1976, however, remained in the bill and became law.

Prior to the Senate's action on August 5, 1976, with respect to a generation-
skipping, it was reasonable fqr taxpayers to anticipate that any generation-skip-
ping provisions which might be adopted would be effective only at some point in
the future as the Finance Committee itself had announced on June 11, and had
actually proposed on July 20. It would thus allow them time for an orderly revi-
sion of their estate plans. In view of this, It Is reasonable and inequitable to apply
the generation-skipping provisions prior to August 5, 1976, when the Senate first
made it clear that it was not thinking of a future effective date.

Accordingly, we recommend, that the Tax Reform Act be amended to provide
that the new generation-skipping rule of Section 2601 will be applicable to trans-
fers after August 5, 1976.

Respectfully, CHAs BUTT.

STATEMENT OF PHILIP S. DEATS

I, Philip S. Deats, am a resident of Iowa Falls, Hardin County, Iowa. I am a
member of the Nebraska Bar Association and the Iowa Bar Association and pres-
ently am a partner in the Whitesell Law Firm which practices general law in
Iowa Falls, Iowa. Prior to entering law school, I practiced in the area of public
accounting for three years in the state of Nebraska where I received my Certifica-
tion as a Certified Public Accountant In July of 1971. I have been, and anticipate
that I will continue to be involved in matters involving Federal Income Tax.

Although needed-gpecial provisions were Included for particularized classes,
such as valuing farm real estate, the regulations to make the Intended law effec-
tive are not practical or workable and create greater limitations and hardships
which will adversely affect the economy of this country for many future years.
I am specifically referring to the potential lien that t& United States Government
may impose on real estate where an alternative tax basis is established at the
time of a decedent's death. The complications involved in such lien may cloud the
marketability of the real estate for at least a ten year period and require poten-
tial beneficiaries, for whom the changes were intended, to undertake a legal
encumbrance for a future 10 year period. There are no reasonable economic guides
to assist in decisions that will require a fixed position for ten years in the future.
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The carry-over-basis rule enacted in the 1976 Tax Reform Act is a particularly
obnoxious and unworkable aspect of tax legislation which should be repealed.
This aspect of tax legislation imposes an arbitrary valuation base as of De-
cember 31, 1976. The use of a -purely mathematical scale or form of computation
to arrive at a fair market value basis on December 31, 1976, at a later date
is neither practical nor fair.

The carry-over-basis involves record keeping for property obtained many
years ago by family members long since deceased. The potential now exists for
an agency of the United States Government to unfairly establish an arbitrary
and punitive tax as a result of failure by a present beneficiary for Inadequate
recordkeeping by his ancestors. In all of American jurisprudence, the basic
concept of fault or responsibility has heretofore been placed on the individual
involved and never has anyone been responsible for the acts of his ancestors.

Any tax law, which is as ill-conceived and broadly legislated as the 1976
Tax Reform Act allows entirely too much legislative freedom to the prescribing
of rules and regulations by the Internal Revenue Service. This act allows an
enforcement agency the legislative power that our forefathers intended remain
in the hands of the Congress. It allows an unpopular agency unlimited freedom
in establishing rules and regulations which it can then enforce in an unmerciful
and Gestapo manner.

MmaLa D. FnsHr,
Marion, Iowa, August 17, 1977.

MICHAEL STERN,
Staff Director, Committee on Finance, Dirkene O810 Building, Room 2221,

Washington, D.C.
DEAa SiR: It has been observed lately that there are some things going on

in regard to taxation of estates in regard to the Tax Reform Act of 1976, wherein
they are asking that we utilize a "carry-over-basis rule".

This carry-over basis will be a highly complex'thing to carry out and become
more so as time goes by. Many people are not going to do anything about it
at the present time and sales will take place 5 years, 10 years, 15 years from
now and the people who could provide the Information will be dead. Therefore,
it is very unimaginative and impractical

I look for a lack of uniformity in reporting because of the ability of the
parties involved. This will be highly undesirable and unfair and make it dif-
ficult to explain to clients and the public at large.

People do not like to gratuitously spend money with their attorney and their
accountant until forced to do so 4nd the time that this information should be
gathered is now. As a practical matter this Is not going to happen.

In light of these circumstances, I would strongly recommend that the carry-
over-basis rule be eliminated and some other method of taxation with reasonable
certainty substituted should this money be vital under these circumstances.

Very truly-yours, D. WmEEL.

WADSWORTH, ELDERKIIN, PIRMIE & voN LACKUM,
Cedar Rapids, Iowa, August 12, 1977.

Staff Director, Dommittee on Finance, Dirsen Senate Ofce Building, Room 2227,
Washington, D.O.

Dzn M. STEa: I am writing to urge the retroactive repeal of the so-called
"carry-over basis rule", which was enacted, as an after thought, as part of the
Tax Reform Act of 1976.

Obviously, this rule promises an enormous an~ount of work for lawyers, trust
officers and accountants; and, assuming these professions would be compensated
amply for their time, effort and responsibility, the rule should be a prolific source
of fees. However, prior to enactment of this rule, the field of estate-and gift taxa-
tion, with its related field of fiduciary income taxation, was already so complex
that It was barely susceptible to coherent administration. The vast array of com-
plexities and obscure liabilities which seemingly will flow from this new rule is so
outrageous that a great many practitioners will shrink from becoming involved.
The potential for both civil and tax litigation seems to be endless.
* Perhaps, some sort of an Intellectual case can be made for this rule, if you

accept the premise that an infinite amount of tinkering with the tax structure

I
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can bring into exquisite adjustment every problem perceived from time to time by
social planners. But It is a poor doctor whose treatment deteriorates the health of
his patient. This rule has, on balance, left our society much worse off. It should
be repealed.

Very truly yours, THOMAS H. PaNIa

DcIKINsON, THROCKMOBTON, PARKER, MANNHEIMEB & RAixF_.
Dee Moines, Iowa, 41ugut 9, 1977.

lIe section 1023, Internal Revenue Code (carryover basis).
MICHAEL STERN,
Staff Director, Committee on Finance, Dirkeen Senate Office Building, Room 2227,

Washington, D.C.
DEAR Sin: This is to strongly advocate the retroactive repeal of § 1023 of the

Internal Revenue Code, enacted as 5 2005 of the Tax Reform Act of 1976.
Whether or not one agrees with the tax policy underlying this new Code sec-

tion, the difficulties it will present to estate administrators and their attorneys
are nuaierous, overly burdensome and must be recognized in any fair assessment
of this legislation.

One difficulty it presents is simply insurmountable. That is, the almost cpm-
plete lack of any reliable records concerning the cost and date of acquisition of
property (other than marketable securities) acquired prior to January 1, 1977.
Taxpayers have not been required by law, and it has not been customary, for
such-rec6rds to be kept. Moreover, § 1023 places the onus on the executor rather
than on the decedent to obtain such information and, consequently, there will be
little or no incentive for persons to retain records of this kindeven for property
acquired after December 31, 1976.

Any law which depends for its enforcement upon Information concerning
transactions which occurred as long as 60 or 70 years ago (even longer in the
case of property acquired by gift) is obviously, in my opinion, unworkable. It
has been my experience in over 25 years of practicing tax laws that most taxpay-
ers are conscientious, if not eager, to comply with the tax laws and to keep the
necessary recbrds so required. However, I believe the same conscientious tax-
payers when faced with an obviously impossible record-keeping task (or nfor-
mation-seeking task, In the case of executors) will simply throw up their hands
in complete frustration and lose respect for the taxing system lli general The
same will be true of their tax advisors who, I might add parentheticIlly, play no
small part in the success---so far--of our Internal revenue' tax colledtli
p ro cedures. 

I " ' ' ' " ;

Another major problem which the carryover basis rules have enge~ndeed' is
the disproportionate tax consequences which result froii selecting assets "to be
distributed to various beneficiaries pursuant to a power given by the decedent
In his will. Even if the wills of most decedents attempt to absolve executors
from any responsibility for such selection, it is inevitable that an entire new
body of law must be developed either by local statute or case law, or both,
defining the fiduciary duties of executors in this regard. This will place an

46 unwelcome burden on our already overburdened courts and state legislatures.
Furthermore, there would appear to be no precedent for the formulation of legal
principles In this area and, consequently, chaos and uncertainty will follow.

The foregoing problems will inevitably lead to substantial increases In the
cost of probating estates, especially estates of moderate size, by way of Increased
fees to lawyers, accountants, trust departments, etc.
. The new rules, In my opinion, will also lead to wholesale evasion of the tax

-applicable to the sale of assets acquired from a decedent. Perhaps billions of
Items of personal property, for example, will be sold and not reported (or not
correctly reported) on Income tax returns either because of Ignorance of these
requirements or because the required information concerning carryover basis is
simply not available. In this same connection, it is apparent to even a casual
observer that the burden of preserving information concerning the basis of
carryover property required to be reported to the Internal Revenue Service
under new I 6039A will not be met. It is already common knowledge that IRS
has not been able to coordinate the information shown on 1099's and W-2's with
Income tax returns filed within the preceding three-year period. I submit It is not
logical to assume that the Internal Revenue Service will do any better with

95-026--77-14
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carryover basis information which, in theory, it would need to retain in
perpetuity.

Although many other aspects of | 1023 are subject to critleism, this letter will
attempt only one final and personal observation. This has to do with the $10,000
"exclusion" for personal and household effects. For Insurance purposes, my wife
and I have had our dishes, silverware, jewelry and small collection of antique
glass and china appraised every five years or so. A recent appraisal of such items,
which does not include any furniture, clothing or other household effects, totaled
(to my amazement) approximately $23,000. Many of these items were acquired
by us as wedding gifts and some by way of gifts from our parents and other
relatives. There is a total of 409 items listed on this appraisal ranging in value
from $3 to a high of $550, with various acquisition dates (in the case of our pur-
chase) as long ago as 1949, and in the case of gifts, as long ago as some unknown,
indeterminable date. If, as is probably the case, the total acquisition cost of these
409 items Is less than $10,000, then my executor would, I suppose, be entitled
(perhaps required) to allocate that amount among these items plus all other
household effects and personal property and report such fact to the Internal
Revenue Service and to the beneficiaries of my estate. Certainly, there is no
possible way for us to attempt to make a record at this time of the date and cost
of acquisition of these items. Nor can I at this time attempt to make a record of
the substantial improvements made to our house since we acquired it in 1957 when -
It was already 50 years old and badly in need of substantial improvements. I
roughly estimate these to total at least $25,000 over this period of time, all of
which potential basis to my heirs will be wasted for lack of proof.

I strongly suggest that If eac-Congresman and each member of your staff
attempts to relate these rules to your own situation, it will soon be readily appar-
ent that they are completely unworkable and that they impose requirements
which are out just overly burdensome, but literally impossible to fulfill.

Very truly yours, JoHN H. RAIws.

NEIMAN, NEIMAN, STONE & SPELLMAN,
Des Molnes, Iowa, August 17, 1977.

Re Tax Reform Act of 1976.
TMICHAEL STERN,
Staff Director, Committee on Finance, Dirkeen Senate Office Building, Room 2227,

Washington, D.C.
D Ra M. Smx : Someone gave Congress poor advice at the time this bill was

passed. The publicity was that the bill would reduce death taxes. It seemed to
indicate It would simplify procedures but some "whiz" in the back room did some
marvels of drafting which effectively dfd away with the real Congressional intent
and increased taxes and probably was not intended by the original drafters of
the Act. They stuck in a "carryover basis rule" which is impossible to administer.
It will trap people merely from lack of knowledge because they can't understand
the effect of the Act and in many instances the Good Lord himself could not
furnish the information necessary to comply with the rule. The Act needs to be
drastically amended and in simple, understandable language, not all this highly
technical garbage.

A very knowledgeable lawyer friend of mine gave me a copy of the letter that he
wrote to the attorneys for the Iowa Farm Bureau to assist them in understanding
the law. It goes into details much better than can I. I realize that you and the
Senators and Congressmen who are getting a copy of this letter are busy and
have a lot of material to read. However, if someone could take the time to read
the lettv'r from my friend, Mr. Wilson, I think the problems would be brought
home.

FAncerely,
JoHN H. NEIMAN.

Enclosure.

RONALD MASON,
Buckingham, 2eituinger A Mason, We*t Des Moines, Iowa

DmE RoN: At your request I will try to explain some of the very basic prob-
lems of applying the 1976 Tax Act to actual practice. I will not enclose the

package which you already have but will try to explain the package in more
depth.
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First, the so-called fresh start application of the Act provides In essence that
those who own stock traded regularly on any market could adapt and use as a
fresh start the value of the stock as of December 31, 1978. This is comparatively
simple if you are an investor. It has some drawbacks but we could live with this.

However, most of our people are not investors in bond stock and market stocks
in Iowa and therefore the fresh start rule will be an administrative nightmare.
It is my understanding that the regulations require for the equivalent of fresh.
start on all other personal property and' real estate a carryover application for
each item of property to be transferred. The formula is quite complex and re-
solves itself in thumbnail sketch to approximately the following:

1. That you determine the days of ownership of the property from the time
you acquired it up to January 1, 1977, which we will call x. Then you determine
the number of days of ownership of such property from the time you acquired it
'up till the date of your death. That will be V. Then you determine the highest
,and best use of the property value as of the date of death. That will-be v. Then
you have a formula which reads:

-.v=F
Y

Then you must have one more equation. The Talue of the property to be taxed
in the estate, which we will call a, the adjusted gross value of the estate, which
we will call b, and the federal death tax which we will call c. Then you get a
formula which goes:

a

---- AVe then have to deal with the Iowa Inheritance tax adjustment which is
the value of the specific item, which we will call i, the value of the adjusted
gross Iowa tax estate, which we ill call j, and the Iowa inheritance tax, which
we will call k, and we have yet another formula which Is:

Now the next step is to total the three items, F, G and H. This gives you basis.
We must also take into consideration the initial cost of the property less the

depreciation taken, particularly in real estate and depreciable personal property,
which is another factor to be considered as the fresh start is aipplicable as I
understand it to profit but it is not applicable to loss.

In the event of real estate where there has been material additions, you must
consider each material improvement during the life of the real estate, that is, if
during the life of the' real estate, that is, if during the course of the time you
added a drying bin, a string of tile and a new building, each of these must be
figured from the day of their use and basis established and cumulated for each
specific piece of real estate and each piece of real estate making up the whole.
must be calculated by itself and if there is later record of residence on farm
rel estate, this must be added as well.

No farmer has records to support an accurate determination of carryover basis
based on a per day approach. If he did have, he would have no room for crop,
as the entire farm would be covered up with paper. It is not inconceivable that
raost any successful farm would have at least 20 material additions to the farm

which would mean 20 calculations of basis Just to determine the value of the
farm for basis purposes. In addition, most of the farms in our area have not
been bought In one piece but many have been added by 40, 80 or 160 acres and very,
seldom when these farms are put together in this fashion have records been
kept through the years which would allocate 40 rods of tile in one 40 acres, 35 rods
of tile In another 40, and 80 rods of tile In the third 40, all being In the same
string of tile.

Now suppose we take the machine shop on the farm which has generally 45
- 1o 50 items of personal property and basis must be figured for each item of con-

sequence in such machine shop, which means an additional number of basis
. returns to be constructed.

If the farmer was the owner of a cow herd, modest in size, raised on a farm or
ranch, composed of let us say. 250 cows which are not purebred and are not
recorded, then you have 250 additional basis items and who in the hell can
keep track of the birthday of each cow in an unregistered herd and Identify,
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that particular animal in a herd of black cows? This is totally silly. It would be
extremely fortunate if the farmer could identify the year of the birth of the
female, let alone the month and particularly it would be impossible to identify
the day. During the first couple or three years of this application, we have the
added burden of a sow herd of .200 or more head of sows and nobody that I
know who does not have a registered herd ever keeps track of the birthday of a
bunch of little pigs.

If the above seems to pose a problem, most depreciation schedules used on
the farm have a minimum of 35 active pieces of machinery being depreciated or
snore, some run to 100. Each of these require a separate basis calculation and
you have the machinery which has been depreciated completely out or to maxi-
maum salvage and Is still retained and would be passed in the perpetuation of
the daily farm.

The carryover basis features alone are so dramatic in application as required
by the law that I do not know short of a computerized operation, which in itself
would take a great deal of imagination If the same are to be calculated item
by item. Failure to calculate Item by item on any estate exceeding $60,000 has
a substantial effect on the executor or administrator in that each Item omitted
subjects the executor or administrator to a $100 fine by the Internal Revenue
Service when not returned to the Internal Revenue Service and up to $5,000 per
estate, and each basis item not be returned to a distributee subjects the
fiduciary to a fine of $150 per item up to $2,500 an estate. The means that mama
must keep track of all of the items of papa's estate and make such returns or
mama, being the personal representative in most instances, is liable to $7,500
worth of fines called penalties so that they will be deductible In no place.

Now suppose after all of these bases have been determined, the auditor for
the estate elects to challenge the value used In the estate and alters the value
of one item in the estate so as to change the tax liability for the State of Iowa,
the federal government or the adjusted gross value of the estate even though
you are not considering the particular item for which basis has been calculated,
then the basis of that item changes and each item determined changes and the
whole procedure starts over gain. Does this give you some idea of the prob-
lems of carryover basis on personal property in every small business, in every
farm, in every blacksmith shop, in every small town garage, in almost every
law office, and in all businesses of whatever nature which are not incorporated?

The problem submitted herewith as a hypothetical example does not contain
the confusion attendant to the above carryover basis in all of its grandeur but
is limited for simplicity of understanding and deals with a cash basis farmer
who is a tenant, owns no real estate and has crop harvested after January 1,
1977. The only carryover basis applying there Is the lasis attributable to the
proportionate share of federal estate tax and Iowa Inheritance tax as it relates
to the estate as a whole. It is interesting to note that in the hypothetical example
If the deceased farmer had left 10,000 bushels of beans in kind to either the
State of Iowa or the federal government, he would have saved approximately
$124,000 wo th of total liability, or if he had abandoned the property as un-
productive fT the same amount of 10,000 bushels, he would have reduced the
value of his estate but would have likewise reduced the value of the taxation
in greater amount. If the farmer had been so farsighted as to have sold all of
his crop before he died and paid the taxes on it, he would have reduced his
estate and taxes by not only $233,712 but the federal estate and the Iowa In-
heritance tax on that amount of money. This situation borders on the ridiculous,
and In the colloquialism of the farm, is no longer a can of worms but a barrel
of snakes.

The relief from the farmer to his wife In the amount specified under the Act
was minimal. The liability Imposed on a farmer to any other person than his
wife is more than maximal. Someone has forgotten that marital deduction only
applies to one-half of the estates where there is a federal tax, that is one spouse
must survive and In the ordinary case that spouse has no marital deduction
when It Is passed on to his son or daughter.

The example totalling 124% of taxes is about as misleading as a politician's
promise In that figured to a fine point on yet another formula this would be
reduced by 37% of 8% because Iowa allows the federal estate tax as a'deduc-
tion against Iowa inheritance tax In full. That still gives us a substantial
amount above 100% of the last $200,000 In the estate.

If the foregoing was not confusing enough, the limitations on the new special
use valuation of real property after January 1. 177 are somewhat confiusing in
their own right. Let us examine these according to the five requirements:
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. There must be material participation 5 of the last 8 years.
a. Material participation is a social security definition and does not pur-

port to be a farm definition as applied in all other areas of the revenue code.
2. Material participation ordinarily discriminates tremendously against

women.
3. The code provides for vicarious material participation within the family line.
4. Material participation was basically designed to anticipate in an operating

situation by a rental situation where the landlord either participated or did not
participate. Participation of this kind is based on days of contribution ani not
money.Certain of our operating clients over 65 years of age qualify for receiving social
security by working four months per year-two months in planting and two
months in harvest-and do not work at all for eight months of the year. This
produces additional problems.

5. Social security definitions apply to calendar years and farm participation is
generally based on fiscal crop years, that is, March 1 to March 1.

To have an agency of the government whose prime purpose was the dispensing
of largesse through social security become the defining agent for the collection of
taxes for the revenue department seems to pose-many, many problems.

it appears that everybody has forgotten in the Internal Revenue Service that a
farmer is defined as a person who received 66% of his gross income from the sale
of farm products or produce.

I guess the conclusion of the matter is that there will be much cheating in
material participation.

It seems proper that the new special use valuation could not reduce the dece-
dent's gross estate more than $500,000. This seems to be an approp~late limitation.

There is, however, a large problem associate with number 3 ii that the assets
must amount to at least 50% of the decedent's adjusted gross estate as valued on
the decedent's highest and best use (both real and personal). Did It ever occur
to anyone who authored this monstrosity that a farmer sold 1,000 head of cattle
and received the money therefor, let us say one-half million dollars, two days
before his death has eliminated himself from a qualified decedent, whereas if he
would have kept the cattle till two days after his death and had one-half million
dollars more in business assets he would have perfectly qualified?

The same goes for corn, beans or any other product including hogs. This pro-
duces a doubler In the swing of definition of business assets because money as I
understand it is not considered as a business asset in a sole proprietorship even
though the intent Is to invest it In new product to product additional funds. This
seen sto be exceedingly unfair and almost totally unplanable.

I would say that that part which provides that the real estate less mortgage
debt must amount to 25% of value at highest and best use is easily determinable
and that the property must have been used for 5 of the last 8 years would seem
reasonable to keep out the grocery clerks and the bankers. However, the de-
tails of cash rent of similar property in a similar neighborhood poses many, many
problems. This factor alone Is not available to the United States government at
this time. It is totally not available to the University at Ames at this tine. It
is only available to the large practitioner in a small town who can avail himself
of this clientele list, and whether the government knows it or not, cash rent is
not ordinarily discusse&,by the neighbors and is regarded, as privileged informa-
tion because one neighbor if he has an advantageous cash rent does not wish to
start a bidding contest by adverstising his situation The only fellow who adver-
tises is the fellow paying so high a cash rent that he is proud of the fact in his
community.

The five steps determination of capitalized value over the last five years is an
academic nicety and an administrative nightmare. No two persons can possibly
agree on such a capitaization and In my own opinion the printing bill for this
part of the Act should better have been saved.

Material participation is further complicated by the fact that it is not allowed
by agency, that is to say that a farm manager 'perating a farm for the benefit
of his principal cannot produce as such agent a material participation for the
principal. However, the committee reports indicate that special use valuation Is
to be permitted by closely held family farm corporations. This produces a dichot-
omy inasmuch as a corporation may not act except through agency either in the
formof employment or management, and material participation by a corporation
must of necessity fall within a definition under social security rules which does
not now exist.
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Administratively it becomes almost Impossible to create an equal division of
property between or among the off-farm heirs and the on-farm heirs inasmuch as
the liabilities for the payment of said estate taxes follow the farm. If the on-farm
heir or heirs elects the special use valuation along with everybody else, the lien
follows the laud and therefore except in cases of the on-farm heir dying be
stands a chance through Ill health or other matters to provide for a recapture
of that estate tax not paid due to the use of special valuation and thus he is
penalized by a private payment of federal estate taxes which are an obligation of
an estate. Thus the off-farm heirs will have the taxes paid for by the whole of the
estate before its distribution and the on-farm heir will be tax-disadvantaged. As
far as I know estate taxes are deductible in entirety from inheritance tax but no
provision has been made which would carry the recapture into a deduction for
inheritance taxes paid which inheritance taxes will be paid on the basis of highest
and best use and this will serve as an additional penalty to the on-farm heir.

This situation except in cases of death, will exist for a period of 15 years. In
the early days of this country the bond servant generally only had to serve 5 years
for his transportation from the old country to here and was in fact an indentured
slave for such time. It appears that we have now again adopted the theory of In-
detured serfdom except in our concern for human rights we have extended it for a
period of 15 years and encouraged death as the only way to terminate the lien.

For more than 5 years last post it has been the object of all persons con.
cerned in probate to speed up the probate procedures and to finalize estates and
cause the distribution within a modest length of time, assuring to each person
his fair, equitable and just rights for claims and elections. The elections available
under this 76 Act are so complex and so mind-boggllng and require so many
calculations that there is no way possible to speed up the distribution of the
estate. In fact there are many. too many elections, each in itself bearing many
hidden traps. To this end the time in which an estate may be settled has in most
jurisdictions been shortened. The time for the payment of federal estate tax has
in most instances been shortened. The time for paying estate and inheritance tax
in the state of Iowa has been shortened all to the damage of the decedent's estate
but under the guise that such shortening would benefit the distributee. Now under
the 76 Act, the shortness of time for payment of tax is still with us at both the
federal and state level (except when special provisions of hardship are available)
but the estate process has been prolonged and therefore either those people who
had made the representations that early payment would assist in early settlement
have forgotten their original intent or, on the other hand they never intended to
keep their promise anyway.

The State of Iowa through its legislative body. falls into the same trap as the
federal legislators in that they did not read the provisions of the 76 Tax Act
but followed the habits of years and adopted the federal positlom upon the advice
of some well-intentioned but unknowing person who probably did not read the
Act either. As a result, the-basis provisions of the 76 Tax Act were in my opinion
adopted when the Iowa Legislature through Senate File 32, which at Section 1
of said Act amended Section 422.4(17) of the 1977 Code. by changing January
1. 1976 to January 1, 1977, thus eliminating basis except as designed by the fed.
eral act, and in the hypothetical situation increasing the tax $36,966 and in all
estates on a cash basis by a pro rata amount reflected by the income tax liability.

In summary, it matters little whether the government calls a tax a death tax
or an income tax if the combination is a result of the taxes which will become
due arising out of the decease of a farm operator. These euphemisms indulged
in by the authors of the 70 Act fall within the area of a nonpermitted use by a
taxpayer and one of the principal weapons of the IRS is that substance over
form prevails. Whether you call it by one name or another, it seems entirely
without substance to collect taxes exceeding more than 100 percent on any given
amotmt of dollars in any estate. The euphoria of the reduction of farm land
value is under the 1976 Tax Act totally out of proportion to the penalties
which more than half of the farm family decedents will be forced to bear. The
problems attendant the Act are basically:

1. Carryover basis as propounded under the Act is administratively most dif-
ficult and will lead to many, many problems including the assessment of penal-
ties In gross amount to the unwary. This must hare immediate attention.

2. The discrimination against female heirs inherent in the 76 Tax Act of ma-
terial participation must be eliminated.

3. Material participation is an improper method of defining the special use
valuation and there must be some other definition which would be more inclusive
than the use of "material participation" as a defining factor.
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4. The multiplicity of options is as before stated, so mind-boggling and time
consuming as to destroy the effectiveness of all but a.limited few estates and will
essentially cost in many instances more than the value received to the family
farm distributees. These options therefore should be limited In some degree.

5. The lack of credit for payment of taxes between taxing bodies is an express-
sion of tax collectors' greed that defies the imagination and must be remedied.

6. At the Iowa level, I think there should be a recognition of the marital deduc-
tion philosophy and a recognition of the special use value for inheritance tax
purposes or the basis for inherited property upon which taxes are assessed should
be divorced from the Federal Tax Act of 1976.

The foregoing while it seems voluminous is but a thumbnail sketch of the
problems arising out of the 76 Tax -Act and its failure to coordinate with ad-
ministration, equity and the claims of other tax bodies, and falls far short of
exemplifying all of the problems attending the administration of estates and
payment of taxes under the 76 Act.

Nothing is so bad that you can't find something of worth about it. Therefore, it
is well to note that the 76 Act had as as a basis for its passage some small item
of benefit, that is the recognition of the need to give relief in estate and inheri-
tance taxes to the taxpayers of the United States arising out of the total dis-
tortion of value brought about by inflation. However, the benefits were so cir-
cumscribed, so limited in application and affected only a favored few that the
question remains, were they worthwhile? It appears that the only remedy of con-
sequence that will affect materially a representative group of people was the
expansion of the marital deduction for estates under $500,000. Marital deduc-
tion as before stated affects only 50 percent of estates for man and wife and the
damage visited upon the survivor far exceeds the benefits obtained in most
instances.

A problem was remedied which was not serious, that is the passing of property
from spouse to spouse. The problem that remained unanswered and was com-
pounded and Is serious is the passing of property from parent to child.

The generation skipping provisions are probably desirable to keep from
tying up large amounts of money and while the orphan's benefits sound exceed-
Ingly beneficial to the orphan, affect so few and are so miniscule as to warrant
little attention in the overall and do not affect materially estates and those
wherein there was an effect, the end result was exceedingly small.

The expansion of the deduction to an equivalence of $120,000 and thereafter
to approximately $180,000 was a step in the right direction but in itself is a
small misrepresentation. The only time the equivalency is as represented is
when the estate is not larger than the equivalence. When the estate is sub-
stantially greater, then the equivalency to dollar value assigned to equivalency
is applied at the top instead of the equivalency being applied at the bottom and
results in a share of equivalency proportionate to the rate of tax applied.

Remedies:
1. Doing away with carryover basis and establishing a confirmed basis that

is at least discernible.
2. Allow a credit against estate taxes for income taxes which are required

to be paid on accumulations of the decedent somewhat in the manner of the
credits allowed on income in respect to a decedent.

3. Redefine participation to the degree that it does not discriminate against
cash basis taxpayers and members of the female sex as a practical matter.

4. Provide that the lien rights of the United States shall be terminated for
reasons other than death upon hearing had and hardships of illness or economic
failure, or limit the indentured period of bondage to less than 15 years.

5. Provide for a coordination of taxes so that the total taxes charged by all
taxing bodies cannot exceed the principal value of the estate.

To do this requires an understanding of the administrative problems, the
coordinated problems of taxes and above all, a concern for the taxpaying family
In farms and small business.

My own chief concern is that the difficulties imposed by the 1976 Tax Act
are so incredible and. so burdensome in nature and so avaricious in their appli-
cation that the voluntary payment of taxes and self assessment which has been
that one thing which enabled inheritance, estate, succession and income taxes
to be paid will collapse totally and people will do as they have in foreign
countries-CHEAT.

Very truly yours, AlLEY 3/. WiLsoN.



198

104TH ANNUAL MEETING, THE IOWA STATE BAR ASSOCIATION, JUNE 1677,
PROBATE WoRKsHOP ADDENDUM

Believe it or not-(not by Ripley, but by Congress)

Jim Jones, age 55, died December 1, 1977-a widower, a tenant farmer leaving
all his property to his son, Bob Jones, age 30. Jim was on a cash basis, he farmed
1,200 acres,, his son worked as his hired hand.

His inventory was as follows:

1. Machinery and cash on hand net of expenses of last illness and burial
and cost of administration ------------------------------- $120, 000

2. 100,000 bushels of corn at $2.25 per bushel ---------------------- 225,000
3. 20,000 bushels of beans at $10 per bushel ----------------------- 200,000

Taxable estate ----------------------------------------- 545, 000

Federal estate tax:
500,000 at ------------------------------------------ 155,800
45,000 at 37 percent ----------------------------------- 16,650

Gross tax (reformed) ------------------------------------ 172,450

Less State credit:
440,000 at ------------------------------------------- 10, OO
45,000 at 4 percent ------------------------------------- , 800

Total ------------------------------------------------- 11,800
Less uniform credit -------------------------------------- 30, 000

Net estate tax (reformed) --------------------------------- 130,650

Iowa inheritance tax gross ----------------------------------- 545,000
Less Federal estate tax ------- --------------------------- 130, 650
Less exemption ------------------------------------------ 30,000

Taxable ---------- ------------------------------------- 384,3150

Tax:
15,000 at ------------------------------------------- 7,825
2 4,350 at 8 percent ----------------------------------- 18, 748

Total inheritance tax ----------------------------------- +26,573

Total death taxes ------------------------------ 157, 223

Income tax (simplified) :
Corn and beans sold at inventory value ----------------------- 425,000
Basis Federal 425,000X157,223 ----------------------------- 122,605

545,000
Adjustment gross grain Federal ------------------- 302, 395

Federal including tax:
100,000 at ----------------------- 55,490
201,795 at 70 percent ----------------------- 141,256

Total Federal Income tax . --------------------- 196, 746
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Iowa income tax:
Basis same as Federal - - - -- - - - 122, 605

Net gain Iowa:
75,000 at --------------------------------------------- 7,420
227,895 at 13 percent ------------------------- 29,561

Total Iowa Income tax ------------------------------------ 3,966

Total Income tax ----------------------------------------- .. 233, 712

Total taxes in estate (G-'vernment share) --------------------- 390, 935

Son's total share ---------------- ---------------- 154, 065

Total percentage of tax on last 45,000 Inherited, 124 percent.
If the gross estate had been $200,000 less, the son's total share would have been

$137,951 or approximately $16,114 less. In other words, of the last $200,000 in-
herited, the Government share is approximately $184,000. When is it wiser not
to Inherit?

Comparison of Pre-January 1, 1977 Tax Act As It Would Apply to the Example
Set Out in Believe It Or Not (Not by Ripley But By Congress) Example

Under the pre-January 1, 1977 tax law, the gross Federal Estate Tax would
be $140,900.

The State Inheritance Tax Credit would be $11,800.
The net Federal Estate Tax would be $129,100 or $1,550 less than the post-

January 1, 1977 tax consequence.
The Iowa Inheritance Tax would be $26,697 or $124 more under the pre-1977

tax because the Federal deduction would not have been so great.
There would be no federal income tax on the sale of inventory. There would

be no Iowa income tax on the sale of inventory.
The total taxes then occuring pre-1977 for death tax and income tax would be

$155,797 or $235,138 less of total taxes pre-1977, farm family estate.
The Relief Act designed and reported to relieve the family farm operation of

taxes in the foregoing hypothetical instance really provided that the farming
family estate would be relieved of $235,138 additional dollars which was not the
advertised effect of the Act and hopefully was not the Congressional intent.

SEATTLE-FIRST NATIONAL BANK,
August 12, 1977.

MIcHAEL STER,

Staff Director, Committee on Finance, Room 2227 Dirksen Office Building,
Washington, D.C.

DFAR SiB: We note that the Senate Finance Committee is investigating the
serious problems created by the 1976 Tax Reform Act in the area of estate admin-
istration. Please add this letter to other written testimony you have received
from those who find these problems a matter of great concern.

Wl'e are now beginning to struggle with our first carryover basis computations,
and we find that the time-consuming, overly complicated, cumbersome, and
ultimately very expensive aspects of this law have not been overstated. At a
time when real simplification of our tax laws is being called for more earnestly
than ever before, it is impossible to see how this unwieldy law can be justified.
It should not be repaired or patched up; it should be repealed.

For Congress to presume that the personal representatives of all or even a
majority of American decedents will be able to obtain accurate records of a lfe-
time of investment and financial activity is foolish and naive. Whether good
records are present or absent, the task of making multiple adjustments to each
lot of each asset is appalling, and it is all the more wearisome because one knows
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that the adjustments are tentative and may have to be redone In their entirety
time and time again.

This brings me to the crux of our objection to the carryover basfs rules. It is
income tax legislation which in most cases cannot be complied with accurately
within one, two, or even three taxable years. It requires complicated computations
which even when laboriously done once or twice cannot be considered final. It
establishes a necessity for repeatedly amending income tax returns, amending
notices to beneficiaries and IRS, filing protective claims, and Increasing the
volume of paperwork which the IRS must process and audit at the taxpayers'
expense. I feel that any tax legislation that forces taxpayer and tax collector to
cope with a steady stream of tentative filings requiring later amendment Is
Inherently unsound.

Congress should take note, I think, that the yoke of this legislation will fall
not just on professional people who are accustomed to dealing with complicated
laws and intricate mathematics but--one way or the other--on the entire Ameri-
can public. Why should a reasonably bright surviving spouse have little choice
but to hire an expensive technician for a period of several years after a death in
order just to get income tax returns done, including amendments and amend-
ments of amendments? Why should a reasonably bright attorney have to do so
because, although knowing the law, he is afraid of getting lost in the math? How
about a reasonably bright congressman?

.It may be supposed that those of us who work for corporate fiduciaries will
somehow be able to assimilate all of this and comply with expected accuraby,
but I'm not even so sure about that. As manager of a trust division tax depart-
ment, I cannot see that the law's complexities cin be managed by lower-level
clerical staff, and I doubt that the employees capable of the work required are
going to be interested in doing It for very long because of Its frustrating, plodding,
perpetually tentative nature.

If you have received no deafening outcry from the general publc, I am sure
it Is because most people are not aware of the complexities underlying the
generalities they read in the newspapers and have no idea how much it is going
to cost them to find out. They will probably not believe that this is really the law.
I know it Is, and I can scarcely believe It myself.

I urge that the carryover basis legislation be repealed.
Yours truly,

EDWARD W. KENNEDY.
Assistant Vice President and

Manager, Trust Tax.

WILMIAM K. CARR,
Charles City, Iowa, August 18, 1977.

MICHAxL STERN.
Staff Director, (omtnmitteeon Finance, Dirkscn Senate Office Building, Room 227,

Washington, D.C.
DEAs Mr. STERN: I have received word that the Committee on Finance will be

receiving testimony to date of September 9 with respect to problems growing
out of the Tax Reform Act of 1976.

The problems connected with toe administration of the "carry over basis rule"
necessary to Implement the Tax Reform Act completely overwhelmed me.

I have already written a letter to my Congressman, Chuck Grassley, which
,expresses most of my criticism and complaints. I am therefore enclosing five
copies of that letter.

I would like especially to direct the attention of the Committee to a very
important aspect of the Act. In order to make the carry over basis rule work.
the facts necessary to the eventual computation of long term capital gains must
be preserved in the memory of computers. In order to make certain the Informa-
tion Is supplied to the government. Congress has chosen to assess penalties upon
the taxpayers and their representatives for almost every non-compliance and with
little possibility for mercy. Such compulsion would, in my opinion, destroy the
voluntary assessment concept of the original income tax law. I would not be
surprised to see the resulting resentment lead taxpayers to follow the practice
so common In a number of foreign countries. I am referring to those countries
where evasion Is the rule and compliance the exception. We have always taken
pride In our democratic form of government and I would like to see every effort
made in Congress for the perpetuation of every possible freedom.

You will also note that I proposed to Congressman Grassley that similar
penalties be imposed upon the representatives of government who fall to use
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the date supplied by the taxpayers if penalties are going to be imposed upon
the taxpayers for failure to furnish the data required. This way be a new Idea
and may be somewhat shocking to those In government. I feel, however, that
their obligations to support the law may be even higher than those of the taxpayer
as a citizen, "Watergate" perhaps has pointed up the responsibility and obliga-
tions of those in government which the citizens generally expect to be performed
with diligence and fidelity.

Respectfully yours,
W. K. CAPA

Enclosure. W=LiAm K. CARR,

Charles City, Iowa, August 16, 1977.
Re Tax Reform Act of 1976.
Hon. CHUCK GRASSLEY,
1227 Longworth HOB,
Washington, D.C.

DEAR CoNGREssM AN: Although I am now in my 80th year and have completed
more than 54 years in the active practice of law, I have never before written a
letter to any member of Congress criticizing legislation already enacted. This
letter is a first.

The "Tax Reform Act of 1976" creates almost as many problems as it solve,.
There are many good features in the Act and I take no great exception to
the philosophy behind the enactment. There are, however, some features I do
have some strong feelings about. In this letter I will concentrate upon but
one, the one probably the most important to my clients.

The "carry over basis" rules create so many complications and generate so
much confusion and so many uncertainties that I am overwhelmed by the possi-
bilities. The impact of the "rule" even after the transition period will present
many administrative problems for the government as well as for the tax payers
and their representatives.

The determination of the "basis" to be carried over can involve several
generations. Had my grandfather when he died in 1917 left his home farm to
my mother (which he did not) and had she in turn left it to me in 1952 when
she died, I would now be facing the problem of establishing the basis at which
niy son would take the farm if I left it to him at my death, assuming, of course,
that the "carry over basis rules" were in force in 1917 and the application of
the "fresh start" rules were then no longer applicable.

I do have some hearsay information. I have, however, no substantial evidence
to establish the cost of acquisition or the cost of subsequent improvements and no
records to establish the amount of the depreciation taken or which could have
been taken.

One hundred years is a long time to preserve evidence even when forewarned
of the necessity for doing so as the Act now does. As a matter of fact, even with
good records, I envision great confusion when a member of the third or fourth
generation undertakes to compute the correct "carry over basis" from a deceased
ancestor-owner. There are so many "slips between the cup and the lip." The integ-
rity of the records and the proofs could even be challenged. Who would be alive
and present to set the record straight?

I know there are those who say "I underestimate the capacity of the computer".
There has been for some years computer memory records of information based on
returns required to be filed by the taxpayers. If the computer Is infallible, why
hasn't the government made better use of the data stored?

So far, it is #iy judgment that the benefit of the data stored by the tax collection
agencies hardly justifies the considerable cost and expense imposed upon business
and industry in supplying the data required.

The problems implicit in connection with the filing of information returns in
connection with the taxation of ordinary income are few compared with the prob-
lems generated by the "carry over bnsis rules". The Act magnifies the word "long"
when It comes to the computation of long term capital gains. The "term" involved
can cover many years and involve several generations of owners. With ordinary
income taxation, all parties involved are dealing with current figures which, for
the most part, are readily ascertainable.

I am aware that many technical amendments have been prepared to eliminate
some of my objections to the administration of the Act. I commend the Congress
for its efforts. I hope that it will continue its dedication to the task.

/
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In its inception, the income tax was conceived as one of voluntary assessment
by the taxpayer. For the most part, the taxpayers have responded to this concept.

The Act requires the imposition of substantial penalties. They are more In the
nature of punishment. The necessity for data required to implement the "carry
over basis rules" is so great that compliance must be strictly enforced. The com.
puter cannot produce the data required to compute such long term capital gains
unless the facts are fed into the computer at the proper time. Compliance is so
necessary that strong measures must replace the voluntary assessment concept.
The taxpayer and his representative therefore become somewhat of a slave to the
computer. It is contemplated that the penalties will be assessed without exception
and with little mercy for the taxpayers and their representatives.

As a matter of fact, it is reported that the penalties assessed are expected to
over the cost of the administration of the "carry over basis rules" and yield a net
revenue of more than $20,000,000.00. Apparently the enforcement may become a
matter of revenue.

The taxpayers and their representatives have been so frustrated by the compli-
cations of the law that resentment will surely develop If penalties are assessed
as apparently contemplated. The voluntary aspect of the assessment will dis-
appear. Resentment may follow frustration if "strong arm" measures are em-
ployed to collect penalties for non-compliance. Elimination of the voluntary
aspect of the assessment followed by substitution of dictatorial enforcement may
lead to frustration and evasion. If evasion becomes the rule, enforcement will
become a game of "catch as catch can".

If penalties are to be assessed against taxpayers and their representatives for
failures and delinquencies, -then it would be only fair that similar penalties be
assessed against the representatives of the government who fail to use the data
required of the taxpayers and their representatives. So far as the "carry over
basis rules" are concerned, the use of the data furnished is just as necessary and
Important as is the furnishing of the data required by the Act.

I suspect the outcries of those affected by this new concept with respect to
enforcement would soon be heard in the Halls of Congress. It may be somewhat
novel. It has always been said, however, that what is "sauce for the gander is
sauce for the goose."

The representatives of government are paid for their services. They have as
much responsibility for the performance of their services well and in accordance
with the law as have the taxpayers and their representatives. Why shouldn't they
suffer the same or similar penalties for derelictions in performance! !

The "new basis" rules have worked reasonably well for many years. As already
stated, I favor the restoration of the "new basis" concept for taxation of capital
gains on the disposition of property acquired from a decedent. The cost of imple-
menting and enforcing the "carry over basis" rule is hardly worth the gain in
revenue realized after credit for the estate taxes paid thereon. If it is and
Congress deems it necessary to preserve the "carry over bass" concept, then I
implore the Congress to find a simpler way of realizing the revenue needed.

Respectfully,
W. K. CARR.

PAYOR, RILEY, JONES & ASPELMEIER,
Burlington, Iowa, August 18, 1977.

Re meeting of the Subcommittee on Taxation and Debt Management of the U.S.
Senate Finance Committee, July 25, 1977, written testimony regarding the
anticipated effects of certain provisions of the Tax Reform Act of 1976 relat-
ing to the "carry-over-basis rule."

M ICHTAEL STERN,
tfaff Director, Committee on Finance, Dirksen Senate Office Building, Room Sf27,

Waehington, D.C.
DEAR M1. STERN: One of the many changes effectuated by the Tax Reform Act

of 1976 was an amendment to Section 1014 of the Internal Revenue Code, of 1954.
As you know, this section previously provided that property acquired from a
decedent would have as its basis, or "cost," in the hands of the taxpayer, the fair
market value on the date of death of the decedent. Section 1014 as now amended
constliutes one of the most monstrous complexities ever included In the Internal
Revenue Code. In adopting a modified carry-over-basts rule providing that most
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property will receive a prorata step up in basis based upon the portion of the
total holding period which was prior to January 1, 1977, and the difference
between the basis of such property and its fair market value on the date of death,
Congress has made a grievous error.

One of the justifications for this change has been the thought that many tax-
payers were escaping the taxation of capital gains by holding the property until
death. The heirs would, of course, receive a basis equal to the fair market value
at the date of death, and when such property was sold there would be little gain
or loss. In theory, then, it sounds as if a loophole exists. I would like to point out
that from a standpoint of the theory of taxation, the capital gains tax was never
avoided. What happened was that the estate tax was a substitute for the capital
gains tax. Experience has shown the old rule to be a sound one, based on con-
venient, practical administration by the Internal Revenue Service, a minimiza-
tion of inconvenience to taxpayers, fairness and equity.

The new provision is sorely lacking in these attributes. To make the computa-
tions necessary to arrive at the basis in the hands of the heirs, it is necessary to
have the original cost and date of acquisition of the property, as well as a con-
siderable amount of other information. As a practical matter, original cost and
date of acquisition will be available quite rarely unless the property was a trade
or business asset subject to depreciation and was not fully depreciated at the
date of death, or if the purchase was recent enough that bank records and cheek
statements are available.

With regard to the situation of trade and business asets, I would state to the
Committee that it has been the practice, and continues to be the practice, of many
small businessmen and farmers to eliminate an item fr.w their depreciation
schedule when it has been fully written off. Thus, many farmers and small busi-
nessmen have a great deal of equipment, but, because of the fact that it has no
book value and does not give rise to any depreciation deductiofs,-the- informa-
tion as to original cost and date of acquisition has been discarded. In addition, few
people have retained their tax returns more than five years, since it has not been
thought necessary under most circumstances.

Some information can also be gleaned from bank records. However, in many
instances this will not be sufficient since most people discard canceled checks
after a few years. Even if available, canceled checks will not be enough because in
may instances the dependent's basis may have many adjustments so that the true
basis differs from the cash which actually changed hands. For example, a dece-
dent who has continually traded automobiles will have included as a portion of his
basis in the new vehicle a substantial amount of the basis in the old one, the basis
of which will be in part determined by the basis of its predecessor, and so on.
Thus, we may need to determine what grandpa paid for his Model T Ford so that
we may know what the basis of his 1975 Chevrolet is.

A simple change of record keeping in the future will not suffice to relieve the
absolute dearth of this sort of information presently existing. It is quite likely
that no records at all will be available for nine out of ten items included in a
decedent's estate. In most estates, this figure will be even higher, particularly,-
when the decedent did not engage in a trade or business. It is quite easy to see
that with each succeeding generation the problems of generating such informa-
tion become increasingly difficult, if not impossible. The Tax Reform Act of 1976
will not only require computations which in many cases will be physically im-
possible, but also contains severe criminal penalties for failure to produce this
information.

The net result of the Act in most cases will be that the information required,
if, in fact, it is available at all, will be generated at an extreme cost. The
majority of this cost will be in increased attorneys' and accountants'. fees. This
will affect not only the taxpayer but also the Internal Revenue Service. I be-
lieve that the ultimate cost of this provision to the government and to the tax-
payer will be incalculably vast.Whatever the aims of taxation are, be they the generation of revenue, equaliza-
tion of wealth, or the proscription of certain activities, it must be kept in mind
that our system of texaton as it presently exists is basically a voluntary com-
pliance system. Even the United States government, as large as it is, cannot mar-
shal the forces necessary to audit every single taxpayer on a continual basis.
There must of necessity be a point beyond which compliance with the Internal
Revenue Code becomes so difficult that it is ignored, not by reason of the heavi-
ness of the financial burden of the taxes, but through impossibility of compli-
ance with the intricacies of a law which is too complex for the best tax specialists
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in the country to fully comprehend, and which calls for the production of in-
formation which will often be impossible to obtain. I hope that Congress wilt re-
peal this section of the Tax Reform Act of 1970, and retroactively reinstate the
previous rule In effect until December 31, 1970.

Very truly yours,
GrsoRoE H. FPAMPTON.

KAYE, SOHOLER, FIERMAN, HAYS & HANDLER,
New York, N.Y., August 15, 1977.

Mr.. MICHAEL STEBX ,

Staff Director, Committee on Finance, Room 2227, D!rl,'en Senate Office Building,
Washington, D.C.

DEAs M. StEB: I am writing in connection with the investigatory hearings
of the Subcommittee on Taxation and Debt Management on estate and gift tax
problems created by 4he Tax Reform Act of 1)76. For the reasons set forth in
the enclosed copies of our prior submissions to the Treasury Department, there
is an urgent need for clarification of the grandfather clause (section-2006(c) (2)
(B) of the Act) which excepts certain transfers from the t-x on generation-
skipping transfers. To qualify for this exception, a transfer must be made pur-
suant to a will which was in existence on April 30, 1976 and was not amended
after that date to create or increase generation-skipping transfers.

Clarification of section 2006(c) (2) (B) Is required with rgard to the allow-
able mechanisms for adopting amendments the substance of which are permitted
under the grandfather clause. It is apparent that use of a codicil is a permissible
mechanism. However, it is less clear that it Is perminI&ble to use the mechanism
of executing an entire will with the exact same terms as the pre-May, 1976 will
except for the desired modification ("Amendment by Execution of an Entire-
Will"). As set forth in the enclosures with this letter, Amendment by Execution
of an Entire Will is a much preferable mechanism because It avoids (1) embar-
rassing public disclosure and (2) unnecessary expense and delay in probate.
Accordingly, we have repeatedly urged the Treasury Department to interpret
section 2000(c) (2) (B) to allow use of the mechanism of Amendment by Execu-
tion of an Entire Will. However, to date, the Treasury Department has failed to
confirm (nor has it contradicted) this interpretation of the Act. Accordingly.
testators have been faced with -the dilemma of having either to amend their wills
Ir an undesirable manner or to risk relinquishing an exception Congress granted
to pre-May, 1976 wills. Therefore, we respectfully request that Congress provide
clarification that under section 2006(c) (B) it is permissible for testators to
adopt an amendment (which does not create or increase generation-skipping
transfers) to a will In existence on April 30, 1976 by neans of an Amendment
by Execution of an Entire Will.

FREDERIcK G7.LBFRo.
Enclosure.

KAYE, SCHOLEI FIERUAN. HAYS & HANDLER,
New York, N.Y., November 18, 1976.

PATRICIA METZEi7

Room 8064, Main Treasury Building,
Washington, D.C. 20220

DrAR Ms. MErzER: As promised in our telephone conversation yesterday, I am
enclosing herewith a copy of my November 16 letter to the Commissioner regard-
Ing the need for clarification of the grandfather clause provided ik the Tax
Reform Act of 1976 with respect to generation-skipping transfers.

The enclosed letter is self-explanatory. However. I want to emphasize, as I
did yesterday, that this issue is urgent. I have discussed this problem with many
New York estate lawyers, and we are all deeply concerned about the apparent
necessity to forego what we consider to be careful and intelligent practice of law
in order to protect against the possibility that the grandfather clause will be In-
terpreted (even though such interpretation is not compelled by Its language) as
requiring the use of codicils.

This dilemma was posed for mo again Just yesterday when a client who has a
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Pre-May 1970 will *ith generation-skipping trust provisions, requested that .:
change an .unrelated provision bequeathing property to his sonu-law if he l
married to the testator's daughter at the time of testator's death, to one making
the bequest, Independent of the marriage condition. In this case making the change
by codicil would frustrate the testator's intent. In lieu of a gracious bequest, there
would be a trail left by the old will and codicil showing the testator's vacillation
and previous lack of complete confidence in his son-in-law. I frankly am at a
lose as to what to do.

I think you will agree that Interpretation of the law as I suggest In the en
closed letter does not pose substantial administrative problems. This interpreta-
tld would merely put the burden upon the taxpayer to produce the preceding
version or versions of the will going back to one in existence before May, 1976T
A taxpayer who would produce a fraudulent will or a perjurious affidavit to com.
ply with such a requirement could Just as readily produce a fraudulent will dated
prior to May, 1976 to comply with the statute, whatever the Interpretation of the
grandfather clause.

I would appreciate bearing from you at your early convenience.
Thank you again.

Sincerely,
FREDERICK G BZRO.

Enclosure.
KAYE, SOHOLER, FIERMAN, HAYS & HANDLrR,

New York, N.Y., November 16, 1976.1
COMMISSION OF INTERNAL REVENUE-
Waahington, D.C.
(Attention: PR:L).

DE.& Sm: I am writing to request clarification of the transitional rule of sec-
tion 2006(c) (2) (B) of the Tax Reform Act of 1976 (the "Act"), which sets
forth an exception to the effective date of the tax imposed by the Act on genera-
tion-skipping transfers.

In general, the tax is effective with regard to any generation-skipping transfer
made after April 30, 1976. However, under section 2006(c) (2) (B) oft he Act, the
tax will not apply to a transfer "in the case of a decedent dying before January 1,
1982, pursuant to a will (or revocable trust) which was in existence on April 0,
1976, and was not amended at any time after that date in any respect which will
result in the creation of, or increasing the amount of, any generation-skipping
transfer."

We seek clarification that utilization of a codicil Is not the only permissible
method under section 2008(c) (2) (B) for adopting an "amendment" (which does
not create or increase a generation-skipping transfer) to a will in existence on
April 80, 1976. It seems clear that adoption of an amendment by means of a
codicil which sets forth the desired modification ("Amendment by Codicil") is
permissible under section 200(c) (2) (B). However, In my view it is not corn.
pletely clear that section 2006(c) (2) (B) permits adoption of an amendment by
means of executing an entire will with the exact same term as a pre-May, 1978
will except for the desired permissible modification ("Amendment by Execution
of an Entire Will").

For the reasons set forth below, I respectfully request that you confirm (in a
news release or otherwise) that Amendment by Execution of an entiree Will Is
an appropriate method under section 2006(.c) (2) (B) for revising a will which
was in existence on April 30, 198. Although this question relates solely to a
matter of mechanics, it is an Issue of great importance. Responsible estate law-
yers more often than not advise their clients who wish to make minor changes In
their wills to do so not by codicil, but by execution of an entire will. There are
many reasons for such advice, including:

(1) Amendment bg Beeoution of an Eitire Will Avoids Potentially Embarraso.
io Public Disolostre.

If a will is revised by an Amendment by Codicil, the changes in the testators
Intentions become a matter of public record because both the codicil and the will



2o

to which it relates must be filed with the probate court. However, if the revision
Is accomplished by means of an Amendment by I~xecution of an Entire Will, only
the newly executed will need be probated so that changes of Intention are not
made public. get forth below is a list of some of the situations in which it would
be mostundesirable to disclose a testator's change of mind.,

(a) The testator does not want a beneficiary to lean that under a prior version
of the will he would have received a larger bequest; 1

(b) The testator does not want a beneficiary to learn that under a prior
version of the will he would have received a smaller bequest--espeally if the
beneficiary Is a child of the testator and under the prior version of the will
he would have received less than his siblings; or

(c) The testator wishes to change the fiduciaries named in his will and does
not want the previously named fiduciary and/or the newly named fiduciary to
learn that a change of intention had occurred.

(2) Amendment by Execution of an Entire Will Avoids Unnecessary Expense
an Delay in Probate.

In a number of situations, administrative problems resulting In unnecessary
expense and delay In the probate process will arise if an amendment Is adopted
by the codicil mechanism but will not occur If the revision Is accomplished by
means of an Amendment by Execution of an Entire Will. Set forth below Is a
list of the unfavorable consequences that may arise In the administration of
an estate In New York (and, we assume, elsewhere) if the codicil mechanism
is employed. *

(a) A person who is affected adversely by an amendment, even if the effect
Is only his removal as a fiduciary, becomes entitled to notice and has standing
to object to probate if the amendment Is adopted by means of a codicil ;

(b} As a corollary to (a), above, it is necessary that a guardian ad item be
appointed to represent a minor beneficiary if his interest, even though remote
and contingent, has been reduced by codicil,2 and

(c) In order to probate a will which has been amended by codicil, it is neces-
sary to produce (or obtain the affidavits of) the witnesses to the codicil as
well as the witnesses to the will to-which the codicil relates.

Thus, even though the substance of a revision will be the same regardless of
the mechanism used to adopt the amendment, In the majority of cases, In
our experience, it Is preferable to use the mechanism of an Amendment by
Execution of an Entire Will. Accordingly, it would work a hardship on testators
if section 2006(c) (2) (B) of the Act is Interpreted as requiring utilization of
only the codicil mechanism.

We recognize that if section 2006(c) (2) (B) is Interpreted to all Amend-
ments by Execution of an Entire Will, a taxpayer will have the burden of
proving that the generation-skipping provisions In the newly executed will are
no more extensive than those which were in the will as it read on April 30,
1976. It is our view that such burden could be satisfied without difficulty if
the original copies of all superseded versions of the testator's will (beginning
with the version in effect on April 30, 1976) are retained.

The Issue set forth in this letter is urgent. Until the issue is clarified, estate
lawyers are being forced either to adopt drafting techniques inconsistent with
good estate practice or to run the risk of foregoing the exception granted by
Congress to pre-May, 1976 wills, a choice it seems to me clearly not intended
by the new legislation.

If you have any questions about any of the matters discussed above, please
caU me or Franklin L. Green of my office, collect, at (212) 759-8400.

Very'truly yours,
FREDERICK GELDG.

indeed, under the laws of some states, a person who was eliminated as a beneficiary by
a codicil must be cited in the probate proceeding even though under the will, as amended%
he will receive nothing from the testator.

'This would be the case even it the reduction in the Interest of a minor who Ii a
beneficiary of the residue of the estate is reduced indirectly an the result of an increase In a
preresiduary gift to some other beneficiary.
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* NORTHEASTIRN BANK OF PENNSLVANIA,
Scranton, Pa., August 16, 1977.

Re estate and gift tax problem areas, Tax Reform Act of 1976.
Mr. MICHAEL STERN,
Staff Director, Committee on Finanee, Room 9227, Dirkeen Senate Office Build-

ing, 'Washington, D.C.
DEAR MR. STERN: By way of this letter we desire to submit Written communi-

cation regarding the problems we have encountered with particular reference
to the Estate Tax area of the Tax Reform Act of 1976.

First and foremost is the fact that we are now required to keep three distinct
and separate tax ,costs for each individual security item which is eventually
passed on to a beneflciary of an estate. I refer specifically to the fact that we
must provide foi a bookkeeping system which provides for a Fedet'al Income
Tax cost for capital gains purposes, a Federal Income Tax cost for capital loss

Gy purposes, and a Pennsylvania Income Tax value for the Pennsylvania Income
Tax. I assume that states which have similar income tax situations also are
involved with the same problems.

Just to relate this to the pre-1976 law, as you are aware the value for Federal
and Pennsylvania Income Tax purposes took on a new basis which was that
asof the date of death. Of course, the 1976 Tax Act changed all this and, there-

-fore, the bookkeeping and record keeping is triple what it was before. This then
represents an additional cost of administration to a decedent's estate and to the
ultimate beneficiaries. This is so because we fe61 we must charge additional fees
simply because we are forced to provide additional bookkeeping and operational
services. Therefore, the cost of dying and the cost of administering one's estate
has been Increased substantially as a result of the change in the tax values as
relates to the 1976 Tax Act.

Additional problems arise when the decedent did not keep accurate records
of his or her costs basis of securities. This then necessitates additional work
in establishing cost values which can be extremely cumbersome and difficult.
All of this takes time and effort and Involves, again, additional costs to the
decedent and the ultimate beneficiary.

The problem will become even more pronounced as we proceed into the future
years because the cut-off value is now December 31, 1976 for gain purposes and
the further we go into the future, the more difficult and the more pronounced
will become the capital gain situations for particular securities, especially
those which have substantial appreciation.

The fact that we must keep these three separate values is confusing to the
taxpayers, is much more bookkeeping and work for the Executor of an estate,
and in essence provides for a much more costly administration because of the --
Way in which the law was written.

The other item that is a great maze is the problem of any personality which
is over $10,000, such as furniture, coin collections, stamp collections, etc. When
you run into a situation like this, the work entailed' in securing tax costs and
December 31 values for 1976, and the work entailed in providing for all this
maze of paperwork and bookkeeping is utterly horrendous. That figure of $10,000
seems to be too low and, in addition, I am wondering if it is necessary to single
out objects of art, stamp collections, etc. merely for the purpose of attempting,
at some time in the future, to attach a capital gain situation when In fact most
of these items are handed down from generation to generation anyway.

With all these complications in mind and with the additional costs that have
been perpetrated by this law, we feel very strongly anid do so urge that the
stepped-up basis part of the law be rescinded and that it revert back to the original
form. That is, all items take on a new basis as 6f the date of death which seems
to provide for an equitable situation as far sib Inheritance Tax is concerned as
well as any capital gain or loss situations which may occur in the future.

In short, I would have to inject a personal opinion here and that is the fact
that, again, the law seems so designed and so destined as another attempt to
thwart the capitalist spirit and by all means have the government bite the hitUnd
thht has fed it so well for so many years.

'Very truly'yours, . - IRY D 'STETLER
Senior Vice Pred6nt.

95-026--77- 15
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NosTusASTERN BANE 0F PNNSYLVANIA,
Scranton, Pa., August 29, 1977.

Mr. MIoHAzE STEAN,
t.taff Director, Committee on Finance,
Dirk~ee Ofice B6llding, Washington, D.C.

DrAu Sins: I wish to express my great dissatisfaction with the new carryover
basis rules as promulgated by the Congress in the 1976 Tax Reform Act, more
specifically, the new section 1028 of the Internal Revenue Code.

In 1969, the Treasury Department Issued a lengthy study of the estate and gift
tax law, together with recommendations for change In the laW. The study was
entitled, "Tax Reform Studies and Proposals," published February 5,1969, jointly
by the Committee on Ways and Means, and the Committee on Fiance of the U.S.
Senate. Many of the proposals approv 9 d by Congress In the 197$ Tax Reform Act
were forecast in the 1969 study. One of the recommendations was a change in
the existing law which permitted an estate salue, and consequently the value
passing to heirs, to be "stepped-up" to the value of the date of death or the
alternate valuation, if elected.

The net result being, that since the estate tax was, in most Instances, lower
than the Income tax that would have been paid If the property were sold prior to
death, there was an element of untaxed appreciation. This has been termed a
"tax-free" step-up in basis, and referred to by congressional and other reform
proponents as a major tax loophole.

If indeed this was a tax loophole, It was the only real loophole available to the
lower and middle income taxpayers. Unquestionably, it afforded a taxpayer a
means of avoiding the payment of income tax upon the unrealized appreciation
Inherent in an asset by simply holding it until death.

Additionally, the thrust of the reform of the step-up rules rested upon two
major points: (1) the then existing law discriminated against individuals who
sold appreciated property prior to death and thereby forced thiem to build their
estate with after tax dollars, and worked iu favor of those who chose to retain
their assets until death. (2) The then existing law was considered to foster an
inducement for individuals who might otherwise dispose of appreciated property,
to defer disposing of it.

I would direct my comments first to the effect the new section 1023 has had on
the majority of the taxpayers, that is the small and middle Income group. These
are the people who have worked all their lives to accumulate a small, or moderate
estate, consisting of a family home and a small amount of securities. The assets
they hold were acquired generally for one purpose, to provide some Income
security and comfort in their declining years. They have not, nor have they in-
tended to accumulate a vast fortune to be passed on to heirs at a low tax effect.

The four basis adjustments are an absolute nightmare to administer. Enclosed
as Exhibit A, is a draft calculation worksheet; which indicates the data necessary
to determine the basis of assets passing to heirs or beneficiaries, and delineates
the four basis adjustments which mustbe performed on virtually every asset In
an estate. In order to complete the four adjustments, there are as many as thirty-
three separate steps which must be completed for each asset.

Let us now direct our attention In particular to some of the problem areas in
determining basis, which estate executors must determine with respect to carry-
over basis property.

(a) The executor must determine the decedents adjusted tax basis for all
property includible in an estate, as well 4s the date of or approximate date of
acquisition. How many of us now living have a record of the basis and acquisition
date of all of our property, real and personal? Just try then, ,to Imagine the prob-
lem of an executor in determining this Information after an Individual dies.

(b) The executor must also determine 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, as of December 81, 1976.

(o) The Executor must compute on a asset by asset basis, the amount of ap-
preciation Inherent in each asset.

(4) The executor must calculate the December 81, 1976 basis adjustment for
all assets other than listed securities using the "Special Valuation Method". He
must modify the basis of each asset to determine the tax add-on adjustment.

(e)/The.executor must keep estate beneficiaries Informed of the correct Fed-
eral Income tax basis of property received from a decedent, Including his separate
basis for gain and separate ba i. for lose.,,



The executor must of course, file the fiduciary income tax return to reflect the
-transactions for the estate during the periods of administration, reflecting gains
and losses of assets, which may have been sold to pay estate taxes. It is quite
-commonplace for this to be done prior to the time the estate valuation return
is examined by the Internal Revenue Service. If IRS makes adjustments which
change the estate values and estate tax, the executor must start all over again
with his 33 step calculation-df all assets receiving the tax add-on adjustment as
well as filing an amended fiduciary tax return.

There is no easy or simple way for me to say the problems created by section
1023 are horrendous. To fully appreciate the problems, one must really sit down
and try to go through the calculations required by this section of the law.

In addition, I believe that the subsequent returns filed by heirs to estate proj-
-erty will be replete with errors caused by the confusion over the separae bas
for gains or loss.

My comments, of course, would be meaningless, unless I had some suggestion
to accomplish the result that was sought by Congress. As mentioned In the first
part of my letter, Congress sought to tax the previously untaxed appreciation in
value of property, which occurred from the date of acquisition to the date of
death. My suggestion is not a new one, but I sincerely believe it Is a good one.

The alternative would be a fiat rate or graduated rate capital gain tax upon
unrealizedappreciation to be collected as an additional estate tax, payable out of
-estate assets.

The alternative would be simple to apply, simple to compute, simple to ad.
minister, simple to enforce, and simple to collect. '.

The same exemptions and exceptions could be written into the alternative as
were written into Section 1023.

I, therefore, implore the honorable members of Co., '-ess to reconsider section
1023 of the Code, and legislate a more simple alternative.

Respectfully submitted.
DALE F. HOFFMAN, C.P.A.,

Trust Offlicer, Assistant Secretary.
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Computation of Basts'or"Poperty
For Income Tax Purposes in the Hands
of Beneficiaries or Decedent's Estate

Date of Death / /

Estate and Inheritance Taxes Paid (Yet of Credits and Discounts)
t

fair Market Value of all Property Subject to Tax (see separate
calculation) $

(1) Decedent's date of acquisition if kno rn or estimated date of
acquisition.

(2) Decedent's adjusted basis at date of death. _
(3) Fresh-start value - 12/31/76 value only If (1) is prior to 7/1/77. .

(4) Federal Estate Tax Value (date or death or alternate valuation). T
(5) N.t appreciation In property - (excess of (4) over (2)).
(6) Pumber of days property held prior to 1/1/77.
(7) Total days property held by decedent.

MI_, _ P!9mpe;ty_;frryoverba314 property? (See section 1023(b)). _1 v4 1O:7
(9) -]ir answer to/, ts no, basis for Sain'or loss to recipient .

Estate Tax Value (see sections 1014 and 1023). Proceed no
further for such property.

(10) Ir answer to (8) Is yes continue for all such property hereafter
referred to as carryoverr basis property".

(1111L Erlil udeti e st 00 a.f st s

saee section 102(b)C(3
Adjustment #1

(12) If answer to (8) is yes, is property also a marketable bond or
security as defined in section t.. S J= I NoL

(13) If answer to (12) is yes, and decedent's date of acquisition is
prior to 1/1/77, then for purposes of determining gain (but not
loss) basis is increased (but not decreased) to 12/31/76 value,
Item (3), but not beyond estate tax value, item (4):

indicate gain basis In col 1, A
indicate loss basis in col 2 (Sam-e as (2)).

(This is the "Fresh-Start Adjustment".)

(14) If answer to (12) is no, continue for all other assets as
follows:

If date of death (but not alternate) value exceeds decedent's
actual basis, decedent's actual basis Is increased by net
appreciation allocable to period ending 12/31/76"as follows:

SpT MfPY AV~illBLE
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to) (Value on date of death) - (Decedent's actual basis) +
(Depreciation, aortLzation or deplct~on for holding
period ending on date of death). t,

(b) Percentage relationship of (6)/(7).
CW) 14(a) x 14(b)
.d) Depreciation, amortization or. depletion for holding

period prior to 1/1/77.
(C) Item (2) + 14(c) + 14(d) ..

Adjustment #2- applicableonly-If estate tax value exceeds 12/31/76,
'Fresh-Start Value".

-(15) (a) Net appreciation in value of asset-which equals: date of"
death or alternate valuation less basis after fresh-start
adjustment or adjustment #1 determined at item (13) or
14(e) as applicable.

(b) Fair Market Value of all property subject to tax (does
not include marital deduction and charitable deduction'
property since not subject to tax). I .

(c) Total federal and state estate and inheritance taxes paid
by the estate (net of all discounts and credits).

d) (a)/(b) x W ) 31
(e) V1s "()i ~4

'Adjustment #3 - applicable If aggregate adjusted basis or all property
as determined at 11, 13, 14(e), and 15(c) is less Utbn
$60,000.

AC16) (a) Net appreciation In value of asset which equals date of
death or alternate valuation less basis after fresh-start
adJustmente.4 adjustment + 2 at item (13) or 15(c) as
aplicable. C

b) Net appreciation in value of all carryover basis.property..
(c) (60,000) - aggreSate adjusted basis or all property as

determined at 11, 13, 14(e) and 15(e).
d) a)/(b) x Wc)
te) 15(e) + 16(d) _______

Adjustment #4 - applicable only I# recipient of property pays additional
state succession taxes.

,(17} (a) Net appreciation in value or asset which equals date or
death or alternate valuation less basis after fresh-start
adjustment or adjustment 03 at Item (13) or 16(e) as
applicable. t

(b) Fair Market Value of all property acquired by recipient
and subject to such taxes. t

Cc) Total succession taxes paid by recipient. _
(d) Item a)/(b) x (c) C .
(e) 16(e) + 17(d)
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MICHAEL L ZENOR,
Spenr, Iowa, Augu t , 1977.

MICHAEL STERN,
Staff Director, Committee on Finance, Dirken Senate Offce Building, Room

3*27, Washington, D.O.
Drx M. STnN: I would like to take this opportunity to express, in writing,

my opposition to several matters contained In the Tax Reform Act of 1976.
Although I am not a tax specialist, I am a small town attorney in Iowa and

because of this, tax work necessarily consumes a fair amount of my time. I feel
I am not only speaking for myself but also for other attorneys who perform tax
work for farmers and other individuals in small towns. Our difficulties are
numerous, particularly as we are more and more required to live up to the
standards of specialists even though the type of practice found In rural communi-
ties does not generally allow for specialization. Therefore, the increasing com-
plexity of federal legislation, and particularly the tax laws, presents an almost a
insurmountable burden for myself and ultimately my clients who must pay for the
additional time required to keep current on laws such as the Tax Reform Act.

Of particular difficulty is the "carry-over basis rule." I am sure you are aware
of the gist of this rule and so I will not burden you with the ins and outs
which I don't fully understand anyway. However, Iv_will state that I feel the
rule requires such esoteric bookkeeping that it is beyond the capacity of all but
the largest of operations. Fixing a value on property is almost always a complex
operation but the record keeping and accounting gymnastics required by this
act are simply incredible. The net result is that I, as an attorney, expose myself
to incredible potential liability of malpractice and my clients are going to pay
for this in staggering fees which are necessary both to pay the malpractice
insurance and to pay me according to my normal hourly rate.

It seems to me, if we are truly intere4t~ed in providing for the welfare o the
consumer or the common man, we should attempt to provide legislation of a type
such that compliance won't cost, the consumer an arm and fifteen legs in attorney
fees. Of course, you must understand that I am not opposed to high attorney fees
but I do feel I have better things to with my time than attempting to administer
some law that is unnecessarily beyond control.

I might also add a few comments about the change In the contemplation
of death rule on gifts. While I have not as yet personally observed any fnequitlem
arising from this change, I can readily foresee such inequities. As I understand
the law now, any gifts made within three years of the date of the death of ar
individual will be automatically and conclusively presumed to be in contempla-
tion of death. The problem with this provision is the same general problenk
which arises with any other conclusive presumption: inflexibility. Such con-
elusive presumptions have, in many contexts, been roundly and appropriately
criticized in the Supreme Court. For example, the Supreme Court has held un-
constitutional a conclusive presumption made by Illinois that an unwed mother
is more fit than the father to raise their child. The fallacy of such a presumption
is readily apparent to any person who has had any Involvement with family
law, and there is a good analogy between the foregoing unconstitutional pre-
sumption and the existing illogical contemplation presumption.

While such presumptions may be true most of the time, they can quite fre-
quently cause gross Inequities. If we presmme the purpose of the three year con-
templation death rule Is to avoid intentional evasion of the estate tax laws, then
we must also allow for the 85 year old man who makes a gift and immediately
thereafter dies in an automobile accident. Such an individual is certainly not
involved in an intentional evasion of the estate tax law, and to treat him in the
same manner as the octogenarian who makes death bed gifts is to make a mock-
ery of the concept of the law as a delicate instrument.

I trust that these views are shared by a number of my colleagues, as these
matters have been the subject of much discussion among lawyers in my locality. I
further hope that the congress will see fit to reform the Tax Reform Act of 1976,
by correcting what I see as two of the more grievous errors committed in passing
the law.

Thank you for your kind attention to my views.
Very truly yours, MICAM I ZENOL



213

TuAcKm & TRACKER,
Owemboo, Ky., Aygugt 24, 1977.

Re Statement regarding Tax Reform Act of 1976--Carry over basis rule.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Room 227, Dirkeen OOfce Building, Wa4h-

ington1 D..
DEa MR. 8tnx: Pursuant to press release of July 1,,1977, I thought I would

take the opportunity to submit a statement to you regarding application and in-
terpretation of the new Carry Over Basis Rules under the Tax Reform Act of
1976.

Code Section 1023(h) (2) (E) (U) appears to provide that if an asset eligible
for the "fresh start" formula application was owned by a decedent on Decem-
ber 31, 1970, that If such asset was subsequently disposed of and/or exchanged in
a transaction tax free to the decedent, that the "replacement asset" actually
held at time of death would be deemed one and the same as the asset that had
been owned on December 81, 1976, for all computations, including the holding
time owned prior to December 31,1976.

This certainly appears to be an equitable position but it has raised question
as to whether the converse of this situation would also be true.

This would deal with a situation where a taxpayer prior to December 31,
1976, would have exchanged or disposed of an asset in a tax free transaction,
which therefore would have resulted in the decedent owning technically a
different type of asset on December 31, 1976, as opposed to the asset he pre-
sumably would have held for many years prior to the tax free exchange. The
question becomes whether upon his subsequent death after December 31, 1976,
as to whether or not the holding time of the original asset would be considered
as part of the time period for the "fresh start" formula.

An easy example of this principle would be a decedent taxpayer who had
owned a farm for many years prior to December 81, 1976. Let us presume that
the taxpayer on December 15, 1976, transferred the farm asset to his own
corporation, In a Section 351, tax free incorporation. The corporation would
therefore have the same exact tax basis in the farm that the decedent himself
had had. The decedent would now own stock In such corporation, having the
same basis that he had previously had in the farm asset. Let us presume that
the decedent therefore held the stock on December 31, 1976, or some portion of
such stock. Thereafter, and subsequent to December 81, 1976, the decedent dies
still owning all or part of the subject stock. Obviously, In my example such
would not be considered a marketable security.

The question then becomes whether or not the time period that the farm
asset itself had been owned by the decedent would be considered as part of
the holding time for the "fresh start" formula. It would be my thinking that
such certainly should include this as it was not a taxable transaction where
the form of the asset was replaced. The Code Section clearly covers a situation
where the exchange occurs after December 81, 1976, and I think a reasonable
Interpretation should provide that it would also apply to exchanges prior to
December 81, 1976, In the context herein set forth.

I do feel, however, that amending legislation might be In order to make sure
that this would be the applicable law.

I would appreciate the Committee considering this as I think it is a situation
that definitely needs clarification as it presumably has occurred to many many
taxpayers.

Thank you very much.
Yours very truly,

TnACKER & HACKER,
By GOowoE THACKEM.

Duu., KwiTH & BEAVER,
Ottumwa, Iowa, August 15, 1977.Re Tax Reform Act of 1976.

MICH ARL STERN,
Staff Director, Committee on Finance, Room 2227, Dirkeen Senate Office Build-

ing, Washiston, D.O.
DzAn MR. BTnri: I have just learned of your Identity and position so I want you

to know my attitude toward the Tax Reform Act of 1976.
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I have no real quarrel wlth some of the ideas such as the Unified Credit, cur-
tailing generation skipping transfers, and matters which really do go to equity
and simplicity.

Though I think the provisions for special valuation 6f farm real estate and
closely held business will prove to be a painful trap for those who use it, I
must assume it has such political clout that repeal is impossible.

However, the provisions relative to the carry-over basis ought' tb be repealed
retroactively immediately. Executors, attorneys, accountants, and people en-
gaged in the preparation of death tax returns will ever make it. I have attempted
to practice first-class, and there Is no way, in my judgmej)t, that the carry-over
basis conceived in the Tax Reform Act of 1976 can be effectively followed and
administered. I have talked to lawyers all over the State of Iowa who have in
the past been knowledgeagle in the field, and they feel devastated. The cost of it
all to the citizens just to attempt to comply is mind boggling.

I have previously written to the same effect to my Senators and Congressmen,
but I also send them a copy of this letter.

Respectfully,
WILuBR R. DULL.

SHIRK, REIST & BUCKWALTER,
Lancaster, Pa., August 23, 1977.

Hon. MICHAEL STERN
Staff Director, Committee on Finance, Room 2227, Dirksen Senate Offce Build-

ing, Washington, D.O.
DnE& MR. STERt;: Not being able to appear at the hearing on Monday, July 25

(this letter is being dictated July 20), I would like to present the following
statement:

The so-called Tax Reform Act of 1976 (which I have dubbed the "Tax Con-
fusion Act of 1976") has caused extra expenses for those persons for whom it
was designed to save taxes-those in the brackets between $120,000 and.$300,000
(even up to $500,000).

Many of these people are just working persons who have by their savings
accrued housing which by inflation has increased in value, substantial life
insurance, and a few stocks and bonds.

The planning which is necessary to save taxes when the second spouse dies
is still necessary under the "Tax Confusion Act of 1976". All the Act did was
save taxes when the first spouse dies but none when the second spouse dies.'

Further, the carry over basis rule affects all taxpayers and has caused quite
a bit of difficulty because of its complexity;

For the suggested benefits for farmers and small businessmen to have any
effect, it seems to me that the values to be used by farmers in determining the
percentage of their estate should be the gross market value rather than the re-
duced market value. Further, by changing 6166, you are preventing the small
business-person from trying to have a diversified estate portfolio (by making it
harder to take advantage of this provision).

All in all, the "Tax Confusion Act of 1976" has tended to hurt the small
estate in the federal tax brackets from the standpoint of cost of tax planning,
while the cost of tax planning for those over $500,000 remains the same.

Respectfully yours, r
K. L SHIRK, Jr.

THE FIRST NATIONAL BANK OF BRUNSWICK,
Au~gust 2, 1977.

CLERK or SENATE FINANCe CoMrrTzE,
U.S. Senate, Washington, D.O.

DrA& SM: It is my understanding that your committee is now considering
the 1977 Technical Amendments Act relating to 1976 Tax Reform Act.

The carry-over basis provisions of the 1976 Act and the related reporting
provisions have imposed a great inequity on the American people and an almost
impossible administrative nightmare on fiduciaries.

The carry-over basis provisions and the proposed amendments thereto are
particularly harsh when applied to timberland.

I sincerely urge the repeal of the carry-over basis provisions of the 1976 Tax
Reform AcL

EDWAD BR. GxAY, Jr.,
VTce Ohirman of the Board.
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THE FIRST NATIONAL BANK OF BRUNSWICK,
August 22, 1977.

CLERK OF SENATE FINANCE COMMITTEE,
U.S. Senate, Washington, D.C.

DE A Si: I understand that a hearing will commence shortly on the 197T
Technical Amendments Act relative to the 1977 Tax Reform Act. One of the-
Items to be considered Is the so-called "carry over" cost basis.

As a rust Officer involved in the everyday administration of trusts and
estates, I have found the carry over basis as required under the 1977 Tax
Reform Act to be entirely unworkable. In most cases, decedents simply did not
maintain the type of cost information required under the Tax Reform Act. This
is particularly true where land has been passed down through successive gen--
erations. Therefore, I would strongly support elimination of the carry-over
basis or modifications to make it more practical in application.

Cordially yours,
JAMcES P. LAxaSTONV,

Vice President, Trust.

THE FIRST NATIONAL BANK OF BRUNSWICK,
August 24,1977.

CLERK OF SENATE FINANCE CoMMIr EE,
U.S. Senate,
Washington, D.O.

DEAR SIm: It is my understanding that a hearing will begin shortly on the
1977 Technical Amenments Act concerning the 1976 Tax Reform Act. Of particu-
lar interest to me is the consideration given to the so-called "carry over" cost
basis, a portion of the estate tax section of the Act.

In the short time which we have been subject to this carry over basis, we have-
found it to be a nightmare. The principal reasons for our problems have been
the simple fact that the decedents did not maintain the type of cost Information
required under the Tax Reform Act. This is particularly true with real estate
which has been passed down through successive generations and the residence.
and other real estate purchased by the Testator and especially any improvements.
to this property. Therefore, I would strongly urge the Committee to consider
eliminating the carry over basis or modifying it to make it more practical in
its application.

Cordially yours,
RALPH B. SMALL, Trust Ofcer.

WHITFIELD, MUSORAVE, SELVY, KELLY & EDDY,
Des Moines, Iowa, August 23, 1977.

MICHAEL STEARNq,
Staff Director, Committee on Finance,
Dirkeen Senate Offce Building, Washington, D.C.

DFAB SmR: My attention has been called, to the fact that the Subcommittee oD
Taxation and Debt Management of the United States Finance Committee is.
considering possible revisions of the Tax Reform Act of 1976.

Having tried to work with this Act since its enactment, you are advised that
in my opinion such should promptly be corrected:

(a) The carry-over basis rule Is unreasonable and cannot be administered.
People with the desired Information are unavailable, deceased and many times
no records are available.

(b) The record keeping required places a staggering burden and cost on the
taxpayers which is unjustified and a burden on the public while producing no-
revenue to the Government. '

(o) Taxpayers, to say nothing of lawyers and accountants, who are of neces-
sity working with the Act, do not understand it. It Is unnecessarily complicated
and does not obtain the goals for which the Washington proponents anrtounce&
as intended.

For all of the abov9 reasons, corrective action should be promptly taken to.
correct deficiencies in the Act, and in .particlat to eliminate the s0.alled
"Carry-over-basis rule".

Sincerely, 
EDWARD J. KELLY.'
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SOLON, IOWA, September 8,'1077-
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Room 2227, Dirksen Office Butlding,

Washington, D.C.
DEAR Si: I feel that the capital gains aspect of the 1976 Tax Reform Act is

confiscatory. I feel that the present estate tax, which starts at the 30% rate, is
high enough. When capital gains tax is assessed on the cost basis of a person's
estate and carries oyer to his estate and his heirs, there is not one medium-size
family business out of 100 that could come up with the amount of money needed
for taxes without selling assets, usually in a depressed market because of the
pressure to sell. Also, Section 803 is not available to provide funds to pay the two
capital gains taxes. The corporation can only pay them by declaring a dividend.
But the estate must pay income tax on the dividend. The new law, the way it is
set up starting with 1977, imposes an automatic increase of the capital gains tax
for each year, regardless of whether there is any appreciation. One solution would
be to eliminate the "carry-over basis," which (a) causes serious multiple admin-
istrative and tax problems never foreseen; (b) destroys the incentive to build
medium-size businesses, and (c) would produce no meaningful revenue during the
next two decades. Looking at the realities of the situation, if Congress is to give
effect to its oftstated view that family businesses constitute the fundamental
basis of our private enterprise system, then there is no choice except to eliminate
the capital gains aspect of this law.

Sincerely,
GARY L. WAKEFIELD.

MOORE OVERALL,
WICHITA, KANS., Septcnber 22, 1977.

Hon. HARRY F. BYRD, Jr.,
Committee on Finance, Dirksen Office Building, Washington, D.C.
(Attention of Mr. Michael Stern, staff director).

DEAR SIs: It has been called to my attention that you are reviewing the 1976
Tax Reform Act.

We find in reviewing this Act that the new capital gains tax at death and the
15% minimum tax--both of which apply to appreciation accruing after 1976--
impose an impossible burden on family corporations.

We have worked in the field of estate planning since 1935. We find on the
average that stockholders of closely held corporations do not have funds to pay
these taxes.

Since Congress has created this additionaly burden, it is imperative that Con-
gress makes It possible for the small corporation to retire additional stock under
Section 303 to meet these taxes.

Yours very truly,
ELMER C. Moos.

McCORMICK, BARSTOW, SHEPPARD, COYLE & WAYNE,
Fresno, Calif., September 18, 1977.

Re 1976 Tax Reform Act.
Hon. HARRY F. BYRD, Jr.,
Committee on Pinance,
Room 2227, Dirlceen Building,
Washington, D.C.
(Attention of Michael Stern).

DEAR SiR: It is my understanding that the Senate Finance Committee is re-
studying the affect of the "carry-over basis" rules incorporated in the 1976 Tax
Reform Act. As an attorney who has for many years engaged in estate and cor-
porate planning In the San Joaquln Valley of California, I wish to add my
comments.

When the 1976 Tax Reform Act was suddenly enacted, and we had an oppor-
tunity to study its provisions, we were appalled that Congress could enact such
legislation without close consideration of the practical affect. While the change
to a unified credit is in many cases laudable, the carry-over basis provisions of
the law are nothing short of a tax disaster for many families with modest estates.
They are especially disastrous for farmers and other small businesses, which are
in fact the heart and soul of our nation.
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It seems to me to be essential for the Congress to consider that a very large por-
tion of the farms in the San Joaquin Valley are family owned businesses, many
of which were acquired over the past 30 or 40 years and built through hard work
and careful attention to expense. In the past few years, our area and other poi-
tions of the nation have experienced tremendous inflation in real property values,
and that inflation is continuing in 1977 at a rapid pace. As a result, as a business,
a farm in our area may become well over capitalized in land. In those cases, which
are almost universal, the federal estate tax alone is virtually a disaster, and may
often require a sale of the-land simply to finance the tax liability on the death of
the farmer. Superimposed by the 1976 Tax Reform Act is the carryover basis with
the attendant capital gains tax on the-sale. It can be easily demonstrated that a
rather small farm in our area may become the subject of confiscation by tax
within two generations, unless the farmer has the means and the health to insure
himself sufficiently to pay the tax liability. Even in the latter case, it becomes of
vital importance that the landowner carefully plan his insurance estate to avoid
inclusion of the proceeds for estate tax purposes.

Congress apparently intended to provide relief from the foregoing catastrophe
by means of Section 2032A of the Act. However, your Committee should consider
the practical effect of Section 2032A in the real world. First and foremost, farm
families must finance their operations, yet Section 6324B establishes a lien for
the difference in the tax which can limit seriously farm financing. Second, many
farmers have children who do not remain on the farm. The farmer's intention to
benefit his children equally may be seriously frustrated by the necessity to make
use of Section 2032A in order to preserve the business.

Finally, I am certain that you have had many comments on the fact that the
Act frustrates the use of Section 303 of the Code. Here again, effective planning
In order to protect a family business, which was the purpose of the Section in
the first instance, is completely frustrated. In my experience of over 20 years
of practice. I have found that people are willing to pay their fair share of taxes.
However, the rules of the 1976 Tax Reform Act, when the Impact is fully felt, can
do nothing but produce an overwhelming reaction against the Congress and such
confiscatory legislation.

A practical problem with the carryover basis of the Act should also be consid-
ered. In the case of farmers who have acquired land over many years, in most
cases they have leveled the land, introduced Irrigation, planted crops, or vines or
trees, removed the same and replanted to other crops, and otherwise developed
their properties to their highest potential. They have also acquired equipment
and other personalty over the years. Under the carry over basis rules, the Con-
gress has made it essential that the tax basis for the farms and improvements and
equipment be determinable at death, or accept a fixed discount on market value.
For clients who have consulted me since the 1976 Tax Reform Act concerning
their estate plans, I have suggested that they consider and itemize the basis for
everything they own. This is an almost impossible and highly impractical exercise
for the great majority of farm owners. If it is not accomplished, however, heirs
will apparently he at the mercy of the IRS on futire audits. Again, the carry-over
basis Is neither fair, Justifed nor well considered in Its practical application.

Those of us concerned in the foregoing matters and in the day to day provision
of practical advice to our clients urge you to eliminate the carry-over basis pro-
visions of the Reform Act before businesses, farms and Congress' credibility in
tax matters are all completely destroyed.

Very truly yours,
3. H. PERKINCS.

ELECTRIC EQUIPMENT & ENOINMERING CO..
Denver, Colo., September 15, 1977.

Senator RAanr F. BrnD, JR.,
Dirkeen Olece Building, Room t27,
WahUnaton. D.C.
(Attention Mr. Michael Stern).

DrsA SENATOR Bras: It has come to our attention that you have asked for
comments on the 1976 Tax Reform Act. Although these comments were to be In
by September 9th, we have just heard of your request.

I can assure you that the new carry over basis signals the death of the small
family owned business. The estate taxes were bad enough before the new legts-
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lation went Into effect, but the 1976 laws insure that the family owned business-
cannot be passed on. A little arithmetic will show that there is now no way that
the small business can come up with enough money to pay the taxes when one
of the owners dies.

I can tell you of many companies in the Denver area which have sold out to.
large multipurpose organizations because of the old tax laws. I can assure you.
that the 1976 act will accelerate this type of action.

- Many times congress has expressed concern over the growth of the conglomerate
organizations, but I submit that the main reason for this growth is the official
U.S. tax policy. Also, We small business operatorss have become tired of hearing
about the "concern" our government has for the small businessman. We hear
about the concern'but we see OSHA, EPA, EEOC, IRS, ad nauseam and now a tax
"reform" act which will completely legislate us out of business.

I will be surprised if anything is done about our situation. Enclosed is an article.
from the Rocky Mountain News which outlines the official thinking in Washing-
ton about this kind of situation. Treasury Secretary Blumenthal believes that
the government knows what is best for the people.

Very truly yours,
D. J. MoRwOxi, President.

Enclosure.
[From the Rocky Mountain News, July 29, 1977]

TREASURY CHIEF IN DENVER, ARGUES TAX SIMPLIFnOATION CASE

Treasury Secretary W. Michael Blumenthal came to Denver Thursday to try
to sell President Carter's proposals for a "simpler" tax system to a group of per--
sons who have nothing to gain by one-tax lawyers, accountants and professors..

But beyond having a possible vested interest in complexity, many in the group
obviously were worried that possible changes such as taxing capital gains as-
ordinary Income could reduce the amount of money available for investment.

Blumenthal had Invited a score of regional tax experts to the Regency Inn to.
discuss possible changes in the internal revenue code. It was just one of a number
of seminars and speeches he has been holding around the country.

He spoke in Louisville, Ky., at noon Thursday, flew to Denver for a two-hour-
session, then headed for St. Louis for another appearance Flday.

The public was welcome at the Denver seminar. The spectators sat along the
walls a respectful 12 feet from the participants-except for Trenton Parker, a,
Republican candidate for the U.S. Senate, who invited -himself to the table in,
mid-session, the better to challenge Carter's tax policies.

Blumenthal said the Carter tax package would go to Congress by the end of the-
summer and might even have some hearings before the October adJournrment-
"With luck," he said, it would be approved by late summer 1978.

He made it plain that tax simplification does not mean an overall tax reduction,
except perhaps 'for lower income persons. And he said there would be a "substan-
tial reduction" in the preference given capital gains.

This bothered Hover Lentz, a Denver tax lawyer. That would cut the incentive.
to invest, he said. Why should a person take a risk if he can buy an 8 per cent
bond?

Howard Bea, another Denver tax lawyer, suggested that capital gains should*
be "indexed," or discounted by the inflation factor. Otherwise, he said, the investor
Is paying a tax on an increase that is not a real economic gain at all.

Des Blrch, Parker's campaign manager, said a flat rate should replace the grad-
uated in come tax, because inflation pushes persons into higher tax brackets even
though their purchasing power stays thb same.

Blumenthal replied that Congress periodically revises the tax schedule so the
average wage earner doesn't have to pay more than 10 per cent of his gross income
In federal taxes.

The Secretary was also unsympathetic to a suggestion that federal estate taxes
are confiscatory. A person should be able to keep most of what he earns during
.his lifetime, Blumenthal said, "but people who inherit a large amount of money
go down to the beach and enjoy themselves, and that's not good for them."

Blumenthal said that despite all the meetings he's holding around the country,
many persons complain the administration is going the wrong way, no matter
what it proposes
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WIGoin & NotU=r,
Manchester, .It., eptemper $6, 1977.

Re: Tax Reform Act of 1976--Carryover basis.
Mr. MICHAEL STERN,
.Staff Director, Senate Committee on Finance,
Dirksen Offloe Building, Washington, D.O.

DEA Mo. S=RN: I understand Senator Byrd has Invited comments regarding
the Carryover Basis provisions of the Tax Reform Act of 1976 as they regard
decedent's estates and that you are the suggested addressee.

I recently completed giving a presentation on the Carryover Basis provisions
to a Massachusetts Bankers Association audience of approximately 200 fiduci-
aries and estate administrators in Boston, Massachusetts. I can say, without
hesitation that they are utterly indignant over this new law. Not only- is it
complex and time consuming, but the record keeping problems involved are
horrendous. The New Hampshire Legislature could have done a better Job of
raising revenue.

My first suggestion would be repeal in their entirety the estate Carryover Basis
provisions enacted by the Tax Reform Act of 1976.

My second suggestion would be to (if you must) tax capital gains at death,
with liberal extension of payment provisions. This second suggestion would not
be completely satisfactory, since the basis of the decedent's property would have
to be obtained (or guessed at, in a large number of cases). It is true that it
would avoid the computations of basis adjustments now required by IRC §§ 1023
(h), (c), (d), and (e)-in that order, of course-and hopefully end the basis
reporting provisions of IRC §§ 6039 A and 6694 [A]. But at the same time, this
suggestion would subject estates to extraordinary liquidity problems in the face
of the capital gains tax. This of course, is the average citizen's objection to both
the current law and this alternative.

Thus, my preference for my first suggestion.
Very truly yours,

RUSSELL J. SP$xnxL.

HAMPDEN ENGINEERING CORP.,
East Longmcadow, Mass., September 26, 1977.

Hon. Senator HARRY F. BYRD, Jr.,
Committee on Finance, Dirksen Offlc Building, Washington, D.C.
(Attention Mri. Michael Stern, Staff Director).

DEAR SENATOR BYRD: As one of the owners of a family business, it is most dis-
couraging to read of the Estate and Gift Tax Revisions included in the 1976 Tax
Reform Act, and In particular the effect of the new carry-over basis, i.e., the
Capital Gains Tax at death, on a family business&

We would like to see the carry-over basis eliminated; otherwise we believe it
will destroy all incentive to start or carry on a medium-sized family business.

Thanking you in advance for your consideration, I am
Very truly yours,

D. M. FLYNN, Treasurer.

WILLIAMS, SALOMON, KANNER & DAMIAN,
Miami, Fia., August 24, 1977.

MICHAEL STERN, Esq.,
Stabf Director, Committee on Fina-nce, Room 27, Dirksen Ole Building,

Washington, D.C.
DrAB Ma. STERN: The undersigned is chairman of the Real Property, Probate

and Trust Law Section of The Florida Bar. With reference to the investigation
being conducted by sub-committee on taxation and debt management of the
Senate Finance Committee regarding problems of the Tax Reform Act of 1976,
you will find enclosed Resolution adopted by the Section urging the repeal of,
the carryover basis provisions of the Tax Reform Act. It is requested that you
please accept the Resolution for filing and make the same a part of the record.

Very truly yours,
Lzwrs M. KANwc.

Enclosure.
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Whereas, the 95th Congress of the United States by enacting the Tax Reform
Act of 1976 substantially altered the estate and gift tax provisions of the Internal
Revenue Code of 1954; and

Whereas, the provisions of the Tax Reform Act of 1970 relative to carryover
basis Imposed relxrting and record keeping requirements unprecedented in mag-
nitude and difflcl'h. of definition and application, requiring personal representa-
tives of estates and trusts and all persons acquiring property from a decedent
after December 31, 1970, to establish and maintain records dating from the time-
the decedent acquired the property until the recipient either dies or dispose&
of the property, and likewise requires personal representatives to report to each.
person acquiring property from a decedent and to the Secretary of the Treasury.
(and presumably requires the Secretary of the Treasury to maintain records of)
the adjusted carryover basis of every item of property subject to the carryover.
basis provisions of the Code; and

Whereas, the provisions of the Tax Reform Act of 1976 relating to the deter-
mination of carryover basis are virtually incomprehensible and beyond the ability
of the average citizen to comprehend, thus denyilg the individual the opportunity
to compute and report his own tax liability and forcing him to either ignore.
the law of hire specialists in the field of taxation; and

Whereas, said provisions of the Tax Reform Act of 1976 have been found by
tax experts to be overwhelming and unworkable and to impose an undue burden.
and expense upon all citizens, and, therefore, said provisions will foster dis-
respect for the tax laws and tend to disrupt and break down the present system
of voluntary tax reporting and payment; and

Whereas, the expense of attempting to comply with the carryover basis provi-.
sions of the tax reform act will fuel the fires of inflation to the detriment of
the county as a whole; and

Whereas, the problems and inadequacies of the carryover basis provisions of,
the Tax Reform Act have been recognized by certain members of the Congress:
and caused them to introduce legislation to repeal the carryover basis provi-.
sions of the Tax Reform Act of 1976; and

Whereas,' the Real Property, Probate and Trust Law Section of The Florida:
Bar, in recognition of its duty to the citizens and taxpayers of the State of
Florida to do whatever is in their power to assist in the improvement and up-
holding of the laws and to relieve citizens from regressive and oppressive meas-
ures, and being convinced of the desirability of the repeal of the carryover pro-
visions of the Tax Reform Act of 1976, it lb

Resolved, That the Real Property, Probate and Trust Law Section of The.
Florida Bar favors the repeal of the carryover basis provisions of the Tax Reform
Act of 1976 and urges all members of Congress to act affirmatively and promptly
to repeal said provisions.

Resolved Purtke, That this Resolution be published and disseminated as.
broadly as possible and that copies of this Resolution be furnished to : Mr.
Michdel Stern, Staff Dirtctor, Committee on Finance, Room 2227, Dlirksen Sen-
ate Office Building, Washington, D.C. 20510.

OUiNDA, CALiF., Septembor Pt, 1977.
Re Amendments to 1976 Tax Reform Act, carryover baste problems.
Hon. HARay P. BYRD, Jr.,
Attn.: Mir. Michael Stern,
Staff Director, Committee on Finance,
Dirkeen Ofce Building, WoAnot on, D.C.

DEAR SENATOR BYRD: I respectfully request that your Coinmittee on Financ&
recommend an amendment to The 1970 Thx Reform Act ftaowtog-the old rulesom
stepped-up basis to apply to taxpayers' principal residenc, as of the-date of his
death.

In my over 20 years of experience as a tax attorney, I bave. observed that a
substantial majority of those taxpayers who own a prlneial residence, do not
maintain adequate records for the purpose of determining cost basi---this prob-
lem is further compounded by the fact that most taxpayers have owned,three or
more principal residences and each time _the residence has been mold, a more,
e.pensive one has been purchased, thereby resulting in postplnement oftcapitat
gain and the necessity to carry over the cost basis of the &rst housqapun0bnsed. br
a taxpayer many years ago.
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It is a real burden to a widow and to the widow's tax adviser to attempt to
go back 40 or 50 years of home ownership to determine the cost basis of the

- pincipal residence. If the stepped-up basis provisions of the pre-1976 Tax Reform
Act Law were allowed to apply to residences only, there should not be a Substan-
tial tax loss to the Government and many arguments with the Internal Revenue
Service on audit and much work in going back to determine cost basis would
be avoided.

Very truly yours,
HERBERT P. MooRE, Jr.

DALLAS, TEx., September 12, 1977.Senator HARRy F. BYnD, Jr.,

Attention: Michael Stern,
Staff Director, Commdttee on Finance,
Dtrkeen Ofice Building, lVaehington, D.C.

Dr.AR Ms. STERN: Many feel that the Estate and Gift Tax revisions and par.
ticularly the "carry-over basis" provisions contained in the 1970 Tax Reform
Act were too hastily considered and little understanding of the effect of the new,
drastic tax changes on descendants- estates existed outside of the Revenue
Committees.

We understand Senator Byrd is inviting comments on this issue and we have
the following:

The 1976 Tax Reform Act provides, for the first time, that when an individual
dies the cost basis of his property will "carry over" to his estate and his heirs.
Congress eased the immediate impact of this law by providing a "fresh start"
on December 31, 1976, but for new businesses started after 1970 the effect of the
new law is to impose a capital gains tax at death on all future sales of appre-
ciated assets, even when they are sold to raise money to pay estate and Inheritance
taxes and expenses of administration. This tax would be added on top of the
present estate tax, which starts at a 30% rate. The serious impact of these com-
bined death taxes on one's incentive to start and build a family business is graphi-
cally demonstrated by the following figures:

1. Assume a $100,000 business started after 1976, which at the time of the
founder's death is worth $3,000,000, no marital deduction and no other assets:
Funeral and administration expenses -------------------------- $125, 000
Estates taxes and inheritance tax credit ------------------------ 1, 225, 000
Capital gains tax (after adding the-proportion of estate and inherit-

ance tax to basis) ----------------------------------------- 267,000
Minimum tax on capital gain ----------------------------------- 40,000

Total taxes and expenses ------------------------------ 1,657,000
There is not one medium-size family business out of 100 that could come up

with this amount of money without wrecking the business. Nor could such a
company afford to purchase enough life insurance to pay such taxes. And the
installment payment provisions will merely serve to convince the founder that
building such a business is not worth the effort.

But this is not all. Section 303 is not available to provide funds to pay the two
capital gains taxes. But they must be paid. The corporation can only pay them by
declaring a dividend. But the estate must pay income tax on the dividend. Cal.
culations will demonstrate that a dividend of at least $870,000 will be needed
to pay all the income taxes, both ordinary and capital gain. Thus $2220,000 will
have to come from the $3,000,000 corporation to pay administration expenses,
death taxes and income taxes.

2(a). Assume the same $100,000 business organized after 1976, which is worth
$A,100,000 at death, a maximum 50% marital deduction and no other assets:
Funeral and expenses of administration ..------ ------------------ $130, 000
Estates taxes and inheritance tax credit ..------------------------ 501,000
Capital gains tax ------------------------------------------- 172, 000
Minimum tax on capital gains ---------------------------------- 27, 000
Total death taxes and expenses -------------------------------- 830,000
Plus additional dividend to pay ordinary income tax on $199,000 ------- 68, 000

Total taxes and expenses ------------------------------ 1,198,000
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2(b) When the wife dies later on, the expenses, death taxes, and income taxes
.Qn her $1,485,000 estate would aggregate $Wro,000.

Total administration expenses, estate and inheritances taxes, and income
taxes on both estates would amount to over $2,000,000 thus leaving less than
$1,000,000 to represent the lifelong efforts of the founder of the business.

It must never be forgotten that the carry-over basis also applies to "old"
family business, i.e., those organized or acquired before 1977, pursuant to au
arbitrary formula that prorates total appreciation between the period before
1977 and the period after 1976. If, for example, the business was organized in
1967 and the owner died in 1987, one-half the appreciation would be taxable.
Thus, the amount of capital gains tax will increase automatically as each year
goes by, regardless of whether there is actually any appreciation.

There are only two possible solutions:
1. The best step would be to eliminate the "carry-over basis," which (a) causes

serious multiple administrative and tax problems never foreseen; (b) destroys i
the incentive to build medium-sized businesses; and (c) would provide no
meaningful revenue during the next two decades.

2. The only alternative, as we see it, is to provide that the basis of assets be
stepped up in an amount that would equal the total of the following estate liabil-
Ities by. (a) funeral expenses, administration expenses; (b) estate taxes, and
(c) Inheritance taxes. There are the samt- items as those listed in Section 303,
which authorizes the redemption of sufficient stock in a family corporation to
raise funds to pay them. To be fair, this step-up of basis should apply to all es-
tates, whether Section 803 can be, used or not. Perhaps the best and most easily
understood solution would be to let the executor select assets having a value
equal to the Section 303 liabilities.

Looking at the realities of the situation there is no other solution, if Congress
is to give effect to its oft-stated view that family businesses constitute the funda-
mental basis of our private enterprise system.

Your consideration of these solutions is earnestly solicited.
Sincerely,

MONTY C. BAnE.

GORSUCH, KIRGIS, CAMPBELL, WALKEa' & GROvER,
Denver, Colo., September 20, 1977.

Senator HARRY BYRD,
Chairman, Senate Subcommittee on Taxation, Washington, DC. 

DEAR SENATOR BYRD: Last year Congress passed the Tax Reform Act of 1976
making many changes in the income tax law, but making the first major revision
in the estate and gift tax laws since these taxes were Introduced fifty years ago.
While we believe a few of the new provisions have merit, mar are of doubtful
benefit as compared to the prior law, and all of them have required extensive re-
view and often a revision of long standing estate plans. Whatever their merit or 4
demerit, the new transfer tax provisions have introduced new complexity and
uncertainty into the tax picture. However, the provision with the greatest impact
on the most taxpayers and with its own complexities is that of the carry-over
basis. Under prior law, on a person's death all of his property received a new basis
equal to its fair market value at his date of death, or if elected by the personal
representative, as of the alternate valuation date (usually six months after
death). The decedent's cost basis then became irrelevant. This was a very simple
rule to understand and to follow, and it eliminated the need for delving into the
decedent's old records to determine what he had paid originally for the asset,
the cost of any additions, the amount of depreciation which had been or should
have been taken, and so forth.

Now with the carry-over basis rules, the basis of assets passing from the de-
cedent to his heirs and beneficiaries depends upon the decedent's original cost of
the asset, the cost of additions and improvements, if any, the amount of deprecia-
tion, depletion or amortization that the decedent took or should have taken, the
"fresh start" rule for marketable securities, the amount of federal estate tax and
state inheritance tax paid with respect to the asset and the minimum basis pro-
visions. Assuming the decedent kept all of his records (which Is a large assump-
tion), many complicated computations must be made in most situations. The
personal representative of the estate Is required to forward these computations
to the Internal Revenue Service and to the beneficiaries of the estate and is sub-
ject to substantial financial penalties for failure to do so. These computations are
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generally beyond the competence of the average individual fiduciary to'perform
and will have to be done by corporate trust departments, lawyers and account-
ants, probably with the help of computers, and always at some expense to the
estate.

The new basis rules affect everyone who leaves property at death, whether he
be rich or poor and even though the estate is not large enough to incur any estate
tax. The well off can afford the additional trouble and expense, while the average
person of moderate means cannot and should not have to incur this expense. On
occasion, the cost of computing the carry-over basis may exceed the value of the
asset. The net effect to the Treasury will be to pick up additional capital gains
taxes over the years, since the carry-over basis will generally be lower (due
principally to inflation) than the basis would have been under the old rule. What-
ever the amount of additional revenue expected to be recovered through this pro-
vision, it cannot make up for the additional aggravation and expense to the tax-
payer who wishes to comply or for the evasion by those who cannot or choose not
to comply, all of which leads to considerable disrespect and even contempt by
many people for the tax laws.

It seems to us that much of the new law effects change more for the purpose of
change than for the "loopholes" to be closed. While many of the provisions of the
new law have been current in academic circles for years, we are informed that
no hearings were held on the Bill while in Congressional committees, and thus
the useful process of exposing the Bill to public scrutiny and comment was lost.
Congress has in the past corrected errors resulting from insufficient consideration
of legislative proposals, and we hope that it will do so again in this situation. We
urge the repeal of the carry-over basis provisions as they affect-transfers at death
and the restoration of the former provision retroactively.

Although this letter certainly expresses the views of the undersigned, it is In-
tended to be a communications from and a statement of position by this law firm,
authorized by Its Executive Committee. It is indeed rare that we go to this length,
and we hope you will consider it Indicative of the seriousness of our. concern as
to this-matter.

Very truly yours,
JAMES H. TUviza.

ROBINsoN, WAYNE & GREENBERG,
Newark, N.J., September 9,1977.

Mr. M5ICHAEL STERNr
Staff Director, Committee on Finance, Room 2227, Dirkeen Scnate fOice Building,

Washington, D.C.
DEAR MN. SrERNs This letter is respectfully submitted to point out some

severe problems facing the small, family-owned business as a result of the possi-
ble interaction of sections 30.3, 306 and 1023 of the Internal Revenue Code," as a
result of changes made by the Tax Reform Act of 1976 ("TR.k '76").

The problem can only be understood In its historical context. Before the adop-
tion of the 1954 version of the Code a popular means of extracting earnings from
a corporation and avoiding dividend characterization (i.e. taxation at ordinary
income rates) was by utilization of the "preferred stock bailout."

The mechanics of the preferred stock ball-out were as follows: A corporation
with large earnings and profits would declare a dividend of preferred stock to
existing common holders. Under section 305 such a dividend was not taxable. The
shareholders would sell their preferred stock to a third party (for example an
Insurance company), who would thereafter have its preferred stock redeemed by
the corporation. Each sale of stock was taxed at capital gains rates, By this means,
earnings of the corporation could be effectively extracted at capital gains rates.

Section 308 of the 1954 Code effectively reached this problem by characterizing
any preferred stock-received as a dividend on common stock as "section 306 stock".
With certain exceptions, a redemption of sale of such stock was to be taxed as if
it were a dividend distribution under the rules of section stock bail-out (which
had received Judicial sanction in Chamberlin v. Comtniaufoner, 207 F. 2d 482 (0th
Cir. 1953).

1 Unless otherwise Indicated, all references are to the Internal Revenue Code of 1954,
as amended, and The Regulations promulgated thereto.

95-020--77-16



224

Section 806 curbed this abuse by, in effect, creating a "taint" for such stock
received as a distribution on common stock (the "taint" being that any future
sale or disposition of such stock would be taxed as ordinary income, again, subject
to certain exceptions).

To make it clear that the "taint" followed section 806 stock even if such stock
were made the subject of a gift, the Code provides that stock having a transferred
or, substituted basis in the hands of the donee is still section 806 stock. However,
if stock had a "stepped-up" basis, such as that created when a shareholder dies,
the "taint" was purged.

Section 303, w.ose provisions were first adopted in 1951, waives ordinary income
treatment to permit redemption for the purpose of paying estate taxes, in situa.
tions where otherwise, such a redemption would result in ordinary income because
of section 306.

When section 303 was drafted to allow a redemption of stock to pay estate taxes,
the need for such a provision was Justified as follows:

"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 fatnily 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. lin
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." S. Rep. No. 275, 81st Cong., 2d Bess. 54 (1951).

The preferred-for common recapitalization has been an important planning tool
for at least twenty-five years. A recapitalization whereby the older generation in
a family owned corporation surrenders some or all of its common stock in ex-change for preferred stock has offered many tax and non-tax advantages to those
involved. Preferred stock inthe hands of the older generation has a more readily
ascertainable value for estate tax purposes and a relatively secure and stable
level dividend Income. The younger-generation management obtains total or
partial voting control and decision-making authority.

The preeminence of section 303 can be further noted by the fact that not only
was it possible that stock received in a pro-death preferred for common recapitali-
zation eventually could be redeemed for the payment of estate taxes without
ordinary income treatment, but also stock received in a post-death preferred
for common recapitalization was available for the same purpose with the same
favorable treatment.I A corporation may di-kribute non-voting stock as a tax free distribution after
the shareholder's death tnd under section 303(3), such shares would be suitable
for section 803 redemption. Reg. 1.303-2(d) thus provides: "[A] distribution in
redemption of stock will qualify under section 303, notwithstanding the fact that
the stock redeemed in section 306 stock, to the extent that the conditions of section803 are met." It is noteworthy that such a post-death recapitalization appears to
remain eligible for favorable treatment under section 303 even after passage of
the TRA '76, notwithstanding the possible problems created for a pre-death
recapitalization as discussed below.

TRA '76, which has the avowed purpose of trying to preserve the small family
business (as evidenced by section 2032A, concerning the valuation of property
used in a closely-held business, and section 6166 which extends to fifteen years
the period within which estate tax may be paid), creates a catastrophe for thesmall, closely-held business which had relied on a preferred for common recapital-
zation to ensure the continued existence of the business in the family's hands and
to ensure a source of funds for estate tax payments.

It Lq our belief, and that of many others, that section 303 overrides section 300.
This was made clear as to post-death recapitalization by Reg. 1.303-2(d) dis-
cussed above. However, the issue as to pre-death recapitalization has never drawnmuch attention because of the fact that the stock received a stepped-up basis upon
the owners' death (one of the statutory exemptions to section 306) thus eliminating
all problems. Now section 1023 provides that the adjusted basis of property ac-quired from a decedent will be its adjusted basis immediately before the death of
the decedent, with certain adjustments. As a result, if section 303 is not consideredto override section 306 by its own terms, the stock utilized In the redemption may
retain Its 306 "taint".

'An a result, In addition to the estate taxes due, the redemption of the preferred
stock to pay these estates taxes (a device which congressional policy as reflected
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in the Code has encouraged for the past twenty-five years) would produce taxable
income (due to section 1023 and the carry-over basis) upon its redemption which
income would be -taxable as ordinary income as to the full amount realizedI
Computations can be supplied to show that the taxes in such a synergistic situa-
tion could easily exceed 100% of the value of the stock---a situation which cer-
tainly belies a Congressional solicitude for the problems of small, family-owned
business !

(It is difficult to believe that Congress could have Intended a result so contrary
to Its previously shown and presently continued concern for the problems of the
small business. Especially anomalous is the result that a pre-death recapitaliza-
tion for valid business purposed followed by a redemption, will result in section
806 treatment, yet a pxost-death recapitalization and redemption will avoid section
300 "taint".

,It Is particularly discouraging to note that the expected analysis to clear up
the confusion which has arisen as a result of the TRA '76 has not materialized.
A simple modification of the Regulation under section 308 to clarify that section
303 overrides section 300 for both pre-death and post-death recapitalizations
would be sufficient to resolve the problem.

'Instead of this simple modification of the Regulations to prevent an unintended
result, we are presented with a technical amendment (H.R. 6715), section 3(a)
(2) which represents a de facto amendment of section 303--4he bill would den)
capital gain treatment for the redemption of section 306 stock to pay estate taxes.
This should not be allowed without full consideration by Congress and, In fact,
It would appear that Congressional intent has been made clear. Regulations
should be adopted to reflect that viewpoint, viz, the opposite of H.R. 6715.

Very truly yours,
SIMON LEVIN.

St. Lou(i, Mo., September 16, 1977.
Hon. HARRY F. BYRD, JR.,
U.S. Senate,
c/o Mr. Michael Stern,
Staff Director, Committee on Finance, Room 2227, Dirksen Offlce Building,

Woaehingwton, D.C.
)EA SENATOR BYR): It Is my understanding that you have invited comments

on the Tax Reform Act, and especially on the new carry-over basis provisions of
this Tax Reform Act. As ani attorney who has practiced in the estc ', und pro-
bate area for three years, I would like to add my voice to those w'c, ".,'or a re-
peal of the carry-over basis provisions, and a return to the step-up oasis pro-
visions of the prior estate tax law.

The stream of horribles caused by this new law in regard to the burdens Im-
posed on estates In the way of capital gains in order to pay administrative ex-
penses and death taxes, and the monumental Inconveniences involved, have un-
doubtedly already been pointed out to you and your staff. However, I would also
like to point out that the administrative time and effort involved in determining
the carry-over basis will undoubtedly result in higher fees for the fiduciaries
serving in an estate and the attorneys representing the estate.

This will be caused by the added time involved in computing the basis of assets
held by the decedent at the time of his death, a burden which will undoubtedly
prove extremely time-consuming. This increased expense will not only result in
the loss of part of the Inheritance of the beneficiaries of the deceased person,
but, in effect, will result In less revenue going to the Treasury, since these ex-
penses are deductible expenses for tax purposes. Therefore, while on the one
hand the carry-over basis will provide increased Income tax revenue, it will at
the same time decrease the estate tax revenue, on account of the increased admin-
Istrative expenses. It will also undoubtedly cost the Internal Revenue
Service added time and money in order to have adequate manpower to audit and
enforce the provisions of this carry-over basis law, thus also reducing its revenu-
Ing producing effect.

In conclusion, I heartily urged you to support repeal of the carry-over basis
provisions of the Tax Reform Act of 1976.-,

'Very truly yours,
BzamraM L. LsvY.

11 1-
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COASTAL DATA, INC.,
Stockton, Calif., S vptembcr 15, 1977.

lion. HARRY F. BYRD, Jr.,
Atten.: Michael Stern,
$taff Director, Committce on Financc, Ioons 2227, Dirkecn Office Buildlilg,

Washington, D.C,.
DEAn SENATOR BYRD: I recently read an article which stated that the estate

taxes on a family-owned company which was worth $3 million at date of death
could approach '$2,220,000. As an owner of such a business, I -would certainly like
to pass the business on to my sons. However, if the carry-over basis if not re-
moved from the provisions of the 1976 Tax Reform Act, I doubt seriously whether
I could do so. A tax in that amount can only be considered confiscatory.

1I am completely opposed to the very concept of taxation on the estate of a per-
son who has worked hard all his life, paid taxes on the income generated by his
labor, and then finds out that the government will end up with most of his prop-
erty.

,I strongly recommend elimination of not only the 'carry-over basis' but the
complete elimination of all estate taxes. I would appreciate your comments.

Sincerely,
DONALD S. MACRAE, President.

COMMENTS AND RECOMMENDATIONS WiTH RESPECT TO CARRYOVER BASIS PROVISIONS
OF TECHNICAL CORRECTIONS ACT OF 1977, BY JACK W. PETERS, ATTORNEY, COUNCIL
BLUFFS, IOWA

My comments are limited to carryover basis which now appears as Section 1023
of the Internal Revenue Code as introduced by Section 2005 of Public Law 94-455
(Tax Reform Act of 1976). Section 3(c) of the Technical Corrections Bill of 1977
contains various proposed corrective amendments.

Obviously, Congress acted as it did in the Tax Reform Act of 1976 to eliminate
supposed inequities resulting from the provision of a stepped-up basis at a time
of death for assets owned by the decedent. It attempted to soften the blow by
creating a complex "fresh start" adjustment as well as other adjustments relating
to duath taxes and property in small estate. A limited exemption wa created for
personal or household effects.

The carryover basis rules presuppose that records exist concerning the original
cot basis and depreciation, if any. Because the rules apply to property not subject
to depreciation as well as depreciable property and nonbusiness assets as well as
business assets, the presupposition is demonstrably false. Most taxpayers not
engaged in business for themselves have extreme difficulty in reconstructing any
cost basis figures. The task of reconstructing such information even by persons
familiar with public records is a phenomenal task. The likelihood of any great
accuracy In determining carryover basis values is quite small. Unless the Internal
Revenue Service is to be increased by great numbers of employees, the opportunity
of the service to perform meaningful verification will be quite limited.

In short, the carryover basis provision is a monstrosity. Honest, conscientious
taxpayers will be unable to comply with it and the Internal Revenue Service
will be unable to administer it fairly.

The technical amendments made a part of the Technical Corrections Bill
modify the monstrosity in minor respects, but do nothing to address the problem
of the fundamental lack of records which generally exist.

It should be obvious that there are other ways to tax capital gains. If the
stepped-up basis at death really is as much of an evil as Congress seems to
believe, the cost basis rule could be substituted for the stepped-up basis rule for
assets acquired subsequent to 1976, with the old rule left to apply to assets
acquired before 1977. Then, at least, people would have the opportunity to respond
to the new statutory requirements by now making and preserving the records
which later will be necessary.

Such a change would have another beneficial side effect. Congress could then
eliminate the requirements for filing and disseminating information concerning
carryover basis property which now appear In Sections 6039A and 8694 of the
Internal Revenue Code.
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TuE NORTHWESTERN MUTUAL LIFE INSURANCE CO.,
Milwaukee, 11i7., September 12, 1977.

Re 1976 Tax Reform Act.
Senator HARRY F. BYRD, Jr.,
(Attn. Michael Stern, Staff Director, Committee on Finance, Dirksen Office

Building, Washington, D).C.)
DEAR SENATOR BYRD: This communication is directed to you expressing my

extreme disagreement with the Estate and Gift Tax Revision incorporated In the
1976 Tax Reform Act. For those who have analyzed the effects of these changes It
Is clear that the new carry-over basis and capital gains tax impact on closely
held and family businesses is confiscatory and disproportionately unfair to these
taxpayers.

A possible preferable approach could be to step up the basis of an estate's
assets to their estate tax value in an amount equal to the four estate liabilities
of funeral and administration expenses and estate and inheritance taxes. This
approach would avoid the double tax on the assets used to pay these state liabili-
ties. I urge your personal consideration of this possibility. I request that you and
your colleagues reconsider and evaluate what this new tax law has imposed on
specific groups of taxpayers.

Sincerely,
JACK-G. BaowN, CLU, General Agent.

TiE NORTHWESTERN MUTUAL LIFE INSURANCE CO.,
Milwaukee, Wia., September 9, 14977.

Senator HARRY BYRD,
(Attn: Y cbael Stern, Staff Director, Committee on Finance, Dirksen Office

Bull ag, Washington, D.C.)
DEAR ICENATOR BYRD: As a professional estate planner, I would like to encour-

age your committee to re-evaluate the carry-over basis provision of the 1976
Tax Reform Act.

Although this provision creates added sales for me, It reeks havoc on my clients
who have worked hard under the free enterprise system to acquire an estate.
These same people are the employers of many because they have accumulated
capital.

- In my opinion, this new method is destructive and not in the best interests of
any segment of the population.

Sincerely,
DAVID L. HETRICK, CLU.

CUDARY, WILCOX, HANDLEY, 3AGEE, & POLKING. P.C.,
206 North Wilson Avenue, Jefferson, Iowa, September 8, 1977.

Re: Tax Reform Act of 1970.
Mr. MICHAEL STERN,
Staff Director, Committee on. Finance,
Dirkson Senate Opce Bldg., Room 2-27,
Washington, D.C.

E)na MR. STERN AND COfMITTEE MEMBERS: We believe that the passage
and implementation of the Tax Reform Act of 1976 has produced such grave
consequences that we would like to convey to you our opinions:

We are a seven member law firm in Greene County, Iowa. Jefferson, the
County seat, is approximately 5,000 population, and the entire County contains
approximately 12,000 people. A great majority of our work is with rural matters
and with rural people. We are feeling the impact of this new legislation upon the
people of our area.

Members of our firm have attended various seminars, schools and conventions
dealing with this legislation. Speakers there have characterized the legislation
as "an afterthought", "a travesty", "Injurious", "dreadful", and even "a fraud
on the taxpayers". It is not our purpose to try to convince you that any of tile
above is true, but simply to point out to you that some of tihe things that we
think are bad about the law.
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One of the first things that is wrong about the law is "basis". The complexity
of the basis rules are terrifying. This is true because of the method of computa-
tion, the records that must be kept, the information that must be furnished-we
feel manifest injustice and bad effects result from the basis rules.

Sociologically, the basis rules are probably the worst part of the act. In our
community farm land. much of which was purchased during the depression, and
much of which was inherited or purchased since that time, has increased in
value tremendously. The owner of the land was unable to sell the land because
of the capital gain impact that would result from a sale. However, when that
person died, and the property received a new basis, the person or persons in.
heriting the property then could sell it. They would of course have paid a Fed-
eral Estate Tax upon the value of the property, but they would then avoid the
income tax. The point of this whole matter is that on death farms come available
for sale and young farmers in particular are able to find land that they can buy.

The so-called family farm context that the act addresses itself to, and the tax
break that is granted in that situation, has its own in-built limitations and cre-
ates its own problem areas.

For example, we now have a situation where a family farm is involved. A
qualified heir wishes to purchase the farmland front the estate. However, lend-
ing institutions have looked at the property and see a long term lien against that
property which may be assessed if he does not hold the property for the full 15
years. The lending institution is going to want to have a first lien free from all
liens and encumbrances. Yet it Is Impossible to guarantee that there will not
be a lien because no one can guarantee that the man who purchases it will con-
tinue to farm it for the required period of time.

Perhaps, and only perhaps, will the rules and regulations of the Internal Rev-
enue Service help us. We are very fearful that they will even be worse than tile
act itself and thus make our life more difficult.

Other difficulties appear in the act. The so-called deemed transferor must have
been conjured up by a Philadelphia lawyer. It is thought that a person can be
a deemed transferor and not even be aware of it.

Onc e again back to basis. I personally have some stocks purchased upon the
New York Stock Exchange. The companies have a system called automatee divi-
dend reinvestment'. I have taken advantage of this and each quarter end up
with a fractional share. As I understand it, I have to keep records. Each ffac-
tional share is separated and I need to know what my cost was. I have always
done this and have no problems personally with knowing how much money has
been invested in stocks under any plan, but If I understand the rules and regu-
lations right In the event of my death someone Is going to have to set up a tabu-
lation which will show this whole picture. The Executor of the estate is then
duty bound to furnish the information to whoever receives the stocks. Somehow
there must be a simpler system.

Other difficulties that arise are that people have perhaps three children and
three farms. All are equal in value at the (late of death. However, one may have
been held ten years, one may have been held 20 years, and one may have been
held for 30 years. The cost of the farms in each instance is not the same. Iii fact
the costs are widely spread. If I have three farms of equal value, and give them
to my three children who then intend to sell them, I find that I have not been
fair to my three children because the child who received the Pirni with the
lowest basis will pay the most capital gains tax. I want to treat my kids equally.
Up until now, I could give each of them a farm and it didn't make any difference
when I bought it. The value fixed at the date of my death was the fair market
value of the property.

We probably could add additional complaints about the bill but you probably
have heard most of them. Like all bills, it is not all bad. Certain people are going
to benefit. This is so because the increased amount of property that a person
can own without paying tax. Overall, however, we believe that It turned out
to be a harmful piece of legislation, probably passed too much In haste to give
the advantage of the additional exemption and not giving enough consideration
to the technicalities built into this bill by the so-called "thinkers" In the Revenue
Department who were able to produce for Congresq all of these Ideas. We rather
feel that Congress looked mostly to the exemption portion of the bill (although
not truly an exemption) and did not pay enough attention to the other facets
of this legislation.

The basis provisions ought to be stricken retroactively. As we said before, so-
ciologically, they are very bad. We feel that the only sociological result of this
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bill will be to pyramid land in the hands of the few and we believe that the
young farmer ought to be able to have the opportunity to purchase land. The
provisions of this bill can only tend to increase the value of farm land and it
has already skyrocketed out of reality.

We believe that the so-called technical amendments and the legislation pro-
posed to strike the basis provisions ought to be seriously considered by Congress.

Very truly yours,
FRANCIS L. CUDAHY.

CHRISTIAN HARDWARE CO.,
Athens, Ga., September 7, 1977.

Re: Tax Reform Act of 1976.
Mr. MICHAFL STERN,
,taff Director, Committee on Finance,
Room 2227, Dirkaon Offloe Building,
17ashi ngton, D.C.

The present income tax and welfare structures are already such that it
discourages a person to work and try to build an estate. Now, the straw that
will break everyone is the "carry over basis" on estate taxes. If this clause Is
left in the act, it can only do one thing and that is to remove all incentive to
build an estate. It will cause problems never before seen in tax returns and ad-
ministrative costs and at the same time produce very little revenue for the next
20 years or more.

Thousands of businessmen have already quit applying their best efforts to
serving the community at the lowest cost simply because of the tax structure.
The income tax takes 50% or so and then, at death, the estate taxes take an
additional 50c/o or so. Yet, a loss by the taxpayer is born 100% by him. Don't,
you admit that is rather poor odds?

After income taxes have been paid, there should be no estate taxes at all.
But, if there is going to be one, for realities sake, eliminate the "carry over
basis", which is double taxation plus some.

Your vote and influence along this line will be appreciated.
Yours truly,

R. FELTON CHRISTIAN.

WESTERN OHIO NATIONAL BANK & TRUST CO.,
Covington, Oh io, September 9, 1977.

Senator HARRY F. BYRD, Jr.,
Committee on Finance.
Dirksen Ozltce Building,
W1'ashington, D.C.
(Attention Michael Stern, Staff Director.)

GENTLEMEN: I am writing to express my concern as a trust officer about the
carry-over basis provision that was enacted as a part of the 1976 Tax Reform Act.

First of all, this provision has added an incredible amount of complications to
an already complex tax picture. In some cases it will he an almost impossible
task to try to establish basis for listed securities because of stock splits, stock
dividends, tax-free exchanges and securities received by gift. Real Estate may
not be too difficult to work with it no changes or improvements are made follow-
ing acquisition. However, In reality, this is often not the case. And with each
"substantial" improvement regarded as a separate improvement for purposes of
the time-apportioned determination of the "fresh-start value", this can result in
some very involved computations. There are other potential problems such as the
inheritance tax adjustment when there are different rules for inclusion in the
gross estate for Federal and State purposes.

Secondly, I am quite concerned about the effect of the new carry-over basis,
i.e., the capital gains tax at death on family businesses. Unless some relief is
forthcoming, It would appear that many, many businesses that have enjoyed a
good appreciation simply cannot survive the strain caused by these additional
capital gains taxes. I would strongly recommend the repeal of the current carry-
over basis law.

Very truly yours,
C.4L W. BowumA, Trust Offccr.
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CAPITAL CITY IRON WORKS, INC.,
Richmond, Va., Septemrbcr 15, 1977.

Senator HARRY F. BYRD, Jr.,
Committee on Finance,
Dirksen Office Building,
Washington, D.C.
(Attention Michael Stern, Staff Director.)

DEAR SENATOR BYRD: My father and a partner started this business in 1913.
My father and his partner are now dead. The business is now controlled by me
and my brother. I am 67 years old and my brother is 62 years old.

I am writing because I am concerned about the effect of the new carryover
basis, or the capital gains tax at death, on family businesses. I hope your Judge-
ment will cause you to decide to eliminate the carryover basis entirely, because:

1. It will cause serious multiple administrative and tax problems never
foreseen.

2. It will destroy the incentive to build medium-sized business.
3. It would produce no meaningful revenue during the next 20 years.
4. It could wreck our business at our death.
I hope you will agree with me and will vote against the above proposed

changes.
An expression from you will be appreciated.

Yours very truly,
P. J. CERVABICH, Jr., President.

EBCO MANU7ACTURING Co.,
Columbus, Ohio, September 14, 1977.

Hon. HARRY F. BYRD, Jr.,
Chairman, Subcommittee on Taxration, Committee on Finance, Dirksen O01ce

Building, U.S. Senate, lVashingtno, D.C.
(Attention: Michael Stern, Staff Director).

DEAR SmR: I feel the attention given to the Estate and Gift Tax revisions con-
tained in the 1976 tax reform act is highly inadequate.

As a member of a family business, I feel we are a forgotten group of people.
It is unfair that Government caused inflation will cause tremendous increase in
Estate Taxes by taxing capital gains.

Sincerely,
Mrs. B. B. BENUA,

Assistant to the President.
EBCO MANUFACTURING Co.,

Columbus, Ohio, September 15, 1977.Hon. HARRY F. BmRD, Jr.,
Chairman, Subcommittee on Taxation, Committee on Finance, Dirksen Office

Building, U.S. Senate, Washington, D.C.
(Attention: Michael Stern, Staff Director).

DEAR Sm: Family businesses are vital to our private enterprise system. Any
reform to the 1976 Tax Reform Act should eliminate capital gains on estates.
Inflation, not speculation causes tremendous taxes. Why should estates pay for
inflation twice.

Sincerely,
KATnY B. CRONIN,

Legislative Coordinator.

RESOURCES INVESTMENT CORP.,
Denver, Colo., September 13, 1977.

Re comments on estate and gift tax revision.
Senator BYRD,
Committee on Finance,
Washi tgton, D.C.
(ktentlon: Michael Stern, Staff Director).

DEAR SENATOR BYRD: I am a small business owner who has spent the last
twenty (20) years of my life building a business for my family. This letter is
being sent concerning the disastrous effect of the new carryover basis, i.e. the
capital gains tax at death, on family businesses.
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There are only two possible solutions:
1. The best solution would be to eliminate the "carryover basis", which (a)

causes serious multiple administrative and tax problems never foreseen; (b)
destroys the incentive to build medium-sized businesses; and (c) would produce
no meaningful revenue during the next two decades.

2. The only alternative solution, as I see it, is to provide that the tsis of
assets be steeped up In an amount that would equal the total of the following
estate liabilities by (a) funeral expenses, administration expenses; (b) estate
taxes, and (c) inheritance taxes. These are the same items as those listed in
Section 303, which authorizes the redemption of sufficient stock in a family cor-
poration to raise funds to pay them. To be fair, this step-up of basis should ap-
ply to all estates, whether Section 303 can be used or not. Perhaps the best and
most easily understood solution would be to let the executor select assets having
a value equal to the Section 303 liabilities.

Looking at the realities of the situation there is no other solution, if Congress
is to give effect to its oft-stated view that family businesses constitute the funda-
mental basis of our private enterprise system.

Sincerely,
ARTHUR J. PASMAS.

WHITE, SUTHERLAND, PARKS & ALLEN,
Portland, Oreg., September 7,1977.

Hon. HARRY F. BYRD, Jr.,
U.S. Senator,
Chairman, Subcommittee on Taxation,
Attention: Michael Stern, Staff Director, Committee on Finance, Room 2227,

Dirksen Office Building, Washington, D.C.
DEAR SENATOR By"n: I am really pleased to have a chance to comment on the

"frozen basis" provisions of the Tax Reform Act of 1976. Most of us here in
the outlands felt we had been sandbagged on this issue without real chance to
comment. Thank you for keeping an open mind on the subject.

Comment. The "frozen basis" provisions do not distinguish between (a) real,
or economic, appreciation in value, and (b) inflationary appreciation In value.

An example of (a), real appreciation, is found in real property, where because
it is a non-renewable resource in diminishing supply, real value tends to far
outstrip inflation. An example of (b), inflationary appreciatalon, is the family
business. Here, assuming a fair share of a viable market, the main factors lead-
ing to increase In value are (1) the efforts of the proprietors (lost on death)
and (ii) inflation.

As to the family business, the book value increase due to the proprietor's skill
must increase 6%, a year just to "stand still." Any further increases are fought
out through a constantly increasing spiral of wage, inventory, and equipment
costs. While these are paid for with inflated, or cheaper dollars, the problem
of getting more product or service dollars out of customers similarly afflicted
is a serious one, which deserves study.

Since Government-the Congress, Executive, and Federal Reserve-have con-
siderable power to affect inflation, the citizens' tendency, on paying taxes on
that portion of value appreciation clearly referable to inflation, is to believe
themselves to be highly manipulated. I suggest that some method be devised-
arbitrarily if necessary-to account for and exempt from tax a rational and
equitable factor for merely inflationary value increases.

Comment. These estate income tax consequences of selling frozen basis prop-
erty at appreciated price-value, will simply be horrendous. Yet it will be neces-
sary to sell more of such property to pay the inflated inheritance tax. A ra-
tional mathematical case can be made that an entire business can be consumed
to pay both taxes, or very nearly so.

I have numerous other comments, but in the interest of brevity and respect for
your workload, I have limited myself to these, the most important.

Very truly yours,
MALCOLM J. MONTAGUE.

TESTIMONY OF THE REAL FTATE, TRUST AND PROnATE LAW Co)tMITrEE OF THE
STATE BAR OF SOUTH DAKOTA

The Real Estate, Trust and P robate Law Committee of the State Bar of South
Dakota submits the following account of problems arising from the Tax Reform
Act of 1976:
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1. CARRYOVER BASIS RULE

A. The onerous burden placed upon executors, surviving spouses, surviving
joint tenants, etc. with respect to ascertaining, recording and reporting the
carry-over basis. This problem is particularly compounded when, now almost
one year after the passage of the statute, we still have no regulations or forms
that offer any guidance as to when the report must be made or how to compute
carry-over basis. Estate tax returns are falling due. income tax returns will
be soon due and there is a total void In the way of guidance as to how to com-
pute or report carry-over basis.

B, The fact that, under Section 1023(b) (3) the ten thousand dollar exclusion
cannot be applied to assets independently, or broken down between assets. For
example, take the case of a decedent who owned two identical antiques for which
lie paid a thousand dollars each and they were worth ten thousand dollars
each at the date of death. He leaves one of his son and the other to his daughter.-
One of the children will bet a ten thousand dollar basis under Section 1023(b)
(3) and the other will get a one thousand dollar basis (the decedent's basis)
because the ten thousand dollar exclusion cannot be apportioned.

0. The requirement that carry-over basis be allocated asset by asset. For ex-
ample, -if a decedent owns stock in one company which has been acquired in
numerous small lots, each lot will be construed as a separate asset and the
carry-over basis apparently must be computed separately.

D. There was a change In the holding period rules so that there is no longer
automatic long-term capital gain treatment for carry-over basis property. The
decedent's holding period must be tacked on to the holding leriod of the estate
or the heir. Section 1023(h) (2) (D) (if) terminates the holding period at death.
Tacking of holding periods would appear to be allowed. The automatic long-
term capital gain treatment under Section 1223(11) is no, longer applicable
to carry-over basis property by virtue of the provisions of Section 1014(b).

E. Redemptions of corporate stock under Section 306 will now, in many in-
stances, be subject to capital gains tax because the carry-over basis will be
less than the redemption price. This Is in fact an additional expense for which
a Section 303 redemption should be permitted, but the capital gains tax result-
Ing from the Section 303 redemption does not qualify as an administration ex-
pense permitting additional 303 redemptions.

F. The adjustment to carry-over basis for death taxes under Section 1023(c)
Is calculated at the average rate of estate tax. Thus any adjustment on audit
of the estate taxes will change the average rate of tax. Therefore, it will change
the carry-over basis. That would seem to mean that every income tax return
filed before the autdit of the estate tax return has been completed will probably
be wrong) because If there Is any adjustment to the estate taxes, the carry-over
basis reported on the income tax returns (in the case of income in respect of
a decedent or capital gains) would have to be changed.

Many of the problems that arise with respect to carry-over basis may be
insoluble. We are opposed totally to the concept of carry-over basis and urge
Its repeal.

2. CHANGES IN THE CONTEMPLATION OF DEATH RULE

Outside of the fact that it seems downright unfair to enact a conclusive pre-
sumption that any gift made within three years of death Is made in contemplation
of death, the only problem that we have been exposed to in this area is the
question of the operation of the Section 2503(b) exclusion. The general explana-
tion of the Tax Reform Act of 1976 prepared by the Joint Committee on Taxation
-takes the position that if a three thousand dollar gift Is made NvIthin the three
year period, and the property given Is worth six thousand dollars at the time of
death, you subtract three thousand dollars from the estate tax value of the gift
and the other three thousand dollars is included in the estate. That seems incon-
sistent with the statute. The property which is the subject of the gift should he
excluded from the gross estate if It was worth three thousand dollars or less on
the date of gift, regardless of its value on the date of death.

S. DIFFICULTIES AFFECTING FARMERS AND SMALL BUSINESSMEN

Here Is a list of problems that we see with using the special use valuation
permitted by Section 2032A.

A. The alternative formula for valuing the property (Section 2032A(e)(8)
(A) through (E)) seems unworkable because there is no indication of how the
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five factors in the formula are Interrelated In the determination of special use
value. In addition, there is no indication of what is meant by "any other factor
which fairly values . .. " provided in Section 2032A(e) (8) (E).

B. In all cases both the value based upon the highest and best use of the
property and the special use value must be determined to ascertain qualification
for the special use value and to ascertain that the five hundred thousand dollar
limit on reduction has not been exceeded.

C. There are numerous administrative complexities, such-as the consent of all
owners (of present and future interests) must be filed consenting to the recapture

4 A tax and to the special lien (how does the guardian of a minor give such consent?)
In addition, records must be maintained (by whom?) for fifteen years after the
decedent's death to show that during a special eight-year period the qualified heir
or family member materially participated in the qualified use and, that the
qualified use continued for the balance of the fifteen-year period. If an audit of
the estate tax return raises the value of non-Section 2032A property, the Section
2032A election could be retroactively disqualified for failure to meet the percent-
age tests, resulting in Interest and penalties on the deficiency in tax.

D. Extreme care must be taken to see that use of the Section 2032A election
does not lower the value of the real estate to the point that the election for
deferral of tax through the ten or fifteen year installments under Sections 6166
and 6166A is no longer possible. The executor will have to decide if a low value
of realty or deferred payment of the tax is preferable.

E. Reducing the value for estate tax purposes by using the Section 2032A
election will probably reduce the basis of the property for income tax purposes.
Thus, the executor has to choose between saving estate taxes and saving income
taxes.

F. It is unclear as to who pays the recapture tax if recapture occurs, qualified
property is left to a surviving spouse and the will requires taxes to be paid by
the residuary heirs. In that situation, does the marital deduction share bear a
part of the recapture tax if recapture occurs?

These kinds of problems put the attorney for the executor in an impossible
situation. One certainly should not ad;ise the executor to make the election
without the consent of all of the heirs. Yet, since the heirs may well have con-
flicting interests as to whether the election should be made, each of the heirs
should be represented by independent counsel. As a matter of fact, if one is to
advise the executor not to make the election, shouldn't all the heirs be involved
in that decision, after each having been advised by Independent counsel?

We submit that legislation is needed to reinstate the unified credit lost by
reason of gifts made between September 8, 1976 and December 31, 1976. The loss
of this credit arises by reason of the provisions of Section 2010(c) which reduces
the credit In an amount equal to 20% of the aggregate amount allowed as a
specifle exemption under Section 2521. If the gift made between those dates is
brought back into the estate because of the operation of the gift in contemplation
of death rules as they existed prior to January 1, 1977, It would seem that an
idJustice would result. The Injustice results because there was widespread pub-
licity prior to December 31, 1076, to the effect that gifts could be made under the
old rules prior to December 31, 1976, and there was very little publicity explaining
the loss of the credit for gifts made between September 8th and Decemnber 31st.

CREsCo LINES, INC.,
Crest wood, Ill., Sep tembcr 6, 1977.

Senator BYRD,
Attn: Michael Stern,
Staff Director, Committee wt Finance, Room 2227, Dirksen Ofice Buislding,

Washtngton, D.C.
DE~f SENATOR BYRD: I am writing to express my concern about the 1976 tax

reform revisions that pertain to estate taxes.
In 1059 my wife and I started a trucking business. Through years of ups and

downs we today have a fine company employing over 100 people.
My accounting firm has brought to my attention the new estate tax law, as

pertains to a family owned business.
I am now saying to myself. Why am I working so hard?? Senator, all of us

who started from a meager beginning look forward to the day when our children
can in some way reap the rewards of our hard work. I love my Country and
want lo contribute my fair share towards paying for our way of life.
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Someday, taking away from our children most everything my wife and I
labored so hard and long is not an encouraging thought.

Do not take away trom us that great virtue, the initiative to get ahead.
I, along with thousands of other family owned Corporations, am hopeful that

remedial legislation will correct this almost unbelievable hardship facing our
estates.

Respectfully yours, CHESTER STRANCZEK, President.

OMAHA, NEB., September 7, 1977.
Re: Tax Reform Act of 1976-Investigatory hearings by Subcommittee on Taxa-

tion and Debt Management.
Mr, MICHAEL STERN,
Staff Director, Committee on Finance, Room 2227, Dtrken Senate OOice Building,

Washington, D.C.
DEAR Ma. STrN: I would like to take this opportunity to express to the Com-

mittee on Finance my concern with regard to a number of provisions of the Tax
Reform Act of 1976 as passed by Congress. My particular areas of concern briefly
are as follows:

I. CARRYOVER BASIS--SECTION 2005, TRA; SECTION 1028, U.S. CODE

The carryover basis provisions which were added by the 1976 Tax Reform "Act
are ridiculously complex-so much so that in many small and medium sized
estates the cost of compliance will conceivably exceed the estate tax.

A determination of fresh start basis will require with respect to each asset in
the estate (other than listed securities) :

(1) the ascertainment of original cost (or date of death value with respect to
property Inherited by the decedent),

(2) the holding period mandated by Section 1023, and
(3) In the case of depreciable property, a record of depredation allc,%'ed.
The basis so determined will then be adjusted (again on an asset-by-asset

basis) for federal and state estate and inheritance taxes attributable to the
appreciation therein. These computations become more complex when marital
deduction properties are involved. These adjustments also apply to listed
securities.

In the case of gifts, tax-free exchanges, Section 351 transfers. and other trans-
actions which were governed by basis and holding period carryover provisions,
preceding ownerships must be penetrated In order to determine the original
basis.

The burden of identifying, tracing and adjusting for death taxes will be sub-
stantial with respect to any multiple asset-estate and. in many common situations,
will be exceedingly oppressive, If not impossible, to res-olve. For instance:

(1) An estate with a valuable collection of coins, stamps, etc., particularly
where early acquisitions are not dated or otherwise documented.

(2) the estate of most farmers, particularly those with unregistered cattle
herds or hog operations,

(3) an estate with a controlling interestin a family corporation where the
corporation was the successor to a proprietorship or partnership business. The
determination of basis of such stock in the estate would require an analysis of the
Section 351 transaction. The individual holding periods of the capital assets that
were transferred would have to be ascertained. The holding period of all other
assets would commence with the incorporation. The holding periods thus deter-
mined (and there could be many of them) would have to be assigned somehow to
the shares in the estat: . The problem would be compounded if some of the
original shares had been disposed of by gift or sale.

(4) a widow's estate containing valuable gifts (jewelry, perhaps) from her
deceased husband. It used to be considered to be crass to leave the price tag
on a gift.-

A list of such examples Is limited only by one's Imagination. However, an
expansion of the list submitted would serve no additional purpose except that a
full realization of the complexities of new Section 1023 can be achieved only by
actually getting Involved into the mechanics of such determinations.

It should be noted though that even a minor adustment made by an estate tax
agent will necessitate a total redetermination of the death tax adjustment for
every appreciated asset in the estate.
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IL SPECIAL USE VALUATION FOR FARMS AND CLOSELY HELD BUINE,8ES-SECTION 2008
(a) TRA; SECTION 2082 A, U.S. CODE

It would seem that "material participation" should not be defined by reference
to Section 1402(a) which relates to self-employment tax and which has been
a subject of controversy (and abuse). Based upon initial reactions to this area
and subsequent questions, it is evident that "material participation" is one of the
main problem areas. Definitive standards are badly needed.or, in the alternative,
the requirement should be eliminated.

The requirement for material participation can be decidely unfair to the
estates of some elderly owners who might have structured their farm affairs
differently if the new provisions had been foreseeable.

The disallowance of participation by agency could have a significant effect on
the operations of farm management companies and on many country banks that
manage farms. The cancellations of management contracts purely for the sake of
qualification can easily result In reductions of income to the owners and, in some
instances, may require payment of non-productive self-employment taxes or
cause cancellation of social security benefits. In addition, the refusal to recognize
agency participation will foster devices designed to circumvent or camouflage
the agency relationships. Neither can the discriminatory aspects be overlooked.
Take, for instance, two estates which own adjacent quarter sections, each worth
about $600,000. But, because one was farmed by a family member, who will con-
tinue, and the other was supervised by an unrelated-manager, who will continue,
there being no intent on the part of either set of beneficiaries to dispose of the
properties, the first farm will be valued for Federal Estate Tax purposes at
approximately one-half of the value of the second farm. It would be very difficult
to acceptably rationalize the difference in tax treatment to the beneficiaries of the
second estate.

A five-year average of cash rent may be difficult to establish with respect to a
grain farm in a given area. This also could lead to considerable controversy.

III. CARRYOVER BASIS SECTION 806 OF THE U.S. CODE
A disposition of 306 stock can trigger ordinary income treatment. Prior to 1977,

an estate's receipt of such stock presented no particular problem because the 306
taint was eliminated by virtue of the step-up in basis. Under the Reform Act,
however, since basis now carries over, so does the 306 stigma. This means that
if 308 stock is redeemed to pay death taxes (Section 303), the entire proceeds
could be treated as a dividend. The Congress surely could not have intended such
a catastrophic consequence. This is extraordinarily unfair to those taxpayers who,
many years ago, accepted 306 stock with the understanding that it could be
redeemed without penalty so that death costs could be paid.

IV. SECTION 644, SECTION 701 (E) TRA, SECTION 644, U.S. CODE

This section, in essence, provides that if appreciated property is transferred in
trust, and if the trust sells the property within two years, then the tax on the
gain may not be less than it would have been had the transferor sold the
property.

This represents government regulation at its poorest. It purportedly was
designed to curb abuses; however, the abuses could not have been overly prevalent
since no significant effect on budget receipts was anticipated. It appears to be
another Instance of many being penalized for the sins of very few; but, to what
effect? The same purpose can be accomplished by making outright gifts, in which
event, the donee is not disciplined correspondingly.

An inter-vivos transfer of securities, some of which may have appreciated, to a
trust for a child, grandchild, or whomever is common practice. More often than
not, the trustee is a bank, and It is virtually automatic for a responsible corporate
trustee to analyze the portfolio shortly after the receipt thereof to insure that it
can meet the purposes specified in the trust instrument and to establish a sound
investment plan. Sales might be dictated for purposes of diversification, better
yield, protection, or whatever. It is unfortunate that the trustee will henceforth
be inhibited from exercising his fiduciary responsibilities.

There are also practical disadvantages to this section. The grantor's return may
not be readily available; different years may be involved; the donor may have
loss carry-backs. The solution will be provided by regulations to be issued. When?
Where necessary, the Service will compute the tax attributable to the donor;
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that Is after suitable statements or petitions have been filed. This Is much todo
about nothing.

It is particularly unfortunate and unfair that the new section was made retro-
active to May 21, 1976.

V. CARRYOVER BASIS--MUTUAL FUNDS

(The estate of a decedent who had accumulated mutual funds over a long
period of time and had reinvested the dividends.)

Each credit of stock shares created a separate asset which is subject to the
adjustment for death taxes. If a decedent had purchased, say 100 shares of
Putnam Fund 15 years before he died, there could be as many as 61 separate
computations on the accumulated Putnam shares alone in his estate.

Sincerely yours,
WAYNE S. RASMUSSEN,

Attorney at Law.

BANK AND TRUST COMPANY
TAX AssocIATIoN,

Philadelphia, Pa., September 7,1977.
MICHAEL STERN,
Staff Director, Committee on Finaace, Room 227, Dirkeen Senate Olfie Building,

Washington, D.C.
DEAR MR. STE: This writing is devoid of the customary flowery preamble

principally to concentrate more fully on the deficiencies and/or apparent gen-
erally unanticipated negative results stemming from the 1976 Tax Reform Act.

Respectfully,
ADAM N. ZACCARIA,

Chairman of the Death Tax Committee.
Enclosure.

CARYOVER BASIS

An extract from our major tax service tells us:
Carryover basis rules for property received from a decedent--ection 2005

of the Act (Tax Reform Act of 1976)-Decedent's basis continues to receiplent
subject to several possible adjustments.

If the fWir market value as of December 31, 1976 is higher than decedent's
basis, that basis may be increased by an amount equal to the excess of the fair
market value of the property on December 31, 1976 over its adjusted basis on
that date.

This step up rule applies only if decedent's adjusted basis reflects the adjusted
basis December 31, 1976. Thus, if decedent owns property at his death which
he acquired after 1976 In a non taxable exchange for property held on Decem-
ber 31, 1976, the step up rule applies.

Ditto for property received as gift!
Marketable securitfea.-December 31, 1976-value is to be market value of

such securities on that date.
Other property.-December 31, 1976-is obtained:
(a) By prorating appreciation in value over the period during which decedent

or predecessor whose holding period for the stock Is carried over to the decedent;
held the property prior to the decedent's death, and

(b) By adding the appreciation attributable (on a pro rata basis) to periods
BEFORE 1977, plus depreciation, amortization, depletion prior to 1977, to the
decedent's adjusted basis as of the date of death.

Proration rule Is mandatory, i.e., December 31, 1976 value (other than market-
able securities) may not be established by appraisal or other means.

Adjustment by adding Estate and Inheritance Taxes atributable to aprecia-
tion in value of property over the adjusted basis therefor (not above fair market
value on date of decedent's death).

If, aggregate carryover basis of all property subject to carryover rules Is
LESS than $60,000, a further step up may be taken so that aggregate basis for
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that property reaches $0,000 as long as basis for any auset does not exceed
its fair market value.

If market at date of death exceeds decedent's adjusted basis And If bene-
ficiary incurs state death tax for which estate is not liable, he may take further
basis step up or death tax attirbutable to the appreciation of that property over
the decedent's adjusted basis.

Exclusions from carryover basis rules: (1) life insurance, (2) joint and
survivor annuities, (3) certain deferred compensation plans, (4) stock options or
stock obtained through the exercise of options, (5) stock of personal holding
company, (6) gifts within 3 years of death, (7) property subject to general
power of appointment disposed of prior to death in a taxable transaction, and
(8) revocable transfers.

Executor may elect to exclude up to $10,000 of personal and household effects
from carryover basis rule and instead use estate tax value as new basis for
such assets.

Rule allowing step up of basis for Gift Tax.-Step up is limited to Gift Tax
attributable to any unrealized appreciation.

As under prior act, donee's basis will not be increased beyond the fair market
value at the time of gift.

Section 1040-where executor uses appreciated property to satisfy a pecuniary
bequest, the gain recognized by the estate will be limited to appreciation above
the estate tax value.

Recipient's basis will be the estate's basis for the property used to satisfy the
bequest increased by the amount of gain recognized by the estate.

IMPRACTICALLY OF APPLICATION

A. Unavailability of historic basis:
1. No cost basis found in decedent's records at death
2. Inaccuracy of use of certificate dates as purchase date
3. Review of each holding for: (a), stock splits, (b). rights, and (c) stock

dividends: 1. issue from earned surplus v. from capital surplus.
4. Particular difficulty with holding of c-dpital or mutual fund
B. Extremely time consuming process:
1. Establishing initial basis figure.
2. Gleaming data for adjustment.
3. Application. of formula for each individual acquisition for each security

holding.
4. Comparison of result for each as to gains or loss treatment separately with

gains handling one way and losses another.
5. Maintenance of separate costs for State Taxes.
C. Because of decedent's fractional acquisition scheme, vis through stock pur-

chase plan at his place of employment or otherwise, frequently at death, his stock
holding could be composed of many small multiple holdings each requiring the
multi-step process previously referred to above.

D. See Schedule I setting forth steps required to accomplish basis for each hold-
ing of each bond or security held by decedent:

1. A nonsophisticated fiduciary will either: (a) ignore rule, and, (b) be forced
to seek expert assistance at obviously additional cost to estate or trust

Wow!!
One may now inherit negative basis!
A beneficiary who inherits property* subject to a liability that exceeds the

carryover basis from the decedent may be sitting on potential income tax liability
greater than the value he receives.

As basis is no longer raised to fair market value, beneficiary gets decedent's
adjusted basis, stepped up by fresh start adjustment for property held before
January 1, 1977. But except for certain Marketable SBeurities, adjustments ordi-
narily won't raise decedent's basis up to fair-market value at his death.

Thus-negative basis:

I See Schedule--Carryover Basis Adjustments.
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Real estate purchased before 1977 ------------------------------ 20, 000
Increased In value to ---------------------------------------------- 150, 000
Mortgage placed on property --------------------------------------- 100, 000
Ignoring mortgage, current worth ---------------------------------- 110,000

Real estate ------------------------------------------------------- 20, 000
Fresh start addition ---------------------------------------------- 50,000

New basis --------------------------------------------------------- 70, 000
Son Inherits worth ------------------------------------------------ 10,000

i.e. Current worth ------------------------------------------ 110,000
Less mortgage -------------------------------------------- 100,000

Net Equity ------------------- ------------------------------------ 10,000

If son sells @110,000 -------------------------------------- 110, 000
Basis ---------------------------------------------------- 70,000

.ain (X 35 = percent bracket) ------------------------------------ 40,000
Gains Tax ------------------------------------------------ 14, 000

Tax would be 4,000 more than economic profit of $10,000. (Minimum tax not
considered.)
RecomnFwndatton

Complete elimination of See. 10-3 carryover basis for certain property .acquired
from a decedent dying after December 31, 1976.
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RECOMMENDATIONS

Because of the impracticality of carryover basis as presently set forth in para-
graph 2005 of the Tax Reform Act of 1970, we strenuously urge the following
changes or adjustments:

(a) A specific exemption for household furnishings and personal effects be
written into law, thus avoiding the necessary research and development of cost
basis records for rather obviously small and insignificant items. We do not'sug-
gest that this exemption be extended to collection of antiques, paintings, stamps,
coins, etc. Am an example of the above, would you ask your dear Aunt Sara the
cost basis of a wedding gift?

(b) The fresh start rule for property rather than marketable bonds and securi-
ties calls for the use of days in determining the appreciation subsequent to
December 31, 1976. This seems rather burdensome when using months is more
feasible.

(o) As pointed out by Byrle M. Abbin in his article on Carryover Basis appear-
lg In the March 1977 Issue of Trust and Estates, there is definitely a need for a
better definition of what is exactly meant by the term "marketable bonds and
securities."

(d) The executor should be allowed to use average cost for each security hold-
ing in determining any carryover basis adjustment as opposed to the present re-
quirement for making such adjustments to each individual lot.

(e) With respect to the negative basis situation outlined above, a limit as to
the beneficiary's exposure to Income Tax should be established so that his Income
Tax liability could never exceed the economic benefit received by way of a be-
quest or inheritance.

(f) In light of Gift and Estate Tax unification, a discrepancy still exists with
respect to basis of property acquired by reason of death or gift, should not the
donee of gifted property receive the same basis adjustment as a beneficiary?

(g) Small estates particularly those not required to file a Federal Estate Tax
return should be allowed a step up In basis to date of death values of all property.
This in effect would eliminate the necessity of the basis adjustment for $60,000
or less carryover basis property and free such small estates from the carryover
basis burden.

POSSIBLE ALTERNATE APPROACH IN LIEU OF CARRYOVER BASIS

Recommendation: Taxation of Appreciation at Death.
To mitigate the burden provide a diminuative scale of credit or exclusion so

that 100% of such gain is exempt in estates 1978, or year enacted, reducing to 0
in 19&3 so that the exclusion or credit reduces .20% for estates in each successive
year.

A deduction similar to the income with respect to a decedent may be allowed
to overcome the obvious double taxation of the gain for income tax as well as
estate tax. Although this alternative would not obviate the necessity of establish-
ing or obtaining the historic basis, it would overcome the problem of the various
adjustments for death taxes $60,000.00 minimum basis, etc. Likewise, there would
be no need to consider a different basis for each holding re gain or loss.

Giving Executor right to make non-pro rate distributions of property now a
must.

Problem Created by New Carryover Basis Rules:
If the will or state law is silent as the Executor's authority to make a non-

pro rata distribution In kind, the such distribution made with the consent or
agreement of the beneficiaries are to be treated as an exchange of property be-
between the beneficiaries to the extent of the non-pro rata portion, with resulting
taxable gain or loss.

Because of the new carryover basis rules, there may be substantial!conflicts of
interest between beneficiaries over distribution of assets in kind with more or less
favorable basis. Such conflicts may have to be settled by agreement of the bene-
ficiaries as to who should get which property.

Empowering the Executor to make any agreed non-pro rata distributions may
avoid the possibility of taxable gain.

Owners of a life interest in a testamentary trust were pre 1976 able to sell
their interest at practically no gain, while buyer could then amortize his cost.
The Code was then amended to stop this by barring any basis for the life In-
terest, thereby making the entire sale price taxable to a potential seller.

I FAVDIW R I
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Under the 1976 Tax Reform Act carryover basis rule, a person who Inherits
a life estate in a trust can again have a basis for his life estate, so that the sale
procedure has been opened up again.

TRANSFER TAKING EFFECT WITHIN 8 YEARS OF DEATH

Gifted property within three years of death Is included regardless of motive.
Also, ths property will be included at its value as of the date of death (not the
value when the gift is made), and this Is so even if the donee has sold or given
the property to someone else before he dies.

A gift of property other than cash has been labeled a virtual "time bomb" In
several of our tax services. This results as no donor has a guaranteed additional
three years of life and property can increase substantially in value between the
date of gift and date of death.

Further concern over the "time bomb" seems Justified assuming a will con-
tains a tax paragraph directing all taxes from residue of the estate. Assuming
further that transferred property appreciates between date of gift and date of
death, the donee through sale within three years of death realizes a windfall
profit. There would appear a serious inequity as the heirs of the estate must bear
burden of Federal Estate Tax on the sale value and donee enjoys the gift ap-
preciation. It would appear conceivable such a construction could serious diminish
or cause the estate to be insolvent!

It is strenuously urged that property disposed of by the donee be included
in the decedent's estate for Federal Estate Tax purposes not at the date of
death or alternative values, but rather at the proceeds of sale of such property
net of any Federal or State Income Tax consequences.

ADDITIONAL REcOMMZNDATIONS

Provide an exception to Non-Rebutable Presumption Rule where death re-
sulted from accidental causes and/or where a transfer was accomplished before
a certain age (Example-Age 50).

MISCELLANEOUS

Re: income in respect of the decedent
Recommend revision of Section 091 allowing deduction based upon the highest

estate tax bracket of the estate not average.
Implementation of the post 1976 method i.e. multiplication of the estates taxes

the net amount of income in respect of the decedent over the value of the de-
cedent's gross estate seriously diminishes the deduction.

If the true purpose of this deduction is to aid in overcoming double taxation,
establishing a tax credit of the amount so established might be more realistic,
equitable, and achieve the result intended.

FIRST UNION NATIONAL BANK,
Charlotte, N.C., September 6, 1977.

Re: 1076 estate and gift tax legislation.
lion. HARRY F. BYRD,
Chairman, Subcommittee on Taxation and Debt Management, Committee on

Finance, Dirkeen Senate Offce Building, Washington, D.C.
Attention: Michael Stern, Staff Director.

GENTLEmEN: We wish to offer the following comments on the estate and gift
tax legislation passed by the United States Congress in 1976, specifically relating
to the carryover basis provisions of the Tax Reform Act of 1076.

We believe Lliat the enactment of carryover basis legislation is creating serious
and insurmountable problems for both taxpayers and practitioners, to wit:

r. Determination of original cost basis :
A. Many, if not most, persons lack sufficient records as to their cost basis for

assets so that original basis cannot be determined with a reliable degree of
accuracy. This is particularly true of items such as household furnishings, per-
sonal effects such as Jewelry, clothing and the like, inherited or donated property
and noncommercial realty, for the simple reason that these items are seldom
sold or exchanged and the need for cost basis while the taxpayer is still living
is negligible.
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B. The decedent's survivors dre seldom knowledgeable about the decedent's
affairs to the extent that they can provide the needed information.

The primary Impact of this problem is that carryover basis cannot be de-
termined without reference to the decedent's original basis. If the original
basis cannot be determined, a sale of the property wili result in a larger capital
gain or a smaller, if not nonexistent, capital loss. For example, 100 shares of
X stock acquired in 1977 for $1,000 will have a basis for gain and loss of $1,000
plus the "basis bump" adjustment (assume this equals $100), or a total of
$1,100. If the stock is sold for $2,000, a gain of $900 results; if sold for $500, a
$600 loss results. However, if the original basis cannot be determined, the
maximum basis may be-only the "basis dump" of $100. If sold for $2,000 the gain
is $1,9000 if sold for $500, a gain of $400 is realized rather than the loss the heirs
would have been entitled to had the true cost boasis been known.

C. Even if records are available in excellent condition, the process of de-
termining the basis immediately prior to death is costly and time consuming.
An excellent example is anm estate of $900,000 recently encountered by the under-
signed: the decedent passed away in February, 1977, and left excellent and
complete records as to his basis for all assets owned In his safe deposit box.
Despite this wealth of Information, it has taken the personal representative 6
months to bring it up to date so that Initial basis for gain and loss can be de-
termined. In the meantime, it has been necessary to sell some of the assets to pay
expenses; the investments department could not ascertain the amount of gain or
loss on the sale of those assets since that initial basis was still being determined.
The bookkeeping and tracing of costs is voluminous, particularly when capital
changes in securities and capital improvements in realty are involved.

II. Appreciation from date acquired (or fresh start If held on December 31,
1976) to date of death is taxed at least twice: once in the form of estate tax
and again in the-form of income or transfer tax when the heir to the property
disposes of it by death, gift or sale. The only exception to the double taxation
would be if the property were bequeathed or donated either to charity or to the
spouse of the taxpayer, and then only If charitable and marital exemptions were
allowable.

III. The $10,000 personalty exemption is insufficient for most estates. The
figure should be at least $25,000. When one considers the value of personal pos-
sessions today, including the typical two-car family situation, $10,000 Is un-
realistic. In many instances, family antiques, Jewelry, art and coin collections
and cars more than consume the $10,000. These items not infrequently are placed
on the market, causing for those not falling within the exemption the same
problem discussed above for assets with unknown basis. The income tax treat-
ment of these assets is therefore unequal when some personality will fall within
the exemption and some will not. To increase the exemption to at least $25,000
would be an equitable solution; however, repeal of the carryover basis provisions
would be the wisest and most equitable solution.

IV. "Basis bump" for death taxes:
A. The adjustment to basis for gain and loss attributable to death taxes paid

on carryover basis property ("basis bump") cannot be computed with certainty
until the death tax returns are accepted by the taxing authorities.

This process takes anywhere from six months to two years following the
filing of the returns.

1. This means that sales of carryover basis property within the settlement
period must be reported erroneously, i.e., without the basis bump, and the income
tax returns must be amended at a later date when the adjustment is ascertained.
Amended returns are costly and time consuming and would necessitate pro-
longed administration of the estate until additional taxes are paid or refunds
received. Payment of additional taxes would require payment of Interest at the
expense of the estate.

2. Some carryover basis assets are not eligible for the basis bump on the
theory that they are not liable for payment of death taxes. The most prevalent
example of this theory is the marital deduction assets which pass to the surviv-
Ing spouse free of tax. In an estate where assets are sold during administration
prior to the division of the estate into marital and residuary shares, It is diff.
cult If not impossible to ascertain the reason for sale, i.e., was the asset sold
for Investment and/or administrative expense reasons or to generate funds for
payment of taxes? We can see only three alternative solutions to this problem:

(a) Establish the marital trust Immediately or make outright distribution to
the surviving spouse immediately. All assets sold In the residuary will then be
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considered sold for payment of taxes to the extent necessary, This solution, how-
ei er, negates any income tax planning which is possible for the initial year of the
estate. In many cases, it is desirable to cut the Initial year of the estate short
to fall within the year of death of the individual, distribute Income to the
widow and give her an opportunity to use her joint income tax rate privilege to
the fullest extent while minimizing the income tax to the estate at the same
time. This tax minimization planning is destroyed with an immediate distribu-
tion of marital assets, since such a distribution would result in taxable Income
to the widow to the extent of distributable net income of the estate for the period.

(b) Instruct the investment portfolio manager to differentiate between assets
sold for investment purposes and assets sold to pay taxes. This solution is not
workable because the investment manager will frequently sell assets for dual
reasons, i.e., the estate needs the funds for taxes so he will sell assets which
should be sold anyway for investment reasons. Query: Does the tax reason for
sale override the investment reason?

(c) The only other alternative is the obvious, both from the common sense
standpoint and from the standpoint that the law is not enforceable: repeat those
provisions dealing with carryover basis.

V. The concept of carryover basis will lead to sales in contemplation of death
wherever possible to avoid leaving the heirs with the problem. The sale, if it
takes place immediately prior to death, could result in a debt of the decedent
eqnal to the income tax payable by reason of the sale, which would reduce
the estate and inheritance taxes payable. The implications of this are obvious.

VI. In states where federal laws have not been adopted, the bookkeeping
problems are multiplied for the personal representative and beneficiaries of the
estate. Not only does one have two cost cases for federal income tax purposes
(one for gain and one for loss) one has cost basis for state income tax purposes;
01hi three may differ from each other. Different federal and state laws also create
the problem of two bases for depreciation computation.

VIII. The majority of beneficiaries do not understand the prior law and the new
law will complicate matters further. One must consider the noncorporate/non-
attorney executor who finds himself administering an estate with problems he
may not even recognize much less be able to solve. The average beneficiary will
not understand the dual bases theory and the information presented to him
by the personal representative upon distribution of the assets will be an item
shelved and forgotten for lack of understanding.

VIII. Professional people, whether they be corporate executors, attorneys
or accountants, will find themselves in need of additional personnel and/or
equipment to handle the increased paperwork involved with carryover basis
assets and their administration. The increased costs associated with this will
ultimately be passed to the client; the result may well be that the taxpayer
will not only be paying more taxes, but will also be paying someone more to
figure what he owes.

In conclusion, we cannot urge too strongly that the Congress seriously consider
repeal of the carryover basLs provisions of the Tax Reform Act of 1976. It is
our firm belief that, had the consequences of these provisions been realized, they
would never have been enacted. The only equitable correction is that of retro-
active repeal.

Respectfully submitted,
ELiZABETH L. Myan,

Assistant Vice President and Trust Offlcer.

AMERICAN COUNCIL OF LIrE INsuRANcE,
Washington, D.C., September 9,1977.

Hon. HARRY F. BYRD. Jr.,
Chairman, Senate Finance Subcommittee on Taxation and Debt Management,

Dirksen Senate Offlce Brilding, Washington, D.C.
DEAR SENATOS BYRD: The purpose of this letter is to urge that, in the S1ub-

committee's review of the estate and gift tax problems arising from the Tax
Reform Act of 1976. especially those affecting estates containing interests in
small. closely-held businesses, consideration be given to a technical, but significant
tax problem created by the Tax Reform Act in the case of stock buy-out
srrangements. The Problem results from the interrelation of the Income tax
"transfer for value" rules applicable to life insurance policies and the new
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"carryover" basis rules contained in the Tax Reform Act of 1976. In this regard,
we would appreciate, having this letter Included in the printed record of the
hearings being held on this subject by your Subcommitttee.

The American Council of Life Insurance has a membership of 446 life insurance
companies which have in force approximately 92 percent of the life insurance
written in the United States.

HATURU OF PROBLEM

A very common method of retaining control of a corporation in the hands
of the surviving shareholders on the death of one of the shareholders, especially
in small, closely-held corporations, is a stock buy-out arrangement. Such an
arrangement has historically taken one of two forms and, in either form, Is
usually funded with life insurance on the lives of the shareholders. Under one
alternative-a stock redemption agreement-the corporation owns the life
insurance policies on the lives of the stockholders and uses the proceeds of the
policies to purchase and retire the stock of decreased shareholders. Under the
other form-a cross-purchase agreement-the shareholders own the life insurance
policies on the lives of each other and use the proceeds to purchase the stock of
deceased shareholders.

Prior 'to the enactment of the Tax Reform Act of 1976, the basis of property
acquired from a decedent generally was the fair market value of the property
at the date of the decedent's death. (Section 1014(a) of the Internal Revenue
Code). The Tax Reform Act of 1976 added section 1023 to the Code which
eliminated the "stepped-up" basis rule for property of decedents dying after
December 31, 1970. Section 1028 provides that generally the basis of property
acquired from a decedent is the decedent's basis in the property immediately
before his death ("carryover" basis). The result of this change is to put the
stock redemption agreement form at a significant tax disadvantage to a cross-
purchase agreement in a substantial number of cases where before there were
no tax disadvantages, in these cases.

, The following exaniples illustrate the problem created by the Tax Reform Act
of 1976:

Assume co-shareholders A and B each own 50 percent of the stock of Corporation
X. The value of the corporation at all times is $1,000,000. Each shareholder
owns 1,000 shares of stock with a tax basis of $10,000. Each shareholder is
insured for $500,000 under a buy-out arrangement where the stock of a deceased
shareholder is to be purchased at its value at the date of death. If the arrange-
ment is in the form of a stock redemption agreement, Corporation X would receive
$500.000 of life insurance proceeds upon A's death and would purchase A's stock
for $500,000. B would now be the sole owner of the corporation, His basis in his
stock in the corporation would still be $10,000. The potential gain on the sale
of the stock after B's death (under the new carryover basis rules), would
be $990,000 ($1,000,000 value-$10,000 basis in the stock).

Assuming the same facts except that a cross-purchase arrangement is
utilized instead of a stock redemption agreement, B (who owns the life insurance
policy on A's life), would receive the $500,000 life insurance proceeds upon A's
death and would purchase A's share for $000.000. As in the first case, B
would be the sole owner of the corporation. However, the basis for all of
B's stock in the corporation would be increased to $510,000. ($10,000 original
basis plus $500,000 basis for A's stock.) Therefore, the potential gain on the
sale of the stock after B's death would be only $490,000 ($1,000,000 value of
the corporation--510,000 basis in the stock).'

Prior- to the 1976 Tax Reform Act changes, the basis of the stock would, on
B's death, be stepped up to its value at that time with the result that the tax
consequences of its sale thereafter would be the same under either arrangement.

The simple solution to the problem Is to change existIng stock redemption pla ns
to cross-purchase plans. However, if the corporation in the example either sells
or distributes the policies to the shareholders to accomplish this result, a portion
of the life insurance proceeds will lose its tax-exempt status under section 101 (a)
of the Code. The reason is, as explained below, that such a transfer runs afoul
of the transfer for value rule (Section 101(a) (2) of the Code). [It should be
noted that a change the other way, that is, from a cross-purchase arrangement

LWhile we reeonize that a similar diferenee In reallsed gain will occar If thp stock
is sold before B dies, as a practical matter, the stock of shareholders Is closely-held
corporations I rarely sold prior to death.
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to a stock redemption plan, can be accomplished without adverse tax conse-
quences since there is an exception to the transfer for value rule for this type
of transfer under section 101(a) (2) (B) of the Code.i

Section 101 (a) (2) of the Code provides generally that if a life insurance con-
tract is transferred for a valuable consideration, only the actual value of the
consideration and subsequent premiums paid by the transferee are excluded
from the beneficiary's gross income on the death of the insured. The legislative
history of this provision indicates that Congress was concerned that a full
exemption for life insurance proceeds in a transfer for value situation could
result In trafficking of insurance policies and, thus, encouraging speculation on
the death of the insured. (S. Rept. No. 1622, 83rd Congress, 2d Sess., p. 14 (1954) ).
Congress recognized, however, that transfers for value could take place for
certain legitimate business reasons and therefore provided certain exceptions to
the transfer for value rule. Accordingly, complete exemption is provided for life
insurance proceeds paid under a contract which has been transferred to the
insured, to a partner of the -insured, to a partnership in which the insured is a
partner or to a corporation in which the insured is a shareholder or officer. How-
ever, no exception is provided where the transfer is from a corporation to a
co-shareholder of the insured.

If such an exception Is not provided, the only way shareholders will Ie able
to change froi a stock redemption to cross-purchase arrangement without In-
curring the adverse tax consequences flowing from section 101(a) (2) will be to
let the corporation policies lapse and to purchase new policies on the lives of their
co-shareholders. We do not believe such an approach should be encouraged since
It is an inefficient and expensive way to achieve the desired result. Moreover,
because of a change In circumstances between the time the corporation originally
bought the insurance and the change to a cross-purchase arrangement is to occur,
one or more shareholders may have become uninsurable and, therefore, ineligible
for the purchase of new life Insurance.

PROPOSAL

We believe that the unequal application of the new carryover basis rules to
stock redemption plans and cross-purchase arrangements was an unintended result
of the Tax Reform Act of 1976. Thus, we urge that any legislation developed by
your Subcommittee include a provision that would amend section 101(a) (2) of
the Internal Revenue Code to remove the tax impediment to changing from a stock
redemption to a cross-purchase arrangement. This could lie accomplished by
adding to the exceptions to the transfer for value rule an exception for a-life
insurance contract which is transferred from a corporation to the co-shareholder
of the insured.

We would be happy to attempt to furnish any additional information which
you or your Subcommittee might think helpful.

Sincerely,
WILLIAM T. GIBD.

ROCKWELL CITY, IowA, September 6, 1977.
Re: Objections to the Tax Reform Act of 1976.

Mr. MICHAEL STEARN,
Staff Director, Conimittee on Finance, Dlrkscn Senate Office Building, Wash-

ington, D.C.
SiR: Commerce Clearing House, Inc., has furnished information which indicates

that numerous Congressmen are dissatisfied with the Tax Reform Act of 1976.
and especially with the "carry-over-basis rule" and the "special-use valuation
for farms and closely held businesses".

According to Federal Estate and Gift Tax Reports, (Number 16, August 8,
1977), the 1976 Act has been referred to and described as follows:

"Although the objective of the Tax Reform Act of 1976 was to provide relief
for small- and medium-sized estates, the new provisions achieve the opposite

result."
"triumph of theory at the expense of practicality,"
11... that, although the special-use valuation provision purports to give farmers

tax relief, application of the rules is so restricted that most persons are outside
its scope."
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the new provisions may generate additional revenue, but, the price of this
gain Is uncertainty, complexity and additional administrative cost for U.S.
taxpayers."

Many of us Iowa lawyers object to the carry-over basis rule because: (1) it
probably cannot be administered by the Internal Revenue Service effectively; (2)
in many instances the person who could supply the information necessary to
comply with the rules will be deceased; (3) the future record keeping required
by the Act will be staggering to the lawyer, and (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.

I will appreciate your bringing these objections to the attention of the
appropriate parties and committees.

Respectfully,
L. S. HENDRICKs.

CEDAR RAPIDS, IOWA, September 7 1977.
Hon. HARRY F. BYRD, Jr.,
Committee on Finance,
Dirksen Senate Ofce Building,
Washington, D.C.

SIR: Is -there any fair definition of death taxes other than "Communism?"
The courts relied on nebulous fictions to find death taxes constitutional at a
time when qich taxes hardly were noticeable and affected very few, and when
few Americans had heard of Communism. Death taxes take property which has
been subjected to every kind of tax during the decedent's lifetime. The govern-
ment furnishes no added service for the property it takes. To have Communism
forced upon us by our own government is bad enough when done politely, but
the monstrosity referred to as the "Tax Reform Act of 1976" is tyranny beyond
that which provoked our Revolutionary ancestors.

There is no constitutional obligation for a person to die charged with enough
property for the government to confiscate. The "contemplation of death" theory
and the new law tax property which the decedent has given away before his
death. If he squandered it in extravagance or reckless investment it is not
brought back into his estate to be taxed.

The tax reformers in their beneficent plan to eliminate discrimination against
those who make lifetime sales of their property, as compared with those whose
property is sold after death, brought forth the "carryover basis", undoubtedly
a lowest form of bureaucratic design for unproductive frustration. How many
Senators and Congressmen understand it? After all the costs of trying to com-
ply and all the deductions arising from those costs, what net revenue will the
government derive? This alone could lead to many changes in who our future
Senators and Congressmen will be. More time is spent in keeping score than
in playing ball.

All that was needed for reform of the estate and gift tax laws was a simple
recognition that the exemptions were outdated by inflation. Time which could
be used productively by taxpayers now must be spent trying to comply with
more governmental rules and regulations to keep the bureaucrats occupied at
public expense.

If we must have Communism in America (while condemning everything
Communistic), please take appropriate action to restore the old estate and gift
tax laws, with proper exemptions, and abolish carryover basis.

Sincerely,
ROBERT W. NEFF.

RWN/de

STATEMENT OF RICHARD W. STEWART

The average taxpayer is going to be confused and angry when he has to
contend with the carryover basis rules enacted by the Tax Reform Act of 1976.
As an attorney in a small town, I have had an opportunity to explain the carry-
over basis "reform" to many couples whose estates are modest. These hard
working, middle class people are invariably shocked and outraged at the mess
CongresE has created.

IRFST cop AVAUlABL
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I would like to acquaint the Subcommittee with a few of the problems that
the carryover basis rules will create for the-average family whose elders are
fortunate enough to have a little property to pass on to their children.

The new rules will make modest sized estates so complex to administer that
it will probably be impossible for a layman to do any of the work himself. The
amounts spent on attorneys and accountants will skyrocket. Much time and
effort will have to be spent In calculating the basis of each asset for future
income tax purposes. Instead of simply taking the date of death value of each
asset, the administrator will have to sort through records to find out what
the decedent paid for the property. If the administrator is lucky enough to
discover the original purchase price, he will then have to make a complicated
series of adjustments fo, the "fresh start," and federal estate taxes, state
inheritance and estate taxes, and other things that cause the eyes of account-
ants to light up.

The new rules place an unwarranted premium on record keeping since it is
essential to know when a decedent acquired each asset and what the purchase
price was in order to determine the basis of the property. Of course, this will
pose no problem for the wealthy since they have flocks of accountants to
document their purchases. The average person, however, usually doesn't keep
meticulous records. Often the administrator has no way of knowing what the
original cost of an item was. As a result, the administrator will have to depend
on the Internal Revenue Service to assign a value. The average person will
either have to spend his lifetime meticulously documenting his finances for
the next generation or he will have to let his administrator take his chances
with the whims of the I.R.S.

Distribution of an estate will also become more complicated. An administrator
who wants to distribute an estate in kind in equal shares will be able to do so
only with the aid of a computer. Assets that have equal fair market values as of
the time of distribution would not be of equal value from an economic standpoint
if they had a different basis for income tax purposes. The person receiving the
property with the lower basis would receive an asset that was worth less than
the person who received the property with the higher basis. Thus, it will no
longer be a simple task for the heirs of a decedent to divide the estate into
equal shares.

The Tax Reform Act of 1976 was supposed to be a blessing for people with
estates of modest size. The carryover basis provisions will make the average
citizen think of the Act as a curse. The average citizen will not be able to under-
stand all of the pages in the Internal Revenue Code devoted to Section 1023.
All he will know is that life and death are much more expensive and compli.
cated because of these provisions. Congress should act now to keep the adminis-
tration of modest sized estates a simple process by repealing the carryover basis
provisions of the Tax Reform Act of 1976.

HAMPTON, ROYCE, ENGLEMAN & NELSON,
Salina, Kans., September 6, 1977.

Mr. MICHAEL STEEN,
Staff Director, Senate Committee on Finance,
Room 2227, Dirkeen Senate 0Oce Building,
Washington, D.C.

DEAR SIM: We bve been advised that the Subcommittee on Taxation and Debt
Management wtil conduct a fact-finding investigatory hearing to explore estate
and gift tax p, oblems arising under the. Tax Reform Act of 1976. We would like
for yau to carefully consider the following matters:

1. The carryover basis provisions are exceedingly complex and difficult for a
tax practitioner to economically administer. Taxpayers simply have not been
required to nor have they maintained detailed records concerning the date, cost
and nature of the acquisition of each asset to the extent necessary to make any
reliable computations under the carryover basis provision. The cost of recon-
structing these records could become an enormous task in many situations. The
responsibility of the Executor to furnish detailed Information concerning carry-
over basis property to the Internal Revenue Service and the beneficiaries is
unrealistic and should be modified. The cost of compliance with these provisions
may substantially offset any tax benefits realized by modest estates.

2. The carryover basis provisions substantially changes the manner in which
Section 806 lIr applicable to stock redemptions. Apparently this was an oversight
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and an unintended result of the Tax Reform Act of 1976. We would suggest that
Section 308 be specifically amended so that it is no longer applicable to any shares
of stock acquired by or from a decedent.

3. The provisions dealing with the valuation of farm property on the basis of
its earnings are beneficial and will permit the continuation of many family farm-
ing operations. The special lien for payment of additional estate taxes should be
modified to permit the granting of prior purchase money mortgages and security
interests so that the farming operation can continue to obtain normal financing.
Farm operations require a considerable a-mount of debt financing and it is Impor-
tant to maintain a degree of flexibility in protecting the lines of credit which are
available to family farming operations.

4. The new tax with respect to generation skipping transfers creates an arti.
facial consideration in determining whether trusts should continue from one gen-
eration to the next. We feel that these provisions are extremely complex and
difficult to apply in specific situations. The exemption with respect to distribu-
tions to grandchildren of the settler are not broad enough to exclude most modest
estates from the application of these provisions. Certainly a fixed dollar exemp-
tion is not comparable with the rates of inflation which we have sustained and
are likely to continue to sustain for the foreseeable future. In addition, we would
call your attention to the following specific questions:

(a) Section 2613(b) (5) provides that a taxable termination does not include
a transfer to a grandchild of the grantor subject to the limitations set forth in
Section 2613(b) (6). A "transfer to a grandchild of the grantor" should be more
specifically defined. Would this include a transfer in trust for the benefit of a
grandchild of the grantor? Is it necessary for the property to be includible in
the gross estate of the grantor's grandchild in order for this exemption to apply?

(b) Section 2613(d) (2) defines the term "power" to include any power to
establish or alter beneficial enjoyment of the corpus or income of the trust. Under
this provision a Trnstee who has any discretionary powers with respect to invest-
ments or distributions would no doubt be considered a beneficiary of the trust.
This raises havoc with the definition of a younger generation beneficiary and a
deemed transferor. We would suggest that the -definition of a power should
specifically exclude any power held by a person as a fiduciary so long as such
person is not otherwise a beneficiary of the trust.

(c) Section 2613(e) provides a limited exemption from the generation skip-
ping transfer rules for limited powers to appoint property among lineal descend-
ants of the grantor. We feel that this should be broadened to include the exercise
of a limited power bf appointment, outright or in trust, in favor of lineal
descendants of a grantor and the spouse or spouses of any lineal descendants of
a grantor.

We feel that the foregoing provisions constitute the major items which should
be carefully reviewed and reconsidered since it appears that substantial diffi-
culties will be encountered by tax practitioners, estate planners and adminis-
trators with respect to these matters with very little benefit being obtained in
the form of additional revenue as a result of these extremely complex and
ambiguous provisions.

Very truly yours,
ToM -W. HAMpTOW.

WHITE. PRICHARD. FLORES & HAVENs.
Stos Lake, IWO , September 7, 1977.

Mr. 'MICHAIM STUNl,
Staff Director, Committee on Finfince, Dirkeen Senate Oj"o Building, Room 2227,

Washington, D.0.
DEAR Si: As a practicing attorney in a small town law practice, I would

strongly urge you to support any legislation to repeal the "carry-over-basis rule"
of the 1976 Tax Reform Act.

This rule requires extensive record keeping of all purchases of property owned
by a decedent' at the tiMe of his or her death. 'hese records involve complicated
computations as to each item owned by a decedent and must be passed on to the
Internal Revenue Service and the decedent's heirs.

This rule and its record keeping requirements will be a nightmare from the
standpoint of record keeping and adding to the overhead of law offices, count.
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Ing omfces and bank trust departments. This overhead will have to be passed on
to the heirs, beneficiaries and other recipients of a decedent's property.

At a time when our government Is striving supposedly to simplify our tax sys-
tem the "carry-over-basis rule" would do the exact opposite.

Yours very truly,
JAMES M. PRCHABD.

STATEMENT OF THE FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND
_ TAXATION

We respectfully submit for the consideration of the Committee on Finance the
views of the Forest Industries Committee on Timber Valuation and Taxation
-.oncerning the recent amendment of the estate tax laws by the addition of section
2032A (Valuation of Certain Farm, Etc., Real Property) and section 1023 (Carry-
over Basis For Certain Property Acquired From A Decedent Dying After Decem-
ber 31, 1976) of the Internal Revenue Code (the "Code").

As discussed below, we believe that section 2032A Is an important and equitable
provision. However, section 2032A contains two conditions that render it inade-
quate to fulfill the purposes for which it was adopted. We further believe that
section 1023 is an ill-concelved and inadvisable provision which creates enormous
administrative burdens and Inequitable consequences for everyone, Including
farmers and timber farmers.

SECTION 2032A ("USX" VALUATION)
In general, property owned by a decedent Is Included in the decedent's gross

estate at its fair market value, determined on the basis of the property's "highest
and best" use. Section 2032A of the Code, added by the Tax Reform Act of 1976,
provides an exception to the general rule for reel property (Including woodlands)
which is devoted to farming purposes (including planting, cultivating, caring for
and cutting of trees, and the preparation [other than milling] of trees for mar-
ket) or used in a closely-held business. If certain conditions are met, such real
property may be valued on the basis of the highest and best use of the property.

Section 2032A recognizes the unusually heavy estate tax burden placed on the
estates of farmers and owners of small businesses. However, section 2032A con-
tains two conditions which In many cases will inappropriately deny or restrict
the relief provided by the section. These two conditions are .(1) the requirement
that "use" valuation be available only where there was "materiel participation"
by the decedent (or a member of his family) in the farm or timberland in a man-
ner similar to that applied In section 1042(a) (1) of the Code, and (2) the re-
quirement that the aggregate decrease in the valuation of the estate attributable
to use valuation may not exceed $00,000. As discussed below, we believe that
these two conditions should be deleted or revised.

THE MATERIAL PARTICIPATION TEST

The material participation test Is contained in section 2032A(b) (1),(C) (ii) of
the Code. This section provides that, in order for farm or small business property
to quality for use valuation, there must have been "material participation" by the
decedent or a member of the decedent's family in the operation of the farm or
other business for at least five of the eight years ending on the date of the
decedent's death.

Section 2032A(e) (6) defines the term "material participation" by stating that
it shall be determined In a manner similar to the manner used for purposes of
section 1402(a) (1) of the Code. Section 1402(a) defines the term "net earnings
from self-employment" for purposes of computing the tax on self-employment in-
come. Generally, net earnings from self-employment means the net Income de-
rived by an individual from his trade or business. Section 1402(a) (1) provides
that such net income excludes rentals from real estate (and personal property
leased with real estate) except if:

"(A) such Income is derived under an arrangement, between the owner or
tenant and another individual, which provides that such other individual shall
product agricultural or horticultural commodities... on such land, and-that there
shall be material participation by the owner or tenant (as determined without
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regard to any activities of an agent of such owner or tenant) In the production
or the management of the-production of such agricultural or horticultural com-
moditles, and (B) there Is material participation by the owner or tenant (as
determined without regard to any activities of an agent of such owner or tenant)
with :mesct to any such agricultural or horticultural commodity."

Tho Treasury Department has promulgated regulations under this provision
vvblch provide guidelines in applying the term "material participation." Treas.
Reg. I 1.1402(a)-4. Under these regulations, services performed by an agent of
the owner are considered services performed by the owner in determining the ex-
tent to which the owner has participated in the production or management of
production of a commodity. However, these regulations were issued prior to the
addition in section 1402(a) (1) of the two Identical parenthetical phrases which
provide "(as determined without regard to any activities of an agent of such
owner or tenant)." The parenthetical were added by H.R. 98-68, effective Jan-
uary 1, 1974. Because of the parentheticals, it Is unclear, but doubtful, whether
an owner who retains an agent to consult with and advise the tenant or producer,
or to inspect the land, will be deemed to have materially participated In the op-
eration of the farm to a sufficient degree to qualify for "use" valuation.

We believe the activities of an agent should be attributed to the farmer or tim-
ber farmer to determine whether the land qualifies for "use" valuation. The
cross-reference in section 2032A(e) (6) to section 1402(a) (1) should therefore
specifIcalI7 delete the parentheticals in determining "material participation." In
the case of farms and timeberlands, the test of "material participation" should
be met by the existence of a professionally planned farm or forest management
program, or a management agreement providing for good form or forest manage-
ment of the property. Adoption of this change would promote the purposes of the
legislation; in addition, numerous safeguards exists in section 2032A to prevent
any abuse arising from this change.

The Report of the Committee on Ways and Means states as follows with re-
spect to the purposes of section 2032A:

"... it is desirable to encourage the continued use of property for farming and
other small business purposes. Valuation on the basis of highest and best use,
rather than actual use, may result In the Imposition of substantially higher
estate taxes. In some cases, the greater estate tax burden makes continuation of
farming, or the closely held business activates, not feasible because the income
potential from these activities is insufficient to service extended tax payments or
loans obtained to pay the tax. Thus, the heirs may be forced to sell the land for
development purposes. Also, where the valuation of land reflects speculation to
such a degree that the price of the land does not bear a reasonable relationship
to its earning capacity, your committee believes it unreasonable to reqUire that
this "speculative value" be Included in an estate with respect. to land devoted to
farming or closely held businesses."

Our proposed change in the "material participation" requirement furthers
these purposes. In many instances owners of farms and timeberlands retain the
services of agents in the management of the production of agricultural and hor-
ticultural commodities. The farms and timberlands in these cases are subject to
the same development pressures as equivalent parcels for which no managing
agent is retained.

The estate tax burden on owners of farms and timberlands for which a man-
aging agent Is retained Is identical to the burden on other owners who do not re-
tain agents. This burden likewise decreases the likelihood that farming and
timber farming will be continued on the parcel after the death of the owner. In
fact, the sale of managed land for development purposes may possibly increase
the "speculative value" and the development pressure on other nearby farms
and timberlands which are not managed.

The use of an agent Is simply one method chosen by an owner of a farm or
timberland to manage the property and assure maximum productivity. It Is not
a factor which should be used to deny "use" valuation. Rather, the determina-
tive factor would more properly be that the decedent (or member of his family)
retained control over the agent and through the agent (or personally or both)
had material control over the farming and timber farming activities

Further, the proposed change would not create an opportunity for abuse. Sec-
tion 2082A contains numerous restrictions which would apply to an owner who
meets the material participation requirement through the activities of his agent.
In this regard we not the following restrictions:
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1. The 50 percent and 25 percent limitations contained in section 2032A (b) (1)
(A) and (B) which limit "use" valuation to situations where a significant por-
tion of the adjusted value of the gross estate consists of farm property .

2. The 5 year ownership limitation contained in section 2032A(b) (1) (C) (1).
3. The recapture limitation contained in section 2032A (c).
The foregoing limitations effectively prevent the purchase of a farm or tim-

berland for the sole purpose of obtaining a favorable "use" valuation by an es-
tate. It would thus appear unlikely that an investor, in order to obtain favor-
able valuation, would place a large proportion of his assets in farm or timber
property, which he would be required to hold for a number of years, and which
would be required to hold for a number of years, and which would be severely
restricted on his death as respects who may receive the property and the con-
sequences of disposition.

The proposed change would therefore only aid owners who legitimately oper-
ate a farm o " timberland as a large proportion of their assets, and Intend to pass
such land to their-families, but who retain the services of a managing agent.

THX $500,000 LIMITATION

The $500,000 limitation is contained In section 2032A (a) (3) of the Code. This
section provides that the aggregate decrease in the valuation of farms or other
qualifying real property which results from "use" valuation may not exceed
$500,000 with respect to any decedent.

For reasons similar to those set forth concerning the "material participation"
test, we believe that this limitation should be deleted or revised.

First, the purpose of section 2032A, as stated In the Report of the Committee
on Ways and Means, is furthered by removing the limitation. Indeed the limita-
tion may in fact be in conflict with the purpose of the provision. As stated in the
Report, It is unreasonable to require that the "speculative value" of farmland
be Included in an estate when such speculative value does not bear a reason-
able relationship to the earning capacity of the land when used as farmland.
By adopting a $500,000 limitation, section 2032A puts a limit not on the amount
or value of real property which qualifies for "use" valuation, but rather on the
speculative element of value. This limitation would appear to bear little rele-
vance to the determination of whether and to what extent "use" valuation should
be available. In fact, the higher the speculative value, the greater the need to
remove such speculative value from the estate tax valuation.

Second, even if a limitation were appropriate, the amount of the limitation is
unrealistically low. Under today's conditions, many farmers and timber farm-
ers hold land reflecting enormous unreasonable speculative value which is not
reflected in earning capacity. Most of these people derive only a modest Income
from farms and timber farms. Furthermore, as land development pressures in.
crease and as inflation continues to decrease the value of the dollar, the $500,000
limitation, as with all fixed numbers, will increasingly reduce the instances
In which an estate could afford to elect the "use" valuation.

Third, and finally, the removal or revision of the $500,000 limitation would
provide no opportunities for abuse. Only the amount of speculative value would
be removed from the value of qualifying eal property; the value of the real
property for farming or other small business purposes would still be included
in full in the estate. Further, the other statutory restrictions on use valuation,
cited previously, would clearly eliminate any opportunity for an investor to
take advantage of "use" valuation.

SECTION 1028 (CAuBYOVn BAS)

Prior to the Tax Reform Act of 1976, a beneficiary's basis In property acquired
from a decedeit was the fair market value of the property at the date of the
decedent's death (or the alternate valuation date if that date wax elected for
estate tax purposes). In essence, because of the stepped-up basis, any apprecia-
tion in the property between the date of acquisition by the decedent and the date
of his death was not subject to income tax.

Under section 1023 of the Code, added by the Tax Reform Act of 1976, bene-
ficiaries no longer receive this "stepped-up" basis for inherited property (with
the exception of appreciation in property accruing before January 1, 1977, which
is excluded under a "fresh-start" rule). The basis of property acquired from a
decedent dying after December 31, 1976 is derived from the decedent's basis im-
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mediately before his death ("carryover" basis). Certain complex adjustments,
however, must be made to decedent's basis In order to determine the beneficiary's
basis.

As discussed below, we believe section 1023 Is an ill-conceived and inadvlable
provision which creates enormous administrative burdens, yet does not achieve
or even promote the objectives which motivated its enactment. In fact, It Is more
likely that the problems which section 1023 was to correct have been exacerbated
rather than improved.

OBJECTIVES OF SECTION 1028

Major objectives ot section 1023 are to promote tax equity and eliminate the
temporary "lock-in" caused by a step-up in basis at death. With respect to tax
equity, section 1023 Is designed to correct an imbalance in prior law by imposing
equal tax on the sale of an appreciated asset during a taxpayer's lifetime and
the salA of the same asset after taxpayer's death. However, the imbalance of
prior law has been reversed rather than corrected by section 1023, so that now
post-death sales result in greater tax than lifetime sales. This occurs because
money used to pay income tax on sales made after death is subject also to the
federal estate tax, while income tax paid on sales made prior to death is not.

To take a simplified example, assume a taxpayer In 1978 sells for $110 on
asset which he purchased In 1977 for $10. Regardless of whether the sale Is
made during the taxpayer's lifetime or by his beneficiary after his death, the
Income tax consequences wfl) now be approximately the same. Assuming, say, a
40 percent tax on-the $100 gain, the income tax due will be $40. The estate tax
consequences differ, however. With a lifetime sale, only $70 will go into the tax-
payer's estate, since $40 has gone to the federal government in the form of income
tax. Assuming, say, t 20 percent estate tax rate, the estate tax due would be $14.
With a postdeath sale, however, the full $110 goes into the taxpayer's estate, so
the estate tax due is $22 (20 percent of $110). The total federal tax due is thus
4 for the lifetime sale but $62 for the poet-death sale Hence tax equity, even

in the specific area to which the section 1023 change Is addressed, is not achieved.
As the example above Illustrates, the -carryover basis provision causes a

greater tax burden to fall on those taxpayers who keep property until death,
than on those who sell prior to death. Yet if any imbalance is to exist, it is
appropriate that the lighter tax burden should be on the post-death sale. Death Is
an involuntary event, In contrast to the usual lifetime sale of an asset. Assets
often must be sold to satisfy the estate tax liabilities. With the new carryover
basis provision, such a sale now generates an income tax as well. Furthermore,
sales are likely to be bunched into a period shortly after the taxpayer's death
thereby increasing the overall tax burden. Frequently, survivors are at the same
time coping with the financial problems Inherent in the loss of the family's
primary wage earner, as well as the inevitable stress caused by the loss of any
family member. The additional tax burdens placed on them are certain to
generate hostility toward@ the tax system. Hence, not only Is equity not achieved
between pre-death and post-death sales, but it is also likely that a step backward
rather than forward has been made.

Broadening the focus from "equal" treatment of pre-death and post-death
sales to more general fairness questions, it becomes apparent that new in.
equities are created by section 1023. First, double taxation (both income and
estate tax) of the same gain results, as the preceding example illustrates. Second,
the administrative costs created by section 1023 will be more crippling to estates
with few liquid assets, such as the estates of farmers and small businessmen,
since such estates lack the cash to cover the administrative costs without liqui-
dating assets. Third, tax planning to minimize the burden of the new tax is
affordable only by those with substantial assets.

Ironically, it Is the persons that revisions In estate tax laws were designed
to assist---surviving spouses, farmers and small businessmen and persons with
small estates--who suffer most from the "Incidental" adverse effects of the carry-
over basis provision. In fact, there are indications that the progress achieved
by the 1976 estate tax law changes-increase in the marital deduction, the In-

1 In assuming that the basis for both the lifetime sale and the post-death sale I $10,
the example does not Include any of the adjustments to basis required by section 1028.
Usually, the post-death basis would be higher than the lifetime basis once the adjust-
ments called for by section 1023 are made, but not sumciently high to counter-balance
the greater estate tax burden on these sales.
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cerased exemption as a credit, "use" valuation of farm properties, and deferred
payment of estate taxes on farms and small businesses-has been completely
nullified by the carryover basis provision. _

In addition to promoting tax equity, a second major goal of section 1028 Is
to eliminate the temporary "lock-in" effect caused by a step-up in basis at
death.

The sale of appreciated property generally results in a capital gain tax
measured by the amount of the appreciation. Under prior law, however, If the
property were held until death a step-up in basis would result and the gain
would "escape" taxation. This was thought to create an artificial incentive to
hold appreciated property until death, the so-called "temporary lock-in effect."

The tax burden faced by a prospective seller, however, not the step-up in
basis, is what creates a disincentive to sell. The step-up in basds provision made
the "lock-in" only temporary, by providing a release valve of sorts. Once the
owner of the property had died, basis was adjusted to equal fair market value.
A decision to sell or not to sell could then be made without the distortion
created by a substantial tax burden upon sale.

iSubstitution of a carryover basis in place of a stepped-up basis eliminates
this release valve and converts the temporary lock-in effect to a permanent
one. Death no longer eliminates the prospective tax burden upon sale, so it
is passed from generation to generation. As the appreciation in the property
and hence the tax burden grows, so too does the disincentive to sell. Farmland
and timberland, which frequently pass within the family from generation to
generation, are particularly susceptible to this increasing pressure against sale.

To illustrate, suppose Junior inherits the family farm, but is not interested
in, or not particularly expert at farming. Under prior law, he probably would
sell the property to someone more inclined towards farming. Under more skill.
full management, the land would be made more productive. Under section 1023,
however, Junior would incur a large tax bill upon sale (particularly if the land
were passed down through many generations, so that the basis was very low).
The mechanism for passing the land into the hands of a more efficient producer
is therefore Impeded.

At the same time section 1023 converts this lock-in effect from temporary
to permanent, it creates an entirely new distortion in allocation of property.
Any asset whose basis is lower than its value has a built-in income tax burden.
Under section 1023, this burden is now transferred to the decendent's benefi-
ciaries. A testator can minimize the tax burden on his beneficiaries by passing
assets with large built-in tax burdens to beneficiaries in low tax brackets, and
vice-versa. Since the tax savings can be substantial, this factor is likely to affect
a testator's decision about which beneficiary will inherit particular assets. Yet,
in the case of productive assets, such as farms and timberlands, maximum ef-
ficiency would only be achieved if the decision could be made solely upon the
basis of which beneficiary could best use the farm or other productive asset. A
stepped-up basis at death facilitates this efficient allocation process; a carry-
over basis distorts it. Once a misallocation occurs, moreover, the carryover
basis makes it less likely to be corrected, given the lock-in effect (or incentive
against sale) discussed above.

These distortions--permanent lock-in and misallocation of property--cannot
be overemphasized. Their adverse impact is particularly noticeable in the case
of the productive units in our economy-farm lands, timberlands, and small
business. Maximum efficiency in production can be achieved only if produc-
tive property is in the hands of the most efficient producer. Section 1023 en-
cumbers the transfer process.

ADMINISTRATIVE BURDENS

Even If the substantive goals of section 1023 had been achieved, it is Im-
portant to ask, at what cost? The new provision creates an administrative
Jungle.

The process of determining carryover basis is Incredibly complex. The firpt
step is to establish decedent's basis in each asset In his estate. Yet rarely does
a decedent leave adequate records of date of purchase, cost, and capital Im-
provements for each asset which he owns. Even if there are records, establishing
the basis of a farm or closely held business, with property frequently purchased
in small lots over the years, improvements constantly being made and de-
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preciated, and large numbers of other business assets, can involve enormously
complex calculations.

Admittedly, a taxpayer who sells property during his lifetime is required to
determine his basis in the property he sells. Several important factors, though,
distinguish the lifetime sale situation from transfers at death. After the
taxpayer's death, he is obviously no longer available to reconstruct the facts
surrounding his ownership of the property. Incomplete records that the taxpayer
could have supplemented by memory, or missing records he could have found,
are no longer of any use. Moreover, upon death, basis must be fixed in all assets
at once, requiring an enormously time consuming and costly process. In con-
trast, the occasional lifetime sale creates little difficulty.

The necessity of determining decedent's basis not only causes expense and
annoyance for the survivors at the taxpayer's death, but also requires detailed
record-keeping by the taxpayer during his life of every transaction affecting
every asset he acquires. Moreover, death no longer provides a time for "clean-
ing house", or throwing out records kept by the decedent. Until a sale takes
place old records must be preserved, for section 1023 requires not only knowl-
edge of basis, but proof. In many situations, this means records must be kept
for many years, and even many generations, as property is passed down througli
the family.

The second step in the process, "adjusting" basis, is even more difficult. Four
possible adjustments can be made: (1) a fresh start adjustment; (2) an estate
tax adjustment; (3) a minimum basis adjustment; and (4) a succession tax
adjustment. Calculation of adjustments must be made separately for each asset
in the estate. Each adjustment depends upon calculations made in the preceding
adjustment, so that an error in one can throw off calculations all down the line.
Moreover, adjustments in the basis of one asset are dependent upon the "adjusted"
basis of all other carryover basis assets, so an error in the calculation of adjust-
ments for one asset can throw off calculations made for all other assets as well.
Adjustments are also dependent upon the average federal estate tax rate, yet
that rate can only be finally determined at the time of the final audit. Again, any
change sets off a chain reaction of necessary recalculations. Given all these inter-
related factors in calculating basis, the likelihood of numerous recalculations Is
enormous.

Furthermore, there may be several bases for a single asset. The fresh start
adjustment is made only for the purposes of determining gain, not loss. Addi.
tonally, assets allocated to a marital deduction share for the spouse will have
a different basis than if allocated to the residue, since only assets subject to tax
qualify for some of the adjustments.

These enumerated complications are merely illustrative, not exhaustive, of
the administrative difficulties created by section 1023. In short, the carryover
basis provision creates an administrative nightmare which will unfairly burden
all taxpayers.

In conclusion, it is our view that the objectives of equity, economic efficiency,
and administrative simplicity are not served by section 1023. We believe section
1023 should be repealed or substantially revised. We wholeheartedly support
the bills already sponsored by numerous Congressmen to repeal section 1023 and
restore prior law.

HOPKINS, SUTTEr, MurRoy, DAvIs & CaoMA ,r,
Chioago, Ill., September 6, 1977.Hon. HARRY F. BTra, .Tr..

Ru.selC Semte Offloe Bsilding,
Room 417,
Waah ngton, D.C.

DEAi SENATON BYRD: I am pleased that your Subcommittee on Taxation Is
considering in some depth the extremely serious problems which enactment of
carryover basis has visited upon the taxpaying public. I am certain that you will
receive numerous detailed analyses of the provisions of the Tax Reform Act of
1976, demonstrating vividly why they do not work. I do not intend to duplicate
such statements, except incidentally. However, I believe that yoqr Subcommittee,
if it is not fully aware of the history of the former provision for new basis for
assets held at death, should be made aware of the facts.

I doubt that the Members of Congreds who supported carryover basis last year
were aware that similar provisions had been suggested and consistently rejected
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since 1919, Including rejection In 1942, when there was a need for revenue to
support the war effort, and again In 1968 when taxation of capital gains at death
was proposed by President Kennedy. The reasons for such consistent rejection
of any change from stepped-up (or stepped-down) basis are simply stated-
despite the seeming equity of taxation of unrealized appreciation at or after
death, schemes to impose such taxation are, in fact, unworkable and, In practice,
less equitable than the rule which they are intended to supplant.

Last year, when, at the last minute, it appeared that carryover basis might be
passed by the House, I wrote to the members of the Senate Finance Committee
and enclosed a copy of my testimony on behalf of the Illinois State Bar Associa-
tion In 19Th setting out the legislative history of estate tax value basis. The rush
of events made my letter futile as the Committee never considered the subject.
I now resubmit that letter, noting that the tax computations made therein and In
my 1973 testimony are now outdated, but not rendered Incorrect In concept, while
the history remains asvalid as ever.

Accordtogly, I enclose a copy of my August 17, 1976, letter to Senator Long
(identical to those sent to other members of the Finance Committee), and of my
1978 testimony on behalf of the Illinois State Bar Association. I hope serious
reconsideration will be given to the hastily enacted and widely condemned pro-
visions for carryover basis.

Very truly yours,
WILLIAM P. SuTrE.

Enclosure.
HOPKINS, SUTTER, M1ULROY, DAvis & CROMARTIE,

Chicago, Ill., August 17, 1976.
lion. RuSSELL B. Loxo,
Russell Senate Office Building,
Roons 817,
Washington, D.C.

DEAR SENATOR LoNeG: As a lawyer who has spent 26 years in probate and estate
planning work, I am extremely disturbed by the inclusion In HR. 14844 of a pro-
vision for carryover basis. The Committee Report states that this change is
Intended to ellmlate the "unwarranted" difference in tax treatment between life-
time and deathtime tarnsfers. It should be immediately noted that the bill does
not, in fsct, equate lifetime and deathtime transfers. Indeed, In some Instances
It would seriously penalize a deathtime transfer.

For example, assume a taxable estate of $5,060,000, comprised entirely of
stock having a basis of $506,000. Under present law, such an estate would pay an
estate tax of $2,468,200, but would pay. no capital gain tax If it were necessary
to sell the stock immediately after death, and the stock been sold immediately
before death, the capital gain tax would have been $1,579,390, but the reduced
taxable estate would have produced an estate tax of only $1,498,741.60. Thus,
under the present law, total taxes would be $3,078,131.60, or $600,931.60 greater
If the stock were sold before death. However, sale before death is within the deci-
sion-making control of the owner of the stock.

With carryover basis, If it were necessary to sell the stock immediately after
death, there would be a capital gain tax of $801,921 to pay In addition to the
estate tax of $2,468,200. Total taxes ("3,270,121) would be 32.49 percent greater
than those payable under present law, an extremely high percentage increase,
and would exceed total taxes payable if the stock were sold immediately before,
death by $191,989.40. Yet the death of the stockholder may, In many instances,
require sale of the stock shortly after death.

In addition, carryover basis Imposes a regressive tax burden. For example, if
a stock appreciates from $100,000 to $1,000,000, the additional tax incurred on
its sale would be approximately $205,000 If thatstock were the sole asset of an
estate, but would be only $110,000 if it were part of a $10,000,000 estate.

It is vital to recognize that property acquired from a decedent has taken a
stepped-up basis under every revenue act since 1916. These provisions have been
repeatedly reenacted despite suggestions for carryover basis, the first of which
was made as early as 1919. When the Ways and Means Committee conducted Its
hearings on General Tax Reform in 1978, 1 was privileged to testify as President-

-Elect of the Illinois State Bar Association on this subject, and to submit a pre-
pared statement as well. I do not believe that I can add to what I then said, but
I sincerely hope that you will review that material and strenuously oppose carry-
ever basis if it survives the House vote and comes before the Senate.

05-026--77-18
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In the event that the Finance Committee decides to hold hearings, I should
be pleased to appear, if that were In order. Thank you for your attention to this
important and widely misunderstood subject.

Very truly yours,
WITIAM P. SUTTE.

STATEMENT oF WUAMAx P. SuyrF, P UsIDENT-ELEoT, ILLImOis STATE BAR
ASSOCIATION

Mr. SuTTErL Mr. Chairman, members of the committee, my name is William P.
Sutter. I am appearing here on behalf of the Illinois State Bar Association, of
which I am the President-Elect.

I have been a chairman of the Probate Practice Committee of the Chicago Bar
Association. I am the incoming chairman of the Committee on Income Taxation
of Estates and Trusts of the ABA Section of Taxation, and I am a partner In
Hopkins, Butter, Owen, Mulroy and Davis in Chicago.

The reason I am appearing here today Is to urge upon the committee what
has already been advertised to this morning, the fact that there is a dichotomy
sometimes between simplicity and what may seem to be equity.

In Illinois, among the members of the State Bar Association, are a great many
practitioners who are not technical tax experts, and they feel very strongly that,
unless an Inequity is so apparent as to be obvious to all members of the com-
mittee and all Members of the Congress, all other things being equal, simplicity
rather than one man's idea of equity is to be preferred. This is particularly true
if the asserted Inequity is alleged to result from a tax provision which has
existed for many, many years and which has been found on many, many occasions
In the past not to be inequitable.

I am talking now specifically about the question of a new basis.for property
transferred at death. This is a question which is as old as the Internal Revenue
Code. Property began taking a new basis at death under regulation In 1918. It
was codified in 1921.

In a paper entitled "Notes On the Revenue Act of 1918," the suggestion was
made for the first time that having a new basis for property transferred at death
was inequitable, because unrealized appreciation did not get taxed. So that the
suggestion has been with us now for 54 years.

Dr. T. S. Adams. testifying as a Treasury expert at that time, opposed any
carryover of basis from a decedent to his estate or heirs because he pointed out
that the unrealized appreciation had been subjected to estate taxation.

Then, in 1926,-the Court of Claims decided a case, the McKinney case (62
ct. el. 180), in which it held that property acquired by an executor of an estate
from a decedent did not get a new basis, that it had a carryover basis.

Instantly, the Joint Committee on Internal Revenue Taxation was out with
a report denouncing that result. The committee suggested that the Revenue Act
should be changed to provide for a stepped up basis for property transferred from
a decedent to an estate because the appreciation had not escaped taxation but
had been taxed by the estate tax. The suggested change was made In the 1928
Act, overruling the McKinney ease.

From that time to the present, the rule has been unchanged, notwithstanding
the fact that In 1942, during the war, when there was a great need for revenue,
the Treasury proposed a change. This committee did not acquiesce, and the pro-
posal went no further.

Again In 1963. It was proposed that there be a change. This committee did not
agree, and it went no further.

Now we are In 1928. and a carryover basis for property transferred at death is
again being proposed as the solution to a loophole situation. I submit that any
tax provision which has been studied by the Congress for 54 years and nevrr
changed has been adequately studied, and perhaps It should be allowed to rest
for a short time.

The reasons why change In the taxation of unrealized appreciation at death has
been rejected, I submit, are set forth on pages 22 to the end of my paper.

First of all. it is not at all true to say that such appreciation escapes tax at
death. If a man has $600,000, he would pay an estate tax of $126000, approxi-
mately. If that $50,000, however, appreciates tenfold,- so that it becomes $5 mil-
lion. he Pays an estate tnx of almost $2% million. He has paid an additional tax
of $2..05.000 on $4,500,000 of appreciation. That Is a tax on the appreciation of
over 50 percent. To say that there is no tax on that appreciation Is absurd.
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A $5 million estate pays, as I say, $2% million in taxes. If, however, a carry-
over basis were enacted, and the $5 million estate had a basis of $500,000 and
were sold in order to raise money to pay taxes and for diversification, the carry-
over basis would result in an additional tax of $800,000, making the total taxes
$3^,00,000, which Is a 88 percent tax increase on the estate which has appreciated.

Obviously, the effect of any proposal of that kind, I submit, would be to en-
courage people to buy the safest securities they can find, and the ones which are
least likely to appreciate, but which will produce a nice income. They won't take
risk when the risk is going to increase their total taxes 33 percent In some
instances.

In addition, the tax resulting from a carryover basis Is regressive. On pages
34 to 36 of my paper, I point out that if a stock appreciates from $100,000 to $1
million, the additional tax incurred on sale by virtue of a carryover basis would
be $110,000 in a $10 million estate, and in a $1 million estate would be $205,000,
twice as much for the smaller estate.

Regressiveness in taxation Is always to be deplored. It certainly Is not some.
thing that should be adopted In the name of tax reform.

More than the dollar figures, however, are involved. As a probate lawyer I
submit that the administrative problems of a carryover basis are totally insur-
mountable. The executor has no way of deciding what assets should be sold to
raise money to pay taxes unless he knows the basis of those assets. That may take
a long time to determine, and In the meantime, nothing is being sold. That is not
orderly administration.
I Even when the executor does know what the basis is, he is in a dilemma. If he
sells the low basis assets, he incures a very large tax. If he sells the high basis
assets, he may be selling the safest assets, the ones that should be kept for the
widow and children. Whichever way he goes, he is apt to be wrong if the market
goes up or down. I submit that this puts executors in an untenable position.

The beneficiary has problems too. If a man has a million dollars In good bonds
and has another million dollars in a farm or in a closely held company with a
basis of $200,000, has a son and daughter, and wants to treat then equally, he
way very well give the farm or company to his son and the bonds to his daughter.
They will be treated equally under present law, each receiving property with a
value and a basis of $1 million.

But with carryover basis, the son, receiving the appreciated property, will not
have property of equal value to the daughter, because if he ever disposes of It,
he will have nothing like as much left as the daughter.

On the other hand, it has been suggested that you might just split the aggregate
carryover basis of $1,000,000. In such case, the basis of the million dollar bond
drops from $1 million for which It was purchased to $600,000 in the daughter's
hands.

This is both inequitable and probably unconstitutional. If she sells that bond,
or it becomes due and she collects $1 million, and she has a basis of $600,000, she
is taxed on $400,000 of income that neither she nor her father ever realized, or
ever would have realized on that particular asset.

That is no different than saying that all assets should take a basis equal to
half their cost on death, or something of that kind. It is a capital levy, and cer-
tainly is unfair.

On the other hand, if you don't provide for basis-spreading, then the people who
are fortunate to have highly paid, exeperlenced, and astute tax advisers can get
around the problem, because they will leave their low basis assets to charity, and
their high basis assets to people in high tax brackets. The main in a high tax
bracket, the son, who is wealthy, having received high basis assets that he
doesn't want, can then sell them, realize little gain, and purchase the low basis
assets from the charity or other low bracket taxpayer. The son thus -an obtain the
low basis assets with a stepped up basis without much tax burden.

This can be done by astute planning, but the majority of Americans dealing
with taxation do not have astute planners, and they will miss it. You will have
created another inequity in the name of creating equity, because simplicity will
have been sacrificed, and people will not realize what is about to happen to them.

Finally, carryover basis may perhaps be seen as a revenue raising measure, but
don't forget that carryover basis could be a revenue losing measure as well.

We now get a new basis on assets transferred at death. That is a stepped-up
basis in most cases because of a great deal of inflation. In a deflationary period,
the basis of assets would be stepped down at death, because they would have
declined in value.
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A carryover basis, however, would entitle the recipient of those assets to sell
them and take a loss after the testator's death. The testator wouldn't have had
that benefit immediately before death, because there is a limitation on loss carry-
over, and because carmover die with his death.

IHo in a period of declining revenues, carryover basis would accelerate the de-
cline by permitting people to take losses which under present law they are not
permitted to take, It Is a historical fact that this committee enacted many of the
tax-free exchange provisions in the corporate reorganization area during the
depression in order to preclude the taking of losses, which prior to that time
could have been taken, not to alleviate the taxation of gains, although now, in an
inflationary period, the tax-free reorganization does avoid tax on gains.

So that I urge you to consider very seriously whether there is the necessity,
the need, or the rationale for any change In the taxation of assets passing at
death.

I have one other point which I would like to make very briefly. That relates to
generation skipping.

I don't know whether generation skipping Is a problem or not, I have written
a lot of trusts, and I don't make rule against perpetuity trusts. I have written
only one In my life.
°nIt may be a problem, however, that in some Instanoes a beneficiary of a trust
can have so many powers and so many- controls as to have virtually unlimited
ownership, yet the trust property will not be taxed In his estate,

I think that Isn't really a generation-skipping problem. I think It Is a problem
in the definition of what is a taxable Interest..n property. I would 'like to urge
you to cQnsider attacking It In that sense, In a simpler way, one that doesn't
have all the complexities of the generationsekipping approach. Work within the
framework of the present Code, and tighten up on some of the present provisions.

For instance, you could get rid of the 5 percent or $5,000 right of withdrawal.
That Is a nice rigilt for a beneficiary to have, but you, could get rid of It, and that
would be one less estate that a person could have without producing a tax in his
estate.
e.You could define a taxable power of appointment in a broader sense. A general

power now is so narrowly defined that a beneficiary can have almost any kind
of a power without subjecting the trust to taxation In his estate.

Perhaps It would be a good thing to define all powers as general powers except
those to appoint, for example, to the beneficiary's spouse and his children or their
spouses. I I

That would preclude generation skipping, if you want, because he couldn't
appoint to grandchildren. .

I don't advance these as solutions. I advance them as suggestions for an ap-
proach to a very complicated problem, and all the solutions that have been sub-
mitted so far, I submit, are more complicated than the problem merits.

There may be a problem, but I would like to urge that you look for some simple
approach before going to the complex.

Thank you very much.
Mr. ULL Ay. Thank you.
Mr. Butter, would you like your full statement to -be included In the record?
Mr. SU-Tu. Yes, I would like the entire statement In the record, if I may.
Mr. ULLMa . Without objection, that will be done.
(Mr. Butter's prepared statement follows:]

STATrICINT or WILLIAM P. SUTTER, ON BEHALr OF THE ILLINOIS STATE BAR

AssocurroN

SUMMARt "

1. Taxafon of appreciated auet..-It has been contended that the provisions of
Present law which enable appreciated property transferred at death to acquire a
stepped-up basis constitute a "loophole" which should be closed. Nothing could be
further from the truth. Property acquired from a decedent has taken a stepped-up
basis Under every revenue act since 1916. These provisions have been repeatedly
re-enacted by Congress despite prior suggestions comparable to those now being
aade, the first of which was made as early as 1919. Indeed, under the Impetus of

war-time revenue needs, the Treasury Department specifically urged a carryover
9a dtc4ent's basis before this Committee in 1942. Then, and again in 1968, this
Committee wisely refused to adopt the provision. Thus, the proposal cannot be
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put forward as a new concept. The concept Is old, but without the wisdom of age.
It has at all times been summarily rejected by Congress.

In reality, what is put forward as an income-tax proposal Is no more than a dis-
guised, drastic estate tax increase, applied unequally to estates of equal size and
discriminating severely against the entrepreneur whose risk capital has been the
source of a large part of America's growth. The enactment of this proposal would
place a premium upon financial cowardice, upon investment, not in risk-filled
ventures with hope of enhanced value, but in assets of a stable value, such as
bonds, or In the purchase of insurance which produces no income in the hands of
the beneficiary.

To Illustrate, under present law, a $5,000,000 estate pays almost $2,50,000
estate tax. Under the proposal, however, between the $5,000,000 estate which iscompletely invested in bonds and insurance, for example, and the $5,000,000 estate
which is completely invested in a common stock which has appreciated ten-fold
from a cost of $500,000, the difference in federal taxes payable may approximate
$800,000. The $5,000,000 estate representing growth-the dynamic estate-under
this proposal may Incur an increase in total taxes over those payable under pres-ent law of almost 33%. Indeed, the estate may pay as much as $191,985 more taxes
than the decedent would have paid had he sold his appreciated stock immediately
before his death. The estate which contains no assets of enhanced value will pay
no more taxes than under present law.

A discriminatory estate tax increase disguised either as constructive realization
of gain at death or carryover of basis to impose a capital gains tax on the next
generation is-both unjust and unworkable. As clearly demonstrated by the ex-
amples discussed hereafter the proposal for carryover of basis at death wouldhave a punitive effect for the successful risk taker, but would be without adverseeffect upon the man whose talent has been buried and held safe but has not
Increased. Present estate tax rates surely are sufficiently high to justify wiping
the slate clean and-permitting each generation to start on an even basis, payingits own way via capital gains tax on appreciation in value occurring during the
period of its ownership.

Both the proposal for constructive realization of capital gains at death and the
alternative of carryover of basis at death should again be rejected as they have
when advanced over the past 50 years.

2. Generation-akipping.-No drastic change in the concept of the estate taxation
of trusts should be enacted, especially when such change would result in extreme
complexity and would depart from the traditional concept of an estate tax as a
tax on the privilege of transmitting property. Experience with the throw-backrules [which are universally admitted to be in need of simplification] should
demonstrate that a theoretical but impractical solution to a tax problem will beIneffective under a system which relies heavily on taxpayer understanding and
acceptance. There has not been shown any need for punitive taxation of genera-
tion-skipping transfers. However, if it is felt that the present estate tax statutespermit trust beneficiaries to enjoy too many of the attributes of ownership ofproperty without such property being subjected to estate taxation, simpler solu-
tions than special taxation of generation-skipping transfers should be sought.
Specifically, consideration should be given to elimination of the 5% or $5,000
right of withdrawal under Code section 2041, as well as to a significant expan-
sion of the definition of a general power of appointment.

INTRODUCTION

It has been said by so many that quotation is useless that the public is clamoring
for tax "reform." It has also been said by many that the public is clamoring for
tax "simplification." I submit that the latter statement is undoubtedly true: theformer may also be true, but I am somewhat less sure. On his point I am Inclined
to agree with Professors Walter J. Blum and Willard II. Pedrick, who have said:

It can be assumed that the reform movement does not come from the masses.
They are not touched directly by the transfer tax system and are probably un-
aware of any stake they may have in its operation. The pressure for reform seems
to come, not from a broad political base. but from the insiders--that small band
with the ability to lead taxpayers through the tricky reefs and shoals of the
Revenue Code at minimum cost and with maximum satisfaction. In general, itIq tax lawyers and estate planners who propose estate and gift tax reform. Why?
(The Reform School Approach to Estate and Gift Tax Revision, Feb. 1973
Tawes 81-90 at 90)1

See also, Irving Krlstol, Of Populism and Taxes, 28 The Public Interest 8 (1972).
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Why, indeed? Tax equity is the usual answer, and to the goal of achieving tax
equity everyone must subscribe. To say this, however, Is to say little, for one
nman's equity is another's loophole, and there will be as many approaches to tax
reform as there are tax lawyers anxious to implement their personal predelictions.
Moreover, tax "reform" Is almost inevitably accompanied by a loss of tax "sim-
plicity." The Internal Revenue Code is an amazing document; it has been put
together by men of true genius in the field of federal taxation; but it is not easily
comprehended, nor are all of its concepts remotely grasped by attorneys and
other public counselors, much less by the public itself. Whenever this is the case,
it Is inevitable that mistakes occur; taxpayers lacking sophisticated advisors
fall into tax "traps" or fall to realize the benefits of tax "loopholes" and the cry
for "reform" In reality Is a cry for "simplification."

Turning specifically to the proposals for estate tax revision which are presently
being considered by this Committee, I urge It to bear in mind that the vast major-
Ity of all taxpayers who haye estates sufficiently large as to require the filing of
federal estate tax returns and to justify the use of trusts are nevertheless coun-
selled by general practitioners. These advisors understand common law concepts;
they understand fundamental tax concepts, but they are not tax experts. They
and their clients and the banks, trust companies and accountants with whom
they deal are not likely to understand or to comply with the technicalities in-
herent in a tax on generation-skippingtransfers, for example. They are not likely
to understand or be prepared to deal properly with the complexities inherent in
a carryover of basis at death.

These are facts of life. They do not necessarily mean that the Congress should
shut Its eyes to areas of the law which require modification. They do mean,
however, that every substantive change in the Internal Revenue Code should
be weighed with great care and the question should be asked: Does this change
increase or decrease the complexity of the law? If the change is on the side of
Increased complexity, then, I submit, the "reform" to be accomplished should
be so great as to admit of little debate as to Its wisdom. All else being equal,
simplicity should prevail, and the law should remain as it is.

DISCUSSION--TAXATION OF APPRECIATED ASSETS
In general

This Committee Is presently considering two principal suggestions for change in
the taxation of appreciated assets at death. The first of these is a proposal to Sub-
ject unrealized appreciation to Income taxation at the death of the owner, such
appreciation being Included In the decedent's final income tax return. Some
proponents of this approach urge taxation at ordinary Income rates and others
are content to impose a capital gains tax on this value which remains just as
unrealized after the death of the property owner as before.

A long list of objections to such a proposal can be and has been marshalled. It
may Impose an unconstitutional capital levy on appreciation which Is not "in- %
come" subject to Income taxation; it Imposes an additional cash requirement on
estates which will seriously aggravate liquidity problems; it is regressive because
the estate tax deduction allowed for the Income tax on appreciated assets would
render the additional tax less costly for large estates than for medium sized
estates, etc. The reasons for not enacting an income tax on unrealized apprecia- a
tion at death are so apparent, so persuasive and have been so frequently expressed
as to require no additional discussion here-

The second principal suggestion has the merit of seeming equity. Under this
proposal appreciated assets are given a carryover basis, increased only by the
amount of estate tax paid on the unrealized apprecaition. The argument Is ad-
vanced that, since the original owner of the assets was not taxed, unrealized
appreciation should be taxed when realized by a succeeding owner. The proposal
Is deceptively simple. but It is both unwise and unworkable. Further, it has been
made many times before and always rejected as such.
The Provsions Giving Asets a New Basti at Death Have Been Revieted by

Congress on Many Oocasion.; Hugge#ted Modiflcations Have Been (onatat-
ently Rejected

President Kennedy's 1968 Tax Message proposed that a capital gain tax be
imposed on all net gain accrued on capital assets at the time of transfer at death
or by gift. The explanation given by the Secretary of the Treasury for this pro-
posed change in the law was that:
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Present law permits the exemption from income tax of capital gains accrued
when the appreciated assets are transferred at death. The prospect of eventual
tax.free transfer of accrued gains with a stepped-up basis equal to the new mar-
ket value In the hands of heir distorts investment chances and frequently results
in complete immobolity of Investments of older persons. (Hearings, Committee
on Ways and Means, President's 1963 Tax Message, p. 54, p. 49 of Message)

Before this Oommittee, the income tax approach was seen to be totally unac-
proposals, however, this Committee wisely made no change in the treatment of
property acquired from a decedent be that of the decedent, increased by the
estate tax on the appreciation. Both proposals were accompanied by an Adminis-
tration recommendation that the maximum rate on long-term capital gains be
decreased from 25% to 21%. Despite the fact that these were Administration
proposals, however, this Committee wisely made no change In the treatment of
appreciated assets on the death of the owner. Although the proposal was again
made to the Senate Finance Committee, it was not adopted by that Committee
either. The Revenue Act of 1963 left the law unchanged.

Now we are again confronted by contentions that a "loophole" exists in the
provisions of the Internal Revenue Code which establish a new basis for assets
transferred at death. Of course, the "loophole' which is suggested occurs only
when assets have appreciated during the owner's lifetime. If they have depreci-
ated, present law imposes a burden on the next owner, since the assets then pass
with a stepped-down basis, not one which has been stepped-up.

Disregarding this aspect for the moment, however, let us take a look at the
"loophole" seen by those who would change the law to tax appreciation at death
or to provide for a carryover basis. With the present laudable effort to close
"loopholes" in the Internal Revenue Code no one can quarrel.

The difficulty lies in the misinterpretation sometimes put upon the term "loop-
hole". A provision which Is fair and which has been adopted advisedly by the
Congress, with full knowledge of its workings and effect, Is not a "loophole",
despite the fact that by changing it, additional revenue might be raised. The
provision which establishes a date-of-death value (or alternate-valuation date
value) as the basis of property acquired from a decedent Is such a provision.

While there have been relatively minor shifts in Congressional policy relating
to the proper basis to be accorded property acquired through certain special types
of transfer by decedents, there has been no Congressional deviation from the
principle that, In the normal case, any property owned by a decedent and trans-
ferred at death shall take a new basis. While the 1916 and 1918 Revenue Acts
contained no specific provision relating to property acquired from a decedent, but
had only a general provision that, in the case of property acquired subsequent to
March 1, 1913, the basis should be "the cost thereof", Treasury Regulations 45,
Art. 1562, issued under the 1918 Act, provided:

In the case of property acquired by gift, bequest, devise or descent the basis for
computing gain or loss on a sale is the fair market price or value of the property
at the date of acquisition or as of March 1, 1913, if acquired prior (hereto.

These Regulations accorded with the intent of Congress, and when a specific
provision relating to property acquired by bequest, devise or inheritance was
added to the Revenue Act of 1921, it was noted that "The special rules embodied
In existing law with respect to property acquired by bequest, devise, or inheri.-
tance are In substance preserved." (H. Rept. 350, 67th Cong., 1st Sess., p. 9)

Even at this early date, however, some persons who failed to analyze the
relationship between the estate tax and the income tax were suggesting that this
rule should be changed. On November 3, 1919, the Secretary of the Treasury sub-
mitted to this Committee a document entitled Notes on the Revenue Act ot 1918.
This document represented a collection of suggestions for study and was submit-
ted without recommendation by the Secretary, who stated that the Treaisury
would be opposed to some of the suggestions contained in it. The document con-
tained the following:

It has been suggetsed that, although transfers of property by gift, bequest,
devise, or descent should not be treated as giving rise to realized gain or loss,
whenever thereafter gain or loss is realized by actual sale, the gain or loss at
that time should be measured as the difference between the price received and
the cost to the original owner who acquired the property for value.

It is urged In support of this suggestion that the effect of the present legisla-
tion ts to permit realized gains due to appreciation taking place during the
previous owntarIhp to escape taxation, (pp. 10-11)

With thip s-,gestion before Congregs, Dr. T. S. Adams, Tax Advisor to the
Treasury Department, appeared before the Senate Finance Committee in Execu-
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tire Hearings on the Revenue Act of 1921. Dr. Adams made two recommenda-
tions of interest here. First, he urged that property acquired by gift should take
the donor's basis, as suggested In the foregoing Notes. Second, contrary to the
Notes, he urged that property acquired by bequest, devise or inheritance should
take as its basis its fair market Yalue at the date of acquisition. His reasoning
was given as follows:

Senator MOCumBsL Whatever the child receives by Inheritance or bequest It
gets without cost or sale exactly the same as a gift. In the next paragraph you
make a distinction.

Dr. ADAms. That is because the estate or inheritance tax has been imposed.
That is the thought behind that. (Executive Hearings, Senate Finance Commit-
tee, Revenue Act of 1921, 67th Cong., 1st Sess., p. 27)

And again, Dr. Adams testified:
* * * Where it is acquired in that way it is subject to estate tax, and I think

it is-entirely fair and proper. That is the reason we give the value at the time of
acquisition. Property acquired by bequest, devise or inheritance is subject to the
estate tax. (p. 198)

Congress accepted both of these recommendations, and section 202(a) (2) of
the 1921 Act provided a carryover basis in the case of property acquired by gift,
while section 202(a) (3) provided that "In the case of such property, acquired by
bequest, devise or inheritance, the basis shall be the fair market price or value
of such property at the time of such acquisition." It will be noted that there was
no gift tax in effect at this time, but that the federal estate tax dates from 1916.

There were no substantial changes enacted thereafter until 1928. However. in
1926, the Court of Claims decided the McKinney case, 62 Ct. Cl. 180, in which it
held, under the 1918 Act, that a decedent's executor had no "cost" and that the
decedent's property in the hands of the executor took the decedent's basis. Con-
gress at once indicated its belief that such a carryover of basis was improper. It
the Report of the Joint Comimttee on Internal Revenue Taxation (1927), Vol. 1,
the following statements appear:

Until recentLy gain or loss on executor's sale was measured by the value at the
decedent's death of what was sold. As a result Gf the decision by the Court of
Claims in MoKinney v. United States, and the denial of certiorari by the United
States Supreme Court, the rule was changed so as to provide that gain orlQss on
such a sale would be measured as though the decedent had sold the property
during his life.

The rule of the McKinney case Is inconvenient, for it isaoften impossible to
determineithe decedent's cost or other basis. Moreover, as a practical matter, it
results in taxing the value of bequests, devises and inheritances as income. The
old rule seems preferable, and it is recommended that it be set forth in the statute.

Section 204(a) (5) prescribes the basis when the beneficiary sells the property
as the value at the time of "acquisition". Some doubt has arisen as to what is
meant by the date of acquisition. The "date-of-death" is recommended to make
the basis certain and definite. (p. 117)

This rule is particularly desirable in view of the difficulty which may be en-
countered by executors and administrators in ascertaining what the decedent
paid for the property, especially when it had been held by him over a long period
of time.

* * * *. * *

The same position was taken by representatives of the Cleveland Chamber of
Commerce, the Association of the Bar of the City of New York, the Committee
of Banking Institutions on Taxation, and other witnesses who stressed the Im-
practical, If not impossible, requirement of determining decedent's basis imposed
upon the executor by the McKinney decision. (See Hearings, House Ways and
Means Committee, Revenue Act of 1928, 70th Cong., Ist Seas.)

As a result of the foregoing report and testimony, the House of Representatives
(in the 1928 bill) adopted a provision that date-of-death value was to be the basis
of all property acquired by bequest, devise or inheritance, or by a dereeent'a
estate from a decedent. The latter phrase was intended to overturn the McKinney
decision. In the Senate Finance Committee, the section was altered to provide two
different rules. Date-of-death value was made the basis of property acquired by
specific bequest, of real property acquired by general or specific devise, or by
Intestacy, and of property acquired by a decedent's estate from a decedent. In
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all other cases, basis was made the fair market value of the property at the time
of distribution to the taxpayer.

Thereafter, it became apparent that use of distribution date values permitted
a certain amount of tax avoidance by executors who were also testamentary
trustees and who could, by judicious selectonof the date to effectuate distribu-
tions to themselves, control the basis of property in their hands as trustees. A
subcommittee of this Committee recommended that tire provision be changed
"so that a uniform basis rule may be required In the case of property passing at
death, whether real or personal." (Hearings, House Ways and Means Committee,
Revenue Act of 1934, 78d Cong., 2d Seas., p. 186.)

Roswell Magill, speaking for the Treasury Department, while questioning cer-
tain language changes recommended by the subcommittee, stated:

* * * I take It that the subcommittee and the Treasury are In agreement as to
what the basis should be in those cases. *

* * * S - * S

The Treasury Is in entire agreement with your purpose. (p. 145)
Mr. Colin F. Stain, of the Staff of the Joint Committee on Internal Revenue

Taxation, appearing before the Senate Finance Committee in Executive Hear-
ings, was most explicit of the Treasury Department position:

* * * Under the present law, we use the value at the date of death for comput-
ing gain or loss, in most cases, but In the case of property passing a the result of
a general or residuary bequest, the present law permits the person receiving the
property to take, as the basis, not the value at the date of death, but the value at
the date of death.

For instance, when a man dies he may have a piece of property worth $100,000,
taking the same illustration. By the time the executor distributes the property, it
may be worth $500,000.

A* * * * S S *

* * * The man that receives this property really did not pay anything for it;
and ice have gotten the tax up to the date of death through the estate tax, when
the value was $100,000. We have not gotten any tax on the increase in value up to
the time of distribution, which was $500,000, and we just want to make it clear
that we are going to take as the basis, both for gain or loss purposes, the value at
the date of death. (Executive Hearings, Senate Finance Committee, Revenue Act
of 1934, 73d Cong., 2d Sess., pp. 65-66; emphasis supplied)

From the enactment of the 1934 Act to the present time, property acquired
from a decedent has taken a new basis, either Its value at the date of decedent's
death, or, since 1942, Its value on the alternate valuation date, where such alter-
nate has been elected for estate tax purposes. Rather than restricting this well-
established principle, In 1954 Congress extended it to cover, for the first time, all
property included In a decedent's gross estate for federal estate tax purposes.
This final change clearly indicates a continuing Congressional awareness that the
federal estate tax imposed upon appreciated assets eliminates any justification
for the imposition of a capital gains tax upon the same appreciation. The reason
given by the Senate Finance Committee for the extension of the date-of-death
basis provisions in the 1954 Code was simply that "Under existing law, there Is
no uniform correlation between section 113(a) (5) and section 811 of the 1939
Code, relating to property Includible in the decedent's gross estate." (Sen. Rept.
1622, 83d Cong., 2d Seas., p. 423)

It should also be noted that while the concept that all property subjected to
the federal estate tax should take a date-of-death basis was not adopted until the
enactment of the 1954 Code, the Majority Report of the Special Tax Study Com-
mittee dated November 4. 1947, recommended that "The basis of property acquired
by gift but included in the gross estate of the donor should be made the same as
It would have been had it actually passed at death, if the property is sold after
the donor's death." (Hearings, House Ways and Means Committee, 80th Cong.,
1st Seas., Revenue Revisions 1947-48, p. 3633)

The foregoing legislative consistency cannot be disregarded, especially In view
of the fact that proposals similar to those Jejected by this Committee In 1963
have been made periodically ever since the Notes on the Revexue Act of 1918,
above referred to. When Congress was confronted with the emergency of the
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nation's participation In World War II, Randolph Paul, Tax Advisor to the Secre-
tary of the Treasury, stated to this Committee:

Under present provisions the basis for determining gain on an asset acquired
from a decedent is the market value of such asset at the date of death. Apprecia-
tion in value in the hands of a decedent thus becomes frozen in the basis ac-
corded to the heir or legatee.

A large part of the capital gains Inherent in the increased value of property
thus escapes income tax, as the assets are handed down from one generation to
the other. To remove this special privilege, it is suggested that the basis of prop-
erty to the recipient for the computation of capital gains and losses be the same
as it was in the hands of the decedent. (Hearings, House Ways and Means Com-
mittee, 77th Cong., 2d Sees., Revenue Act of 1942, pp. 89-00)

Despite the fact that this constituted a Treasury Department proposal, and
despite the need for substantially increased revenues to support the war effort,
this Committee wisely included no such provision In the bill reported by it to the
House of Representatives and no such provision was In the bill passed by that
body and sent to the Senate. The recommendation was not renewed before the
Senate Finance Committee.

Thus, the principle that appreciated assets should be given a basis equal to
the estate tax valuation in the hands of the person who has acquired them from
a decedent is the result of considered Congresslonal judgment over the past 52
years. Furthermore, such judgment has been exercised in the face of repeated
arguments that such appreciation had "escaped Income taxation." Such an estab-
lished legislative policy should not now be reversed in the absence of compelling
reasons to do so. Such reasons do not exist. Rather, the reasons which have tra-
ditionally supported the present law are equally valid today.
A Carryover Basis Is No More Than a Disguised Drastie Estate Tax Increase,

Applied Unequally to Estates of Equal Size
The impact of federal estate taxation, with rates ranging up to 77%, Is disre-

garded by the proponents of the carryover basis. Yet for anyone seriously con-
cerned about "incentives" to encourage the flow of wealth Into productivC6 enter-
prises, the federal estate tax stands as a serious obstacle. One of the prime mo-
tivating forces in American life is the desire on the part of taxpayers to enhance
their wealth for the benefit of ensuing generations of their family. To the extent
that the federal estate tax renders this more difficult, this motivating drive to
invest, to furnish risk capital In the hope of reaping a substantial gain, is
lessened. Nevertheless, for policy reasons long accepted by Congress, the estate
tax -is a part of the American scene and It is not here suggested that it be re-
pealed.

However, It must be recognized that the present proposal to establish a carry-
over basis In the case of property acquired from a decedent Is, in reality, a dis-
guised increase In estate tax rates. Furthermore, it is an Increase which affects
only those estates the creator of which has most successfully invested his capital
to produce an enhancement in his, and the nation's over-all wealth. The enact.
meant of the proposed amendment would place a premium upon liquidity, upon
investments in safe, but non-growth assets, such as bonds and insurance. This is
not to say that such investments are unwise, or that they do not furnish capital
for the growth of the nation's business; It ts to point out that such Investments
are a far cry from true risk capital.

Validity of the foregoing criticisms may be demonstrated by a comparison of
four situations, each involving an estate of precisely the same size.

Oaee 1
Assume:
Taxable estate compromised entirely of life Insurance and bonds with

a market value of par --------------------------------------- $5,000,000
Federal estate tax. ------------------------------- 2,468,200

Balance remaining after payment of taxes ---------------- 2,591,800
This Is the result under present law; it would be the result if a carryover basis

provision were enacted into law.
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Taxable estate comprised entirely of stock with a basis; Is
$50,000 ------------------------------------------- $5, 060, 000. oWY

Federal estate tax ---------------------------------- 2,468,200.00

Estate tax on appreciation (4554/5060X2468,200) ------------ 2,221,380.00
Add basis of stock -- --------------------------------- 5 000.00

New basis of stock ----------------------------- 2727, 880. 00
Ratio of basis to value of stock (percent) - -------- (53.9)
Ratio of gain to value of stock. ----------------------------- (46.1)

If stock with a market value of $2500,000 is sold to raise funds
to pay the estate tax:

Capital gain (.461X$2,500,000) ----- ------------------- $1,152,500.00
Capital gain tax (assuming other income- of estate just equals

exemption --------------------------------------- 889,240.00
Add estate tax ------------------------------------ 2, 48, 200. 00

Cash need ----------------------------------- 2, 857, 440. 00
There Is thus an additional cash requirement of $357,440. If an

additional $430,000 of stock is sold:
Capital gain (.461X$430,000) --------------------------- 198,230.00
Capital gain tax at 35 percent ---------------------------- 69,380.50

Total selling price --------------------------------- 480,000.00
Less capital gain tax ---------------------------------- 69, 80. 50

Additional cash raised --------------------------- 0619.50

Federal estate tax --------------------------------- 2,48, 200. 00
Add capital gain tax on initial sale ----------------------- 89, 240. 00
Add capital gain tax on second sale ---------------------- 69,380.50

Total taxes - --------------- ------- 2, 92, 820.50

Taxable estate ------------------------------------ 5,060,000.00
Less Federal estate tax and capital gain tax ----------------- 2,926,820. 50

Balance remaining after payment of taxes ------------ 2,188,179.50
Thus, due to the need to sell appreciated assets to pay federal estate tax, total

taxes are Increased $458,620.50, or 18.58%. The value of the assets remaining
after payment of taxes Is reduced 17.69%, and such assets have a basis of only
53.9% of their value, so that a substantial additional capital gain tax will become
due If they are sold in the future.

Ose
Taxable estate comprised of $1,000,000 insurance, $1,000,000 bonds

valued at par and stock with a basis of $806,000 ------------- $5, 060,000
Federal estate tax ----------------------------------- 2, 48, 200

Estate tax on appreciation (2754/5060X2,468,200) ---- 1, 343, 84
Add basis of stock ---------------------------------- 306,000

New basis of stock -------------------------------- 1,649.843
Ratio of basis to value of stock (percent) ----------------------- (53.9)
Ratio of gain to value to stock (percent) --------------- &---.-- (46.1)
If stock with a market value of $500,000 is sold, with insurance and

bonds, to pay estate tax:
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Capital gain (.461x$500,000) $280, 50
Capital gain tax (assuming other income of estate Just equals ex-

emption) ------------------------------------------- 66,165
Add estate tax -------------------------------------- 2, 468, 200

Cash Need ------------------------------------- 2, 584, 36

There is thus an additional cash requirement of $34,365. If an addi-
tional $4O,00 of stock is sold: --

Capital gain (.461x$40,000) ------ ------------------------ 18,440
Capital gain tax at 85 percent --------- ---------- 6,454
Total selling price ------------------------------- ------- 40,000
Less capital gain tax ------------------------------------- 0,454

Additional cash raised ------------------------------- 83,546

Federal estate tax ----------------------------------- 2,468,200
Add capital gain tax on initial sale -------------------------- 66, 165
Add capital gain tax on second sale --------------------------- 6,454

Total taxes ------------------------------------ 2.540.819

Taxable estate --------------- -------------------- 5,000,000
Less Federal estate tax and capital gain tax ---------------------- 2,540,819

Balance remaining after payment of taxes ----------------- 2,519, 181
In this case, by use of the non-appreciated assets to pay the bulk of the fede-ral

estate tax, total taxes are increased only $72,619, or 2.94%, but the previously
well-balanced estate is now entirely in stock. The stock, of course, has a basis of
only 53.9% of its value, as in Case 2.

aae .4
Taxable estate comprised entirely of stock with a basis of $50,000-. $506, 000
Federal estate tax ------------------------------------ 2,468,200
Estate tax on appreciation (4554/5060-X2,468,200) --------------- 2,221,380
Add basis of stock ------------------------------------- 560,000

New basis of stock.. ------------------------------- 2, 727. 380
Ratio of basis to value of stock (percent) ----------------------- (53.9)
Ratio of gain to value of stock (percent) ---- (46.1)
If, for business reasons it is necessary or desirable to sell all of the

stock:
Capital gain (.461X$5,000,000) 3---------------------------232,600
Capital gain tax (assuming other income of estate just equals ex-

emption) ------------------------------------------- 801,921

Federal estate tax ------------------------------------ 2,468, 200
Add capital gain tax ------------------------------------ 801,921

Total taxes ------------------------------------ 3,270, 121

Taxable estate .... ---------------------------------- 5, 060, 000
Less federal estate tax and capital gain tax ---------------------- 3,270,121

Balance remaining after payment of taxes --------------- 1,789,879
Here total taxes are increased $801,021, or 82.49%, an utterly unjustifiable

increase, and total taxes are very much greater than would have been the case
had the stock been sold immediately prior to death.
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Capital Pin ($,0M000 less $50000).. $4, , 000. 00
Tax on gain (assuming other income of owner just equals ex-

emption) 1,579,890.00
Taxable estate ($5,0,000 less $1,V19,390)--8, 48D, 610. 00
Estate ~ 1,9tax .................. ------ 1 8, 741.00
Add capital gain tax ----------------------------------- 1,579, 890.00

Total taxes ------------------------------------- 8.078, 131.60

Total taxes if stock sold after death ------------------- 8, 270,121.00
Total taxes of stock sold before death ------------------ 3, 078,121. 60

Difference ---------------------------------------- 191, 989. 40

Orderly adminsitrotion of estate# will be serionaly Jeopardied by carryover basis
It Is axiomatic that one of the first duties of a fiduclalry administering the es-

tate of a decedent Is to plan to meet the necessary cash requirements. Under
present law this requires the fiduciary to ascertain the approximate date-of-death
value of the decedent's estate. Using this figure as a guide, a relatively close
approximation of administration expenses and death taxes can be made in a
comparatively short time following the decedent's death. Debts can be ascer-
tained, and, thus, cash requirements estimated. The prudent fiduciary -begins at
this point to raise the necessary cash. To wait until the alternate valuation date
for the federal estate tax has passed, or until the cash must actually be spent,
Is to gamble with trust funds. A serious decline in market values, leaving the
fiduciary compelled to sell an excessive percentage of the decedent's estate might
well subject the fiduciary surcharge.

Now, however, assume that all assets formerly belonging to the decedent are
held by the fiduciary with the decedent's basis, or with such basis increased by
the amount of federal estate tax, attributable to any appreciation in value. In
either case, before sales can be prudently made for the purlmse of raising cash
needs, a determination of the decedent's basis for every asset must be made.
Since the immediate sale of highly appreciated assets will greatly increase the
estate's tax burden, as discussed above, good judgment requires that, where pos-
sible, those assets which have appreciated least be sold first. This fact produces
two extremely undesirable results.

First, the desire to avoid incurring additional taxes may lead the fiduciary to
qell the more stable, safer investments, and to retain the more speculative, those
which have increased in value the most in the past, but which may decline the
most in the event of a market decline. The sale of such stable assets, if there is a
decline in remaining volatile assets, will assuredly be the subject 'of criticism,
if not actual attack, by the beneficiaries of the estate. On the other hand, if the
speculative assets are sold, and the stable investments retained, and there Is no
market decline, the unfortunate fiduciary Is wrong again. He has incurred un-
necessary tax expense, and the beneficiaries of the estate are equally disturbed.

Second, before any consideration can be given to which assets are to be sold, the
basis of all assets in the estate must be known. Yet, where the assets have been
acquired many years before, or have passed through several estates, always with
a carryover basis, such determination will beextremely difficult, it, not impossible.
At the very least it will require a good deal of research by the fiduciary; research
takes time. Until such time has been spent, sales will not be made, and the fidu-
ciary will be unavoidably delayed in his imperative task of providing for the cash
needs of the estate. Orderly estate administration will have been sacrificed on
the altar of federal taxation.
A carryorer basis poses serious problems for estate beneficiaries

If specific assets acquired from a decedent are required to take as their basis
the basis in the hands of the decedent, serious inequities can result among the
beneficiaries of an estate. For example, if a father has two children, one daughter
and one son, whom he desires to treat equally, he may find it impossible to do so.
Assume a $2,000,000 estate after payment of taxes, one-half consisting of stock
in a closely held corporation in which the son is an active participant, one-half
In bonds. Assume further that the stock has a basis of $20b,000 and the bonds a
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basis of $1,000,000. Under present law, equal treatment of son and daughter is
a simple matter of leaving the stock to the son, the bonds to the daughter. The
son is given the business Interest which he desires, the daughter is gfven a readily
marketable security. However, if the son were to take the stock with a $200,000
basis, or even with a $200,000 basis increased by the estate tax on $1,800,000
of appreciation, he would receive an asset substantially less in realizable value
than the daughter whose bonds would have no appreciation subject to tax on
disposition.

S , S , * S -

Apprcciatio, Would Be Taxed Higher in Snmal Estates Than in Large Estates
With a carryover basis, the same dollar amount of appreciation would bear a

3ilgher capital gain tax after passing through an estate of moderate size than it
would after paMsing through a larger estate.

Assume three estates, each including a stock with a bais of $100,000 and appre-
ciation of $900,000, with a date-of-death value of $1,000,000, with respective tax-

.able estates of: A. $1,000,000; B. $5,000,000; C. $10,000,000. The stock in question
is sold by the executor or heir.

A
'Taxable estate .------------------ --------------------- $1000, 00
Estate tax attributable t 30ato0.00
Portion of estate tax attributable to a-- -re-ition- /230MUM50 ) - ------------------------- 278,150.00
Selling price ------------ -------------------------- 1,000,000.00

Basis:
Original ------------------- 100,000.00
'Increase ---------------------------------------- 273150.00

Total ---------------------------------------- 378,150.00
Capital gain ------------------------------------ 02,80.00

Tax thereon ---------------------------------------- 204,887.50-

Taxable estate ------------------------------------- 5,000,000.00
Estate tax ---------------------------------------- 2,430,400.00
Portion of estate tax attributable to appreciation (9/50 x

2,480,000) ---------------------------------------- 47,472.00
Selling price ----------------------------------- 1,000,000.00

Basis:
Original ---------------------------------------- 00,000.00
Increase ---------------------------------------- 437,472.00

Total ------------------------------------ 1 37,472.00
Oapltal gain ----------------------------------- 462,528.00

Tax thereon -------------------- 147,874.80

0
Taxable estate ----------------------------------- $10,000,000.00
Estate tax -0---------------------------------------- 42,00.00
Portion of estate tax attributable to apprecation (9/100 x

6,042,0) ---------------------------------------- 54,83400
Selling price --------------------------------------- 1,000,000.00
Basis:

Original ---------------------------------------- 100,000.00
Increase ------------------------ 543,834.00

Total ---------------------------------------- 643,834.00
capital gain ------------------------------------ 0,106.00

Tax thereon ---------------------------------------- 110,146.10
In Ma*y Itntancee the Effect of(arriover Bauia Could be Avoided by the Astute

One of the primary and most substantial criticisms leveled at the present In-
ternal Revenue Code Is that its complexity and, to be frank, its frequent depar-
tures from what might be termed "commonsense law", render It a trap for the
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unwary, while Its more rigorous provisions can be avoided by-those with astute
tax counsel. So it is with the carryover basis provision.

Unless an average basis device Is employed, a law requiring property acquired
from a decedent to take the decedent's basis would work further hardships on
some taxpayers while posing relatively little problem for others. For example, It
would be a simple matter for a decedent possessing both appreciated and nowi
appreciated property to provide by will that the former pass to taxpayers in low
tax brackets, while giving the latter to those in higher brackets. If a charitable
bequest were involved, the appreciated property could be left to charity and the
non-appreciated to the family. It would not even be necessary to specify the
property to go to charity, if a general clause required satisfaction of the charita-
ble bequest with the most appreciated assets. The tax results In such case would be
the same as under present law. If the appreciated assets consisted of securities
with a wide-spread market, and If the family felt that they would prefer to hold
such securities rather than the assets left to them, they could sell their bequests of
non-appreciated assets with relatively little capital gain and reinvest the proceeds
In an oper)-market purchase of assets comparable to those left to the charity.
Where such careful tax planning was not performed, however, the results for the
family could be entirely different.
The Present Date-of-Death Provtsions Are Not Always Beneftcl to Tapayers

As mentioned briefly above the present attack on carryover basis fails to take
into account that the present provisions establishing date-of-death value as the
basis of property acquired from a decedent are not an unalloyed blessing. It is
entirely possible that assets may decline, rather than appreciate in value before
the death of their original owner. In such case, the basis of property received from
a decedent is, nevertheless, its value at date of death, and the beneficiaries of the
estate are precluded from therafter claiming the benefits of a capital loss based on
such decline. This is not a situation in the control of the original owner of the de-
preciated assets because the deductibility of capital losses is strictly limited and
an unused capital loss carryover dies with the taxpayer. Thus, in a period of de-
clining values a carryover basis would permit beneficiaries of estates to take losses
and reduce their taxable income In a period when tax revenues were already
falling. It is an historical fact that many of the present tax-free exchange pro-
visions of the Internal Revenue Code were enacted In the Depression era when
the Treasury was more concerned with eliminating the recognition of losses than
in finding new ways to require gains to be recognized. To assume that this condi-
tion may not arise in the future is to be unduly optimistic, and to enact Into law
a provision which, with all'of the faults discussed above, has only the virtue of
Increasing revenues in a period of rising prices would be most unwise.
()onclusiot

It is submitted that the proposal for a carryover basis In the case of assets
acquired from a decedent ignores the long legislative history of the present law,
is unworkable and unjust, and adds a completely unnecessary complication to the
Internal Revenue Code. Unrealized appreciate is not free of tax so long as the
federal estate tax contains rates ranging as high as 77%. The suggested legisla-
tion is a dtsgulsed attempt to raise such tax rates in a discriminatory and unwise
fashion. Appreciation over several generations would be subject to tax in the
hands of the last owner, thereby subjecting him to the cumulative Impact of
inflation and a tax penalty which might make prohibitive a wise decision to dis-
pose of the property. The imposition of a tax such as will result from the carry-
over basis proposal does far more than plug a non-existent "loophole". It would
distort income, penalize growth, and discriminate among taxpayers. It should
be- defeated.

OEN RATION-SKIPPING

- A variety of suggestions have been made for a change in estate tax law to elim-
Inate the present possibility of placing property in trust for successive genera-
tions without subjecting it to taxation on the death of the successive beneficiaries.
(Some proposals have also suggested that outright transfers which skip genera-
tions be subjected to tax. These proposals are grounded in thMi concept that all
property Should pass through the grinder of taxation at least once a generation.
For consistency, they should require payment of a tax on a periodic basis by those
persons fortunate enough to live longer than the norm, and perhaps there should
be a negative estate tax where a property owner dies too soon. I am not able to
offer any substitute for such proposals. However, for those who feel merely that
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the trust device lends itself too readily to estate tax avoidance, the following
thoughts may be relevant.]

I submit that It remains to be proved that there Is any significant amount of
tax avoidance going on through the device of generation-skipping trusts. I would
estimate that 99% of all the trusts which I have prepared-and that is a great
many-have provided for payment either to the children or the grandchildren of
the decedent at specified ages. The so-called "rule against perpetuity trust" is a
rare bird, Indeed, in my experience. Consequently, I am presently unconvinced
that there is any necessity for a change in the present rules governing estate
taxation of transfers in trust.

On the other hand, I am utterly convinced that the extreme complexity of such
generation-skipping tax proposals are those advanced by the A.L.I., the Johnson
Administration Treasury Studies, and Richard B. Covey will render them un-
workable and traps for the unwary. The estate tax Is an excise tax impoed on the
privilege of transmitting property at death. If a tax is to be imposed on persons
who do not, in fact, transit ay property at death, as the Covey proposals, an en-
tire new concepts becomes involved. On the other hand, the difficulties of applying
the tax at the time of the original transfer In trust are overwhelming.

If there is a genuine need for reform in this area--nd I repeat that this has
not been demonstrated-then it seems to me that a simpler approach, consistent
with longunderstood trust law concepts should be carefully considered before this
Committee endorses any drastic revision of the law. I submit that a trust to A for
life, then to B for life, remainder-to C, will almost never be created, and that no
estate tax should be imposed on the death of A or of B, or because of the genera-
tion-skipping involved. On 'the other hand. if A or B is given, in addition, to the
life, estate, significant control over the trust principal, the totality of the life ten-
ant's rights may be little short of full ownership. Under present law, this type of
trust may well also escape taxation on the deaths of A and B. It can be persua-
sively cohtended that this should not be so.

If It should not, then I suggest that consideration be given to tightening the
existing provisions of the law. For example, elimination of the present $5,000 or
5% provision of section 2041 would significantly reduce the rights which a life
tenant could possess before becoming subject to estate taxation. Again, a general
power of appointment under section 2041 is so narrowly defined as to make it pos-
sible for a life tenant to possess virtually unlimited powers of appointment with-
out becoming subject to estate taxation. Consideration could be given to providing
that any power of appointment will be considered a general power, except one
which is exercisable in favor of the decedent's spouise, children and spouses of
children. This would eliminate the possibility of generation-skipping through the
exercise of a power of appointment.

Perhaps the provision excepting from the definition of a general power of ap-
pointment a power limited by an ascertainable standard should be modified. Such
a power~jf possessed by the beneficiary as sole Trustee might not be excepted.
Greater integration of the estate tax rules with the standards for taxation of
grantor trusts is another possibility.

The foregoing suggestions are not advanced as recommendations but merely as
areas for the Committee to consider. I simply urge that such less drastic proposals
may achieve 90% of the goal of tax "reform" urged by those advocating new taxes
on generation-skipping transfers, but without an excessive sacrifice of
"simplicity".

Mr. ITLLMA1I. You have brought a great deal of practical expertise to the com-
mittee. We appreciate that.

Are there questions?
Mr. Gibbons.
Mr. Gimnos. Yes.
Mr. Butter, does your statement cover that last point you made?
Mr. RuT'rru About the generation skipping? Yes, pages 40 to 43.
Mr. GIDDoxs. I think you have made some very good suggestions.
Mr. Su'Tr Thank you.
Mr. BURKE. Mr. Collier.
Mr. COLLIER. Mr. Butter, I want to compliment you on what I think Is an ex-

cellent statement In this area. I think It Is concise and-logical, particularly in re-
gard to the present law providingthe tax.

Looking at page 22 of your statement, I think that Is highly significant. I think
the proponents of the carryover proposal seek to ignore the fact that there is a
tax under the present estate tax rates on this gain that Is left to an heir.
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This seems not to have gotten across to many people, and it is obvious that if
the estate increases through any capital gain, obviously there Is a recoupment at
the other end.

I think you have made a fine statement, Mr. Butter.
Mr. SuTrrn. Thank you, Mr. Collier.
That is, of course, true, and the fact Is that the rate is higher than the capital

gains tax rate.
Mr. ULL MA . Are there further questions?
If not, thank you very much, Mr. Butter.
Mr. SuTTrn. Thank you.
Mr. Uu.oi,x. For the benefit of the witnesses and the committee, we will at-

tempt to go through with the hearings at least until 1 o'clock before we recess.
Our next witnesses are Mr. Austin Fleming and Mr. William K. Stevens.
We welcome you before the committee, gentlemen. If you would further identify

yourselves for the record, we would be happy to hear you.

PENN5YLVANIA BANKEaS ASSOCIATION,
Harriburg, Pa., September 6, 1977.

Mr. MzcnAz&L BSm.
Staff Director, Commite on Ff nance, Room M7, Dirkaen Semte Ofce Buiding,

Waahington, D.C.
D as M. BTUR: The Taxation Committee of the Trust Division of the

Pennsylvania Bankers Association wishes to submit its views to the Committee on
the problems created by carryover basis.

The carryover basis provisions are predicated upon the assumption that the
decedent's income tax basis is readily ascertainable. Most indiviuals, human
nature being what it Is, do not maintain perfect records of the cost basis of their
assets. An individual during his lifetime does not need his income tax cost basis
unless he decides to sell an asset. While the individual is alive, he can be asked
how the asset was acquired, when it was acquired and what it costs. As an indi-
vidual ages, his recall begins to fade and the necessity for recordkeeping has less
meaning to the person. The general population could not have anticipated the
enactment of the carryover basis provisions of the Tax Reform Act of 1976. Under
the prior provisions an individual assumed that his assets would be held until
his demise so he did not concern himself with maintaining cost records for many
of his assets. Upon the individual's death the executor-administrator is burdened
with the impossible situation of locating the decedent's cost records. The Tax
Reform Act of 1976 places the burden of locating these records, recreating them
and distributing the information to the beneficiaries upon the executor--admini-
trator. Further, the Act imposes substantial financial penalties if this information
can not be furnished.

If cost records were not kept by the decedent, how will the executor-admInistra-
tor arrive at a cost basis; and will the Internal Revenue Service arrive at the
same cost? The Tax Reform Act provides that if cost can not be located, a reason-
able method of determining cost basis can be used. If the asset is a security, the
only evidence of the date of acquisition may be the issue date on the certificate.
The executor-administrator can determine the value of the security on that date.
This value, of course, could have no certain relationship to the decedent's cost
basis. The security certificate could have been exchanged and reissued for various
reasons other than an acquisition. The certificate could have been issued as a
result of a stock split or merger of one company into another. New certificates
(culd be Issued. but there is no change in cost basis. If such an approach wer iwtlc.
the executor-administrator would have no guarantee that the Internal Revenue
Service would acept such a tenuous method of arriving at aiAet value for income
tax purposes. It would create possible conflicts between the Internal Revenue
Service and executor-administrator so as to prolong the administration of an
estate for the protection of the fiduciary.

The problem of locating cost basis for tangible personal property Is even greater.
Rare is the individual who maintains records of the cost basis of Jewelry, antiques
and household goods. This is especially true since most people do not anticipate
sales of their tangible property. go often Jewelry is acquired through gifts where
the donor never reveals the coot of such a gift. Over a lifetime such gifts could
appreciate and become a substantial arpount. No records of such Items are kept.
In the past there would be no problem. However under the Tax Reform Act of

95-026---?7-19
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1976, the cost bais of such items becomes exceedingly Important. To alleviate the
.problem, the Tax Reform Act excluded $10,000 of tangible personal property from
the carryover basis provisions. This provision places a burden upon the executor-
.administrator since there is no equitable way that the $10,000 can be allocate
.among several beneficiaries. If the value of the tangible personal property exceeds
410.000, the executor-administrator by allocating the limitation amount Is forced
to show preference over another and even cause litigation as to the proper alloca-
tion of the minimum basis for tangible personal property.

The fresh start adjustment was enacted to give relief for gain purpose. This
was to avoid taxing gain that had been incurred prior to the enactment of the Tax
Reform Act. This fresh start adjustment results in many assets acquiring two
different cost bases for Federal Income Tax purposes. With so many States having
State Income Taxes where the basis is other than the Federal Income Tax cost,
the complications of the laws become more manifest. As mentioned, before it is
difficult enough for an Individual to keep a record of one cost basis. Three bases
for the same asset would cause an individual to throw up his hands in dismay
and refuse to keep any record. This would make enforcement of the Federal
Income Tax Laws even more difficult. Some of the difficulty could be alleviated by
permitting the fresh start adjustment for both gain and loss purposes. This could
mean only one Federal Income Tax basis for each asset. Such an adjustment would
lessen the pi oblem of determining the cost basis of many assets that were acquired
long before the enactment of the Tax Reform Act.

The fresh start adjustment for property other than listed securities creates
another problem. The new law assumes a uniform rate of appreciation. Apprecia-
tin occurring in these type assets are not uniform. A closely held business is
indicative of such asset. An individual in his younger days may have increased
the value substantially. As he ages he finds it difficult to just maintain the same
level. The Tax Reform Act places a larger burden of capital gain on his estate
based on the longer the individual lives after December 31, 1976. The closer the
individual would die to that date, the less capital gain his estate would pay on
sale of the business; although there has been no increase in the value. This is
unfair to the estate of an individual who has created an asset with his own

'labors rather than through the investment of financial wealth.
The minimum basis of $60,000 creates several problems. An estate that would

not be subject to Federal Estate Tax because the credit is in excess of the tax on
such estate has carryover basis problems since the "carryover basis" property
may exceed $60,000. Further, a multi-million dollar estate with "carryover basis
property" with a basis less than $60,000 receives an automatic increase in basis.
If the intent of Congress was to alleviate some of the problems. it failed since the
"carryover basis" problem is greater than the Federal Estate Tax effect. Because
of the "carryover basis" provisions estates of under $100,000 will pay more Income
tax on the sale of assets than it did Federal Estate Tax under prior law.

The carryover basis provisions appear to apply to each separate acquisition
of an asset. If the basis adjustments apply to each acquisition, the problem of
adjustment requires extraordinary detail to arrive at the basis of each lot. The
problem becomes more evident when considering an individual who has in-
vested his funds in a monthly stock purchase plan over the past ten years. In
that one security there would be 120 separate lots to which the carryover basis
adjustments would have to be made. The adjustments in this case would involve
adjustments to fractional shares where the mathematical calculations would
he horrendous. Similar situations would arise in dividend reinvestment programs,
coin collections and stamp collections. It is understood that the mini'mu-, $60,000
basis was meant to meet such a situation. However, with the rapid increase in
the value of personal residences, the minimum basis would not apply and the
multiple calculations would have to be made. A further complication relates to
the holding period of proerty acquired from a decedent. Under prior law. Con-
gress saw fit to provide automatic long-term capital gain treatment to sales by
the estate since the Federal Estate Tax, state death taxes and payment of the
administration expenses and debts of the decedent required the immediate con-
version of assets into eash. Congress did not see fit to impose an income tax
penalty of short-term treatment where the sales were forced by the death of the
individual. The Tax Reform Act complicates the problem by imposing a "tack-on"
of the decedent's holding period to the estate. This could reimpose the penalty
of short term capital gain treatment on the estate since the executor-administra.
tor might sell a recently acquireI security before he learns the acquisition date.
This does not seem to be the intent of Congres&. It should be clearly stated in
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the law that an estate would have long-term capital gain treatment on all assets
acquired from a decedent,

If long-term capital gain treatment were clearly Indicated, some of the problem
,of the complicated calculations could be lessened by permitting the executor-
Adminlstrator to create just two tax cost lots In each asset. The lots would be a
pre-12/31/76 lot and a post-12/81/76 lot. The carryover basis adjustments could
then be applied to each of these lots rather than miniscule segments. The re-
sult would be an average-basis for each asset. This would aid the equitable dis-
tribution of assets to beneficiaries. It would reduce the calculations necessary
under the Tax Reform Act. It would simplify the tax cost information that would
have to be supplied to the beneficiary and the Internal Revenue Service. It would
reduce enforcement problems of the tax laws through less complicated records.

The allocation of a proportion'e share of the Federal Estate Tax and state
,death taxes to the basis creates a problem in that there is no finality to the basis
,until the returns are accepted by the tax authorities. In many dases this occurs
.years after the decedent's death and long after an asset was sold to raise cash
In the estate. These adjustments cause substantial mathematical computation.
The volume of amended income returns, both fiduciary and individual, will in-
crease significantly. The amended returns will deal essentially In the process-
Ing of overpayments since Increases in the Federal Estate Tax and'state death
taxes will result In Increases in basis of assets sold. The cost of processing these
amended inco-e returns should be substantial.

The problems of the carryover basis provisions are so numerous that an In.
dividual executor-administrator will find these provisions Incomprehensible. A
fiduciary income tax return could not be completed with finality until many
years after it Is filed. The audit process in this area will become a constant con-
test between the fiduciary and the Internal Revenue Service with basis dif-
ferences occurring based upon the number of decimal points each carries the
various adjustments. The income tax basis of an asset received from a decedent
-ould be different based upon the method used to reconstruct, if the decedent had
jlot kept adequate records. A substantial increase in cost to professional fiduci-
aries would be required to hire additional qualified personnel to assemble and
maintain this newly-required information. For many smaller fiduciaries the
-cost would be prohibitive. These problems lead to the conclusion that the "carry-
over basis" provisions should be repealed and the old provisions be reenacted
until a viable alternative be found.

I respectfully submit these comments on behalf of my commltte-..
Very truly yours,

JuLus 3. CIESIELKA, Jr.,
Ohairman, Tru8t Tax Comm4ttee,

Pennsylvania Bankers Association.

STATEMENT OF SnIRLEY A. WEBSTER, ATTrONEY AT LAw, WiNTSET, IOwA,
RLATIVa TO "Camy-OvEra-BAsxs Ruz"'

Identity of Witness: Senior partner in Firm of Webster, Jordan, Oliver &
Walters, Winterset, Iowa;

Engaged in general practice of law in Madison County, Iowa, since 1932 with
majority of attention devoted to probate, taxation and property law;

Past President of the Iowa State Bar Associtlon;
Chairman of Special Committee on Probate, Property and Trust Law, Iowa

State Bar Association, for fifteen years;
Fellow American College Probate Council-past member of Board of Regents

and former Treasurer of College;
Author of Law Review articles and HOW TO LIVE AND DIE WITH IOWA

PROBATE.
Gentlemen, I wish to submit the following written testimony to your subcom.

inittee in connection with its study of the Tax Reform Act of 1976. My references
to Code Sections are to Internal Revenue Code sections as amended by the Tax
Reform Act of 1976.

FIRMT

Ali of the provisions of the 1976 Act relative to the "carry-over-basis rule"
should be repealed retroactively and the old rule relative to basis as finally
determinedd for federal estate tax purposes should be reinstated. Reasons for
.making these suggestions are as follows:
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A. From a practical standpoint, the "carry-over-basis rule" is unworkable. Tbi.
rule envisions that every person has a record showing the dAy, month and year
that he acquired every item which he possesses at the time of his death. These-
records showing the date of purchase and the cost of every item of tangible,
personal property owned by the decedent at the time of death, if kept, would be
voluminous. The average .merican citizen purchases thousands of items dur-.
Ing his lifetime. He would have to be an experienced bookkeeper and systematic-
ally file the records of his purchases and con tenuously discard what had been used
or disposed of during his lifetime. These records would have to be kept in such
detail that individual items, such as small tools, individual calves and individ-
ual pigs in a herd, and each and every piece of tangible personal property would'
reflect the date acquired, the cost, if any, and sufficlent description so that the,
item could be identified after the death of the owner. The requirement is simpir
beyond the ability of the average American citizen. Most of the people have-
enough difficulty in keeping records of the major items which they own such as
real estate, stocks and bonds. In the absence of such records, the person who
owned the property is deceased and there is no practical way for the executor
or administrator, or the beneficiaries, to furnish the information required to
determine the decedent's adjusted basis according to the rule. Any attempt to-
substitiute an artificial rult as to estimated life, estimated date of acquisition nnd
estimated cost is simply recognizing that the "carry-over-basis rule" is unrealistic
and actually unworkable. It would he virtually impossible for Internal Revenue-
Service to audit this Information with any degree of accuracy. If Internal Reve-
nue Service is expected to audit the reported basis of every item of tangible per-
sonal property in the United States, it would take an army of Internal Rvennie
agents at a cost to the taxpayer far in excess of any amount of revenue which
would be gained by applying the "carry-over-basis rule" provided in the 1970
Act.

B. Attorneys and accountants, who specialize In this field, have had nine-
months to study the Act, and freely admit that they do not understand the'
provisions-4hey state that it is the most complex, confusing and unfair tax'
act which they have ever-studied. A mass of regulations will have to be adopted
by Internal Revenue Service to interpret obscurities and solve ambiguities. In,
the £aantime, no one really knows what the law means. How can the average
taxpayer be expected to have any understanding of this complicated piece of"
legislation?

C. The Act discriminates against farmers. The average farmer's Income tax
return is filed on a cash basis. The basis of all his crops, cattle and hogs raised
and kept for sale in the ordinary farming operation, all have a zero basis for,
income tax purposes. In order to provide liquidity in an estate and simply
because bogs and cattle must be sold when they are ready for market, these
items will ordinarily be sold during the administration of an estate, and the.
sale of these items will result in ordinary income in the estate and have a zero-
basis. Even with adjustment for death taxes in the estate, these items will re-
sult In ordinary Income to the estate. This income being "bunched" In the estate'
will most often result in the estate paying Income tax far higher than the in-
come tax rate paid by the individual during his lifetime. The Act does not pro--
vide for income tax averaging nor some of the other concepts which tend to
level off the tax of the Individual. The income resulting from the sale of crops
and livestock by an operating farmer is not subject to the same credit as income
in respect to a decedent which could be claimed by landlords renting their land'
on a crop-share basis. In the higher brackets, these income tax provisions are-
actually confiscatory.

D. With the new unified tax rates provided under the 1976 Act, the effective'
percentage of federal estate tax starts at 30 percent in estates having net assets
of a little over $120.000. and at $150,000 net value, the tax rate is 32 percent,
and is progressive. It would seem that the restoration of the old basis whereby
assets acquired a basis equal to market value as finally determined for federal'
estate tax purposes, is certainly high enough if we are to maintain anything
re.embling our present economic system, which has over the past 200 years made'
America the great nation that it is.

SECOND

It the so-called "carry-over-bials rule", as established by the 1976 Act, Is,
not repealed in its entirety, then your committee is urged to consider the fol-
lowing specific recommendations by way of amendments to the 1976 Act:

I BEST COPY AVAM E ,
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A. The Increase In value of personal effects and household goods as provided
"i Section 1023(b) (3) should be automatically the fair market value of such-
items at the time of death without any election on the part of the executor, ad-
ministrator, or heir. It is difficult to concel4'6 of any situation where the executor
or administrator handling an estate would not be required to make such elec-
tion under the present statutory provisions. This election Is unnecessary and
simply creates additionnt burdens on the part of the fiduciary with the attendant
reports to the Internal Revenue Service, all at public expense and without any
appreciable increase in revenue.

B. All tangible personal property owned by the decedent should acquire a
"carry-over basis" at Its fair market value at the time of the decedent's death
without any election. Tangible personal property constitutes a very small por-
.ton of the assets of an ordinary estate. There have been articles stating that
-only 2 percent of the estates of decedents will be subject to taxation with the
present unified credit provided under the Act. This matter of requiring elec-
tions as to the value of personal effects and household goods and reports as to
tie value of tangible personal property Is simply going to engulf 98 percent of
6the estates of decedents in a mass of paper work-ind subject the personal rep-
resentatives to penalties, all of which are contrary to the announced policy of

,Congress to reform the Revenue Act and make the law simpler and fairer. The
.draftsmen of this Act apparently recognized that there would be widespread
failure to conform to the reporting provisions and inserted Section 6694 pro-
,viding for burdensome penalties for fallure- to notify the Internal Revenue
Service and the distributees of the,"carry-over basis" ol all Items of tangible
personal property. It is well known that in the average estate the personal
effects of the mother and father are usually divided by amicable agreement
.among the children. These items have an intrinsic value but very little market
value, but yet the Act requires that each and every one of these items be valued
and reported, and the failure to do so subjects the representatives to penalties.
One source quotes the Internal Revenue Service as estimating that It would net
$20,000,000 from collecting these penalties. Congress certainly did not Intend to

make the matter of penalties a revenue producing measure.
Recently, our office handled a matter where the decedent was a resident of a

nursing home and had previously sold all of his household goods. He had less
than $50 market value of personal effects in his room at the time of his death.
These were divided by amicable agreement among four children, and It was
necessary for the children to make an election under the provisions of Section
1023(b) (3) (0), file the same with the District Director of Internal Revenue
and notify each of the children that they had a fresh-start basis of $12.50. This
notice of distribution was also required to be furnished to the Treasury De-
partment. The penalties provided by Section 6694 should be repealed.

C. From a practical standpoint, the statute should be amended to provide
'that when a federal estate tax return is not required to be filed, all of the de-
cedent's estate will have a carry-over basis corresponding with the fair market
value of the property at the time of the decedent's death without any notice or
election on the part of the personal representative or the person taking charge
of the assets of the decedent.

LA JOLLA, CALIF., August 30, 1977;
Hon: HARiY K. Byiw, Jr.,
(Attention: Michael Stern, Staff Director.)
Committee on Finance, Room 2227,
Dirksen Offce Building, Waakimgton, D.C.

DxA SzNAToR 3zs: I understand the House Ways and Means Committee will
soon considers a clean-up bill" to correct the inequities of the 1976 tax law. Very
great injustice will be done to myself and many other small business owners and
their businesses if the tax law removes the long standing Section 803 treatment
of Section 86 preferred stock.

In its wisdom many years ago, Congress recognizes the unique problems faced
by the small businessman, his family and business at the time of the owner's
death. It recognizedthat too many of these small businesses were being liquidated
as the result of the'necessity to pay the owner's estate taxes. Liquidated along
with these businesses were also the available goods and series they supplied
to our society and thousands of productive Jobs made possible by the small
business sector. --
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As a result, Congress granted relief to the small businessman through Sectloi
803 of the Internal Revenue Code which provided, under strict rules, for relief*
from the danger of threatened liquidation and its resultant disastrous effects.

Now I am told that the new tax law removes much of this relief, and in effect,
retroactively destroys my long standing estate plan.

My estate planning years ago was based entirely on this promise of the govern-
ment to allow redemption of preferred stock for the payment of inheritance tax.
I took out expensive insurance to provide for the redemption under this covering
promise. If the government were now to renounce this, which I naturally regarded'
as a solemn promise, there would-bdisastrous consequences. In fact, it is pre-
posterous that government could retroactively renege upon a promise upon which
entire estate planning was built and which was carefully built up in the form of"
insurance and other plans over the years.

It is not a partisan matter, It is not a tax matter, it is just a matter of honesty
and fair play that this matter of 303 redemption of Section 806 stock be-
acknowledged to be in full force when your new clean-up bill is finalized.

Thank you for your courtesy in this matter.
Sincerely yours,

ROBERT J. WILKIE.

COMMENTS AND RECOMMENDATIONS ON THE 1976 TAX LAW AND ITS EFET"o
UPON GIFTs AND ESTATES, By ARLEY J. WILSO-r, CHAIRMAN, PROBATE,_
PROPERTY AND TRUST L&w -COMMITrEE FOR THE IowA STATE BAR AssocIA-
TION

This comment is limited to two areas of the 1976 tax law and in some instances-
to the practical difficulties that will arise out of the Technical Correction Act of
1977 which is now before the House Ways and Means Committee as H.R. 6715.
My comments are primarily addressed to matters concerning the agricultural'
community and will be Hmited to qualifications required for special use valua-
tion of real estate used in farming and the carryover basis In its application to,
property used in the farming enterprise.

FIRST

Initially I would like to address my remarks to that part of 2032A of the 1976"
tax law. Admittedly there must be limitations on special use valuation to prevent
that which would not be desirable in the farming community, that is to say, that
foreign money would be Introduced in the farm community to bide from estate
taxes to the extent that it would produce an artificial valuation of land' used for-
farming in the farming community. However, those limitations set out in the Act
would apparently be adequate to build sufficient gates to prevent, such Influx or-
foreign money and to accomplish the purposes expressed by the Act if there was
an omission of one of the limitations. That remedy is material participation by the,
decedent or a member of the decedent's family in the operation of the firm or
other business'for a period of 5 of the last 8 years. This unfortunate use of'
"material participation" creates substantially more problems than it solves.

The theory expressed by the Congressional Committees In passing this legisla-
tion was to enable families to keep and maintain family farms. The language
which will hereafter be ferred to as "material participation" to a great extent
defeats this purpose and discriminates against women and senior citizen farmers.
The way this discrimination comes about is as follows. For years one branch of
the government, namely the Social Security Administration, has desired to
cover farmers. If this "material participation" concept remains in the Internal
Revenue Act referred to above, a farmer will have to choose in a great many
instances whether or not he wants to take social security or remain eligible for-
special use valuation since the eligibility for social security benefits and the-
eligibility for special use valuation- are Incompatible concepts. The only retired
farmer to whom this delimma will not be presented is one who has a male heir
who Is actively engaged in the operation of the farm. A retired farmer without
any children, a widow without a son actively engaged in running the farm or a
retired farmer with daughters will ordinarily not qualify. In my own'practice
we do more'than 1,000 farm returns and In only one Instance do I have a farm
wife who qualifies as a "material participant" in the farming enterprise. In most
Instances retired farm operators on a crop share basis drawing social security
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would not qualify either. In no Instances would a retired farm landlord on a.
cash rent basis qualify. Congressional intent as reflected in the original Com-
mittee report, to benefit and preserve the family farm, is not going to be served if
"material participation" is retained in the Act as an essential condition of the-
eligibility of the special use valuation. In addition, "material participation" does-
not add any safeguards to the area that Congress was trying to consider that are
not already provided by the percentage ownership requirements In the Act.

"Material participation" has historically been a social security concept for-
social security Income purposes which has no significance in the estate and gift
tax area. This Act purports to Incorporate this concept in an estate tax concept-
without fully considering the ramifications which prior planning for social secu-
rity purposes will have In its estate tax application and thus the compliance.
with the social security requirements entraps the social security recipient in a
locked-in position from which he is unable to extricate himself. Therefore, this
works actively as a restriction against the senior citizelp retired farmer. The
point which I would like to emphasize Is that an operator farmer facing retire-
ment is going to be forced to make a choice between receiving social security
benefits on the one hand or allowing his estate to be eligible for special use-
valuation on the other.

The Act automatically discriminates against women. In the Instance above cited.
where in over 1,000 farm returns we only have one female who falls within the-
"material participation" qualifications, farm wives not having materially par-
ticipated even though they have worked on the farm, have been expressly ex-
cepted by Section 3121(b) (3) of the 1977 Code, even though they have ridden.
thetctbr, fed the hogs, helped makc- the hay and helped harvest the commodity
and have been totally involved In the operation of the family farm. Therefore.
even though the wife has been an integral part of the family farm operation, if
she dies the husband would likely be able to qualify for the special use valuation.
However, if the husband dies leaving the wife, her chance of qualifying would*1)
be very remote.

The farm family daughter is less likely to be able to assume an attitude of
material participation than is the farm family son. Therefore, the farm family
daughter Is placed at a disadvantage because the average daughter who inherits
farm land would have to operate through agency. As long as the "material par-
ticipation" concept is in the Act, operating through an agency will not qualify
as "material participation". Generally speaking, surviving female heirs will find
it difficult to retain the benefit of the special use valuation because the customary
method of operation of agricultural real estate by women involves the use of
agents and under the present rules this would not qualify as "material participa-
tion." [Section 1402(a) (1) ].

If material participation Is to be left In the statute, serious problems of inter-
pretaton arise In the following areas:
a. Trusts.

Trusts by their very nature are agencies for the administration, preservation
and distribution of property and there are many existing family farms controlled,
by the typical two trust will.
b. The family farm corporation.

All corporations operate through agents or employees and therefore under the- -

current rules cannot well fall within the area of material participation" per se.
c. The estate.

The fiduciary In an estate is again an agency situation and because of that
situation a qualified person who has participated for 5 of the last 7% years,
becomes a decedent and might well become disqualified if the estate retained the-
property for a period of longer than six months and therefore the property would
no longer be qualified for special use valuation.

The Committee Report makes it very clear that the benefit of special use valt-
ation is supposed to be available to various indirect methods of ownership but
the very fact that they are indirect almost mandates that you have to have-
agency involved so we have a marked conflict between the intention of Congress
to make this available In indirect ownership and the social security concept that
says that you cannot use agency. (See Page 24 of the Report of Ways and Means:
Committee on H. R. 14844, second paragraph.)
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81O24 D

Without commenting on the feasibility from a policy standpoint of the carry-
over basis rule, the manner in which Congress has seen fit to implement the rule
has created virtually insurmountable difficulties and created substantial expense
In the administration of the typical farm estate with which I deal.

Congress attempted to equate fresh start in the case of nonmarket property
with property easily valued on the stock exchange. However, it is not that easy.
The various formulae used In the determination of carryover basis are in their
practical application extremely cumbersome and affect so many items in the ordi-
nary farm or small business situation that there is literally no economically
feasible way of compliance.

The first conclusion made that there would be a readily available record of
acquisition date and cost of business assets is not necessarily true. One sizeable
area wher6 this premise is not true when dealing with farmers is iu the area of
raised livestock used for dairy or breeding purposes or any other raised livestock,
to say nothing of a person in the chicken, fish hatchery or beekeeping business.

Keeping in mind that the Act requires the executor to furnish a report to the
benelciary and the Commissioner or his delegate of the basis of each item, item
by item, and that If he does not, he can be penalized or fined up to $7500 in each
estate. Bear in mind that this applies to each share of stock acquired at a
different time in a mutual fund, each stamp acquired at a different time in a
stamp collection, each coin acquired at a different time In a coin collection, each
cow acquired at a different time in a dairy or breeding herd, each book acquired
in an office such as mine, and each improvement that has been made in regard
to any other capital asset including a residence. Thus in the instance of the
average farm, the executor need to know the acquisition date of each string of
tile that has been laid, of each feeding floor that was constructed, of each addi-
tion to the barn, of each drying facility and of his fences. This also applies to
automobiles. For example, a decedent who has regularly traded in automobiles
will have included as a portion of the basis a substantial amount of the basis in
the old car and the basis of each predecessor. Thus we may need to determine
what Grandpa paid for his Model T Ford so that we may know the basis of his
1976 Ford.

With regard to trade and business assets, it has been the practice and con-
tinues to be the practice of many small businessmen and farmers to eliminate
from their depreciation schedules any item on which depreciation is no longer
available. Thus many farmers and some businessmen have a great deal of equip-
ment tMat because of the fact that it has no book value would not give rise to
any depreciation. The information as to cost and date of acquisition has been
discarded. Few people have retained their tax returns more than five years since
it has been thought that was all that was necessary under most circumstances.

To make the computations necessary to arrive at the basis in the hands of the
heirs, it is necessary to have original cost and date of acquisition of property
as well as other information. As a practical matter cost and date of acquisition
will be available quite rarely unless the property was a trade or business asset
subjpet to depreciation and was not fully depreciated at the date of death. A
simple change of record-keeping in the future will not suffice to relieve the ab-
solute dearth of this sort of information presently existing. It is quite likely
that no records will be avw.ilable for 9 out of 10 items included in the decedent's
estate. In most estat¢a 'i0s Agure will be even higher, particularly when the
decent did not directly engage in a trade or business.

The Tax Reform Act of 1976 not only requires computations which in many
instances will be physically impossible but also contains several so-called penal.
ties, which are in reality criminal sanctions, for failure to produce this Infor-
mation. 'he fresh start adjustment for carryover basis property which has an
unknown cost-as set forth in the proposed amendments at Section (3) (c) (1) of
H.F. 6715 addressed to Section 1023 of the Code is not acceptable administra-
tively. In the first instance, it presupposes appreciation to the date of death at
the rate of 8 percent per annum on an arbitrary basis, which at the end of 12%
years will completely eliminate all basis and there is absolutely no provision cor-
responding for dpreclatton In value due to whatever circumstances, and in our
particular area farm land since the passage of this Act has decreased from 10
percent to 15 percent or more in many, many Instances. What an inequitable
result It is to assume that nondepreciable property having substantial value on
December 31, 1976 would have no basis in the hands of an heir who received it
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12% years later. In many Instances family residences and their improvements.
could be reduced to a no-basis asset merely by the reason of the inability of the-
fiduciaiy to -satisfy the Internal Revenue agent because he was unable to locate
the decedent's records attributable to basis. Many well-kept records are not
available to a fiduciary or discoverable by him after lengthy Illness of the de-
cedent and the Invasion of his household by well-meaning or uninformed people
and members of the family who are not acquainted with the import of the records.
As a practical matter, it Is a rafe situation where you have to go back for
records for 5 to 6 years and you are able to find anything except in a well.
organized and well-run operating company.

When we use an arbitrary diminishment of basis such as proposed In the Act,
we immediately are confronted with what happens when there is a distribution,
of property where there is a negative basis, that Is to say, A inherits property
with a carryover basis of $70,000, a date of death value of $110,000 and a&
mortgage obligation of $100,000 which is required to be assumed by the distrlbu-
tee. Assuming that the assumption of debt greater than basis rule still holds,
distribution of the property to A would probably trigger an Immediate taxable-
event In the estate of the decedent. The propositions cited above fall far short
of a practical solution of how to treat with this problem. In fact, the problem
Is magnified as time passes.

The concept heretofore accepted was that there was no distinction between
cash basis accounting and accrual accounting. The Act and Its proposed amend-
wents do not relieve the cash basis taxpayer from an unreasonable multiplicity
of taxation. If the taxpayer were living, he would at least have the advantage
of income tax averaging and If he were an acerla basis taxpayer his estate
would have been diminished by the amount of the previously paid income tax.
The cash basis taxpayer has been entrapped through no fault of his making-
and represents probably in excess of 90 percent of the taxpayers engaged in
farming or small business wherein services are rendered. The Act should be-
extended if carryover basis, or the lack of it, Is to be retained to provide relief
from or for some credit from taxes paid by the fiduciary. The apparent objective
of the carryover basis rule was to assure Congress that an appreciation in value-
subsequent to December 31, 1976, of assets would be subjected to the Income
tax notwithstanding the transfer of that property at the time of death and to.
encourage free alienability of property during his lifetime where it was other-
wise suspected that taxpayers would retain property they might otherwise sell
because they knew It would take on a higher basis at; the time of death. It Is-
submitted that the carryover basis approach is administratively unworkable and
if this objective Is to be accomplished, it should be accomplished through methods
other than carryover basis approach such as herein proposed.

Carryover basis has made the equitable distribution of property in an estate
virtually Impossible unless all property is distributed in fractional basis. This is.
an Inevitable result causing inherent liabilities for income tax for each
distribution.

Because of the adjustment to carryover basis attributable to estate and in-
heritance taxes paid on appreciation in value, it Is physically Impossible to.
determine in the early steps of administration of an estate the Income tax result
of the distribution of property. This will compel taxpayers to file Inaccurate In-
come tax returns in the estate and prohibit an advisor to an estate from making
an intelligent recommendation to a fiduciary regarding the tax effect of a par-
ticular distribution or sale for each distribution Is generally based on value at
the time of distribution because basis is significantly different, that is, some of
the property may be of low basis but of high market, and some of the property
may have a high basis with a commensurate market equal to the low basis
property. Ordinarily we would value the property at the time of distribution
and distribute the same to the respective heirs. Now it will of necessity be a
fractional distribution if equity Is to be achieved and this will lead to litigation
in so-called partition suits and will unquestionably trigger a taxable event to all
parties. Some property In such cases of distribution will bear a disproportionate-
amount of the income tax liability. Some property will carry with it a federal
lien and recapture unless it is maintained for a significant period of time. The-
bonding provisions provide for low interest rates on the taxes which are de-
layed in payment [as provided in H.R. 6715. Section 8(d) (5)] are academically
remedial and are not practical in application. Anyone who would underwrite-
such a bond would charge more for the premium on the bonds than would be
saved by the postponement of payment of the tax, and while It-is nice to pro-
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vide for a bond, the limits of the bond are ordinarily prescribed as a part of the
requirements of the bond, whether the bond would be actual, whether the bond
vould be twice the amount of the debt, or whether the bond would be one and
one-fourth the amount of the debt is not spelled out and the use, If at all possible,
depends on the arbitrary decision of someone other than the Congress and the
Congress should fix this responsibility and determine the amount of bond
required.

The severe penalties imposed for failure to return basis on each particular
Item are so severe that no person can leave out any item in any estate with any
assurance that such person has done a good Job. Ordinarily the fiduciary in
-a family farm estate Is the surviving spouse or a member of the family. The
surviving spouse or member of the family quite often would find themselves in
a position of utter hopelessness. To assess the fiduciary who happens to be
mama in the estate, with a $7500 penalty in addition to the funeral expenses,
the medical expenses, the probate expenses, the Income tax expenses,
both state and federal accelerated as they may well be, the federal estate
tax. the state Inheritance or estate tax, and the truma of the loss of a
loved one is an unconscionable act and the omission of even the smallest of
items may trigger a liability in excess of five or more times the value of such -

Item. This is not only administratively unpopular but leads to an administra-
tive nigLtmare. Academically it appears to be within the scope of required
reporting but in practical application of such reports and the ultimate value,
is of questionable nature. The warehouses of the United States government will
Increase dramatically and the bytes on computers will be used up at an
inconceivably rapid rate.

In dealing with farmers and the business people of the Midwest, as we have
heretofore pointed out, It would seem to be almost impossible In many, many
instances to acquire the necessary Information to make the computations re-
quired by the Act. Even in those Instances where the information can be acquired,
the process of the computation will add considerable expense to the administra-
-tion of estates and may in all likelihood require a computer to make the
-computation. One example, recently a trust department in Tennessee spent 26
hours to calculate the carryover basis In respect of the mutual stock of one
company for the shares of a decedent in a single mutual fund where the
'decedent died with shares acquired in a number of different lots.

It Is the best judgment of those members of the Iowa State Bar Association
who have considered this matter in depth that the carryover basis concept as
originally enacted, including the amendments as proposed In the Technical Cor-
rection Act, is an unworkable concept with Inherently inequitable results to the
taxpayer and if preserved constitute a substantial possibility of impairing the
effective administration of a federal tax law. In any event, there is no question
-but what this provision if preserved will create major increases in the cost of
-the administration of estates. At a time when the legal profession has been
charged with the responsibility to hold down the cost of legal services to the
public, this provision alone will compel us to increase the cost of administration
of estates without In our opinion a corresponding benefit to the revenue of the
United States.

(See attached addendum for simple example of preparation necessary in
calculation of carryover basis in each item of an estate-if there are 200 items in
an estate this presents an unmanageable situation. You will note that the
cowherd is presented In bulk, If it Is required to be presented cow by cow the

'problem compounds itself to magnificent proportions and it is quite likely the
cost of calculation would well exceed In many items the value of the basis
-calculated.)

Section'3(c) (3) of H.R. 6715. the Technical Correction Act, In our opinion
does not effectively spell out adequately the intent. It Is obvious that it is In-
tended that there be only one carryover basis allowed in any sequence of events.
However, the wording of the statute when read might Imply that the carryover
basis would be reduced to zero and not follow through the second estate.

The recommendations of the Iowa Bar are:
1. That "material participation" be dropped as a requirement for a special

-use valuation.
2. That carryover basis be discarded or. substantially revised because of Its

-prepent cumbersome nature In determination, the impractical reporting because
of detail and the tremendous expense Involved In estate administration cost by
-such reporting and because It provides an utterly unplanable tax consequence
for estates, decedents and distributees.
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'3. That because of the apparent inability of the drafters of the Act to relate
to the actual consequences of the drafted bill and its administrative problem,
there should be some method whereby those people charged with the respongl.
bility of preparing the Act could coordinate their activities with those people
charged with the responsibility of trying to interpret the Act at its application
,level in estates at the county level.

ADDENDUM )
CALCULATING OARRYOVER BASIS t

Example: A farmer acquired a farm for $190,000 on January 1, 1971. A por-
tion of the purchase price was allocated to the land and a portion to depreciable
buildings, fences and tile lines. Depreciation of $9,000 was claimed each year on
a straight line basis. At the former's death on January 1, 1981, the property was
valued at $360,000. The calculation of carryover basis may be handled in five
.steps as follows:
Step 1: Determine gain at death:

Fair market value -------------------------------------- $360,000
Adjusted income tax basis at death ($190,000-(10X$9,000)) ------ 100,000

Gain at death ---------------------------------------- 260,000

Step 2: Determine appreciation of property during holding period net
of depreciation, depletion or amortization:

Total gain at death ------------------------------------- 260,000
Depreciation claimed to date of death ------------------------ 90,000

Net appreciation to date of death ------------------------- 170,000
Step 3: Determine net appreciation for holding period before 1977:

Number of days in holding period for farm In total --------------- 3,650
Number of days in holding period for farm before 1977 ---------- 2,190
Fraction of total holding period before 1977-2,190 over 3,050

equals 3/5.
Net appreciation of property before 1977 8/5X$170,000 --------- $102, 000

Step 4: Determine depreciation, depletion and amortization attrib- ,
utable to the period before 1977: Depreciation for period before 1977 $54, 000

Step 5: Determine carryover basis adjustments to income tax basis of
property : "

Adjusted basis at date of death --------------------------- $100, 000
Net appreciation prior to 1977 ---------------------------- $102, 000
Depreciation prior to 1977-------------------------------- 54,000

Total ----------------------------------------------- 5, 000

Income tax basis of property ---------------------------- 256, 000

CARRYOVER BASIS--ADJUSTMENT FOR FEDERAL ESTATE TAX"

Example: Returning to the example of a farm with a calculated carryover
basis of $256,000 and a fair market value of $360,000, assume the decedent's
federal estate-tax calculations were as follows:
Gross estate --------------------------------------------- $785, 000
Deductions ------------------------------------------------ 35, 000

Adjusted gross estate ---------------------------------- 750, 000
Marital deduction ------------------------------------------ 875,000
Charitable deduction ---------------------------------------- 10,000
Taxable estate ....... -. 365,000
Tentative tax ---------------------------------------------- 109, 9
Unified credit (death in 1981) --------------------------------- 47,000

Total --------------------------------------------- 0
'Prepared by Neil R. Earl, Charles V. Curtiss Distinguished Professor in Agriculture

and Professor ot Economics, Iowa State University; Member of the Iowa Bar.
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Credit for State death tax ............. $5, 680

Federal estate tax due ............. 57,220
For the adjustment process, three values must be found:

1. Federal estate tax due (no State estate tax applicable) ----------- 57,220
2. Net appreciation In value of the property in question:

Fair market value ----------------------------------- 300,000
Oarryover basis ..------------------------------------- 256,00

Total --------------------------------------------- 104,000,
8. Fair market value of property subject to the tax:

Gross estate ..--------------------------------------- 785,000,
Less: marital deduction -------------------------------- 375,000-

Subtotal ------------------------------------------ 410,000'
Less: Charitable deduction ------------------------------ 10,000'

Total - ---------------------------------------------- 40oo,
I Prepared by Nell E. Harl, Charles F. Curtls, Distinguished Professor In Agriculture

and Professor of Economics, Iowa State University, Member of the Iowa Bar.
With those three values known, the fourth, the adjustment for federal estate-

tax attributable to the net appreciation in value of the property can be-
computed:

Adjustment factor over Federal estate tax equals net appreciation over FMV
of all property subject to tax....

A.F. over $57,220 equals $104,000 over $400,000.
A.F. equals .26 ($57,220).
A.F. equals $14,877.
Thus, the adjustment factor for federal estate tax Is $14,877, to be added'

to the carryover basis for the farm:
Carryover basis ------------------------------------------ $256,000'
Plus: adjustment factor --------------------------------..... 14, 877

Total -------------------..------------ 270,877

CARRYOVER BASIS-ADJUSTMENT FOB MINIMUM $00,000'
Example 1: Farmer A, a widower, dies owning three assets: a farm, a bank

account and stored grain. The gross estate totals $475,000 as indicated:

Federal and'
Carryover State estateAsset FMV bas,s tax adjustment

Fa.rm-- - --..................................... 2,000 t0 72,320Bank account ------------------------------------- 8 000 8,0 M 0Grain (1977 and 1978 crops) .......................... 25000 0 4,410

'Total ...................................................... 475,000 10, OD0 76,730

No further adjustment is possible because the aggregate basis of carryover b4sis.
property exceeds $60,000.

Example II: Farmer B, a widower, dies owning three assets: a farm, a bank
account and a small beef cow herd. The gross estate totals $142,500 as indicated:

Federal andAs y Crr: Stat tate.
Asset FMV i adjustment

Land ..........................-----------... 130,000 32,000 0Bank aount.... .................. ...................----------------- 2 ,500Cattle .......... ................................................. 10,000 0
Toa . . . . ..-....... 142,500 31,500 .............

1 Prepared by Nell , fHarl, Charles F, Curtiss, DiAtinguished Professor In Agriculture-
and Professor of Economics, Iowa State University; Member of tht Iowa, Bar.
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With the aggregate basis of $84,500 on carryover basis property, the difference
between that figure and $00,000 is available for allocation among Items of carry-
over basis property: $0,000 minus $84,500 equals $25,500.

The amount of $25,500 may be allocated in a two step procedure as follows:
Step 1: First, determine net appreciation in value-
For the land, the net appreciation in value is the fair market value minus the

carryover bauis-180,000 minus .32,000 equals $98,000.
For the Lank account, the net appreelation in value Is figured using the same

formula-2,500 minus $2,500 equals 0.
For the cow herd, the net appreciation in value is-10,000 minus 0 equals

.0,000.
The total net appreciation in value for all assets is-98,000 plus 0 plus $10,000

-equals $108,000
Step 2: Allocate the available basis amount ($25,500) among the carryover

,basis assets:
For the land-

=Net appreciation In landX Basis available for allocation.
Net appreciation of all property:

98 ,000 X 25,5W10 8 , o0 0 o o
=0.9074X 25,500
=23,139

',Thus, the new adjusted carryover basis for the land would be-
=$32,000-j23,189
=' 55,189

For the cow-call herd:
=iNet appreciation in herd X Basis available for allocation.

Net appreciation of all property:
- 10 '0 0 0 X25,500
108,000

=0.0026X 25,500
=2361

Therefore, the cow-calf herd has a new adjusted carryover basis determined as
-follows----0+2381,

=23861
The income tax basis of the bank account of $2,500 is not adjusted because

there is no net appreciation In that asset. To recapitulate, the income tax basis
.of assets in Farmer B's estate would be:
Land ------------------------------------------------$ I9
lBank account .......... L_ . 2,500
,Cattle ------------------------------------------------ 2, 381

T9tal -- 60,000
CARRYOVa BASIs--ADJUSTMENT FOB STATE INHERITANCE TAx 1

Example:- Returning to the previous example, assume the land, the bank ace
.count and the cattle are all inherited by the son who pays a state inheritance tat
-of $4825. The asset value and basis are as follows.

Federal
estate and Minimum

- State estate aggregate
Car tax basis Basis before 3dAsset FMV sis adjustment adjustment adjustment

Land3................................ 1,0, 2,500 0 23,139 51
Bank account --------------------. 2,500 2,500 0 - 0 2,500
Cattle .............................. I0, 000 0 0 2,361 2,361

Total .......................... 142,500 34,500 0 25, 500 60,000

The amount of $4325 in state inheritance tax would be allocated among the
assets as illustrated in the following three step procedure--

1 Prepared by Nell E. Harl, Charles F. Curtiss, Distinguished Professor in Agriculture
.And Professor of Economics, Iowa State University; Member of the Iowa Bar.
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Step 1: Determine the net appreciation In value for each item of property.
This is defined as the excess of fair market value above the adjusted basis includ-
Ing all adjustments made to this point. Specifically, it includes the adjustment for
federal estate and state estate tax and the minimum aggregate $00,000 as well as
the carryover basis amount.

For the land, net appreciation would be: 130,000--55,189=74,861.
For the bank account, net appreciation would be: 2,500-2,500=--0.
For the cow-calf herd, net appreciation would be: 10,000-2,861=7,6.30.
Step 2: Determine the fair market value of all proprty acquired by the son

which is subject to state inheritance tax:
Land --- ------------------------------------------- $130, 00
Bank account ------------------ ----- --- 2, 500
Cattle ----------------------------------------------- 10, O00

Total ------------------------------------------ 142,500'
Step 8: Allocate the state inheritance tax among the assets:
Adjustment to land basis:-

Net appreciation in value
Net pprciaion n vlueXState Inheritance tax paid.

Fair market value of all property
74,861

.X4,325=
142,500

0.52534X4,325-2,272.
Adjustment to basis of bank account:-

Net appreciation in value X State inheritance tax paid.
Fair market value of all property

0
---- X4,325=0.

142,500

Adjustment to basis of cow-calf herd:-
Net appreciation in value XState inheritance tax paid.
Fair market value of all property
•7,039-.. XX4,329=
142,500

0.05361X4,325=232.

As a final recapitulation, the income tax basis :)f assets in the hands of Farmer-
B's son would be:
Land ----------------------------------------------- $57,411
Bank account -------------- ---------------------------- 2, 500
Cattle ------------------------------------------------ 2, 593*

Those figures are derived from the three overall adjustments and the carryover
basis as follows:

Federal
estate and Minimum State

State estate anreate Inheritance
Cayover - tax basis tax Basis,

Asset FMV basis adJustment adjustment adjustment to son

Land .................. 130,000 32,000 0 23,139 2,272 57,411
Sank account ........... 2, 500 2,500 0 0 0 2,500
Cattle ................. 10,000 0 0 2,361 232 2,593'

Total ............ 14Z500 34,5000 0 25,500 2,504 62,504!

o
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ROBBINS & BOHR, Il NC.,
Ohattanooga, Tenn.

Subject: New capital gains tax.
Senator HAUaY F. BYRD, Jr.,
Committee on Finance,
Dirken Office Building,
Room t227,
Woseington, D.C.
(Attention Mr. Michael Stern, Staff Director).

D"R SENATOR BIRD: I am enclosing herewith a rsum of the effect of the
carryover basis enacted In the 1976 Tax Reform Act. I'think this carryover basis
should be eliminated entirely. It is very destructive of estates and is totally un-
fair in its impact.,

I will appreciate your doing everything you can to have the carryover basis
repealed.

Sincerely yours, FRANK M. Ronilve, J'r.

NEW CAPITAL GAINS TAX IMPOSES IMPOSSIBLE BURDENS
ON FAMILY CORPORATIONS

The 19T6 Tax Reform Act provides, for the first time, that when an Individual
dies the cost basis of hi property will "carry over" to his estate snd his heirs.
Congress cased the immediate Impact of this law by providing a "fresh start" on
December 31, 1976, but for new businesses started after 1976 the effect of the new
law Is to Impose a capital gains tax at death on all future sales of appreciated
assets, even when they are sold to raise money to pay estate and inheritance taxes
and expenses of administration. This tax would be added on top of the present
estate tax, which starts at a 30 percent rate. The serious impact of these com-
bineddeath taxes on ones incentive to start and build a family business Is graph-
ically demonstrated by the following figures:

1. Assume a $100,000 business started after 1976, which at the time of the
founder's death is worth $3,000,000, no marital deduction and no other assets:
Funeral and administrative expenses ------------------------ $125, 000
Estate taxes and inheritance tax credit -------------------- 1, 225,000
Capital gains tax (after adding the proportion of estate and inheri-

tance tax to basis) ----------------------------------- 267, 000
Minimum tax on capital gain -------- ---------------------- 40, CO0

Total taxes and expenses ------------------------- $1, 657,000
There is not one medium-size family business out of 100 that could come up

with this amount of money without wrecking the business. Nor could such a con-
pany afford to purchase enough life insurance to pay such taxes. And the install-
ment payment provisions will merely serve to convince the founder that building
such a business is not worth the effort.,

But this is not all. Section 303 is not available to provide funds to pay the two
capital gains taxes. Bt;t they must be paid. The corporation can only pay them by
declai-lng a dividend. But the estate, must pay income tax on the dividend. Cal.culations will demonstrate that a dividend of at least $870,000 will be needed to
pay all the income taxes, both ordinary and capital gain. Thus $2,220,000 will
have to come from the $3,000,000 corporation to pay administration expenses,
death taxes and Income taxes.

2(a). Assume the same $100,000 business ori:anized after 1976,which is worth
$3,100,000 at death, a maximum 50% marital deduction and no other assets:
Funeral and expenses of administration -------------............... $130, 000
Estate taxes and inheritance tax credit ----------------------- 501,000
Cnpttal gains tax ------------------------------------------ 172,000
Minimum tax on capital gains --------------------------------- 27,000

Total death taxes and expenses -------- ------------------ 830, 000
Plus additional dividend to pay ordinary income tax on $199,000-.... 368,000

Total taxes and expenses -.-- ------------------- $1, 19, 000
2(b). When the wife dies later on, the expenses, death taxes and income taxes

on her $1,485,000 estate would aggregate $870,000. --
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Total administration expenses, estate and inheritance taxes, an income taxes
,on both estates would amount to over $2,000,000, thus leaving less than $1,000,000
to represent the lifelong efforts of the founder of the business.

It must never be forgotten that the carry-over basis also applies to "old"
family businesses, I.e., those organized or acquired before 1977, pursuant to an
arbitrary formula that prorates total appreciation between the period before
1977 and the period after 1976. If, for example, the business was organized in
1967 and the owner died in 1987, one-half the appreciation would be taxable.
Thus, the amount of capital gains gas will increase avtomatioaUV as each year
goes by, regardless of whether there i actually ay appreciation.

There are only two possible solutions:,
1. The best step would be. to eliminate the "carry-over basis", which (a)

causes serious multiple administrative and tax problems never foreseen; (b)
destroys the incentive to build medium-sized businesses; and (c) would produce
no meaningful revenue during the next two decades.

2. The only alternative, as we see it, is to provide that the basis of assets be
stepped up In an amount that would equal the total of the following estate
liabilities bY (a) funeral expenses, administration expenses; (b) estate taxes,
and (c) inheritance taxes. Theqe are the same itemsas those listed in Section
303, which authorizes the redemption of sufflcent stock In a family corporation
to raise funds to pay them. To be fair, this step-up of basis should apply to all
estates, whether Setlod 800 can be used o - not.' Perhaps thb best and most
easily understood solution would be to let the executor select assets having a
value equal to the Section 803 liabilities.

Looking' at the realities of the situation thee is no other 'solution, If Con-
gress is to give effect to itS oft-stated view that family businesses" constitute
the fundamental basis of our private enterprise system. .

iDUSTRIAL SOAP Co.,
St. Louis, Mo., September 8, 1977.

RoN. HAY . BYm, Jr.,
U.S. Senator,
(Attn.: Michael Stern, Staff Director).
Committee on Finance,
Room 2227, Dtlrksen Office Building,
Washington, D.

GENTLEMEN: After thoughtful reflection concerning-the 1976 Tax Refoim Act,
it is our strong belief that since Congress' attention had been consistently for
many months on the income tax changes, It is probable that few members of
Congress outside the Revenue Committee really understand just how drastic
the new tax changes are with regard to decedents' estates.

For example, the impact of the new capital gains tax at death and the 15
percent minimum tax on family business is, to say the least, devastating.

As we see It there are two possible solutions to what' really has become a
horrendous problem:'

1. The best step would be to eliminate the "carry-over basis", which (a)
causes serioiis multiple administrative aind tax problems never foreseen; (b)
destroys the incentive to build medium-sized businesses; and (b) would produce
no meaningful revenue during the next two decades.

2. The only alternative, as we see it, Is to provide that the basis of assets
be stepped up in an amount that would equal the total of the following estate
liabilities by (a) funeral expenses, administration expenses; (b) estate taxes,
and (c) inheritance taxes.' These are the same items as those listed In Section
303, which authorizes the redemption of sufficient stock 'in a family eornoratlon
to raise funds to pay them. To be fair, this step-up of basis_ should apply to all
estates, whether Section 803 can be used or not. Perhaps the best and most
easily understood solution would be to let the executor select assets having a
value equal to the Section 803 liabilities.

Looking at the realities of the situation there is no other solution, if Congress
Is to give effect to its oft-stated view that family business constitute the fun-
damental basis of our private enterprise system.

Yours very truly,
RowzT D. SgArpo, President.
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STATEMeNT o AMEIUCAN BANKEBS ASSOCIATION

The Trust Division of the American Bankers Association, composed of 4,000
banks authorized to administer estates and trusts, wishes to express Its deep
concern over the new carryover basis rules, the way they work and the burdens
they impose, and to urge that the subject be restudied at an early date with view
to repeal.

ESTABLISHINO THE DECEDENT'8 BASIS

We are certain that you have heard from many sources the great difficulties
which flduclaries are experiencing in establishing cost data of assets received
in the estates of deceased persons. We attach Appendix A with a number of
actual situations already encountered by member banks where difficulties have
arisen; these cases are the "early returns." Within a year or two we Are certain
tha the number of similar cases will mullply a hundred fold. Acquisition dates
and facts (such as whether the asset was acquired by purchase, gift, inheritance.
accrOtion or spin-off) are notoriously lacking In the case of decedents largely
because the tax laws have heretofore not attached any particular signficance
to them. The longer the asset has been held, the greater the difficulties are of
ascertaining acquisition dates and related information.

The December 31, 1976 "fresh start" provisions (Code Sec. 1023(1)) do not
alleviate the difficulties of proof of basis. The values on December 31st for
listed securities are useful only if there has been appreciation in the value
over original cost; they are of no assistance If there has been a loss. At the
closing of an estate, the executor has no way of knowing whether the assets
he turns over to the heirs or other distributees will eventually be sold at a gain
or A loss. The conseqeunce is that the executor must provide the heirs or dis-
tributees with basis Information for gain and loss as to each pre-77 asset dis-
tributed to them. Thus, he cannot stop with December 31, 1976 values on market-
able securities. He must ferret out and furnish to the heirs and distributees both
the December 31, 1976 values and original cost Information as to each marketable
security. As regards nonmarketables (such as residences, partnerships, closely.
held businesses And farms), original costs as well as costs of improvements
over the. years may be even more difficult to determine and tabulate on an
asset-by-esset basis. Yet this Is necessary to apply the "time-apportionment"
rule for determining the December 31, 1976 values of each- such property.

To Illustrate the difficulties, consider the case of an individual, who during
the.25-year period before his death, owned three homes at different times; one
In New. York, one In Connecticut and one in Florida, each of the latter two being
acquire,1 In part by the reinvestment of the proceeds of the previously owned
residence and repeat the same adjustment procedure as to the third. In each

----- th respect to each home. At his death, his executor must determine the original
basis of the first home, then roll over that basis, with adjustments, into the next
residence and repeat the same adjustment procedure as to the third. In each
instance he must Identify expenditures made In connection with each residence-
and assign them to one of three categories; maintenance and repair, ordinary
improvements and "substantial improvements." Those assigned to the first cate-
gory are Ignored for purposes of basis; those assigned to ordinary improvements
are added to basis; and those In the "substantial Improvements" category (Sec.
1028(h) (2) (D)) must be identified as a separate asset for Sec. 1023 adjustment
treatment. This enormously difficult task must be done at least on a tentative
basis before sale by the executor or distribution to the heirs or other distributees.
If the last residence is held In joint tenancy with right of survivorship, the
executor must provide basis information almost immediately to the survivor.

The task of ascertaining a decedent's costs, even as to marketable securities Is
bound to be time-consuming, expensive and often frustrating. If the decedent's
records are insufficient or nonexistent, transcripts of certificate activity may be
the next best evidence. But many transfer agents destroy certificate activity
records after a limited period and record keepers change, making It virtually
impossible in some cases to trace activity to a previous record keeper. Obtaining
desired transcripts can take anywhere from several weeks to several months or
may never be received. If the decedent maintained a custody account with one
or more brokers and the securities were held In "street" name, the transfer
agent's records would be of no help and the necessary cost data may be virtually

WSme 0 - 7r o 20



Impossible to obtain. It will thus be seen that the business of gathering informa-
tion required by carryover basis rules will require expensive people to assemble
and expensive systems to correlate and preserve.

Even when the cost information of a decedent's assets has been obtained, many
estate distributees will be unable to cope with multiple cost figures which the
Code is not clear whether an asset worth more than $10,000 can be selected for a
heirs and distributees will receive information concerning two bases as to each
pre-77 asset distributed to them, one for gain and one for loss. The task of explain-
ing the meaning and application of each set of figures will be difficult, and after
the executor has done this, neither he nor the Government has any assurance that
the explanation will be understood or correctly applied by anyone not a profes-
sional accountant.

PROBLEMS OF AN EXECUTOR APPLYING CARRYOVER BASIS RULES

The adoption of carryover basis rules, with their many exceptions and adjust-
ments, imposes a number of new and difficult judgment decisions, as well as
mathematical determinations, on executors and administrators.

Code See. 1028(b) (8) provides that an executor or administrator may elect
to exempt $10,000 of chattel items from the operation of the carryover basis law
for personal and household effects. The application of the $10,000 limit creates
many practical problems for the executor or administrator In selecting the items
to be. excluded.-The time and expense required to assemble information necessary
to make the selection will frequently be out of proportion to the Importance and
worth of the items in relation to the overall estate.

Stamps and coin collections, jewelry and clothing, present particular difficulties
In tracing original costs and current values. Even when the executor or adminis-
trator has established cost figures, the determination of current values must of
necessity be approximations based on the opinions of appraisers and are subject
to question and revaluation by an IRS agent on. audit. The language of the
Code is not clear whether an asset worth more than $10,000 can be selected for a
kind of "proportionate" See. 1023 (b) (3) exemption. Neither is it clear what the
effect Is if the executor reports an item of jewelry at, say $9,000, and the agent
on audit finds it worth $18,000. Moreover, the selection of personal and household
effects for the purpose of the $10,000 exception must be made before the time the
estate tax return is filed.

The proper funding of marital deduction and residuary trusts create con.
siderable uncertainty for an executor or trustee in selecting assets to satisfy such
bequests where the testator or grantor has died since January 1, 1977. No guid-
ance has been given by the IRS on the.subject and professional corporate fidu-
ciaries and their attorneys are far from unanimous as to the course to be fol-
lowed. In drafting new wills attorneys are unclear as to whether specific
directions should be given to the legal representative in regard to funding marital
formula bequests or whether the choice of assets may, or must, be left to the
executor's discretion and if the latter, what liability the representative may incur
if be makes a non-prorata allocation of high and low basis assets or if he violates
state rules on fiduciary impartiality. In view of recent decisions holding the legal
representative to be a virtual guarantor of success in the outcome of his tax
decisions, the responsibilities of the representative are indeed frightening. See
Barbara K. Lundergan, "Increased Duties & Liabilities of Fiduciaries under Tax
Reform Act of 1976", 65 fI.B.Journal 464 (Mar. 1977).

RULES ARE PRODUCTIVE OF CAPRICIOUS RESULTS

Carryover basis rules are capable of producing capricious results never
intended by the Congress. For example, when an heir inherits property subject
to a liability that exceeds the carryover basis from the decedent, the heir may
suddenly discover that he has a potential income tax liability greater than the
net worth of the property Inherited. For example, assume A purchases property
for $10,000 in 1940. The property appreciates In value to $100.000 by 1976 when A
mortgages the property for $80.000. He dies in 1978 when the property has a value
of $100,000 aud the mortgage is still outstanding in the amount of $75.000.
Assuming the computation of the "fresh-star-'" adjustment results in a basis for
gain of $20,000 and assuming also that the property is sold in 1978 by the heirs
for $100.000, they will realize taxable Income of $80.000 which at a 85 percent
capital gain rate will generate a tax liability of $28,000. After paying the mort-
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gage of $75,000 they will have only $25,000 left but have a tax liability for
$2F,000.

Another example is presented by Code Sec. 1023(g) (4) wherein the adjustment
for estate taxen attributable to appreciation under See. 1023(c) is made
dependent on the form of the encumbrance on property. If it is satisfiable only
out of the subject property, the basis adjustment attributable to net appreciation
will be greater than if the encumbrance may be satisfied by recourse to other
assets of the decedent. Stated differently, the denominator of the fraction making
the Sec. 1023(c) adjustment will be larger if the property is subject to an
indebtedness satisfiable out of the general assets of the decedent (i.e., recourse)
than where the indebtedness is non-recourse, and its value is stated net of the
debt. The-effect is to provide greater benefits in the latter situation with the
smaller risk and to emphasize form over substance. A similar capricious result
will obtain when See. 1023(g) (4) is applied in connection with See. 1023(d) and
(e). The effect is to provide greater benefits in siutations with smaller risks.

We recognize that some of the problems mentioned would be eliminated by
changes in the law proposed in H.R. 6715, the Technical Corrections Act of 1977.
Other problems may be resolved by regulation. Nevertheless, we believe that
statutory changes and regulations cannot solve the inordinate complexity sur-
rounding carryover basis. The only satisfactory solution is total repeal.

ArPEDix A

EXAMPLE OF ACTUAL CARRYOVER BASIS PROBLEMS IN EXISTING ESTATES

1. An asset in an estate of a recently deceased widow is an 8-unit apartment
building. Ownership of the apartment building passed to the decedent as surviving
joint tenant on the death of her husband in 1962. Neither a federal nor a state
death tax return had to be filed at the death of the husband; no appraisal was
made of the property at that time nor was the depreciation basis altered. In order
to apply the "fresh start" provisions of Section 1023(h) (2), the executor is now
confronted with the task of securing an appraisal of the real estate as of the
death of the husband in 1962.

2. Securities owned by the decedent were held in street name by broker A.
Broker A acquired decedent's account when broker B was merged into the suc-
cessor firm. The records of broker A are sketchy for many of the ,,curities as to
both date of acquisition and cost. Since the securities are in street name, it is not
possible to secure any of this Information from the transfer agents.

3. Decedent owned certain stocks and bonds which were acquired through his
broker during the period of 1955-1965 and were held by his broker. On the de-
cedent's death, it was discovered that the broker was not able to produce any
information respecting actual acquisition dates and cost. It appears that the rules
of the SEC only require brokers to maintain copies of statements for 6 years and
copies of confirmations for 3 years.

4. The estate of a recently deceased widow contains a large holding of stock
of a publicly traded company which was received many years ago in a tax-free
exchange for the shares of a privately held company. Some of the shares of the
privately held company owned by the decedent were the subject matter of a gift
to the decedent from her husband who died 10 years ago. No records appear to
be available to permit a determination of the basis of the original shares

5. Decedent acquired a 2-percent Interest in a partnership in 1968 for $10,000
and an additional one-half percent interest in 1970 at a cost of $3,000. The value
of the decedent's partnership interest on 3/1/77, the date of death, was $20,000.
The following is a summary of the partnership income allocable to the decedent's
interest and of his withdrawals:

Share of
Taxable year ending Income Wthdrawals Net

D c., 16 ..................................................... ( ) 000 ($1, 25)D 3 1..................................................... 250 000 1250
. 31,197 ..................................................... 1,200 1 Soo)De. 311 100 .................................................... 1,200 (1, 30)

Dec. 31, 1972 ..................................................... 1 , 300 I, 200)
Dec. 31, 1973 ..................................................... 500 1,500 11,000Dec. 31 1974 ..................................................... 1. 1,700 (200
Sept , 197S .................................................... 2, s Soo
Sept. 30, 176 ................................................... 2,5 1,500 1,
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How are the Section 1023(h) (2) adjustments to be calculated? For example,
is the net increase in the decedent's account for the partnership taxable year
ending 9/30/75 to be deemed to be a separate asset for purposes of Section
1023(h) (2) * * * as if it were similar to a building?

6. In a very large estate, there Is a Florida residence valued at approximately
$3,500,000 and a Cleveland residence valued at approximately $1,250,000. The
land for the Florida residence was acquired in 1894. The original structure was
put up In 1920. There have been major additions to the property from 1920 to the
present. The original architect is deceased. The original and subsequent building
plans are available, but Incomplete. Preliminary drawings are difficult to dis-
tinguish from the final plans used. The cost records are incomplete and they are
difficult to document because the family archives contain numerous records for
five substantial residence properties owned by the decedent over a period of
seventy years. Consequently, both the cost of the original property and construc-
tion and the history of the improvements and additions are virtually impossible
to document Yet the executor has substantial monetary consequences at stake
with respect to the cost of the original structure and improvements.

7. A decedent has died since January 1, 1977 with approximately $1 million in
personalty, consisting of numerous items of furniture, pictures, jewelry, silver-
ware, china, etc. maintained in four separate homes and acquired from innumer-
able sources, including substantial gifts and inheritances from a long line of
family members during the lifetime of the decedent who died at age 94. Cost
records for these items are incomplete, and since some were acquired by gift,
they may well trace back to more than 100 years. Any attempt to list and define
anything approaching an accurate cost for those items could well lead to the
expenditure of 100 or more manhours of the Executor's time.

8. A sampling of trust accounts at Bank X in which the Grantor has died after
January 1, 1977 Indicates that even when cost figures are available, there will be
extensive adjustments to basis required which will be time-consuming and com-
plicated. For example, in one trust, there are 84 different securities represented
by 98 different blocks. In another trust, there are 62 securities represented by
97 different blocks. Under current law, the executor may therefore he required
to make 196 and 194 adjustments for death taxes on the appreciation element In
each block. If a separate fraction is developed under the Technical Amendments
Act for state death taxes, these figures may be increased respectively to 392
and 384 adjustments. These are representative normal trust accounts in which
Grantors have died, and it Is apparent that TRA 76 has injected enormous com-
plexity into what used to be routine accounts.

Los ANOELEs, CALir., August 26, 1977.
Hon. MIcHAEL STerN,
Stoff Director, Committee on Finance, Room 2227, Washington, D.C.

DzAR Sin: I submit the following simplified analysis concerning the average
small business I deal with in my law practice for your consideration.

1. It is our alleged public policy to encourage small businesses to remain small,
and to avoid a concentration of most enterprises in the hands of a few corporate
giants.

2. Small businesses can frequently be carried on after the founder's death by
children, in-laws, or other relatives.

3. Small businesses are not permitted to accumulate income unreasonably (IRC
1 531). Saving money to pay estate taxes Is not an acceptable purpose from an
income tax point of view.

4. Section 303 contemplates the redemption of stock of a closely held corpora-
tion to provide funds for the payment of estate and inheritance tax. However,
the qualification for this section was made more difficult in 1976. Nevertheless.
as indicated In paragraph three above, a corporation may not save money for
purposes of Implementing the redemption.

5. The accumulated earnings tax makes an exception for earnings accumulated
after the date of death. However, when a key man dies. profits are Ilkolv
to tumble and it Is highly unlikely that corporate funds will become available
for a redemption. For the same reason, the privilege of paying the estate tax over
ten or fifteen years is of very little help.

6. Without a corporate stock redemption, the ten or fifteen year pay out Is of
little help because of (1) the high interest rate, (2) the typical owner of a
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closely held business is unable to accumulate funds outside of his corporation
for the payment of taxes, and (3) the survivors need to eat and otherwise be
supported.

7. The carry-over basis provisions further aggravate these problems by

imposing an additional tax upon property sold to meet the death tax liability.
Even a 303 redemption requires payment of capital gains tax, but funds may

not be withdrawn from the business' under 1 303 for the payment of capital
gains tax, as opposed to death tax.

8 The traditional recapitalization shifting part ownership to members of the
younger generation has been made less practical because preferred stock retained
by the owners constitutes 1 303 stock, depending upon what happens to the tech-
nical amendments act of 1977. Thus, the normal capital gain payable at redemp-
tion is converted to ordinary income.

9. Under IRC 12036, the Congress undid the Supreme Court's decision in
the Byrum case so that a shareholder has difficulty making gifts while retaining
the voting control so essential to the operation of a closely held business.

,In short, the relief given to small business ove-r the years exists only in
someone's imagination. The owner of stock in a public corporation has full
liquidity, pays only capital gains tax, has no concern with voting control. How
this burdensome taxation of small business is acceptable in a Country fighting
unemployment is beyond the comprehension of the undersigned.

Very truly yours, 30,N B o

ENmNo, S. DAx., August 83, 1977.
Dz&n Sins: I am writing to you in regards to the Tax Reform Act of 1976.

This new law makes selling land within the family or inheriting land next to
impossible. Because of gift tax laws land cannot be bought and sold for
reasonable prices and because of inheritance taxes, real etstate has to be sold
out of a family to pay the taxes.

Land prices have shot up in recent years while prices farmers and ranchers
receive for agricultural products have not. This situation makes paying one
hundred fifty dollars per acre for land producing fifty dollars per acre pay-
ments impossible. This is made worse by present gift tax laws which do not
allow the sale of land for a practical price without paying enormous gift taxes.
This is because if a piece of land is sold for fifty dollars per acre, which is
what the land is capable of making payments on, the seller has to pay taxes
on the difference between that price and the "highest and best use" valuation.
Since the tax percentage is so high most of what the seller receives from the
buyer goes to the government with the selller in effect getting nothing for his
land.

As with land prices before being in an estate, the "highest and best use" valua.
tion causes problems. If this method of valuation is used in an estate, in most
cases the land will have to be sold out of the family because there are not
sufficient liquid assets to pay the taxes outright. Also unless the decedent inherits
all the land outright, and in many cases this won't happen, even an extension
of the time to pay the inheritance tax will not help.

The "current use" valuation rather than "highest and best use" valuation
has important future restrictinns attached. The heir wiP be committed to this
special use for several years with a very stiff tax penalty for changing his mind.

The tax "reform" act only took the tax situation from bad to worse. The new
law should have lowered the tax rates and had more provisions to keep tax
credits and deductions abreast with inflation. The eurrPnt iie valuqtion should
have been more on an individual farm basis and should have been in some
way aplicable to gift taxes related to sales of inflated land used for
agriculture.

Since gift taxes and inheritance taxes make the passing of land from father
to son impossible, there is the very real danger of the family farm system
disappearing.

Because the family farm has provided the cheapest food in the world for this
country for so many years, I believe farm people deserve a few tax breaks so
they can continue. Otherwise, corporations or the government will gain control
of the land resulting in the skyrocketing of food prices and individuals losing
control of the land.

Thank you,
RHL Mmnyr.
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WILlIAMS, PARKER, HARRISON, D=ETz & Gitum,
Sarasota, Fla., August 29, 1977.

MICHAEL STERN,
Staff Director, Committee on Finance,
Room U27, Dirkaen Semate Office. Building,
Wash#ngton, D.C.

DEAR MR. STERN: Enclosed are five copies of a statement regarding the
difficulty of a related trustee becoming a deemed transferor when serving as a
trustee of a parent's trust. Although there are many items in the Tax Reform
Act which are of concern and may create new administrative problems and
inequities, this is an area of considerable concern to the undersigned. It creates
a mousetrap for the unwary and limits an otherwise extremely appropriate tool
which we should be able to use without creating another unanswered problem.

If we can provide any further or additional information, we will be happy to
do so.

Sincerely,
MONTE K MARSHA

Enclosures.

STATEMENT ON GENERATION SKIPPING, LEGISLATION AND IMPACT ON TRUSTEE

This statement relates to the impact of.Chapter 13 of the Tax Reform Act of
1976, commonly called the generation-skipping trust chapter, and proposed
H.R. 6715 modification of the Chapter upon a child serving as a trustee.

Under the provisions of Chapter 13 and particularly 12613(d), a child who Is
the trustee of a trust for the benefit of the child's parent can be a deemed trans-
feror and if the child predeceases the parent or perhaps even resigns as trustee,
the trust assets are taxable in the child-trustee's estate. This would be the
case if the trust contained normal language allowing a trustee to use principal
for the benefit of the surviving parent. This appeared to be the law in the
original Chapter 13 and is further defined in proposed H.R. 6715.

If a corporate trustee is used instead of a child, the child is not a deemed
transferor if the child should predecease the parent. At least this would appear to
be the intent of Chapter 13 and particularly as further defined by H.R. 6715.

The factual background occasioning this statement is as follows: The writer's
firm is located in Sarasota, Florida, one of the retirement areas of the United
States. A large number of persons retiring to Florida redraft their estate pro-
grams. Many of these programs involve the use of trusts for a spouse. In addition
to the classical marital-residual trusts, many parents will establish a trust for the
surviving parent to assist the surviving parent in the administration of their as-
sets. This is particularly common when the surviving parent is becoming incapa-
ble of management of their assets.

Over the course of the last 10 years, there has been an increasing reluctance to
appoint a corporate trustee to manage the assets. This has occurred for a variety
of reasons, one of which is the fact the stock market has been flat for a number
of years and whoever Is managing the assets receives the blame for a general lack
of performance and another reason is to reduce the expense of trust administra.
tion, Because of the reluctance to nane a corporate trustee, many persons wish to
name one or more of their children to administer the trust for the surviving
spouse.

Under the Tax Reform Act generation-skipping provisions, there Is a mouse-
trap if the parent names a child as trustee. If the child should predecease the
surviving parent or perhaps even resign as trustee, the trust assets are taxable in
the child's estate, apparently postponed until the death of the surviving parent.
Such would not be the case apparently if there is a corporate trustee and
specifically would not be the case under H.R. 6715.

Causing a tax in the estate of the child-trustee appears inappropriate when we
consider:

1. No tax if a corporate trustee, and
2. Inequitable results, particularly if the ultimate beneficiaries are other than

the trustee-child's own children. In addition to the likelihood of an inappro-
priate result because of the difficulty of apportioning the tax in the child-trus.
tee's estate, it would he very inequitable to tax other children or the parent
Just because a child-trustee happened to die or resign before the surviving
parent.
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There would appear to be no reason to distinguish between a corporate trus-
tee and a child as trustee. Our experience has indicated that the child will
properly administer the trust for the surviving parent, will oftentimes employ a
bank trust company or accountant-C.P.A. to maintain the books and records and
in general, will do nothing to the detriment of the trust operation nor the Fed-
eral Government's interest in the trust assets.

We know of no valid reason either expressed or implied why Congress believes
it should encourage the use of corporate trustees instead of family member trus-
tees when a trust is an appropriate tool to assist a surviving spouse.

It is of concern to those of us assisting parents In the planning of their es-
tates and the management of the estate for the surviving spouse that the new
Act limits the use of a reasonable and oftentimes requested administration tool
in providing reasonable answers for our retired citizens.

CLARK, CLARK & HASTINGS,
Ames, Iowa, August 4, 1977.

Re carryover basis rule of Tax Reform Acts of 1976.
Mr. MICHAEL STERN,
Sta# Director, Committee on Finance,
Dirkjen Senate Office Building, Washington, D.C.

DEAR MR. STERN. As attorneys practicing in the heart of America's farmland,
we have a definite interest in estate tax policy. Our practice involves substantial
work in the probate and estate planning area. We advise numerous farmers on
tljes"t matters. Of all the changes made by the Tax Reform Act of 1976 the
Carry-over Basis Rule is perhaps the most detrimental to the farmer and his
decendants. We believe that it is also detrimental to several other goals that the
tax lawr- ought to attempt to reach.

First of all, the Carry-over Basis Rule is a very complicated idea when one
considers the record keeping and record discovering functions that must be
carried out to comply with it. Very often it is impossible to discover the original
purchase price of farmland in Iowa because it was purchased by grandfathers,
great grandfathers and great great grandfathers of the decedent. Often the per-
son that would have been the most able to provide the most information is the
decedent himself.

This rule is going to require substantial expenditure of time and man hours by
tlh Internal Revenue Service if it is going to be administered fairly and effec-
tively. No longer will we be able to center our discussions with the IRS on cur-
rent market value which has the advantage of being susceptible to proof by avail-
able information. Rather we will be arguing over dusty records and people's
inaccurate memory.

I believe one of the most unwanted effects of this act is an effect which prob-
ably was far from the minds of Congress when they passed the Carry-over Basis
Rule. How often have we heard the cry that farmers ought to own their own land
and not lease it from an absentee landlord? The idea of absentee landlords own-
ing large portions of the farmland of Iowa is an unpleasant thought to almost
anyone who is familiar and interested in the farm situation. Yet, the Carry-over
Basis Rule will have that precise effect. When the decedant farmer dies, it, as
often happens, all of his children have moved off of the farm and are now work-
ing elsewhere, we are bound to have an absentee landlord or landlords. This is
because the children will not be able to afford to sell the farm because their basis
In it will be so low. There are many instances when there is no longer a son or
daughter who wishes to carry on farming after the father dies. When that hap-
pens, the children normally would dispose of the farm. Under the new Carry-over
Basis Rules. we would have to advise them to think very hard before they do so.
The tax that they would have to pay in many of our estates would be so great
that it would simply not be advisable to consider selling. If Congress is at all
concerned about absentee lanlordism. and is at all concerned about encouraging
the small farmer to own his own farm, then we would urge them to repeal the
Carry-over Basis Rule as soon as possible and hopefully, retroactively. Thank
you for your consideration of our opinion.

Very truly yours.
GEORGE H. CLARK, Jr.
CRAIG R. HASTINGS.
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DuMONT, IOWA, August 29, 1977.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senae Office Building, Wash-

ington, D.C.
Dr.AR M& STaiN: Please add my name to the list of many objectors to the

"carry-over-basis rule".
Sincerely,

WILLIAM W. NOLTE,
Attorney at Law.

ANDEisoN & LARCHE,
Fort Lauderdale, Pla., August 26, 1977.

Mr. MICHAEL STErNR,
Staff Director, Committee on Finance, Dirksen Senate Offlce Building, Wash-

ington, D.C.
DAR M. STERN: I understand that your Committee ts investigating the prob-

lems being experienced by practitioners and trust officers under the Tax Reform
Act of 1976.

I recently attended a Seminar sponsored by The Florida Bar dealing with the
accounting procedures necessary for executors and trustees under the new law.
One of the topics covered was the tremendous burden placed on these fiduciaries
by the 1976 Tax Leform Act, particularly In requiring that an estate and its
beneficiaries continue to use the same income tax basis for each asset as the de-
cedent with four adjustments for each asset. I have taken the liberty of xeroxing
the applicable provisions of the lecture outline and enclose the same herewith so
that you may see the practical outworkings of this law.

I have been advised on good authority that this new law was never introduced
before either House of Congress for study, but actually came In through the "back
door" via the Joint Committee and that the entire 1976 Tax Reform Act was ac-
tually In your hands for a period of les than ninety minutes before you were re-
quired to vote on It, although it Is a law some six hundred pages in length with
extremely complex provisions. I recognize how these things cun happen, but I now
ask that you sit back and take a hard look at this portion of the law which Con-
gress passed and the practical outworkings of it.

In a nutshell, the executor has the really impossible burden of having to find
the decedent's cost basis for every single one of his assets (other than his house-
hold goods, if they are of fairly nominal value). It Is true that the law provides
that If you can't locate the decedent's cost basis then you can make an approxima-
tion based upon the year In which the decedent acquired the asset, but this is
often just as impossible to determine. We have clients with collections of various
types who have no idea what the various items cost them or even when they ac-
quired them. This includes some stamp collection., coin collections, collections of
china, bric-a-brac, silverware, various antiques, etc., etc. I recognize that exemp-
tion of $10,000.00 of household goods affords relief for the smaller estate; but it
offers no relief in estates with any sizeable amount of personal property since
the executor must obtain this Information on all these assets In order to know
which to elect to include within the $10,000.00 exemption.

If you don't think that this Is a problem, talk with any conscientious Trust
Officer of a bank (or an individual who Is serving as executor) of a sizeable
estate for a person who has died this year (but check with someone honorable
who doesn't want to cheat). Aside from the practical difficulties of discovering
the basis, there are also the rather monumental four calculations relating to ad-
Justing basis of each asset, which are thrust uopn the executor by the new law an
illustrated by the enclosed excerpts from the course which I mentioned. Probate
costs are high enough without this further burden which must ultimately fall
upon the widow and children.

Finally, and perhaps most Importantly, there is the basic philosophy Involved.
Prior to this time, Congress has always declined to enact laws of double taxation.
As I understand it, that was the basic reason under prior law for giving a dece-
dent's estate a basis equal to the date of death value of the assets, The estate
tax is, of course, extracted a that time. To also tax the capital gains is to tax
the gains twice, once as they are included in the estate tax, and then again sep-
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arately for capital gains purposes. Other Income which a decedent earned before
death (or capital gains incurred before death) but which are not received until
after death are not taxed doubly; rather a separate credit is given for estate
taxes paid on such Income (known technically as "Income in Respect of a Dece-
dent") so that the double tax Is deliberately avoided. Why Congress felt it neces-
sary to depart from this time honored rule of not taxing the same item twice and
then taxing it in a way which has Involved us in the multitude of calculations
and problems which are Inherent In the new law is a mystery to me. I can only
assume that this is the work of a theoretician who has never practiced law, or
was never actively Involved In administering an estate. I also honestly fear that
It may be the work of a small group which is comprised of people with little, if
any, experience in earning money through pri ate employment or self-employment
and which (perhaps subconsciously) Is baseball antagonistic to the rights of in-
dividuals to accumulate any substantial capital. Certainly, when estate taxes can
take Seventy Percent (70 percent) of a person's estate and then taxes on capital
gains take another Forty-nine (49 percent) (when considering the minimum tax,
maximum tax, and other ramifications), the taxpayer's family has very little left
to show for his abilities, hard work and thrift which, In the past at least, have
been recognized as desirable character traits which were largely responsible for
the success of our nation and rewarded as such. Note again that these capital
gains were already taxed once In the tax on the overall capital-of the estate
itself and then when assets are sold to raise money to pay the Estate tax there
is the immediate double tax on the capital gain itself and so additional assets must
be sold to pay the tax on that gain also.

If this rather tremendous burden of double taxation on the same asset, was
intended by Congress, then why not takes.way the credit for tax paid on Income
In Respect of a Decedent at the same time? If revenue Is the answer, why not
simply increase the estate tax rates even further--anything but putting us
through the problems created by the new carry-over basis rules.

It will, no doubt, be suggested by your advisers that the new law alleviates the
situations I have described by Increasing the basis of the asset by the amount
of estate tax attributable to the gain, but this is a far cry from giving credit on the
capital gains income tax for the actual estate tax paid on he gain. It is credit
on tax which Is necessary if double tax and consequent confiscation of capital is
to be avoided.

I surely hope that you will give serious consideration to the Bill which I under-
stand has been introduced to repeal this section of the law imposing the carry-over
basis rules. Surely there must be some other way to obtain revenue if that really
is essential, without the unfair double taxation, and without the administrative
nightmare which has been created.

Very truly yours,
BOYD H. ANDERSON, Jr.

Enclosure.

vu. TAX BASIS OF PROPERTY RECEIVED BY ESTATES AND TRUSS (CARRYOVR BASIS)

A. For assets purchased, the basis Is generally cost; IRC 1 1012, et seq.
B.For assets received as gifts, there are special rules, depending on when the

property was gifted, and whether the computation Is for the purpose of comput-
ing gain or loss; IRC 11015.

1. For gifts prior to 1921, the basis equals the fair market value on the date of
the gift; IRC 11015(c).

2. For gifts made after 1920, there are different ries for gain and for loss;
IRC 11015(a).

(a) For determining gain: it Is the same as it was for the donor (carryover
basis).

(b) For determining loss; it is the fair market value at the date of the gift.
(c) If the property Is sold at a price higher than the fair market value at the

date of gift but lower than the donor's basis, then it Is within the "grey area" and
neither gain nor loss Is recognized.

Example from Rego. 1 1.1015-1(2) (2):
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Facts:
Donors basis at date of gift ------------------- 1----------------- $I00,000
Fair market value at date of gift -------------------------- 00,000
Selling price 3 years later ------------------------------- 95,000

Result:
No gain or loss, computed as follows:

Gain computauon:
Selling price ------------------------------------------ 95,000
Basis for gain ---------------------------------- 00, 000

Gain ----------------------------------------------- None

Loss computation:
Selling price ------------------------------------- 95,000
Basis for gain ------------------------------ 10, 00

Loss ----------------------------------------------- None
(4) For gifts on or after 9/2/58 or still held by the donee as of 9/2/58, but

before 1/1/77, there is an Increase in basis for the entire amount of the gift tax
paid on the gift, but not higher than the fair market value at the date of gift;
IRC 11015(d).

(e) For gins made after 12/31/76, the increase in basis for gift tax paid applies
only to the gift tax on the appreciation in value, if any; I.e. the excess of fair
market value over uonur's vasib, lkcd i Lt(d) #t).

C. For assets acquired from a decedent, there are different rules, also depending
on when the decedent died and whether the computation is for the purpose of
calculating gain or loss.

1. Reference is generally to assets Included In the decedent's estate tax return
(Form 706) as part of his estate. But it does NOT include IRC 1 691 Income in
respect of a decedent (IRD) ; IRC 1 1014(c) and J 1023(b) (2) (A).

2. For decedents who died prior to 1/1/77, the assets' basis equals fair market
value on the date of death or applicable alternate valuation date; IRC 5 1014.
But there Is an exception if recipient sold or disposed of the asset before dece-
dent's death (eg. gift in contemplation of death). This rule is for both gain and
loss.

3. For decedents dying after 12/31/77 there is a carryover basis from the de-
cedent with certain adjustments; IRC J 1023 added by the Tax Reform Act of
1976, discussed more fully below.

D. Carryover basis under the 1976 Tax Reform Act for assets acquired from a
decedent, IRC 1 1023.

1. Certain items of property are excluded from the new rules and are governed
by pre-existing law IRC I 1023(b). These exclusions are:

(o) Income in respect of a decedent (IRD) described In 5 691.
(M) Proceeds of life insurance described in 1 2042.
(M) Joint and survivor annuities where the surviving annuitant is taxable

under 5 72.
(M) Distributions under deferred compensation plans to the extent such pay-

ments and distributions are Income taxable to decedents' beneficiaries.
(e) Property Included in decedent's estate under 12035, 2038, or 2041 which

was disposed of before decedent's death In a taxable transaction.
(f) Stock or stock otions uasqlng from decedent to extent income from such Is

Includible In gross income under J 422 (c) (1), 423(c). or 424(c) (1).
(g) Foreign personal holding company stock described in I 1014(b) (5).
(h) $10,000 worth of personal or household effects, those Items designated by

personal representative.
2. The new rules for property which the decedent acquired after 12/31/76: for

the purpose of computing both gain and loss In the hands of his estate or benefici-
aries use the decedent's basis, plue certain adjustments, but not to exceed fair
market value, as follows:

(a) Federal and Qtnta PQtatp taxes attribuable to the appreciation in carry.
over basis assets; IRC 1 1023(c).

(1) Determined acet by asset, no netting to determine unrealized appreciation
on the estate as a whole.

(i) Only property subject to tax, so marital deduction assets and charitable
deduction assets get no such adjustment.
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(iii) Property subject to tax is calculated after reduction for indebtedness

secured by such property (i.e. n-t of mortgages).
(iv) Multiply Federal and State estate taxes by a fraction; numerator is net

appreciation in the particular asset; denominator is total value of all property
subject to estate tax.

(v) Example:
Facts: Asset purchased after 1/1/77 had a basis at decedent's death of $90,000

and a fair market value of $120,000. Federal and State estate taxes were $108,000
and the value of all assets subject to estate tax was$500,000.

Solution: Fraction = net appreciation of $30,000 divided by $50,000 = 30/500
6/100. Multiply fraction by 108,000 = $6,480. Basis is increased from $90,000

to $M6,480.
(b) $60,000 minimum basis allocated among all appreciated carryover basis

property on ratio of net appreciation of each such asset to total of all such ap-
preciation; IRO 11023(d).

(1) Does not apply to the estate of a nonresident alien.
(ii) Special rule for personal or household effects: basis cannot exceed fair

market value.
(o) State snocesinn tsreq r-ald hr heneflciary attributable to net appreciation

on property; IRC 1 1023(e). (We do not have this in Florida).
(i) Applies only to property subject to tax.
(11) Computed asset by asset, for each beneficiary.
(iii) Multiply total state succession taxes paid by such beneficiary by fraction;

numerator is net appreciation of that asset and denominator is fair market value
of all property received by that beneficiary subject to those taxes.

(iv) Mortgage rule applies here also, value of property is reduced by
indebtedness.

(d) Example from House Committee Report (ignoring "fresh start" rule dis-
cussed later).

Facts: Decedent dies in 1977 owning the following assets-
Basis:

Personal effects ----------------------------------------------- $ 50, 000
Stock -------------------------------------------------------- 39,000

FMV:
Personal effects ----------------------------------------------- 10,000
Stock -------------------------------------------------------- 390,000

Gross estate ------------------------------------------------ 400, 000
Assume there are no funeral or administration expenses and entire estate is

left to wife; also assume that the State death taxes paid by widow (not the
estate) are $400, and that the entire amount is subject to the State death tax.
The executor elected to exclude all personal assets from carryover basis property.
Computation of estate taxes:

Gross estate and adjusted gross estate ------------------------- $400, 000
Marital deduction -------------------------------------------- 250,000

Taxable estate --------------------------------------------- 150, 000

Basic Federal estate tax ------------------------------------ 38, 800
Less unified tax credit ---------------------------------------- 30,000

Federal estate tax ----------------------------------------- 8, 800
Less: State death tax credit (maximum computed based on ad-

justed taxable estate of $150,000 minus $00,000 or $90,000) --.. 400

Net Federal estate tax ------------------------------------- $ 8,400

Result:
Carryover basis property subject to tax:

Gross estate (from above) ------------------------------------ $400,000
Less, marital deduction not subject to tax --------------- 250, 000

Balance ----------------------------------------------- 150,000
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Less, personal effects ($10,000 times $150,000 over $400,000) ------ 3, 750

Carryover basis property at FMV -------------------------- 146, 250
Decedent's basis of carryover basis property is ($146,250 times

$39,000 over $390,000) ------------------------------------ 14, 625

Appreciation of carryover basis property --------------------- 131, 625

(i) Adjustment for estate taxes:
$131,625 multiplied by $8,400 estate tax over $150,000 subject to tax 7, 371
Plus original basis -------------------------------------------- 89,000

Basis after first adjustment --------------------------------- $46, 871

(ii) $60,000 minimum basis adjustment:
Total allowable --------------------------------------------- $60, 000
Basis after first adjustment (stock only, because executor elected to

exclude personal effects) --------------------------------- 46, 371

Increase for second adjustment ------------------------ 13, 629

Adjutjted basis after second adjustment ---------------------- $00, 000

(ill) State tax paid by recipient adjustment:
Appreciation of carryoved basis property for State death tax pur-

pose is $330,000 computed by reducing the $39,000 FMV by the
$60,000 (old exemption) ------------------------------------ $30, 000

Portion of State death tax allocable to this is $330,000 divided by
$00,000 multiplied by $400 State death tax, adjustment--------- 830

Adjusted basis after third adjustment ------------------------- 0 0, 330
3. The new rules for property which the decedent acquired before Jan. 1,

1977, are the same as in paragraph 2, immediately above, for the purpose of
computing LOSSES.

(a) This applies when value for estate tax purposes exceeds decedent's basis.
(b) If property Is sold at price higher than adjusted basis for loss, but lower

than adjusted basis for gain, then it is within the "grey area" and neither gain
nor loss is recognized.

4. The new rules for property which the decedent acquired before Jan. 1, 1977,
for the purpose of computing GAINS; begin with decedent's adjusted basis,
plus the following adjustments:

(a) Fresh start adjustment, when fair market value at Dec. 31, 1976, exceeds
adjusted basis at Dec. 31, 1976, increase basis by such excess; IRC 1 1023(h) ;

(I) For marketable bonds and securities use actual value at Dec. 31, 1976, to
determine increase in basis.

(ii) For other property use an arbitrary formula to allocate appreciation to
periods before and after Dec. 31, 1976.

(iii) When applicable, use of formula is mandatory regardless of actual fair
market value on Dec. 31, 1976.

(iv) Formula is total appreciation multiplied by fraction; numerator is num-
ber of days of holding period before Jan. 1, 1977, and denominator is total num-
ber of days in holding period.

(v) Depreciation, amortization, and depletion adjustments are also prorated,
but these are allocated using actual amounts attributable to periods before
Jan. 1, 1977.

(vi) Increase basis for property other than marketable bonds and securities
by the sum of: (1) formula allocated increase in value net of all depreciation,
amortization, and depletion; and (b) actual depreciation, amortization, and de.
p'etion attributable to holding period before Jan. 1, 1977.

(vii) Example of fresh start adjustment:
Facts: Decedent dies on Jan. 1, 1961 owing depreciable property with a fair

market value of $86,000. He had purchased said property on Jan. 1, 1971, for
$19,000. Depreciation deductions were taken on the straight line method of
$900 per year.
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Computati as:
(1) Adjusted basis at death:

Original cost at Jan. 1, 1971 ------------------------------- $19,000
Depreciation (10 yrs. times $900) --------------------------- 9,000

Basis to decedent ---------------------------------------- 10.000

(2) Excess of FMV over basis:
FMV ----------------------------------------------------- 36,000
Basis to decedent 1----------------------------------------- 10,000

Excess -------.---- ......- ---------------------------- $26, 000

(8) Excess reduced by depreciation, amortization or depletion:
Excess --------------------------------------------------- 26,000
Depreciation-total ----------------------------------- 9,000

Total appreciation from purchase to death --------------- 17,000

(4) Applicable fraction:
Days before Jan. 1, 1977 over total number of days equals

2,190 over 3,650 equals 6 over 10 equals 60 percent.
(5) Appreciation allocated to period before Jan. 1, 1977 by formula:

$17,000 times 60 percent ------------------------------ 10,200

(6) Depreciation actually deducted before Jan. 1, 1977: $900 times 6
years ------------------------------------ --------------- 5,400

(7) Fresh start addition to basis:
Appreciation in value allocated by formula --------------- $10, 200
Plus depreciation prior to Jan. 1, 1977 -------------------- 5, 400

Total addition ------------------------------------------ 15,800
(viii) Special rules for fresh start adjustment to be covered by regulations:
(1) Substantial Improvements to be treated as separate property
(2) Treatment where part of gain Is ordinary Income (IRC f 808, 124, 12M,

etc.)
(3) Property held by a trust or partnership In which decedent was a beneficiary

or a partner
(M) Federal and State estate taxes attributable to the appreciation In carry-

over basis assets; IRO 1 1023(c), discussed above at VII D.2.a)
(c) $80,000 minimum basis allocated among all appreciated carryover basis

property; IRC 11023(d), discussed above at VII. D.2. b)
(d) State succession taxes paid by beneficial attributable to net appreciation

on property; lRC I 1023(e), discussed above at VII. D.2. c)
E. Other Rules Related to Basis Imposed by the 1976 Tax Reform Act
L If decedent's basis is unknown, then it is assumed to be the fair market value

of the property as of the (approximate) date It was acquired by the decedent or
the last preceding owner who did not have a carryover basis; IRC I 1028(g) (8).

2. Personal representative of decedent's estate or person In possession of
decedent's property has additional responsibilities and liabilities:

(a) Information regarding carryover basis of property) acquired from a
decedent must be furnished to both IRS and to the beneficiary: IRC 5 O039A.

(b) Failure to furnish such information may result in penalties under II
5694:

(I) Information to IRB: $100 per failure, up to a total of $5,000; and
(ii) Information to beneficiary: $50 per failure, up to a total of $2,500.
3. Limitation of gain recognized on satisfaction of pecuniary bequest with

appreciated carryover basis property; IRC 51040
(a) gain Is recognized only to the extent of any increase of FMV on date of

distribution over value used on Form 706
(b) rule applies to estates as well as Inter vivos trusts used as Will substitutes
(c) basis of property in hands of recipient Is same as basis before the distribu-

tion plus any amount of gain recognized because of the distribution
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4. Appreciated assets transferred to a trust after 5/21/76 and sold by the trust
at a gain within 2 years after such transfer will be taxed at grantor'N income tax
rates (not the trust's rates) for the year of sale; IRC 1644.

(a) tax is computed separately from trust's other tax
(b) grantor's income tax rates include minimum tax
(c) character of gain is determined by the activities of the transferor
(d) such gain is excluded from trust's taxable income by IRC 1641(c) to

avoid double taxation; and therefore it is neither reflected In DNI nor in any
accumulation distributions

(e) special rules and exceptions; IRC 644 (d), (e), and (f)

VIII. ACCUMULATION DISTRIBUTrIONs OF TRUSTS "THROWBACK" RULES (IRC 1 1665
866, 667)

A. Purpose of these rules is to prevent the saving of taxes by high bracket trust
beneficiaries. Such savings might arise by the trustee avoiding the distribution
of taxable income from the trust to higher income tax bracket beneficiaries,
having the trust pay the income t". on the accumulated income, and later dis-
tributing such accumulated income to the beneficiaries with the taxes on such
income already paid.

B. Throwback rules apply only to trust which accumulate income, but not
to estates, even if estates do accumulate income.

C. Example of tax savings available to beneficiaries of estates because throw-
back rule doesn't apply.

Facts: during 1977 and 1978, the Jones Estate has AT&T bond interest income
of $10,600 each year and no expenses. The Estate reports using a calendar year
and has only one beneficiary who is in the 70 percent income tax bracket. No dis-
tributions are made in either 1977 or 1978. The estate is terminated and all corpus
and accumulated income distributed on January 1, 1979.

TESTIMONY OF MILTON E. METER, JI., ON THE SUBJECT OF REPEAL OF SECTION
200 (CARayovER BAsIS) OF THE TAx REFORM AcT OF 1976

I am Milton E. Meyer, Jr., a practicing attorney in Denver, Colorado. I am a
principal in the law firm of Hindry & Meyer, P.C., 2300 First National Baik
Building, Denver, Colorado 80293, a medium-size law firm which I founded in
conjunction with the late Hayes R. Hindry In 196. 1 have been actively engaged
in the practice of estate planning and taxation law for some 27 years. During
that time I have written a number of published articles on tax and estate
planning subjects and have been a frequent lecturer before tax and estate
planning groups.

Our firm has approximately 1,000 estate planning clients. At any one time,
we are handling 15 to 30 decedents' estates with a full-time staff of two lawyers,
two paralegals and specialized secretaries exclusively engaged in this activity.

I urge that the Congress repeal Section 2005 (carry-over basis provisions)
of the Tax Reform Act of 1976 for the following reasons:

1. "STEPPED-LP BASIS" I NO'T A "LOOP HOIZ"

Historically, estate and gift taxes have not been significant revenue producers.
In 1974, they constituted 2.7 percent of all taxes collected by the federal govern-
ment. Consequently, there Is no compelling revenue need, at this stage of the
development of the Internal Revenue Code. no tax appreciation at death or,
alternatively, require that it be taxed at a later date in the hands of heirs. One
is required to look elsewhere for the justification for carry-over basis. It cannot
properly be found in "closing tax loop holes."

The death of an estate owner typically causes substantial bereavement and
hardship to the family. The payment of estate and inheritance taxes, often ac-
companied by forced liquidation of family assets, is a further burden that comes
with death. Why does still a third level of deprivation have to be imposed at
death-the immediate or deferred taxation of unrealized appreciation?

Why is not the non-voluntary and unsought condition of death, coupled with
substantial death taxes where applicable, enough price to pay for stepping-up
basis of estateassets to fair market value?
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Who has suffered as a result of this prevailing tax rule during the past 63
years that It has been in effect', What group of tax payers (voters) is clam-
mering for this change in long-standing tax policy ?

The Committee reports accompanying Section 2005 complains about the "lock-
In" effect following from the tendency of persons who might otherwise sell
assets to hold on to the assets until death in order to obtain the benefit of
"step-up" at death, thereby "distorting allocation of capital between competing
sources." I frankly do not understand that last quoted phrase. However, the
"lock-in" that allegedly existed under the old law at least ended at death. The
'lock-in" prompted by the new concept could go on for generations.

Congress now has achieved, at least in theory, a tax (estate tax) each gen-
eration (Section 2006 of the Tax Reform Act of 1976). What is wrong in con-
tinuing a "fresh start" so far as tax basis is concerned each generation?
Particularly when one contemplates the economic hardships and administrative
burdens and expenses that accompany the carry-over basis alternative?

2. CARIRYOVER BASIS IMPOSES SUBSTANTIAL ECONOMIC HARDSHIP

While the full economic Impact of the enactment of Section 2005 is delayed In
most Instances by the effects of "fresh-start," it is absolutely clear that the
ultimate burden on estates and private capital formation will be extremely
severe--and growing worse as Congress continues to erode away the preferential
tax treatment of capital gains.

Unless one's view of the desired relationship between private capital and
public capital is radically different from mine and that of most f my clients,
one has to wonder how the national interest is well-served by a system that
subjects the assets of a decedent's e.siate to estate taxes and then to a second
"capital tax" represented by imposing a capital gains tax on that portion of
previously unrealized appreciation related solely to inflation. It seems abund-
ently clear that a significant to substantial part of every "capital gain" in the
past decade or two is the result solely of inflation and not economic gain and
that the taxation of such inflation constitutes a permanent removal of capital
in the private sector of the economy. Was it the conscious intention of Congress
to accelerate this trend by passage of Section 2005 and by further increase in
the effective rates (now ranging up to 49.125 percent) of the capital gains tax?
Does the Sixteenth Amendment sanction the taxation of capital under the guise
of taxing income?

Congress has attempted, in the Tax Reform Act of 1976, to ease the burdens
on the estates of farmers and small businessmen in meeting estate tax require-
ments at death. However, the beneficial effects of such IRC provisions as
Sections 303, 306, 6166, 6166A and 2032A have been largely emasculated by the
superimposition of Section 2005. Ironically, a class Congress intended most to
assist-the farmers--have been most injured by Section 2005. Please note the
hypothetical example of the estate of an Iowa-farmer prepared by another at-
torney attached hereto as Exhibit A. Observe that, in a $545,000 taxable estate,
an ordinary income tax burden of $233,712 is incurred solety because of the
effect of Section 2005. I submit this is not a rational result.

Where Is the elemental fairness in requiring that a tax be incurred in the
raising of funds to pay a tax? This is the inevitable result now faced by nearly
every estate having insufficient cash on hand at the decedent's death to meet
death taxes.

Many estate owners have been effectively lopped off the estatate tax rolls
by other features of the Tax Reform Act of 1976. Their gratitude to Congress
will be tempered by the ultimate discovery of the fact that the tax burdens and/
or administrative complexities of Section 2005 apply to the estate or heirs of
ecrM- owner of an appreciated asset, however modest.

a. cARBY-OvER ILsIs IMP"OSr EX~MMZ ADMINIsT TIV COMPL&XlTY

The belated concept of "fresh start" Included in Section 2005 hag no doubt
served to blunt the protest of older estate owners and to defer the immediacy of
the economic burdens (and, therefore, recognition of the problem) of carry-
over basis to younger estate owners and future generations. However, the
administrative burdens imposed by "fresh start" and the other required ad-
justments to historic basis prescribed in Section 2005 are almost mInd-bog-
gling.
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Attached as Exhibit B is a worksheet developed by a Denver trust officer
for the determination of carry-over basis for gain and for loss as required by
Section 2005. You wilt observe it denotes 61 separate steps actually or potentially
required-for each estate asset! And, before this series of calculations can be
undertaken, there must first be a determination of historic basis as a starting
point. Against a 63 year background of not requiring the maintenance and pres-
ervation of cost data related to assets which an owner intends to retain until
death, how will estate administrators and their rereoentatives cope with the
new requirement to ferret out such historic costs?

At a timr when many state governments are attempting to simplify probate,
thereby reducing administrative costs associated with dying, Congress movs in
the opposite direction. The administrative costs of trying to cope with Section
2(K)6 will prove staggering!

Attempts to comply with all of these new administrative requirements will
be made against a background of severe financial penalties imposed by Section
2005 unless "everything reasonable" has been done by the estate administrator
to produce and communicate to the federal government and to the effected heirs,
accurate basis data. Parenthetically, one is free to speculate whether the felt
necessity to impose such specific penalties on estate administrators--many of
them being corporate and individual professionals bent on nothing more oml-
nouns than discharging a desirable social function-is itself an admission by
Congress or the draftsmen of Section 2005 that the administrative requirements
of that Section exceed recognized standards of reasonableness.

In addition to the foregoing, estate administrators now face still another set
of problems and liabilities--how to distribute assets having disparate amounts
of built-in taxable appreciation among eligible heirs and devisees?

4. IUSZULA L9s1KATIVE METHOD DT WMiCH OWrTON 2005 WAS ADOMD By o0O s

The method by which the estate and gift tax reform provisions of the Tax
Reform Act of 1976 were enacted by Congress--without prior adoption of a bill
in the House of Representatives--has already come under criticism on constitu-
tional grounds. Even more bizarre, I submit, is the method whereby Section 2005
was added to the same estate and gift tax provisions.

My research indicates that the estate and gift tax provisions added for the first
time to H.R. 10612 by the Senate on July 28, 1976 as Title XXII did psot include
a carry-over basis provision. Similarly, when the Senate passed H.R. 10612 on
August 6, 1976, the bill still did not contain a carry-over basis provision. This
provision was added for the first time in Conference, being contained In the House
and Senate Conference Report filed on September 13. On September 16, 1976, H.R.
10612 as so altered, was passed by both Houses.

It is therefore clear that a fundamental concept of U.S. Tax Law ("step-up" of
the basis of assets at death) that had been in the lew since 1918 was repealed and
replaced by an economically and administratively oppressive new concept ("carry-
over basis") which will have an inevitably adverse effect on capital formation In
this country in a legislative procedure which denied to both Houses of Congress
the opportunity to separately study and consider the matter.

What conditions of urgency facing the country could possibly justify such
action? Did the architects of Section 2005 fear that the concept could uot survive
prior public and Congressional scrutiny?

I submit that Congress should feel neither defensive nor protective about
preserving an item of legislation adopted in the manner above described.

In conclusino, I earnestly urge Oongress to repeal totally Section 2005 of the
Tax Reform Act of 197M It is not the kind of provision which morts "improving"
or otherwise tampering with.

I do not mean to be disrespectful, but I cannot believe many members of Con-
gress can take pride or satisfaction from either the substantive content of Section
2006 or from its method of legislative adoption.

MnLTON E. M&rM, Jr.
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ExHISrT A

104Lh Annual ?ustii.g, The Iowa Stat Ba, AsemocLatLon
June, 1977

Probate Workshop Addendum

SELIEVE IT OR NOT - (MT " RIPLEY. MWi AT cOMRSs) •.
471st o7ops, age 55, died Dooembor 1 1977 - a vldovze, a tenan' ftarmor
loaVagL all his prPerty to his acn, Bob Zon s, ago 30. JJa was on a caah.-bsAOs bo farmed 1200 acres. his son worked an his hire..had. .

im Lnvontory ws as follows "
I. Machinery 4 cash on hand net of :.. '

expenses of last illness andburial and cost of administrator " $12000.00 "
2. 100,000 bu. of corn 6 2.25 per be. 225000.00 .3. 20,000 b,. of beans 1 10.00 pow bu. 200000.oo

------------ - - . 2000Ofederal Estate Tax 500,000 , . -54bUDO0.0
45,000 0 37" 166so.00

Gross Tax (lEVommz) " u .
LX"l sTATZ CUWDZT

" . 7440000 "10000.00
. 45,000 1(49) 1000.00

zaLs UNIFORM CDIT ." 30000.00. . ZSTATZ TAX (REFORM) , "• *"'. . .","'3oo.C
Lava lahOritance Tax Gross .. •.45000.0 " . ... "

Les Federal Estate Tax................30650.00
'Less Exemption . 30000.00
* txable 354350.0'0

150.000 0, 7325.00234,350 4 1 i 874f.00 . +i*.""702'TIAL -HiAZC % ."./ * .++26S7 3. r

TOTAL DEATH TA X 69 36 4 . 00 " . . ' ..-ZlCOKE TAX (SIMPLIFIED)+ "-...'-",. .. .. +
Corn & beans sold at inva~tory value 425000.100
-".S 4 157,223.00 •2260500, .

Across Gain ea. "
.n. Tax. " 100,000 0 :549000

.201,795 0 . 0t*. 41260
Total Federal Incom Tax 196746.c

Iowa income TaX
."OL Sam as Federal, 122605.00

-Net gain loa 30239500
.. 000 4 .".5 A"742000
2127,395. "3 " 29561 00total Iowa In.come Tax 36966.('

TOTAL INCOME TAX
TOTAL TAXM IN4 ESThTE Z

(GOVERNMENT SHARE) 390935.(c
.S.'S TOTAL SU - - ------ ----

TOTAL PERCENTAGE OP TAX 09 LAST
* 45,000 INHIERITED . wi

If tho graes tate had boon $200,000 loss, the son's total ,&hr .. ould
*14Vo been $137,951 or apptoximatcly $16,114 lees. in oivrn flO1RDS, 0:1 THE~.&5. szo0.o00 ThflRID. TS) .'OVF~tHvcuT • "A.• J.

"" NIIE*s IS IT WISER 10? TO 1N1"F".T?

95-06 0. ..

I R,001TfIiPy AVAIl ARI
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EXHIBIT B

COMUATIOf OF CARRYOVER BASIS
(As of May s. 1977) (1)

William a. Ilcoonald

Trust Officer

First of Denver

4..

Complete this form for all Itms except excluded personal goods, life

InsUrance. and transferred property disposed o.f prior to death.

to Computation of Fresh Start Basis (2)

(If traded security complete lines I and 5, enter 12/31/76

value on line 10, skip lines 2-4 & 6-9) -

1. Estate Tax alue of asset. (If Income in respect

of decedent, Sec. 72 annuity, or certain stock options.

enter decedent's adjusted basis here and on lines 10 and

26. Skip lines 2-9 and 11-25).

2. Date of death value of asset (2031 or 2032 A if elected;

rot 2032).

3. Decedent's cost or acquired basis.

4. Total depreciations. depletion or amortization for

total holding period.

S. Decedent's adjusted basis at death (line 3 minus line 4).

6. Net appreciation'of asset during total holding period

(line 2 minus lines 4 and 5).

7. Pre-L)77 holding period (days)

Total holding period (days)

S. Assumed pre-1977 net appreciation (line 6 times line 7).

9. Actual pre-1977 depreciation, etc.

10. fresh start basis (total lines S. 0 and 9).

(Not to exceed line 1. except tried security)

21, Rceaining allocable appreciation (line I minus line 10).

It. Coputation of Property Subject to Tdx.

12. Hlun-rccourse r.ort.ae on pro,'er*y at gste of death.

(It o€., entrr arx'ust on li, 11 on line 14)

eXI~r13 "
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C-2

13. Amot of asset subject to tax (line 1 minus line 12).

14. Remaining appreciation subject to tax considering

mortgage (line 13 minus line 10).

15. ket value of asset for Federal estate tax purposes.

16. Amount of asset qualifying Joi marital or charitable

- deduction.

27. Amount of transfer subject to tax (line IS minus line
16).

8. Percent of transfer subject to tax (line 27 divided by

line IS).

19. MAount of transfer subject to tax attributable to basis

of asset (line 18 times line 10).

20. Remaining appreciation subject to tax considering( •

deduction (line 18 times line 11).

111. AdJustaent for Taxes Paid by Estate. (3)

21. Maximum adjustment for taxes (lesser of lines 11, 14

or 20).

22. Federal gross estate

Less Marital Deduction

Charitable De4uctfon

8in Recourse Mortgages ...

Total property subject to Feder4l tax

23. Total taxes paid by estate:

a. Federal estate tax

b. State death taxes

24. Overall tax rate (line 23 divided by line 22)

2. Adjustment for tdxes paid by estate (line 21 tines

line 24)

26. Oasis after adjustment for taxes paid by estate (line

10 plus line 2S)

IV. MInimm basis adjustment

02-
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0-3

I?@ Basts tor purposes of minima basis adjustment (for

Somoxzcluded personal and household goods, the

lesser of lime I or line 26. For all other Item,

If" 26).

IS. Total aggregate adjusted basis of all assets subject

to carryover basis rules (total all lines 27).

29. Minimal basis adJustmest

30. Maximum allocable minimum basis adjustment (lime 29

minus lIne 28).

31. Aggregate estate ux-value of all assets subject

to carryover basis rules (total ll lines 1).

32. Remaining net appreciation of all carryovr basis prop-

erty (line 31 minus line 28).

33. Portion of minimum basis adjustment allocable to each

asset (line 30 divided by line 32).

34. Remaining allocable appreciation (lesser of line 11 or

line 14. minus line 25).'

35. Minimum bails adjustment for asset (line 33 times line

34).
36. Basis after minimum basis adjustment (line 26 plus line

35).
37. Remaining app'reciton subject to tax.. (line 34 minus line

3S).

V. Adjustment for State Taxes Paid by Beneficiary

38. Amount of asset subject to state death taxes* minus

line 36.

39. Total state death taxes paid by beneficiary.

40. Value of all property subject to state death tax passing

to beneficiry. (Separately computed).

41. Overall tax rate (line 39 divided by line 40).

42. - Adjustoent for state death lazes (lIne 41 times line

, 38).

03-
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43. Final adjusted basis for purposes of determining capital

gain or sale of asset (line 36 plus line 42).

VI. Basis for Loss Purposes

44. Net appreciation of asset for loss purposes (line I

minus line 5).
4S. Remaining appreciation subject to tax considering

mortgage (line 13 minus line S).

46. Amount of appreciation of transfer subject to tax for loss

purposes (line 18 times line 44).

47. Maximum adjustment for taxes (lesser of lines 44. 4S

and 46).

48. Adustmt for taxes paid by estate (line 47 times

line 24).

49. lasis after adjustment for taxes paid by estate (line

5 plus line 48).

50. Remaining allocable appreciation (lesser of lines

44 or 45 minus line 48).

51. Basis for purposes of min"m. basis adjustment. (For

No-excluded personal and household goods lesser of

line I or line 49. For property subject to von-

recourse mortgan, line 45 minus line 48. For all other

items, line 49.

52. Total basis all assets subject to tax. (Total all

lines S1).

53. MinsurA basis adjustment

54. Maximum allocable mInInu basis adjustment (line

53 minus line 52).

* 55. Remaining net appreciation of all carryover basis

property (line 31 minus line 52).

$6. Portion of mintum basis adjustment allocable to

each asset (Ine S4 divided by line SS).

$7. hlininum basis adjustct for asset (line SO tmes

line 66).
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68. lsts after minima basis adjustment (Line 49 plus

lIne 57).
59. Remaining appreciation in asset (line SO minus line

67).__ _ _

60. Adjustment for state death taxes (line 41 times lInt

59).

61. Final adjusted basis tor purposes of determining

capital loss on sale of asset (line S8 plus line

60). 

(1) N. 6715 proposes several changes to the carryover basis rules, including:

(1) Treating estate taxes on Income items In the estate as an addition

to basis.

(2) Ignoring non-recourse debts against the property

(3) Making the basis for loss purposes same as for gain, ignoring the

fresh start adjustment.

(2) It is not necessary for the decedent to have actually held the property

on December 31, 1976. If the property held by the decedent at his

death w3s acquired in a non-taxable exchange for property that he did

own on December 31, 1976. the fresh start adjustment will be available.

Also the property on Oecmber 31. 1976.

(3) The adjustment for taxes paid does not include any additional tax

imposed because of a disposition of property which qualified for the

special form or closely held business valuation.

The taxes used in the computation of the second adjustment are the

regular federal estate taxes and any estate, inheritance, legacy or

sucession taxes, for which the estate Is liable, actually paid by the

estate to any state or the District of Columbia.
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MATTH&S, Trnn, LvIA & NuzuM,
Newton, Iowa, August 29,1977.

Re: carryover basis rule.
MICHAEL STERN,
Staff Director, Committee on Finance, Dirkeen Senate Ofice Building, Room £887,

Wa shlington, D.C.
Dnaa Ms. STE N: I am writing you and ask that you put this letter before the

committee. As a county-seat lawyer in Iowa, I am very concerned about the hor-
rendous amount of work which this rule will throw on me in handling estates.

For example, I now have an estate where Mrs. Breed died in February of 1977,
shortly after the rule became effective. Among her assets is a farm, now worth
over $250,000.00, but which was bought around 1926 for $28,800.00. There are
other assets of this estate, but I will ignore them for present purposes.

The income tax law became effective prior to 1926, and in making basis adjust-
ments we must allow for depreciation "allowed or allowable". But my senior
partners advise me that most farmers did not even Me tax returns until after
World War II, so there would be perhaps 20 years of "allowable!' depreciation not
shown on any tax return or depreciation schedule.

And what of post-war depreciation? The oldest tax return we currently have in
our file is for 1971, leaving maybe 25 years of "missing" returns in addition to the
maybe 20 years of no returns at all. If that wasn't bad enough, many of our older
returns merely show an amount for total depreciation, and state that a deprecia-
tion schedule is available on request. Of course, after some years went by, those
schedules were discarded since the returns were beyond the statute of limitations
on audits and such.

Do I even need to mention improvements? The problems of the depreciation
area apply equally well to the purchase of improvements, and obviously anyone
living o, a farm from 1926 to 1976 would be in a continual process of adding
improvements. Even if we had 50 years of cancelled checks, which we do not, can
you imagine having to slowly pore through and try to single out the purchase of
improvements? And how much of each has been or should have been depreciated?

After I have guessed my way through a this, and file a tax return, the Internal
Revenue Service gets its opportunity to guess at things, and if it is decided that
my guesses were "negligent" and understated the tax due. then the IRS will assess
a $100.00 penalty. "Wilifull" understatement would cost me a $500.00 penalty.
And what if I protect myself by overstating the tax due? My clients would then
have an excellent chance at collecting damages from me for malpractice (the
so-enlled "California disease") for not properly protecting their interests.

While I agree that the carry-over basis rule is quite logical when considered as
an abstract question. the realities of putting it into practice are absolutely mind-
boggling. Even if it were only put into effect for property purchased after 12-31-76,
the record keeping that would be required would be beyond the ability of the small
business people and farmers with whom I am familiar. I urge you to retroactively
repeal the "carry-over basis rule".

Very truly yours,
BRuct J. Nuzuu.

FIRST NATIONAL BANK or ABILENE,Abflene, Tee., Auguet £2, 1977.

Re: Hearings concerning 1976 Tax Reform Act.

Mr. MICHAEL ST'rN,
Staff Director, Qommittee on Finance, Dirksen Senate Offlce Building, Wash-

ington, D.C.
GONnEMEN: In reference to your request for comments concerning the Tax

Reform Act, we offer the following:
The methods and rules for computing carryover basis and "fresh start" basis

iursuent to the Tax Reform Act of 1976 have generated an unfair and unjust
burden of double taxation which will arbitrarily impose substantial tax based
on arbitrary formulas. and will further Intease the fees of professional cor.
pirate executors, attorneys, and accountants to the small and middle sized
estate.

The rules are so cumbersome to Interpret and calculate. that even an estate
which is not required to file an estate tax return will be affected. Executors
will be required to report to each beneficiary of an estate his carryover basis
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with the penalty for failure to do so, being $50 per failure. In an estate with
twenty or more beneficiaries, the potential Itability will cause the professional
executor and the accountant for the estate to be extremenly cautious in cal-
culating these costs, with the attendant increase in time consumed and fees in-
curred. It Is little wonder that this act is jocularly referred to as the "Attorneys'
and Accountants' Relief Act of 1976."

In addition to the previously cited inequity, these minute calculations, once
made, place the property in jeopardy of double taxation. The property is still
Included in the decedent's estate for estate tax purposes at its appreciated date
of death value, being the difference between the decedent's cost and date of
death value. Thus the appreciation is taxed under estate tax rules. The property
then is taxed to the estate's beneficiary under income tax rules, again on its
appreciation, less the actual average estate tax paid. The net result is that
the same property is effectually taxed by the same body twice under two sets
of rules. The resulting combined tax rate is confiscatory in some cases.

I am quite aware that the tax is not legally levied on the property itself, but
rather on the two tAxable entities of estate and beneficiary. However, these
bequests are normally intra-family situations, and a confiscatory tax on an
intra-family transaction is a situation which is to be deplored and, if possible,
repealed.

The act further places tax sanctions on the time period when a person dies.
The beneficiaries of those persons who die many years after December 31,
1976 will have a proportionately higher tax than those who die soon after
1976, simply because the fraction used to calculate the basis becomes smaller
each succeeding year on any given asset, and as this fraction becomes smaller,
the resulting carryover basis becomes lower and the resulting tax on the bene-
ficiary becomes higher. Therefore, this tax computation method produces a
tax based, not on whether there is actually income by way of appreciation, but
rather on when a person dies, and the number of years he held an asset prior to
1977.

Although the above cited problems are only a small fraction of those engendered
by this legislation, I'm quite sure you will receive comments on many other
problems from other sources. I therefore submit that this piece of legislation
which was rather obviously passed for political reasons in the heat of a presi-
dential election, be repealed, In toto, and that some meaningful and practical
legislation be enacted which will effectively reform the estate and gift tax
laws.

Sincerely,
TOM MCMICHAEL,

Vice Presdent a n Trust Officer.

STATEMENT or LuTHER J. Avny, EsqmRE

This statement has been prepared and submitted by me, as an individual, and
not on behalf of any organization or client.

I am a lawyer certified as a Tax Specialist by the Board of Legal Specialization
of the State Bar of California, a Regent of the American College of Probate
Counsel, a former Chairman of the ABA Section of Real Property, Probate and
Trust Law, and a lawyer experienced in probate, taxation and estate planning.
I am submitting this statement In the earnest hope that the Senate Finance Com-
mittee will reexamine the entire area of the federal estate and gift tax and give
thought to substantive tax reform that will accomplish socially desirtl)le objec-
tives and will abandon the type of disastrous tinkering with the law that arose
out of the so-called Tax Reform Act of 1976.

I enclose, for your consideration, a study summary of the American Assembly
on Death, Taxes and Family Property (1976), and I request that that summary
statement be attached as a part of my statement before the Committee and be
made a part of the record.

rn essence, it is my position that the federal and state tax systems are caufing
unnecessary cost and delay in the family estate settlement process and that it is
necessary that the tax system and the wealth transmission system be Integrated
and that the two of them be designed to minimize the cost of wealth transmission
at death and to achieve prompt transmision of wealth at death with a minimum
of legal and other unnecessary comnlications. Therefore, it wobld be my recom-
mendation that the federal government totally abandon the federal estate and



311

gift tax system and that the federal government adopt policies and legislation
which would also remove the states from the death tax business (and thuS also
eliminate state gift taxes). There are a number of social policies involved in the
area of wealth transmission and taxation which are discussed in the summary
report attached. I support the views of that report that in lieu of a federal estate
and gift tax and, hopefully, also in lieu of the state death tax system, that there
could be substituted either a revision of the income tax systems which would make
windfalls such as excess inheritance subject to income tax or, in the alternative,
that there would be consideration of the adoption of a so-called accessions tax. It
should be the objective of the Congress to coordinate the federal activities and
state activities to achieve objectives of married and single decedents so that there
will be less of the costs and delays that we presently have in our probate and
wealth transmission systems

If it is a necessary objective of the taxing system to continue to receive the
taxes raised by the estate and gift tax, those fiscal objectives can be obtained
through an accessions tax or an Income tax. If it is an obective of the tax system
to destroy vested wealth or to eliminate large ownership of property or great
wealth, those can be accomplished on a much simpler system than the presently
existing system.

It is not appropriate in a statement such as this to submit more than the basic
principles which I am advocating, and those principles which are set forth In the
attached Final Report of the American Assembly on Death, Taxes and Family
Property. However, if the Committee wishes to explore any of the substantive
areas of law that would need development if there were to be consideration of
such things as getting the federal government entirely out of the death tax busi-
ness, there have been written treatises which cover this subject and the papers
which were background papers written and discussed at the American Assembly
on Death, Taxes and Family Property, will be published in book form and would
be submitted to all members of the Finance Committee if that were of interest.

LuTHm J. Avmy.
Enclosure.

FINAL REPORT OF THE AMERIcAN ASSEMBLY ON DEATH, TAXEs, AND FAMILY
PRopEaTY, ATLANTA, GA., DECEMBER 2-4, 1976

PREFACE

The report which follows is the result of the deliberations of 33 Americans from
14 states and the District of Columbia who comprised The American Assembly
on Death, Taxes and Family Property. The participants-from the legal profes-
sion (bench, bar and law school), business, communications, government, educa-
tion and other pursuits--met at the Emory University Law School, Atlanta,
Georgia, December 2-4, 1976, under the sponsorship of The American Assembly
of Columbia University and the Real Property, Probate and Trust Law Section
of the American Bar Association.

The discussions were based on a series of papers, prepared as advance reading
for the Assembly under the editorial supervision of Professor Edward C. Halbach,
Jr. of the University of California (Berkeley) School of Law:

1. The Law of Succession in Social Perspective by Lawrence Friedman
2. Death, Property, and Ideals by Thomas L. Shaffer
3. The Aims of Death Taxation by Gerald R. Jantscher
4. An Economist's Perspective on Estate Taxation by Michael J. Boskin
5. Taxation of Wealth Transmission: Problems and Reforms by Max Gutierrez,

Jr.
6. Fundamental Alternatives to Present Transfer Tax Systems by John K.

McNulty
7. Restraints Upon the Disinheritance of Family Members by Paul G. Haskell
8. The Dead Hand and the Law of Trusts by Gareth H. Jones
9. Probate Reform by Eugene F. Scores
10. The English System: Simplified Probate in a Similar Context by William F.

Fratcher
11. Probate and Estate Planning: Reducing Need and Cost Through Change in

the Law by Edward C. Halbach, Jr.
The findings and recommendations which follow emerged from the discussions

of the participants In their private capacities. As a nonpartisan educational
forum, The American Assembly takes no stand on matters it presents for public
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consideration. Ukewise, American Bar AssocIation involvement extends only to
its role as a sponsor, and none of its intricate endorsement procedures have
been invoked as to the report.

The Assembly is indebted to the West Publishing Company for printing this
report: William P. Cantwell; Dawson, Nagel, Sherman & Howard, Denver, Colo.;
Clifford C. Nelson, President, The American Assembly, Cochairmen.

At the close of their discussions, the participants in the American
Assembly on Death, Tazea and Pamily Property reviewed the follow-
ing statement In plenary session. The statement represents general
agreement, although it must not be assumed that every participant
subscribed to every recommendation.

Americans who acquire and hold property express themselves in the way they
deal with it: using it, spending it, saving it, giving it away. The social order
around us tends to honor our choices on the basic theory that private decision-
making is better than public control. To hold property and to have wide discretion
over it are cloey associated with our concepts of freedom.

One's property rights, however, are not absolute and accommodations must be
made to the interests of others in society. Care must be taken that wealth does
not give rise to excessive power-that Is, the power unduly to limit economic
opportunity or to govern the lives of others.

One aspect of private property, and a traditional area of free choice, has occu-
pied this Assembly's attention: the right of succession and the freedom to dispose
of property during life and at death. The Assembly has examined the extent to
which that right and that freedom should exist or be limited.

Intervention by society is Justified to curtail harmful concentration and per-
petuation of economic power. In addition, freedom of testation may be regulated
so that property is not given to persons or in forms that are believed unfair to
family members or otherwise socially undesirable.
Some Basic Premises

Much of the law of succession has origins In the past, some of which are no
longer compelling or relevant. We are concerned that much of today's law and
even some recent legislation, including tax legislation, has developed without
adequate analysis of fundamental reasons for or against public intervention.

Our systems of wealth transfer can be appreciated, or properly altered, only
after their premises, structures and procedures have been subjected to philo-
sophical inquiry, testing them against economic, social and political values of
today. The Assembly has attempted that, with particular emphasis on the transfer
of substantial wealth from one generation to another.

The Institution of succession serves a variety of values cherished by a frep
society. These include reinforcement of family ties and responsillities, economic
and social pluralism, and encouragement of private philanthropy to improve the
quality of life.

At the same time, transfers of substantial wealth tend to conflict with other
basic social values, including equality of opportunity, dispersal of economic
power, reward according to merit, and avoidance of rigid class distinctions.

Perhaps at a more fundamental level, the institution of succession is a proper
response of society to elemental motives, ranging from concern for one's Immedi.
ate family to a desire to extend one's personality beyond death. In fact, estab-
listed patterns of inheritance may be the least objectionable means of deciding
property ownership on a person's death.

Excessive unearned wealth, however, may arouse deep-seated resentment, and
possibly alienation from society, over someone's "getting something for nothing."

Examined from an economic perhpective, th, right to transfer wealth has the
positive values of fostering Incentites in the form of rewarding industry, inge-
nuity and creativity, encouraging clipital formation through saving and invest-
ment, permitting continuity of on-going enterprise, and supporting diversity in
priorities. In addition, such transfersare, indeed, often Justified by significant, if
not always evident, economic contributions by those who receive them.

There also may be adverse economic implications in permitting significant
wealth transfers, including loss of potential tax revenues, tolerance of continu-
ing concentrations of economic power, inefficiency In investment resource alloca-
tion and reduced IncentIves to productivity smone heirs.

It should be noted that there was not in this Assembly. any more than there Is
in American society as a whole, a consensus concerning the amount of Individual
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wealth to be considered objectionable when one weighs the particular positive and
negative qualities enumerated here. It was frequently suggested that the impact
of those qualities may vary considerably depending upon the character and dis-
persion of the wealth transfers involved. It would appear that limitations on
wealth transmission ultimately will be set by political judgments rather than
solely by a process of reasoning and logic.

Transfers of "human capital" were also recognized. Education, home environ-
ment, genetic and nutritional differences, and family tradition and status confer
important economic and social advantage. Society should not intervene to prevent
these transfers but should try to extend similar advantages to those who do not
receive them by private transfer.
Transfers and the Future

The character of and need for wealth transfers may be altered by an array of
changing conditions. Those who plan or legislate concerning wealth transmission
must take account of future developments, much as they must appreciate the im-
pact of today's values and realities.

New forms of wealth are evolving out of employment relationships and social
policies. Much wealth may now be understood as a 'bundle of entitlements," dif-
fcrcnt from traditional property. The fact and amount of its acquisition tend to
be standardized (e.g., social security and pension plans) and often involve some
limitation on and standardization of disposition at death.

The nature and even definition of the family is changing. Long-term "single-
hood," the one-parent family, the permanently childless couple, the two-worker
family, the family group not bound by conventional marriage-all reflect basic
change in th- traditional nuclear family.

Within the family, roles and rights (including those of children born out of
wedlock) are changing markedly and rapidly. Notable is the growing recognition
of the family property rights of the wife whose work Is in the home.

The average age of the population is rising, with a potentially profound Impact
on succession law and practice

Geographic mobility of persons and their property creates increased cost, un-
certainty and complexity due to diversity of state laws governing succession.

Seemingly perpetual inflation, and with it the generation of new forms of In-
vestment and assets, suggests the need for innovations in estate planning and
raises questions about the transfer tax structure.
Taxation of Wealth Transfers

There will continue to be a call for the relatively modest revenues generated
by transfer taxes, but a realistic assessment of the justification for these taxes
must focus on their role in redistribution of wealth. This fact, however, does
not lead us to a conclusion that the goal of redistribution, in light of other rele-
vant social and economic considerations, now justifies either an increase or a
decrease in the present levels of death and gift taxation.

In enacting the Tax Reform Act of 1976, Congress has dealt with several of
the traditional problems of the estate and gift tax system:

The dual tax system, allowing the wealthy to reduce taxes unduly through
gifts, was replaced by a unified credit and rate schedule.

The marital deduction, thought to be Inadequate in some situations, was in-
creased significantly for moderate-sized estates.

Tax avoidance through "generation-skipping" trusts has been severely
curtailed.

Main concerns about the transfer tax system as it still exists include:
Its unacceptable complexity in terms of tax administration, the probate proc-

ess, taxpayer compliance and planning to avoid inequities, insufficiently justified
by tax policy objectives.

Its lack of neutrality and unnecessary Intrusiveness into the planning of estates
and private financial affairs, fostering manipulation and inequities.

These defects are aptly illustrated by the new rules for Item-by-item carry-
over of basis as a means of solving long-standing concerns over the taxation of
appreciated assets at death. The problem requires another solution and at least
the carryover of an averaged basis should be considered seriously.

Basis alternative.-The inefficiency of and widespread dissatisfaction with
the present transfer tax system, and the unlikely prospect of significantly im-
proving a system of the present type, now demand serious consideration of a
variety of basic alternatives. A broad array of alternative approaches was dis-
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cussed, with the conclusion that the adoption of a tax structure which looks to
the person receiving the donative transfer should be considered fully as a re-
placement for the existing transferor-based system. Among the transferee-based
alternatives worth careful study are:

application of an "accessions tax" to wealth received from all donors over a
transferee's lifetime; and

treating gifts and Inheritances as income, subject to income taxation like other
receipts.
Speoial Problem# of Free Testaton

Basic questions persist over two fundamental aspects of the American law of
succession: the commitment to freedom of the donor to choose those family
members or others who are to receive transfers, and the scope of that freedom
when transfers are in trust.

Regarding the first, several areas requiring study were identified:
Most Jurisdictions assure the surviving spouse a specific fraction (typically,

one-third) of the estate, regardless of the donor's expressed wishes and regard-
less of the spouse's need, the size and sources of the estate, or the duration of the
marriage. Particularly to be considered are flexibility provisions rather than
fixed percentages. (Incidentally, it also was noted that the rights of the surviv-
ing spouse, in the event of death without a will, are generally too little to re-
flect what most property-owners wish to make for spouses, as shown by em-
pirical studies.)

There may be a need for additional optional arrangements spelled out by
statute which a married couple could, perhaps by contract, choose as a private
arrangement establishing the extent and form of their ownership rights in prop-
erty acquired during the marriage.

Some support obligation should be imposed to provide for minor children of
a decedent where an obligation of support existed during life.

Regarding the freedom to transfer by trust (and its counterparts) it was
concluded: ,

The law should be liberalized to more readily permit modification and termi-
nation of trusts (and counterpart arrangements) by beneficiaries or by courts
in the best interest of beneficiaries. This applies both to administrative and
distributive provisions when such action appears to follow the probable inten-
tion of the donor.
Estate S'ervfoes for the Publio

The public should be offered greater variety and efficiency and more choice
in estate-planning services (including identification and coordination of pro-
bate and non-probate assets) and services connected with the administration
of estates.

In addition, there is a need for more public education about estate planning,
and this should be provided by the bar and others competent in the field. Better
public understanding would also be promoted by uniformity of state laws of
succession.

Estate planning.-In particular, it is desirable that readily available options
in statutory or other form be developed to permit the simplified and inexpensive
creation of both trusts and non-trusts dispositions by will in a manner analogous
to but more diverse than present legislation concerning gifts to minors.

The bar is urged to make estate-planning services more widely available by
providing them at reasonable cost through the use of group legal services, pre-
paid legal insurance, increased technology and similar means.

In addition, accepted definitions of "practice of law" should be re-examined
carefully and seriously, looking to the possible performance bv nonlawyers of
some functions that have been classified traditionally as practice of law, with
appropriate safeguiards, particularly in connection with the drawing of wills.

Probate.-The bar should encourage the trend toward various devices per-
mitting settlement of estates with little or no court involvement (in the absence
of controversy) and with only minimally necessary involvement of lawyers.
The development of procedures for transferring property without administration
should be encouraged, as should "do-it-yourself" techniques.

The use of Informal estate procedures suggests a need for standardized proc-
esses, official assistance to laymen handling estates, and for innovative ap-
i'roaches to investment. The latter may require the law to be clarified to re-
flect modern practices in low-cost market fund operations.



815

AMVrICAN ASSEMBLY O1V DEATH, TAXZ8 AND FAMILY PROPtRTY

PARTICIPANTS

Byrle M. Abbin, Arthur Andersen &
Co., Chicago.

Luther J. Avery, Bancroft, Avery & Me-
Alister, San Francisco, Calif.

Murray Teigh Bloom, Great Neck, N.Y.
John C. Bogle, Chairman of the Board,

The Vanguard Group, Inc., Valley
Forge, Pa.

Gerard M. Brannon, Chairman, Depart-
ment of Economics, Georgetown Uni-
versity.

Marvin Bressler, Chairman, Depart-
ment of Sociology, Princeton Univer-
sity.

William P. Cantwell, Dawson, Nagel,
Sherman & Howard, Denver, Colo.

Barbara Croft, Professor of Law, Em-
ory University.

Lyle Denniston, The Washington Star,
District of Columbia.

J. Thomas Eubank, Jr., Baker & Botts,
Houston, Tex.

William F F-atcher, R. B. Price Dis-
tinguished Professor of Law, Univer-
sity of Missouri.

Max Gutierrez, Jr., Brobeck, Phleger &
Harrison, San Francisco, Calif.

Edward C. Halbach, Jr., Walter Perry
Johnson Professor of Law, University
of California, Berkeley.

Paul G. Haskeli, Professor of Law, Case
Western Reserve University.

George J. Hauptfuhrer, Jr., Dechert,
Price & Rhoads, Philadelphia, Pa.

Mendes Hershman, Senior Vice Presi-
dent and General Counsel, New York
Life Insurance Co., New York, N.Y.

Gerald R. Jantscher, Economic Studies
Program, The Brookings Institution,
Washington, D.C.

Joseph Kartiganer, White & Case, New
York, N.Y.

Suzanne Keller, Professor of Sociology,
Princeton University.

Martin Mayer, New York, N.Y.
John K. McNulty, Professor of Law,

University of California, Berkeley.
Thomas A. Melfe, Executive Vice Presi-

dent, United States Trust Co., New
York, N.Y.

Millard L. Midonick, Judge Surrogate
Court, New York, N.Y.

Clifford C. Nelson, President, The
American Assembly, Columbia Uni-
versity.

Joseph A. Pecliman, Economic Studies
Program, The Brookings Institution,
Washington.

Arthur Peter, Jr., Hamel, Park, Mc-
Cabe & Saunders, Washington, D.C.

Eugene F. Scoles, Professor of Law,
University of Oregon.

William A. Steiger, Representative
from Wisconsin, Congress of the
United States.

Kimbrough Street, Davis, Wright, Todd,
Riese & Jones, Seattle, Wash.

TIandolph W. Thrower, Sutherland,
Asbill & Brennan, Atlanta, Ga.

William W. Treat, Judge, New Hamp-
shire State Probate Court, Hampton,N .H.

,1ichard V. Wellman, Alston Professor
of Law, The University of Georgia.

rudith T. Younger, Professor of Law
and Deputy Dean, School of Law,
Cornell University.

STATEMENT OF JOHN P. WHrrEsrLL

The carry-over-basis rule should be completely discarded. The rule adds
horror to the already hideous body of tax law.

Even with the advent of computerized society, there is no way in which any
organization or bureau, much less any individual, can properly interpret and
administer the carry-over-basis rule. To attempt to propose regulations with
regard to it can only add chaos to an already catastrophic situation. We must all
realize that the carry-over-basts rule has to be the result of reasoning done in a
fitful nightmare.

The penalties that will result because of inadequate record keeping by a
decedent from which one must furnish Information to IRS Is such that no sane
person should ever accept the position of executor. The carry-over-besis rule
will only cause people to look for ways in which to protect themselves from the
IRS, and thus, add to the amount of forms and claims that will be filed in order
to avoid the traps that are built into this unrealistic and unprofitable approach
to setting a basis on property.

The record keeping alone is staggering and for no good purpose except to
satisfy a very foolish, ill-conceived rule. Much of the property people havo
acquired over the years has been obtained without any thought or consideration
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given to preserving records such as are required under this rule. It is far too
simplistic to take a position that If the basis is unknown it will be presumed to be
the fair market value at time of acquisition. Querry-What is the fair market
value of the old tractor purchased years ago from a neighbor in a sale consisting
of a number of items for a lump sum? Recourse to old literature and books as
to pricing is not going to be either obtainable or acceptable.

In summary, the best that can be said for the carry-over-basis rule is that it
is as its initials show a COB Job.

VANCE, VANCE & WnLcox, S. C.,
Fort Atkinson, Wise., September 23, 1977.

Hon. HA hRY F. BYRD, Jr., ,
(Attn: Michael Stern, Staff Director of Committee on Finance, Room 2227,-Dirk-

sen Office Building, Washington, D.C.)
DSEA SENATOR BYaD: As an attorney, I have been concerned with the serious

adverse effect of various asp,,cts of the 1976 Tax Reform Act. I have recently
received the enclosed brochure from Northwestern Mutual Life Insurance Com-
pany, and that sets forth better than I could the problems that are involved for
small businesses.

In addition to what is set forth in the brochure, I might comment that this
Act creates a very serious problem with regard to valuation of real estate as
well as small businesses for Inlheritance and subsequent income tax purposes.

Yours very truly,
SHELDON VANCE.

Enclosure.
[From the Estate and Tax Letter]

NEW CAPITAL GAINS TAX IMPOSEs IMPosSIrBLE BURDEN ON FAMILY CORPORATIONS

The 1976 Tax Reform Act provides, for the first time, that when an Individual
dies the cost basis of his property will "carry over" to his estate and his heirs.
Congress eased the immediate impact of this law by providing a "fresh start"
on December 31, 1976, but for new businesses started after 1976 the effect of
the new law is to impose a capital gains tax at death on all future sales of appre-
ciated assets, even when they are sold to raise money to pay estate and inheri-
tance taxes and expenses of administration. This tax would be added on top of
the present estate tax, which starts at a 30 percent rate. The serious impact
of these combined death taxes on one's incentive to start and build a family
business is graphically demonstrated by the following figures:

1. Assume a $100,000 business started after 1976, which at the time of the
founder's death is worth $3,000,000, no marital deduction and no other assets:
Funeral and administration expenses -------------------------- $125, 000
Estate taxes and inheritance tax credit ----------------------- 1,225,000
Capital gains tax (after adding the proportion of estate and inheri-

tance tax to basis) --------------------------------------- 267,000
Minimum tax on capital gain --------------------------------- 40, 000

Total taxes and expenses ----------------------------- 1,657,000
There is not one medium-size business out of 100 that could come up

with this amount of money without wrecking the business. Nor could such a
company afford to purchase enough life insurance to pay such taxes. And the
installment payment provisions will merely serve to convince the founder that
building such a business is not worth the effort.

But this is not all.-Section 803 is not available to provide funds to pay the
two capital gains taxes. But they must be paid. The corporation can only pay
them by declaring a dividend. But the estate must pay income tax on the divi-
dend. Calculations will demonstrate that a dividend of at least $870,000 will be
needed to pay all the income taxes, both ordinary and capital gain. Thus
$2,220,000 will have to come from the $3,000,000 corporation to pay administra-
tion expenses, death taxes and income taxes.

2(a). Assume the same 100.000 business orzani'ed after 1976. which is worth
$3,100,000 at death, a maximum 50 percent marital deduction and no other assets:
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Funeral and expenses of administration------------------------ $180,000
Estate taxes and inheritance tax credit ------------------------- 51,000
Capital Gains Tax ----------------------------------------- 172, 000
Minimum tax on capital gains ---------------------------------- 27,000

Total death taxes and expenses ------------------------- 30,000
Plus additional dividend to pay ordinary income tax on $199,000 .-.. 868, 000

Total taxes and expenses ------------------------------ 1,198,000
2(b). When the wife dies later on, the expenses, death taxes and income taxes

on her $1,485,000 estate owuld aggregate $870,000.
Total administration expenses, estate and inheritance taxes, and income taxes

on both estates would amount to over $2,000,000, thus leaving less than $1,000,000
to represent the lifelong efforts of the founder of the business.

It must never be forgotten that the carry-over basis also applies to "old" family
businesses, i.e., those organized or acquired before 1977, pursuant to an arbitrary
formula that prorates total appreciation between the period before 1977 and the
period after 1976. If for example, the business was organized in 1967 and the
owner died in 1987, one-half the appreciation would be taxable. Thus, the amount
of capital gains tax will increase automatically as each year goes by, regardless
of whether there is actually any appreciation.

There are only two possible solutions:
1. The best step would be to eliminate the "carry-over basis", which (a)

causes serious multiple administrative and tax problems neve foreseen; (b)
destroys the incentive to build medium-sized businesses; and (c) would produce
no meaningful revenue during the next two decades.

2. The only alternative, as we see it, is to provide that the basis of assets be
stepped up in an amount that would equal the total of the following estate
liabilities by (a) funeral expenses, administration expenses; (.b) estate taxes,
and (c) inheritance taxes. These are the same items as those listed in Section
303, which authorizes the redemption of sufficient stock in a family corporation
to raise funds to pay them. To be fair, this step-up of basis should apply to all
estates, whether Section 303 can be used or not. Perhaps the best and most easily
understood solution would be to let the executor select assets having a value equal
to the Section 303 liabilities.
Looking at the realities of the situation there Is no other solution, if Congress

is to give effect to its oft-stated view that family businesses constitute the funda-
mental basis of our private enterprise system.

SAN MARINO, CALm'., Auguat 11, 1977.
MICHAEL STERN,
Staff Director, Committee on Finance,
Room P27, Dirksen Senate Office Building, Washington, D.C.

DEAR Sm: The purpose of this letter is to voice my objection to the "carry-
over basis rules" which became effective on 1-1-77.

In the 1920's a small family corporation sold more than 400 acres of land to
the State of California. This land is now the campus of the University of Cali-
fornia at Los Angeles. When I last heard of it, the selling corporation was still
in existence and had 13 stockholders. Nine of those stockholders had received
their stock by gift, subsequent to 1920, so that their present holding period now
approaches 100 years. For purposes of determining loss, their basis is that of
the original stockholders. For purposes of determining gain, the basis of the stock
cannot be less than its fair market value on March 1, 191& This is just one of
hundreds (perhaps thousands) of small family corporations with similar prob-
lems. Does any member of the Senate really expect those nine stockholders to
have the necessary- records to establish basis on either of the above dates?

A former client of mine merged a family-owned business into a publicly owned
corporation whose stock is listed on the New York Stock Exchange. I calculate
that the carry-over basis rule would subject the several million dollars worth of
stock to capital gains tax to the extent of 99.95% of the value of the stock
(before basis adjustments of the 1976 Act) as well as 100% being subject to
Federal estate tax. Is not the Federal estate tax high enough without subjecting
the same asset to an additional tax of much magnitude? Your attention is
invited to the fact that most of the so-called capital gain in this case is, in my
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opinion, due to devaluation of the dollar rather than to any actual appreciation
in value.

Finally, the basis adjustments provided in the 1976 Tax Refofm Act are so
complex that I doubt that there Is a single member of either the Senate or
the House of Representatives capable personally of apply those provisions to
a given problem. Even experts disagree on the application of such adjustments.
Should such complexity be in the law?

I recommend that the cary-over basis provisions of the 1976 TRA be imme-
diately and retroactively repealed.

Very truly yours,
CLARK J. E. HUNT,

Certified Publio Accountant.

RIoHARDSON & RICHARI oN,
Austin, Minn., August 9, 1977.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirkeen Senate 01 Ce Building, Wash.

ington, D.C.
I hope that Senator Byrd's Subcommittee on Taxation will recommend that the

carry-over basis rule set out in the Tax Reform Act of 1976 be repealed and
that the old rule be reinstated.

The carry-over basis rule will create -too many problems and will be an undue
burden on the taxpayer and the representatives of the estates of deceased tax-
payers. I can see no way for the rule to be modified so as to simplify it.

Yours very truly,
PHIP RICHARDSON.

NAPIE, NAPIER & WRIGHT,
Mr.,ICHEL S"' . Fort Madison, Iowa, August 19, 1977.Mr. MICHAEL EN

Staff Director/ Committee on Finance, Dirksen Senate Optce Building, Wash-
ington, DA7.

DEA SIR: Our District Representative Congressman, Jim Leach, is cospon-
soring a bill which I understand Is designed to make certain needed adjustments
in the Tax Reform Act of 1976. Most important , perhaps, Is its repeal of the
"carry-over-basis rule" with respect to property passing through an estate.

A considerable portion of my practice is devoted to probate and estate plan-
ning. In the past 8 months, I have had some experience in working with these
new rules. It's becoming increasingly apparent that the carry-over-basis rule
will require accounting and legal advice and assistance that will present a con.
siderable burden on the taxpayers in this country.

In estate planning procedures, this new rule has had a demoralizing effect on
persons who have struggled for decades trying to acquire estates that would
make them independent in their retirement, and perhaps leave something to
their children.

This rule, more than any I can recall, has given the Impression to the vast
majority of people that ultimately our government intends to take it all.

I have dbeerved extreme and emotional reactions to the recordkeeping require-
ments that are imposed by this rule. Keeping detailed records is an unpleasant
task for most people, and an impossible task for others. This is especially true
of people who have acquired their property decades ago, and have long since for-
gotten or destroyed the necessary Information. Some thought that they had made
an intelligent decision to destroy old records, believing that their basis would
change at death anyway.

I can envision nothing but trouble resulting from this rule. I don't know what
revenue It purports to raise, but I cannot Imagine a more cumbersome method
of obtaining 'tax dollars.

Finally, the citizens are keenly aware that most "socalled" capital gains are
the result of inflation which many believe is the responsibility of our Federal
government. They recognize that the purchase power of the resulting "gains"
is frequently less than the original cost. They are, therefore, taxes upon a "gain"
which does not exist.

I strongly urge your committee to promote the repeal of the carry-over-basis
rule In the next session of Congress.

Very truly yours,
WW. H. NAnZ.
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