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TAX REFORM ACT OF 1969

THURSDAY, SEPTRXBER 4, 1969

U.S. SENATE,
Comxrrri. ON FINANCE,

Washington, D.C.
The committee met, pursuant to notice, at 10:10 a.m., in room G-308,

Now Senate Office Building, Senator Russell B. Long (chairman)
presiding.

Present: Senators Long, Anderson, Gore, Talmadge, Hartke,
Fulbright, Harris, Byrd, Jr., of Virginia, Williams, Bennett, Curtis,
Miller, Jordan of Idaho, Fannin, and Hansen.

OPENING STATEMENT OF TIE CHAIRMAN

The CIHAMMAN. This hearing will come to order.
Today the Committee on Finance begins the task of reform. The

bill before us covers 368 pages of bewildering complexity and it has
been described as the most significant tax reform legislation that Con-
gress has ever undertaken. It involves more than $16 billion in reve-
nues; $7 billion in tax increases, and $9 billion in tax cuts.

In one respect or another this bill would touch the lives and liveli-
hood of every person in America. It would exert influences on our
financial system and would leave its mark on our capital markets.
Our churches schools, and colleges would feel its impact. So would
those responsible for the operation of our State and local governments

Our major industries, without exception, will find higher taxes their
legacy under the bill. Some of our industries-such as the natural re-
sources industry and the homebuilding industry-would be affected
by several features of the House bill.

Private foundations, whose existence stems from generous tax rules
which not only reward donors for their contributions but also covers
foundation incomes with a cloak of tax immunity, are a special target
of this tax reform bill.

Individuals who today pay more taxes than they should will find
their burdens lightened by the bill while those who pay less than they
should will find a heavier burden to carry. The bill tightens up on the
the loose ends and loosens up on the tight ends.

Truly, this is a significant bill. It contains much that is good. But
those who seek a simple law, one that ordinary taxpayers and busi-
nessmen can read and determine how much tax they owe, will find
little comfort in this bill. It is a mighty complicated bill, and its pro-
visions are already confounding the best tax minds in the country.



Because of this complexity, I am making the request. on the Treasury
Department this morning that when the Committee on Finance goes
into executive session on this bill that the Treasury Department fur-
nish us with copies of the tax return forms and schedules as they would
need to be modified to carry out the provisions of the bill.

The goal of this bill is tax justice. If we find the bill creates a greater
injustice in some areas than it seeks to correct, then no doubt we will
change the bill in that. respect. Similarly, if we find desirable features
which have been omitted from the bill, we will add them to it. This is
the legislative procedure recited in the Constitution by those who
founded our country. It is the only way by which the Senate can act
in tax matters.

During the next 41/ weeks the committee will hear approximately
300 witnesses in public hearing. Some will favor the bill; others will
oppose it-or some part of it. But in the process of listening to them
and in discussing the issues raised by their testimony, the committee
members will gain an insight-a "feel"-for what the bill does, how it
works, who it affects, and why, that will guide us as we move from the
public hearing phase of our work into closed-door executive sessions
to mark up the bill.

I see here by the Treasury suggestions that in a note as indicated in
page 19 of Assistant Secretary Cohen's statement a more detailed
memorandum making further recommendations will not be available
to the Committee on Finance until a later date. At such time they will
be printed as a separate document and will be made available to the
general public. It, would seem to me that the technical memorandum
should be available to us before public witnesses are heard.* Otherwise
I do not understand how public witnesses can address themselves to
the specifics, and I would hope that, that can be made available to us
by the time public witnesses appear, particularly those segments of
those recommendations that have to do with what the particular public
witnesses are testifying about.

I think it well to include at this point in the record material related
to these hearings. Let us include our press release announcing these
hearings. our staffs' summary of the Vill, and the bill itself, H.R.
13270. While the bill is rather voluminous it will serve to provide a
more c'rmplete record.

(The material referred to follows. Testimony begins on page 495.)

*The Treasury Department Technical Memorandum referred to was received by the
Committee and printed as a separate document. It has also been Included In this volume of
bearings as appendix A.



PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
August 12. 1969 UNITED STATES SENATE

2227 New Senate Office Bldg.

TAX REFORM HEARINGS
COMMITTEE ON FINANCE

Honorable Russell B. Long, Chairman, Committee on Finance. announced
today that on Thursday, September 4. 1969 the Committee would beds hearim
on H. R. 13270, the Tax Reform Act of 1969. The hearing will begin at 10:00 a. m.
on Thursday, September 4 in the Senate Auditorium, Room 0-308. New Senate
Office Building.

Administration Witness . -- He stated that the lead-off witness would be
the Honorable David M. Kennedy. Secretary of the Treasury, who would testify
on Thursday, September 4 and Friday, September S.

Public .Witnses. -- He stated further that public witnesses testifying on
tax reform would be scheduled beginning Monday, September 8. 1969. and con-
tinuing through Friday, October 3. 1969. Following the hearing, the Committee
will begin closed-door mark-up sessions on the bill.

The Chairman noted that because of the particularly comprehensive nature
of the House tax reform bill, an unusually large number of witnesses are expected
at the hearing. For this reason, he stated that it would be necessary to very care-
fully control the time allotted for oral presentations before the Committee.

LesiLative Reorganisation Act. -- In this respect, the Chairman observed
that the Legislative Reorganisation Act of 194. as amended, requires all wit-
nesses appearing before the Committees of Congress --

"to file in advance written statements of their proposed
testimony, and to limit their oral presentations to brief
suomaries Of their argument."

The statute also directs the staff of each Committee to prepare digests of all testi-
mony for the use of Committee members.

Senator Long stated that in light of this statute and in view of the large nam-
ber of witnesses who desire to appear before the Committe in the limited time
available for the hearing, all wtaesses wh are s¢|ed"ed to testify must cstey
with the foowina rules

(1) Ali statement must be filed with the Committee at least two daye
in advance of the day on which the witness is to appear. If a witness
is scheduled to testify on a Monday or a Tuesday. he must file his
written statement with the Committee by the Friday preceding his -

appearance,
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(2) All witnesses must include with their written statement a s ry of
the principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal
sme) and at least 50 cogies must be submitted to the Committee.

(4) Witnessoes are not to read their written statement to the Committee,
but are to conflne their oral presentation to a summary of the points in-
cluded in the statement.

Witnessej who foil to comply with these rules w !t forfeit their orivleEe to testify.

Consolidated Testimo .. The Chairman also stated that the Committee
urges all witnesses who have a common interest and a common position in a pro-
vision in the Tax Reform Act to consolidate their testimony and designate a single
snokesman to present their common viewpoint orally to the Committee. He stated
that this procedure would enable the Committee to receive a wider expression of
views on the total bill than it might otherwise obtain. He praised witnesses who
in the past have combined their statements in order to conserve the time of the
Committee, and he urged very strongly that all witnesses exert a maximum
effort to consolidate and coordinate their statements, not only to conserve the
time of the Committee, but also to avoid repetitious testimony.

f . -- The Chairman emphasized that the Committee staffs had
been instructed to fully dilest all statements submitted to the Committee so that
every important point made by any witness would be called to the Committee's
attention. He stated that these digests would be made available to the Committee
members each morning before the witness involved actually appears before the
Committee.

Scheodle for Major Tonicg . .. Senator Long stated that the proposed
schedule of the Committee called for testimony on major topics to begin on the
date specified as follewst

Private Foundation.-------- -- Tuesday. September 9, 1969

Capital an ad Losses .------Tuesday, September 16, 1969

idinSmm Incme Tax, -------- -Tuesday, September 23, 1969Allocation of Dedcitons

and State and Municipal Bond
rest

Natural Resources. Percentage - - - -Tuesday, September 30. 1969
Denition. etc

He stressed, however, that this schedule was not intended to suggest that testi-
mony on those major topics would be concluded in a single day.
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Investment Tax Credit Repeal: Surtax Extension, -- The tax reform bill
contains several provisions similar to those previously passed by the House in
H. R. 12290. These relate to the repeal of the 7 percent investment tax credit,
the extension of the 10 percent tax surcharge, the extension of the excise tax on
automobiles and communications services, and the allowance of an amortir.ation
deduction for air and water pollution control facilities. The Chairman indicated
that because the Committee on Finance had already taken five days V* testimony
(covering 530 pages of hearings) on those subjects, the Committee would not
receive testimony with respect to those matters during the present hearing. He
indicated that if the position stated by any witness at the earlier hearing on
H. R. 12290 had changed since that time, the witness could communicate that
fact to the Committee in a written statement.

He observed that H. R. 12290 also included a major amendment described
as "the low income allowance," designed to eliminate tax on persons whose in-
come was below or near the poverty level. Because the House of Representatives
had made a major change in the low income allowance, the Chairman advised that
the Committee would receive testimony on this provision, despite the fact that it
had been subjected to hearings as part of H. R. 12290.

Reqgests to Testify, Witness Lift. -- Senator Long advised that witnesses
desiring to testify during this tax reform hearing must make their request to
testi to Tom Vail, Chief Counsel, Committee on Finance, 2227 New Senate
Office Building, not later than Tuesday. August 26. 1969. He reported that it
was particularly important that this hearing program be fixed in advance so that
Senators and witnesses alike could prepare their own schedules. Toward this en.
he announced that the Committee would publish, by Wednesday, September 3, 1969,
a complete listing by subject matter of all those scheduled to appear before the
Committee.

Written Statements in Lieu of Ae~arance. The Chairman stated further
that those persons who desire to submit a written statement to the Committee in
lieu of a personal appearance should submit their statements not later than the
day on which the Committee Is to take testimony on the topic with which they are
concerned. He stated that this would enable the written statements to appear in
the printed hearing along with the oral statements on the same topics. He em-
phasised that these written statements would also be digested by the staff for
presentation to the Committee during its closed-door sessions, and that they
would receive the same careful consideration by the Committee as though they
had been delivered orally.

P. R. # 20
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PART 1
OUTLINE SUMMARY OF PROVISIONS

The provisions included in H.R. 18270 can be briefly summarized
as follows:

I. Tax Reform Provisions
1. Private Foundation.-The permissible activities of private foun-

dations desiring to preserve the benefits of tax exemption, as well
as the tax benefits to their contributors, are substantially tightened
to prevent self-dealing between the foundations and their suttial
contributors, to require the distribution of income for charitable
purposes, to limit their holdings of private businesses, to give assur-
ance that their activities are restricted as provided by the exemption
provisions of the tax laws, and to be sure that investments of these
organizations are not jeopardized by financial speculation. In addition,
these private foundations are called upon to make a small contribu-
tion, 7/ percent of their investment income, toward the cost of
government.

2. Tax Exempt Organization., Generally.-The activities of exempt
organizations generally are limited so that they cannot participate in
debt-financed easeback operations, wherein they, in effect, share theirexemption with private businesses. Second, the unrelated businessincome tax is extended to virtually all tax-exempt otnizations not
previously covered by this tax, including chur es. Third, the bill

extends the regular corporate tax to the investment income of tax-
exempt organizations set up primarily for the benefit of their members,suoh as social clubs, fraternal beneficiary societies, se.

3. Charable Contributiona.-Charitable contribution deductions
are substantially restructured. The general charitable deduction limi-tation is increased to 50 percent but the so-called unlimited charitable
deduction is phased out over a 5-year period. The extra tax benefits
derived from charitable contributions of appreciated property, arerestricted in the cas..ofgifts to private foundations, gifts of ordinary
income property, gifts of tangible personal property, gifts of future
interests, and in the case of so-called bargan sWalesLA , the 2-yearcharitable trust rule is repealed and a number of canges are made
limiting charitable contribution deductions -here there are gifts of
the use of property and in the case of charitable remainder andcharitable income trusts.

4. Fam Loaes.-The deduction of farm losses is restricted in the
case of those with farm losses of M,000 or more and with incomesof over $50,000. from nonfarn sources. Other provisions of the bill
primarily relating to farm operations, provide for the recapture of
depreciation upon the sale of livestock, the extension of the holding
period for livestock, and a revision of the treatment in the case ol

oy lome
(8t)

(15)
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5. Interest Deductione.-The deduction of interest on funds bor-
rowed to carry investments is generally limited to investment income
plus $2,000.

6. Moving Expene.-Moving expense deductions are allowed when
changing jobs for househunting trips, for temporary living expenses
prior to locating a new home, and for the expenses of selling an old
home or buying a new one.

7. Limit on Tax Preferences.-In those cases where tax preferences
are not fully subject to tax, provision is made for a minimum tax
on individuals having tax preferences in excess of their taxable in-
come. The additional tax in this case is determined by adding to the
regular income subject to tax, one-half of the tax preferences but only
to the extent they exceed the regular income.

8. Allocation of Deductions.--Where taxpayers have substantial tax-
free income, provision is made to allocate itemized personal deductions
between this tax-free income and the individual's taxable income.

9. Income Averaging.-The income averaging provision of present
law is substantially simplified and also made more generally available.

10. Restricted Stock.-In the case of so-called restricted stock plans,
the interest in the property is taxed at the time of receipt, unless there
is a substantial risk of forfeiture. In the latter event, the value of the
property is taxed when the possibility of forfeiture is removed.

11. Deferred Executive Compenation.-Other deferred executive
compensation is, in general, subject to tax rates as if taxed when
earned, although the tax is not payable until the income is received.

12. Multiple Trwt.-k the case of accumulation trusts (including
multiple trusts), the beneficiary, generally, is to be taxed on the
distributions in substantially the same manner as if he had received
these amounts of income when they were earned by the trust (taking
into account any taxes paid by tha trust on the income.)

13. Corporate Mergers.-In the case of corporate mergers, a num-
ber of changes are made. The principal change establishes tests to be
used in determining when amounts cast in the form of "debt" have
sufficient characteristics of "equity" to be denied the deduction of in-
terest, where this so-called "debt" is used in the acquisition of other
companies. Included among the other provisions is one which limits
the availability of the installment method for reporting gains, where
the debt can be readily traded on the market, and also where the in-stallment payments are not spread relatively evenly over the period
during which part of the debt is outstanding. Other restrictive changes
are also madp in the case of original issue discount and premiums paid
on the repurchase by a corporation of its indebtedness which is con-
vertible into its own stock.

14. MNultipe (orporationw.-Multiple surtax exemptions in the case
of related corporations are withdrawn over an 8-year period.

15. Stock Dividends.-The rules applicable in determining when
stock dividends become taxable are revised generally to provide for
taxation where one group of stockholders, directly or indirectly, re-
ceives a disproportionate distribution in cash while the interests of
the other shareholders in the corporation are increased.

16. Forein Tax (Crdit.-The foreign tax credit is revised in two
respects. First, it is provided that where losses of a corporation op-
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crating abroad are offset against domestic income (either of the same
corporation or as the result of filing a consolidated return), subsequent
earnings from the foreign operations to the extent of one-half of these
earnings remaining after foreign tax, are to be recaptured until the
tax benefit for the domestic operations derived in the case of the initial
offset of the foreign losses is recovered. Secondly, a separate limitation
under the foreign credit is provided in certain cases with respect to
foreign mineral-income.

17. Commercial Banks.-The tax advantages of commercial banks
relating to special reserves for bad debt losses on loans and to capital
gains treatment for bonds held in their banking business are with-
dlrawn.

18. Mutual Savings Banks and aving8 and Loan Intitutions.-The
tax treatment of mutual savings banks and savings and loan associa-
tions is revised to reduce a series of tax advantages presently available
to these financial institutions.

19. Depreciation in Case of Regulated Industries.-Action is taken
generally to limit the depreciation which may be taken in the case
of certain regulated industries, to straight line depreciation unless
the appropriate regulatory agency permits the company in question
to take acelerated depreciation -and "normalize" its tax reduction.
However, in the case of existing property, no faster depreciation
may be taken than is presently taken. Companies already on "flow
through" may not change without permission of their regulatory
agencies.

20. Use of Depreciation in Comp ing Earning and Pro
computing earnings and profits--which determine whether dividends
are taxable or not--corporations are required to make the computation
on the basis of straight line depreciation. As a result, this tax benefit
cannot be passed on to stockholders.

21, Cap'tal Gains of Corpor'tio.--The alternative capital gains
tax on corporations in increased from 25 to 30 percent.

22. Depetion, etc.-The percentage depletion rate for gas and oil
wells is reduced from 27 2 percent to 20 percent. Other depletion rates
are comparably reduced (with five minor exceptions). Percentage
depletion also is eliminated with respect to foreign oil and gas wells.
Additionally, carved out production payments, as well as retained
production payments (including ABC transactions) are treated as if
they were loans, or the sale of property subject to a mortgage. The
effect of this generally is to prevent such payments from artificially
increasing the percentage depletion deduction and foreign tax credits
or giving rise to income which can offset net operating losses. In
addition, this eliminates the possibiliy of buying mineral property
with money which is not treated as the taxable income of the buyer.
Finally, recapture rules are applied to certain mining exploration
expenditures to which the rules of present law are inappicable.

23. Capital Gain.-Capital gain and loss treatment is revised in
several respects. First, the alternative capital gains tax for individuals
was repealed, with the result that in the case of those in the top tax
brackets, the rates may rise to as much as 35 percent (or 32% percent
under the new rate structure provided by this bill) ; second, long-term
capital losses of individuals are reduced by 50 percent before being
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available as an offset against ordinary income; third, the offset against
ordinary income in the case of husbands and wives filing separate
returns is limited to $500 for each or to the same aggregate amount
as if they filed a joint return; fourth, the sale of papers by a person
whose efforts created them, or by a person for whom they were
produced, is to give rise to ordinary income; fifth, the holding period
for capital gamis is increased from 6 months to 12 months; sixth,
employers' contributions to pension plans when paid out as a part
of a lump-sum distribution, is to be taxed as ordinary income; seventh,
life interests are not to be accorded a cost basis when sold; eighth,
casualty losses and gains are to be consolidated in determining whether
they give rise to ordinary loss or to gain which is consolidated with
other section 1231 gains or losses; ard ninth, transfers of franchises
are not to be treated as giving rise to capital gains if the transferor
retains significant rights.

04. RedZ Eatate Depreoiation.-Real estate depreciation is revised in
several respects. The 200-percent declining balance (or sum-of-the-
yfears-digits) method is liniited to new housing; other new real estate
is limited to 150-percent declining balance depreciation; and all used
property is limited to straight line depreciation. However, 5-year
amortization is allowed for certain rehabilitation expenditures on
low-cost rental housing. Finally, the so-called recapture rules of
present law, in the case of real estate, are revised so that they apply to
depreciation in excess of straight line depreciation. In other words
upon -the sale of property, depreciation in excess of straight line will
be recaptured at that time by converting the capital gain to ordinary
income to the extent of this excess.

25. Cooperative.-The tax treatment of cooperatives is revised to
require patronage dividends and per-unit retains to be revolved out
over a period ofno more than 15 years In addition, the required cash
payout in any year, on either current or prior years' patronage, must
equal at least 50 percent of the amount of the current year's patronage
(taking into account the 20 percent which under present law must be
paid in cash on the current patronage).

26. Subchapter S Corporation.1-In the case of subchapter 8 cor-
porations (that is, the corporations treated somewhat like partner-
sihips) amounts set aside under qualified pension plans for shareholder-
employee beneficiaries may not exceed 10 percent of the compensation
paid or $2,500, whichever is smaller.

27. State and Municipal Bonds.--State and local governmental units
are riven an opportunity to issue taxable obligations and in turn
receive from the Federal Government a payment equal to between
80 and 40 percent of the interest yield of the bond (on issues brought
out after 5 years, the payment will be between 25 and 40 percent).
Additionally, the interest on so-called arbitrage bonds of State and
local governments are denied Federal income-tax exemption.
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II. Extension of Surcharge and Excises, Termination of Invest-
ment Credit, and Certain Amortization Provisions (Contained
in H.R. 12290 but Which Have Not Yet Passed the Senate, and
Which Are in H.R. 13270)
i. Surcharye.-The income-tax surcharge at a 5-percent rate is ex-

tended by this bill from January 1, 1970, through June 30, 1970.

2. Excifee.-The present excise taxes on communications services
and automobiles are extended for one more year and future reductions
of these taxes are postponed.

3. Investment Credit.-The 7-percent investment credit is repealed.

4. Pollution (ontrol.-Five-year amortization is provided for pollu-
tion control facilities.

5. Railroad Rolling Stock.--Seven-year amortization is provided
for railroad rolling stock, other than locomotives.

III. Adjustments of Tax Burden for Individuals

1. Standard Deduction and Maximum Standard Deduction.--Over
a 3-year period the standard deduction is increased from 10 percent to
15 percent and the maximum standard deduction is increased from
$1,000 to $2,000. This rate and amount are effective for 1972 and
later years. In 1970 the percentage is 13 percent and the maximum,
$1,400. In 1971 the percentage is 14 percent and the maximum, $1,700.

2. Minimum Standard Deduction and Low-income Allowawe.-
The minimum standard deduction is increased to a level of $1,100, by
adding to the present minimum what is called a low-income allowance.
This amount is phased out for the income levels above the taxable
levels. This phaseout, however, is used for only 1 year. After 1970 the
full $1,100 allowance will be available for all taxpayers whose standard
deduction without regard to the minimum is not in excess of $1,100.

3. Top Rate on Earned Income.In the case of earned income, a
maximum rate of tax of 50 percent is provided. This is a maximum
marginal rate, with the result that no earned income will be taxed at
a rate in excess of 50 percent.

4. Tax Treatment of Single Permon.--Single persons,35 years of age
or more, and persons whose spouse has died, are provided income tax
rates which are halfway between those available to married couples
and those previously available to these single persons. This inter-
mediate tax rate treatment is the category formerly known as head-
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of-household treatment. In addition, in the case of widows and
widowers with dependent children, age 19 or less or attending school
or college, full income splitting is to be available.

5. Rate.-In 1971 and 1972 tax rate reductions aggregating slightly
over $2.2 billion in each year are provided. The 1972 Tates provide
slightly over a 5-percent reduction for those whose income levels are
above the levels where the low-income allowance and increase in the
standard deduction provide substantially greater reductions.



PART 2
ANALYSIS OF PROVISIONS AND ARGUMENTS FOR AND

AGAINST

As requested by the Committee, the following m in-
eludes arguments which might be raised in support of, or in
opposition to, each provision contained in the Houss-passed bill

This listing of the arguments for and against the features of the
House bill is not intended, and indeed it cannot be, all inclusive.
The many different situations which the bill affects make it im-
possible to anticipate every attitude that might be expressed
with Tespect to the bill. However, it is believed that th principal
positions are reflected in the summary. The order in which the
arguments are presented should not be interpreted as a ranking
of their importance, nor should the phraseol1W indicate that the
stait have any position with respect to them.

-(9)





PART 2
ANALYSIS OF PROVISIONS AND ARGUMENTS FOR

AND AGAINST

A. Private Foundations

1. Tax on Investment Income
Preset law.-Although present law subjects nny exempt organiza-

tions to taxation on unrelated business income, investment income is
specifically excepted from this tax.

Problem..-Heavily endowed foundations have substantial income
that is not taxed. Questions have been raised as to why these private
foundations should not pay some of the cost of government since they
are able to pay. Also funds are needed for more and more extensive and
vigorous enforcement of the tax laws relating to foundations. A user
fee is needed to provide funds for this purpose

House aoWin.-The bill imposes a tax of 7' percent on a private
foundation's net investment income (interest, dividends, rents and
royalties) and its net capital gains. Deductions are allowed only for
expenses paid or incurred in earning that income and for net capital
losses Taxes are not imposed upon their receipt of contributions or
grants

Arguments For.-(1) Since private fo'lndations enjoy the benefits
of Government as do other entities and individuals, they should bear
some portion of the costs of Government, just as do other organizations
and individuals.

(2) The administrative machinery necessary to insure that private
foundations currently distribute their funds for proper charitable pur-
poses is becoming more and more costly. This tax will defray a portion
of that cost. It is a modest levy which will not hamper the operation
of private foundations.

(8) Such a tax should encourage greater reliance upon the public
than upon the one-time beneficene of-one individual or family.
1 (4) Investment income of most other charitable organizations is not
subject to tax (except for income from debt-financedacquisitions and
investment income of social clubs, fraternal beneficiary societie, and

employee insurance associations discussed below), and it is
unfair to single out foundations for this special tax.

Arguments Againt.-(1) Since the advent of our taxing statutes,
the Government has recognized the special place that private founda-
tions occupy in our oxiet and has granted them .tax-exempt status
This tax is an incursion into that philosophy and seriousy undermines
it.

(2) This tax will fall heavily upon those private foundations who
have a. prnfit.RhI investment nortfolio, and would reduce the fund that
would be available for charitable purposes.

1(n)

(23)
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(8) The foundation that secures more current income for current
chamtable benefits will be liable for a greater tax than a foundation
which does the minimum that the bill requires, and so the bill discour-
ages good foundation management
2. Prohibitions on Salt-Dealng

PeaeWt Zzaw.-Under present law, no part of the net earnings of
private foundations and other charitable organizations are permitted
to inure to the benefit of private shareholders or individuals. Also
arm's-length standards are imposed with regard to loans, payments oi
compensation, preferential availability of services, substantial pur-
chases or sales, and subst:antisl diversions of income or corpus to (or
from, as the case may be) creators (of trusts) and substantial donors
and their families and controlled corporations. The only sanctions pro-
vided are loss of exemption for a minimum of one taxable year and
losIs of charitable contributions deductions under certain circumstances.

Poblem-Arm's-length standards have proved to require dispro-
portionately large enforcement efforts, resulting in sporadic and un-
certain effectiveness of the provisionL Moreover, the subjectivity in-
volved in applying such standards has occasionally'resulted in the
courts refusing to uphold sanctions, especially when they are severe inrelation to the offense In other cases, the sanctions have practically no
deterrent or punitive effect even where there is vigorous enforcement.
Also, many benefits may be derived by those who control a private
foundatimi even though they deal completely at arm's-length.

Howe solutio.-T,e bill replaces the arm's-length standards with a
list of specific prohibited self-dealing transactions. A violation of the
provisions results in a tax on the self-dealer of 5 percent of the amount
involved in the violation. If the self-dealing is not corrected within
an appropriate time, them a tax of 200 percent of the amount involved is
imposed upon the self-dealer. Similar taxes at lower rates are imposed
upon the foundation manager who is knowingly involved in the self-
dealing or who refuses to correct the self-dealing but the tax on the
manager may not exceed $10,000. A third level ol tax is available, as
described below in Change of Status. The bill also requires that the
foundation's governing instrument must prohibit it from engaging in
the self-dealing transactions described in the Code.

Arguments For.-(1) The provisions of the present Internal Reve-
nue Code which relate to self-dealing in private foundations have
proved to be totally ineffective. Abuss hlve arisen where individual
tapyers have benefited by using the tax-exempt .private foundation
for their own purposes, sther Thin -or the charitable purpose for
which the foundation was ostensibly founded.

(2) The arms-length tests set forth in the present Internal Revenue
Code are vague and difficult to enforce. The result is that there isexcessive litigation where, because of the difficulty in tracing the trans-
action involved, the Government is at a tremendous disadvantage.

(8) The fact that., in relation to the particular offense, present sanc-
tions may be inordinately severe ceUses the courts, as well as the Inter-
nal Revenue Service, to iefrain from invoking them even though there
may be self-dealing. Under the bill the sanctions are properly propor-
tioned to the amount involved in the improper transaotions and areimposed upon the self-deal rather than the foundation
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(4) The bill improves on the present law by including in the self-
dealing provisions transactions between private foundations and Gov-
ernment officials.

(5) The highest fiduciary standards require as a practical matter
that self-deabng be not engaged in, rather than that arm's-length
standards be observed. The. proposals are intended to impose the
highest standard since experience has shown that lesser standards are
too tempting to many donors and managers.

(6) The requirements as to foundation governing instruments will
facilitate effective State enforcement of State common law and statu-
tory regulation of funds dedicated to charitable purpose.

Arguments Againt.-(1) _Many innocent n ons will be sub-
ject to sanctions under the bilL Innocent transactions discovered years
later may not be able to be effectively undone, especially where thefoundation and.the donor no longe* have the property that was
involved.

(2) The restrictions imposed upon dealings between the foundation
and substantial contributors may well discourse persons from giving
to private foundaions if the have widespread business activities

.(3) In many cases, the ifret-level sanctions will be insufficient to
deter self-dealing trsisactions which are deliberate and will be exces-
sive in the case of self-dealing transctions that are inadvertent.

(4) The istribution rules are so broad that many private foundtions will not be able to operate effectively because somany of those
whom they would natural deal with ae or may be diqualied per
sons. In reply to this poin it is noted that many of the present d-
culties arise Precisely because fouindations "naturally" deal with their
donors and their donors' btsinenss

(5) This provision would prohibit fair and equitable tras
even where they benefit charity. In addition, it seems unfair to prevent
a donor from dealing with his foundation on the same terms tha the
foundation would be willing to deal with an unrelated perem

(h6)" Rather than have any Federal prohibition on self-dealing,
ich is cumbersome and difficult to administer, the jurisdiction of the

problem is better left to the State courts which have a wider range of
remedies for dealing with the abuses, such as the removal of the fl-
duciaries, the mandatory distribution of income for charitable pur-
poses, surcharge, and reformation.
3 Distributions of Ineou

Present law.-A private foundation loses its exemption if its aggre-
gate acumulated income is unreasonable in amount or duration for its
charitable purpos

Problem--Under present law, if a private foundation invests in
assets that produce no current income, then it need make no distribu-
tions for charitable purposes, even though the donor has received full
deductions for the value of the nonincome-producing property he
has contributed. Also, current distributions are not required until the
accumulated income becomes "unreasonable". Finally, the sanctions
under present law (as described above under "self-dealing") tend to
be either largely ineffective or else unduly harsh.

Hose soluW-in-The bill provides that a private foundation must
distribute all its income currently (but not lees than 5 percent of its
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investment assets), and imhpo graduated sanctions in the event of a
failure to make timely distributions. However, provisions are made to
set aside income for later distribution in certain circumstances and to
carry forward "excess" distributions. Qualifying distributions include
distributions to "public charities" and to private operating founda-
tionsa, direct expenditures for charitable purposes, and expenditures
for assets to be used for charitable purposes.

Income may be set aside for up to 5 years if approved in advance
by the Internal Revenue Service, if such an arrangement is needed,
as for example, to assure grants for continuing research or as part of
a matching grant program. A tax of 15 percent of the undistributed
amount is imposed wlere there has been a failure to distribute by the
end of the taxable year after the income was received. If the distribu-
tions of the remainders are not made during the "correction period",
then a tax of 100 percent is imposed.

Argumet For.-(1) These provisions are needed to insure that
charity will begin promptly to receive benefits commensurate with the
tax benefits avalable to donors and their foundations. The 5-year set-
aside and carryover provisions should provide sufficient flexibility.

(2) The 5-perent minimum payout will reduce the incentive to use
foundation assets to control businesses which do not pay substantial
dividends.

(8) This provision would discard the "unreasonable accumulation"
test contained in the present Internal Revenue Code. Under it, a
prvate foundation can avoid making current distributions for the
b fof charity by investing in assets that produce no current income
even though the donor may receive substantial tax benefits from his
charitable contribution. Because it is difficult to determine subjectively
when an accumulation has become unreasonable, the present law can-
not be administered.

(4) Frequently under the present law the only available sanction
for an unreasonble accumulation is the los of exempt status which is
ineffective and unduly harsh in many instances. The bill provides
more approprt sanctions designed to assure that current earnings
will be distributed to charity.

(5) No private foundation should be permitted to use the tax laws to
carve out a perpetual role in society without having to justify its con-
tinued existence to the contributing gen ral public.

Argument Agaimt.-(1) The minimum 5-percent payout re,
quirement will force foundations to engage in investment practices that
will not permit them to grow commensurate with the rest of the
economy.

(2) Foundation managers should be the sole judges 'of the best
timing for the charitable use of foundation income.

(8) A foundation should not be required to distribute earned income
currently if it is invested to produce a fair return. There are legitimate
purpose for keeping a charitable fund intact for a long period of time,
and this provision takes away fiduci7ry discretion in a major area of
fiduciary sensibility.

(4) This provision might force an unwise corporate distribution to
satisfy tax requirements and could well discourage many large donors
from leaving substantial bequests to private f6unda ons. Also, the
necesity for an annual determination of the current fair market value
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of foundation assets will breed litigation in areas where the investment
asset is close-held and is not susceptible of an easy evaluation.

(5) This problem of accumulation is better attacked by allowing
the foundations to control themselves or by placing authority for the
administration of such matters in the State, rather than in the Federal
Government.
4. Stock Ownership Limitation

Present law.-Present law does not deal directly with foundation
ownership of business interests, although some cases have held that
business involvement can become so greet as to result in loss of exempt
status.

Probem.-The use of foundations to maintain control of businesses
appears to be increasing. Whether or not the foundation management
is independent of donor control, incentive to control a business enter-
prise frequently detracts from incentive to produce and use funds for
charitable purposes. Temptations are frequently difficult to measure
and sanctions presently are applied only in rare cases.
House eo/uion.-The bill limits to 20 percent the combined owner-

ship of a corporation's voting stock which may be held by a foundation
and all disqualified persons. If someone else can be shown to have
control of the business, the 20-percent limit is raised to 85 percent.
Existing excess holdings must, bedisposed of within 10 years (with
interim requirements at 2 years and 5 years) ; excess holdings acquired
by gift or bequest in the future generally muqt be disposed of within
5 years; exceptions are provided in the case ofitlated businesses; and
violations are subject to a series of graduated sanctions.

Arguments For.-(1) Where private foundations own substantial
amounts of stock in corporations, there is a tendency to use the foun-
dation's stockholdings to assert business control and to ignore the pro.
auction of income by the foundation to be used for charity lae purpose
The interests of thi foundation's managers are diverted to the main-
tenance and improvement of the business and away from their chari-
table dutie&

(2) Even where the ownership of a business by a private founds-
tioii does not cause the foundation manag to neglect their charitable
duties, the corporate business may be run in such a way that it unfairly
competes with other businesses whose owners must pay taxes on the
income they realize.

(8) The divestiture requirements are sufficiently gradual (especially
in the ca of existing holdings) so as not to unreasonably disrupt the
foundation's investment plans and also the worth of the security being
divested. Even as to the future, 5 yews should be sufficient where the
excess holdings develop after knowledge of the new rules.

(4) Requiring divestiture is better than denying deductions because
Sermits a donor to rive valuable assets to a foundation while allow-

ing the foundation sufficient time to make the assets useful to it.
Argument. A0et.-(1) This proposal will limit the diversity of

foundeations, will seriously inhibit their growth, and will prevent the
creation of now private foundations

(2) The fact that a donor derives some intangible benefit because
the foundation controls his business does not alter the ftct that he has
made an irevooable commitment to charity and as long as the prop-
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erty is producing a fair return for charity, there should be no com-
plaint. Any regulation in this area should not be on the foundation's
ownership of other businesses, but should be on the use of funds real-
ized from the operation of the other businesses.

(8) The other provisions of the law and the accompanying sanctions
should correct the abuses resulting from foundation ownership of
oter businesmes making this provision unnecessry.

(4) Those whose fortunes consist largely of btock in single enter-
prises will be reluctant to contribute to private foundations since theironly practical method of making a large grant will ultimately require
lose of control over the business enterprise. In some cases, other social
values may be served by protecting a business from the hazard of loss
of control, as where a business has become vital to the economy of a
community.

(5) The appropriate time for disposing of an investment asset
should be left to the discretion of the foundation's managers and not
be directed by the tax laws.
5. Limitations on Use of Assets

Prent aito.--A private foundation loses its exemption if its ac-
cumulated income is invested in such a manner as to jeopardize the
carrying out of charitable purpose No similar specific limitations
apply to investment of asse.

Pvokm-Under present law a private foundation manager may
invest the assets (other than accumulated income) in warrants, com-mIodty futures, and options, or may purchase on margin or otherwise
risk the entire corpus of the foundation without being subject to any
sanctions. (In one cas a court held that a consistent practice of such
investments ted an operation of the foundation for a sub-
stantial non-exempt purpose, but the only sanction was loss of tax
exemption, which did not really improve the status of charity.)

Hoe aolio--lhe bill imposes upon all the easets of the founds-
tion the same limitati m presently applicable only to accumulated
income. As a result under this provision a foundation could not invest
its corpus in a manner which would jeopardize the carrying out of its
exempt purposes.

Argumek For.-(1) The rationale of the existing limitation
applies to all the assets of a foundation. It is expected that the 100-per-cent tax on such jeopardizing investments wil provide State officials
with the necesary impetus for stronger regutory supervision over
the investment activities of private foihdations.

(2) A tax mwaured by the amount of the improper investment is a
better way of dealing with the problem than. the present law's choice
of either ignoring the impropriety or destroying the foundation's tax-
exmpt status.

Argwm#_ft Agat.---(1) The restrietions pkaced on foundationmanametby these provisions would hamstring honest and com-
p.etent trustes in dealing with the foundation's portfolio, and would
limit investment flexibility.

(2) The abuse this provision seeks to prevent is not sufficiently
widespread to require legislative action and in any event, the most
effective way to deal with the problem is through substantive laws of
tho State or municipality.
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(f) ihe leopardy investment provision of present law has created

few dificulies largely because it has rarely been enforced; it creates
substantial difficulties of Interpretation; and, these difficulties will- be
much magnified by making the present provision applicable to all the
assets of the foundation.
& Other Umitationi

P sent lto.-Present law requires that no substantial part of the
activities of a private foundation may consist of carrying on propa-
ganda or otherwise attempting to influence legislation. It further pro-
vides that no such 7isation may "participate in, or intervene in(including the publishing or distributing of statements) ,anypolitical
campaign on behalf of any candidate for public office. The corre-
sponding charitable contributions deduction provision prohibits sub-
stantial propaganda activities but does not deal specifically with the
electioneering activities. Anotherprovidon, prohibits the use of tc-
cumulated income to % substantial deree for nonexempt purposes

Pro6-em.-Under the present law s substantial lobbying provision,
a large organization may safely engage in far more lobbing than a
small organizatiorL Aso, many organizations make their views clear
as to which candidates for public office ought to be supported, with
confidence that the drastic comedy of loss of exemption will not be
imposed. Heavily endowed organizations may engage in lobbying or
electioneering and, if exempt status is lost, may continue to avoid tax
on investment income by b ming exempt under other provisions of
the law. The individualgrant device is increasingly being used as a
method for funding certain political viewpoints. Organizations that
have been called to task for engaging in such activities have claimed
that they have no responsibility for how their money is used once a
grant has been made.

Home Zout'on--The bill provides thatprivate foundations are to be
forbidden to spend money for lobbying, electioneering (including
voter registration drives), grants to individuals (unless there are
assurances that the grants are made on an objective basis), grants to
other private foundations (unless the granting foundation accepts
certain responsibilities as to the use of the funds by the donee organiza-
tion), and for any other purpose which is not & charitable purse.
Improper expenditures will be subject to a tax of c100 ct o7 the
amount paid or incurred. Activities will not be classifidas prohibited
"lobbying" if they consist only of making available the results of non-
partisan analysis or research, Also, a.private foundation is permitted
to appear befori a legi ative body with regard to matters tat ight
affect the existence of *l~e foundation, its powers and duties, its tax-
exempt statusIr the deduction of c6ntributions to it. = -:

Voter registration drives will be pitted when conducted on a
nonpartisan basis by broadly support organizations active in at least
5 4te, .rovide4 that contributions to tbi organizaUin are not geo-graphically limted as to. use. - . .". .

Grants maybe made to individuals chosen, in comp" 'op or
other nondiscriminatory p a atic b Grants me* be in
the_ form of schol~i~s or f sihp or fora sp ific pUOrq' Grants
to other' priTe foundatio (other than operating fundatido) a
prohibited unless the gtinting" organization become responble for
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how the money i spent and for providing information to the Internal
Revenue Service re mgdi the expenditures.

L, F=r_(1) gThe. present provision regarding the sub-
atialty of improper lobbying, as indicated above, has the peculiar

effect of permittingg many organizations to engage in significant lobby-
ing activities while others are, for practical purposes, completely for-
bidden to engag in such activities. This bill separates out the per-
missible activities from those which are not permissible and imposes
the same sort of sanction on the large organization as it does on the
small, the same sort of sanction on the heavily endowed organization
as it does on the organization that depends upon current contributions.

(2) The bill corrects a defect in the present law through which
foundations use their money to finance vacations abroad, trips between
jobs for favored beneficiaries., and subsidies for the preparation of moa-
trialsfurthering specific political viewpoints.

(8) The bill accommodates both the interests of flexibility and re-
spoisibiit, recognizing that the funds involved have already received
substantial tax benefits by virtue of their being dedicated to charitable
p The foundations granting these funds are the stewards of
public trusts and are no longer in the same posture as individuals who
may dispm of their own money as they see fit.

Arum Agamt.- (1) The provisions of the present law are
adequate to take care of those isolate situations where private founda-
tions engage in political activity. To impose further restrictions and
sanctions would unduly restrict them in legitimate foundation activi-
ties.
0 (2) There is no substantial compelling evidence of abuse in the polit-
ical activity or grant area relating to private foundations and, in any
eve the problem should be metby State--not Federal-regulation.

(8) Private foundations have been increasingly involved in so-called
action or social welfare program Prohibition of such activities at
this time is viewed as an attack upon the causes, or as a punishment of
the foundations

(4) If private foundations are not permitted to "sell" the public as
to their views on major social problems, then government will not be
m11ved to act on those problems

7. Doelosure and Publicity Requirements
Pnsemtaw.-Private foundations must file annual information

,returns describing gross income, expenses, disbursements for exempt
s e accumulations, balance sheet, and total amounts of con-

t,-ibutions and gifts received. No specific sanctions are provided for
failureto file a return except for certain criminal provisions appli-
cable in extreme cas Information required to be furnished on the
information returns is open to the public.

PobmwL-xWng law is not sufficient in most cases to provide the
Internal Revenue Ser8ice with the information necesary to determine
if the organization continues to be exempt and if it is liable for tax
under the new rules for private foundations and the unrelated income
and other provisions of this bill.

Howe io- -i-The bill requires that information returns be filed
annually byadditional exempt organization that additional informa-
tin as to donors ad hly piid employees be included in the returns,
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that sanctions of $10 per day be impeed for failure to file on time, and
that certain information regarding violations must be fmrnishd to
appropriate State officials. 'Ii addition, the Service must make avail-
e, under regulations, information relevant to any determination

under State law.
Ai-yaiewi, ror.--(1) While the present law requires certain exempt

organizations to file information returns and unrelated business in-
come tax returns, the experience of the past two decades has indicated
that these returns are inadequate to obtain information that is needed.
This bill would require information on a more current basis, from more
organizations, and would make the information available to more
people, especially State officials, and to Congress for use in determining
the need for further legislation.

(2) By requiring the names and addresses of all substantial con-
tributors, directors, trustees, other management officials and highly
compensated employee, this bill facilitates enforcement of the limiita-
tions imposed on eel f-dealing with "disqualified persons".

(8) The sanction of $10 per day should be more effective than
the present vague possibility of criminal proceedings in the event of
failure to fie information returns.

A = AgarAt.-(1) These provisions will compel private
foundations to spend money on bookkeeping and accounting services
that would otherwise be used for charitable purposes. This is especially
undesirable in small foundations which do not have available large
amounts of money and which rely on the ability of a few donors who
may or may not have the ability to keep books and fie detailed returns.

(2) The sanctions for failing to file a return are still too severe,
especially since they are imposed on the foundation without any re-
quirment that the Secretary notify the foundation before the sanc-
tion becomes operative.

(3) Privacy is unnecessarily invaded by the requirements of filing
information repgrding su antial contiibutors and payments to
foundation officials. Payments of compensation to such officials are al-
ready sufficiently accounted for by the requirement to file withholdingstatements.

& Change of Statu
Pwen tow.--Under present law, an organization is exempt if it

meets the requirements of the Code, whether or not it has an "exemp-
tion certificate". Violation of the exemption provisions results in loss
of exempt status, either prospectively orback to the time the viola-
tions firt occurred.

Pbem-Many organizations do not make their existence known
and thus receive tax benefits, both for themselves and their donors,
without the Internal Revenue Service even being aware of their exist-
enes. In many cases, under existing law, loss of exempt status would
be only a light burden This is especially true where the foundation
has already received the charitable contributions necessary to endow
it and where it could retain its exemption as to its current income by
qualifying for exemption under another provision of section 501(c).

moius a0OOe-Vic-The bill requires new -exempt organizations to
notify the Internal Revenue Service if they claim to be exempt under
section 501(c) (8). Existing and new organizations must notify the
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Service if they dm to be other than private foundations. Exceptions
my be provided by the Treasury Dpartment to the extent appro-
pride without intefering with pro administration of the law.

If a private f a sits status or if the Internal
Revenue Service determines that it has committed repeated willful
violations (or a willful and flagrant violation) of the limitations
imjod upon private foundations, then the organization must repay
to the Government the aggregate income, estate, and gift tax benefits
(with interest) that have flowed to the foundation and all its sub-
stantial donors since 1918 from the foundation's exempt status. How-
ever, this tax my be abated if the organization distributes all its
amets to public charities or ads as a public charity itself for at least
5 years. The substantial contributors whose tax befiefits must be taken
into account are those who have contributed at least $5,000 to the
private foundation in ay one year or contributed more than anyone
else to the foundation in any one year, or, in the case of a trust, have
croed the trust

.ArfUm.tS.For.--(1) The Government ought to know what orga-
niations receive tax benefits. '

(2) A charity should not be permitted to deliberately cause los of its
exempt status in order to relieve itself of the law's limitations upon its
activities, after it has already obtained substantial tax benefits

(8) Required repayment of tax benefits (with interest) should make
it highly unlikely that any organization which receives the benefits of
such exempt status would takelightly its obligations to serve charitable

(4) The bill should greatly strengthen the position of State officials
tat seek to regulate the activities of private foundations, and, where
necessary, conserve their assets and structures by causing the courts to
replace the trustees or foundation managers who threaten to bring
such a tax liability upon the foundation.

(5) The provision is needed to close a loophole through which
existing private foundations already endowed with tax deducible con.
tributions could change their chr , secure tax-exempt status under
another provision of the law, and yet escape the restrictive rules
applied by the bill to private foundations.

(8) The bill properly requires organizations seeking to avoid the
" ravat foundation rules to clearly establish that they are not private16umdations •

Arygueoft Against.-(1) It is harsh and unrealistic to require a
foundation to repay tax benefits realized by contributors with respect
to amounts they contributed to the foundation' determination of
te amount of the tax benefit is an impossible tas to impose on the
foundation.

(2) It is impractical to require that all new exempt organizations
must notify the Internal Revenue Service that they are claiming sec-
tion 501(e) (8) exempt status. Such a requirement cannot be enforced
with respect to such exempt organizations as Boy Scout troops, local
Parent-Teacher Associations, and similar organizations.

(8) Views as to wht constitutes, proper forms of charitycag
with time. Those who have been entruisted with the task of directing a
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foundation's activities should be given the flexibility to -determine
where the best advantages lie in the Internal Revenue Code as to
carrying out of their entusted function&,
(4) Te sanction presented by the bill is so grea that it would be

unlikely that any court would be willing to enforce it.
9. Changes in DefiitivOns

Premnt law.--"Private foundation" a tern not found in present
law, is often used to describe an organization, contributions to which
may be deducted only up to 20 percent of an individual donor's ad-
justed gross income. Deductions of up to 80 percent of a donor's income
may be taken for contributions to (1) churches, (2) schools (8) hos-
pita, 4) fund-raisers for schools, (5) States and subdivisions, and
(6 pubhly supported charities.

oblsm--In general, the problems that gSave rise to the statutory
provisions of thebill discussed above appear to be especially prevalent
in the case of organizations presently in the 20-perient grolp How-
ever, it appears that certain oraiaions presently in the 20-percemt
category generally do not give rise to theproblems which have ledto the resrctions'and limiains descrY~bed ov

Howe eolt-ior.-The bill provides that a "private foundation" is
any organization described insection 501(e) (8)-other tan:

(1) organizations, contributions to which -may be deducted
to the extent of 80 percent of an individual's income;
(2 certain Of publicly supported organizations

(inuding miemersip organizations)
(3) organiztions which are organized and opeated exclu-

sively for the benefit of one or more organizations described in
(1) or (2), and are controlled by one or more organization, or
opera in connection with one organization described in (1)
or (2); and(4) organizations which are organized and operated exclusively
f or testing for public, safety.:

The first and fourth categories are essentially the same ain pres-
ent law. Th semnd c includes a variety of organizations which
receive substantial public .prt- and whose income from endow-
ments generally is- qiu t limit Anong those towhich this provision
would apply are symph soy mocie. alumni vacations and the
Boy &6%fts, ofAm cra.The categrV includes religious
orguintions -(other than churches), universiy pres, and certain
organizations created and controlled by, and for, "(c) (4) organiza-
tions" which are not pivate foundii-oni.

Ar r metF.(1%9 TeobiGVG definitio oftetnapive
foundation" insures that the purpose_ of the bill can be carried out.

(2) Te f$et that or zkous deibe above am not c lifted
as jp te foundation does not to ny eat lenmt
probe since in genera then o %uMt Justify tA con-
tinued eistenm to the public and they usaly -spend for haMibae
1 m at least a much s their incim (in many cse as much as

r investment come phs contributions 6omblned).
Artwntr Agaitns,-1) Any arithmetic test necessarily means

that two organizations virtmaily identi in all respects, can receive
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sharply different tax treatment because one just barely meets the te
and escapes the private foundation rules, wle the other Just misses the
test and falls subject to all of them. The bill would be quite arbitrary
in its application.

(2) 'Limitations ought to be imposed upon all exempt organizations
or upon none. To do otherwise, from this viewpoint, results in a dis-
crimmation whic must not be allowed in the tax laws.
10. Private Operating Foundation Definition

Pmetent la.-"Operatig foundation", a term not found in pres-
ent law, is sometimes used to describe the type of organization, con-
tributions to which qualify for the unlimited charitable contribution
deduction under present law but nevertheless do not qualify under the
80-percent deduction provision. (See Tax Treatment of Charitable
Contributions, below.) In order to qualify for such treatment under
present law, substantially more than half the organization's assets and

SubStatially all its income must be used or expended directly for its
exempt purposes or functions.

Probkenm.- certain types of organizations which are included in the
category of private fo0 dations largely depend for their source of
funds upon contributions from other private foundations. Although
such organizations perform useful work, nevertheless, many of he
problems giving rise to the limitations described above appear to be
present in the case of these organizations.

House soAuio--The bill provides that an "operating foundation,"
eligible to receive qualifying distributions from other private founda-
tions (but otherwise subject to the limitations imposed upon private
foundations) is anorganzation substantially all of the income of which
is expended directly for the active conduct of its exempt purposes or
functions, provided that either (1) substantially more tmanhalf its
assets are devoted to such activities or to functionally related busi.
ne es or (2) substefaly all its support (other than from endow-
ments) is normally received from at least 5 indt exempt orga-
nizations: and fro& the enal public (but no more than 25 percent of
its support may be rved fromi any one such exempt organization).

These two categories of organizations relae gwn y to (1) mu-
seums and similar organizations and (2) srcialpurpose foun nations,
suh as learned societies, associations of ibraries, and organizations
which have developed an expertise in certain substantive areas and
which receive grants of funds and direct their research in those speci-
fied substantive area&

A gumeest For.-(1) Operating foundations make a ificant con-
tributim to the framework of Amican culture. Thbill
an operating foundation is carrying out its charitable purpose and pro-
perl permits private non-operating foundations to pay over their
own Mcome to it.

(2) _Th .roviion pe..i"ttg private foundations to me gran
to such institution may be important to the preservation of major
sour e of ei bl.eArgwnente Agafis.-- (1) Tis bill in discriminatory because while it



allows a grant to be made to an operating foundation which is sup-
ported b at least five independent private foundations, it would not
allow a grant to a foundation which received its support from one (or
less than five) private foundations. An organization in the latter cate-
gory which is engaged in worthy, and beneficial programs should also
be treated as an operating foundation.

(2) Museums, etc., may range from the world-famous Smithsonian
Institution to organizations wtich are little more than the whim of a
wealthy person. Blanket exemptions for such organizations would
point to a route for easy avoidanco by private foundations generally.

(3) Operating foundations should not be subject to any of the lim-
itations imposed upon private foundations generally. (In rebuttal, it
is noted that this might provide too great an incentive for private
foundations to avoid the limitations by creating operating found-
tions which they control.) It is contended by others that operating
foundations ought to be subject to the same rules as private
foundations.
11. Hospitals

Pmeeat law.--Hospitas qualify for exempt status and may receive
deductible charitable contributions as "charitable" organizations.

ProbUm-It has been contended by some agents that hospitals (un-
like educational organizations, churches, and others) must provide
some significant amount of charitable services on a no cost-or-loss basis
in order to be exempt as "charitable" organizations

Houe a-ohdion.-The bill provides that hospitals are to have the
same status as churches and educational institutions for purposes of tax
exemption, charitable contributions, and a variety of other matters.
The other requirements for exemption-no inurement of profits to pri-
vate individuals, operation and organization exclusively for exempt
purposes, no substantial legislative activtis and no political elec-
tioneering activities--ontinue to apply to hospitals

Arqumentr For.--(1) These provisions ar necessary to eliminate
challenges to the tax-exempt status of hospitals on the ground that the
hospitals are accepting insufficient numbers of patients at no charge
or at rates that are substantially below cost.

(2) By establishing hospitals as a separate exempt category and
removing the indefni e test of to what extent a hospital must serve.
those who cannot pay, this bill removes the uncertainty surrounding
the hospital's continued ability to draw necessary support from the
public or from private foundations to accomplish its function.

(8) Hospitals perform a useful function of the sort that deserves
treatment in action 501 (c) (8) on the mine basis as the other organiza-
tins specifically named in that proyion.

(4) The present environment of goe ental asssae to permit
meI care to be made available to those otherwise mable to pay,
appeasto mae obsolete the need for hospital themselves to subliiethe _providing of medical care to Pool people. This is as true regarding
hospta as it is regarding schools and churches.



Argument* Agaimt.-(1) In order to be tax exempt, hospitals his-
torically have been required to render service to the poor whether or
not there was an ability to pa,y for the services rendered. These pro-
visiois would do away with that requirement and many marginal in-
come families that are now ineligible for payment of hospital carm
under Medicaid, and -vho do not have sufficient resources to pay for
hospital treatment might be denied care now available to them. This
is especially true in _State that do not pay for hospital care of
people who are eligible for general assistance under the welfare pro-
grams of the State. The bill will pose particular hardships on poor
families priced out of hospital cwe by continually rising health costs
and this will put greater pressure on Congress to expand the Medicaid
program at the very time Congress is seeking to cantrat and moderate
it.

(2) To the extent hospitals contend Medicare and Medicaid does not
pay their full costs they would also contend that they are providing
ckaritable services for those patients. If the bill were not changed
these hospitals could refuse Medicare or Medicaid patients with im-
punity or could limit their services to such patients unless the Gov-
ernment met the hospitals' unilateral cost demands. Without the
balancing effect of the present Internal Revenue Service position,
government might be faced with the choice of either complying with

such payment utimatums or seeing millions of poor and aged citizens
denied necessary care in community nonprofit hospitals.

(3) There is no substantial evidence that contributors to hospitals
will decrease or stop their donations because the Internal Revenue
Service is questioning the tax-exempt status of a hospital (or hospi-
tals) on the ground that sufficient charitable services are not being
rendered to the poor.

(4) The extent of free and "below cost" hospital care has dimin-
ished greatly with the advent of public programs such as Medicare
and Mdicaid. The pressure to provide free care has lessened to the
extent that these multi-billion dollar programs and private hospital
insurance are now paying for many of those whose bills previously
went unpaid.

(5 The bill discards the charitable basis--the "community service
to all" concept--on which tax exemption of hospitals is founded.

(6) If there is a legitimate complaint that Internal Revenue rul-
ings are too vague on this point, a clarifying amendment establishing
statutory stand yards is the appropriate remedy rather than the blanket
app roach of the House provision.

(7) Since the need for new legislative language has arisen because
of uncertainties in administration, then the resolution of such uncer-
tainties could be handled on an administrative basiS.
12. Effective Dates

The provisions described above apply to taxable years beginning
after December 31, 1969, except that additional time is permitted in
the case of existing organizations to reform their governing instru-
ments to conform to the new law as to business holdings and 'istribu-
tions of income. Also the 5-percent minimum distribution requirement
will not apply, in the case of existing organizations, until taxable
yers beginning after December 31, 1971. However, any organization
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that was s private foundation (under the rules of this bill) for its
last taxable year ending before May 27, 1969, will be subject to the
bill's requirements uitil it terminates its status as described pre-
viously in Change of Status.

B. OTHER TAX-EXEMPT ORGANIZATIONS

1. The "Clay Brown" Provision or Debt-Financed Property
Present law.-Under present law charities and some of the other

types of exempt organizations are subject to tax on rental income from
real property to the extent the property was acquired with borrowed
noney. However, this provision does not apply to all tax-exempt
organizations and there is an important exception which includes
rental income from a lease of 5 years or less. Nor does the tax apply to
income from the leasing by a tax-exempt organization of assets coisti-
tuting a going business.

Problem.-During the past several years weaknesses in the present
provision relating to debt-financed property have been exploited in
several different respects. As a result a large number of tax-exempt
organizations have used their tax-exempt privileges to'buy businesses
and investments on credit, frequently at what is more than the market
price, while contributing little or nothing themselves to the transac-
tion other than their tax exemption.

In a typical Clay Brown situation a corporate business is sold to a
charitable or educational foundation, which makes a small or no down
payment and agrees to pay the balance of the purchase price out of
profits from the property. The charitable or educational foundation
Jiquidates the corporation, leases the business assets back to the seller,
who forms a new corporation to operate the business. The newly formed
corporation pays a large portion of its business profits as "rent" to
the foundation, which then pays most of these receipts back to the
original owner as installment payments on the initial purchase price.

In this manner in the M zy Brown case (1965 Supreme Court case),
a business was able to realize increased after-tax income, and the
exempt organization acquired the ownership of a business valued at
$1.8 million without the investment of its own funds. In the recent
(1969) Universty Hill Foundation case, the Tax Court upheld the
acquisition of 24 businesses by the University Hill Foundation in the
period 1945 to 1954. Other variants of the debt-financed property
problem have also been used.

House 8olutuonrThe House bill amends the code to provide that
all exempt organizations' income from "debt-financed" property is to
be subject to tax in the proportion the property is financed by debt.
Thus, for example, if a business or investment property is acquired
subject to an 80 percent mortgage, 80 percent of the income and 80
percent of the deductions are tken into account for tax purposes. As
the mortgage is paid off, the percentage taken into account diininishes.
Capital &an on the sale of debt-financed property is also taxed. The
amendment makes exceptions for property to be used for an exempt
purpose within a reasonable time, and also for property acquired bygift or inheritance under certain conditions Also theie is a special
exception for the sale of annuities, and for debts insured by- the
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Federal Housing Administration to finance low and moderate income
housij. For years before 1972, only indebtedness incurred on or after

e 1966, will be taken into account.
Argument Fo.-(1) This provision would cure the defect in the

present law which allows an exempt organization to acquire a going
business for an inflated price, without the investment of its own funds,
and pay the owners from the untaxed earnings of the business.

(2) The bill creates fair competition between tax-free and taxpaying
or zations seeking to purchase a going business.

(8) The bill discourages an owner of a going business from seek-
ing to sell it to a tax-free organization in an arrangement by which
he in effect, converts his ordinary income from the operation of that
business into a tax-favored capital gain.

'(4) Tax-exempt organizations should be taxed on their debt-
financed income because in such cases they are, in effect usi their
tax-exempt status to "earn" income for them It is suggested that the
exemption was intended simply to remove from tax income on con-
tributions from the general public, not as a tool for generating income
without public contribution. In this regard, both the United Stites
Catholic Conference and the National Council of Churches have ex-
.res d approval both of the objectives and the approach of the House

Argumenta Againat.-(1) Other provisions of the bill extend the
unrelated business income tax to organizations which previously were
tax-exempt on income from a usingbusiness. Thus, they can no longer
purchase a business with tax-?ree earnings, and this provision of the
bill is now unnecessary.

(2) Rather than devise special rules for business purchased by tax-
exempt organizations, the general rules of the bill governing debt-
fimanced acquisitions could be applied.

(3) The Holm provisions go too far in that they apply to debt-
financed cases whether or not the property is leased back to the seller&

(4) This is an infringement on the tax-exempt status generally
available for charitable organizations with respect to investment
income
2. Extension of Unrelated Business Income Tax to All Exempt

Organizations
Pruamd law.-Under present law the tax on unrelated business in-

come a applies only to certain tax-exempt organizations These include:
(a) Caritable, educational, and religious organizations (other than

churches or cop mentions of churches) ;
(b) Labor nd agricultural org nations;
(c) Chwabbrs ofcommerce, bxisiness leagues, real estate boards, and

similar organ'ations; weu
(d) Mu-tuJ organizations which e points in building and

loan ismociations and mutual savings banks; and
. (e) Employees' profit sharing trusts and trusts formed to pay (non-

discriminatory) supplemental unemployment compensation.
Prob/em-In recent years, many of the exempt organizations not

now subject to the unrelated business income tax-su-ch as churches,
uoiaclubs, fraternal beneficiary societies, etc.--have begun to engage
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in substantial commercial activity. Some churches, for example are
enga in operating publishing houses, hotels, factories, radio an TV
stations, paring lots2 newspapers, bakeries, restaurants, etct. Further-
more, it is difficult to justify taxing a university or hospital which runs
a public restaurant or hotel or other business and not tax a country
club or lodge engaged in similar activity.

Houae solution:-The House bill extends the unrelated business in-
come tax to all exempt organizations (except United States instrumen-
talities created and made tax exempt by a specific act of Congress).
The organizations which will newly be made subject to this tax include
church and conventions or associations of churches, social welfare
organizations, social clubs, fraternal beneficiary societies, employees'
beneficiary organizations, teachers retirement fund associations, benev-
olent life insurance associations, cemetery companies, credit unions,
mutual insurance companies, and farmers cooperatives formed to
finance crop operations.

As under present law, in general this tax does not apply unless the
business is 'regularly carried on" and therefore does not apply, for
example, in cases where income is derived from an annual athletic ex-
hibition. (See discussion under Investment Income, below.) Under the
amendments made by the bill, in the case of any membership organiza-
tion any income resulting from charges to the members for goods, fa-
cilities, and services supplied in carrying out the exempt function is
not subject to tax.

The bill contains several administrative provisions including one
providing that no audit of a church is to.be made unless the principal
internal revenue officer for the region believes that the church may be
engaged in a taxable activity. Churches will not be subject to tax for
six years on businesses the now own.

Arguments For.-(1) 1The bill eliminates uwfair competition of tax-
free organizations engaged in the same business as taxpaying
organizations.

(2) The bill corrects an injustice by which some tax-exempt organi-
zations are subjected to tax on their business income while Others re-
main tax-free with respect to the same soft of business income.

(3) Unless the unrelated business income of all exempt organiza-
tions is taxed, the Federal revenues will suffer as more anil more bunsi-
ness moves from taxable to tax-exempt entities.

(4) Both the United States Catholic- Conference and the National
Council of Churches have indicated approval of the taxation of the
unrelated business income of churches.

(5) te bill raises questions as to what activities will be related or
unrelated in imposing this tax. whether intermittent activities such
as football games held to raise funds for charitable purposes and ac-
tivities primarily carried on for .-the benefit of memb6t -of the Or-
ganizations are subject to tax. For the most part, these problems should
be resolved on the basis of the present rulings and rgualatlos al-though, because of the new types of organizations being brought under
the tax, the regulations probably will require expan.~n to cover new
types of situatiofis.

Argumewns Agaimnt.- (1) The provisions tax unrelated business in-
come, even though there is no competition with a taxpaying entity.



(2) In taxing the investment income of organizations not heretofore
ubjet to tli unrelated income tax, such as a social club, little addi-

tional revenue woul be provided but many of -these clubs would bedestroyed.

3. Taxation of Investment Income of Social, Fraternal, and
Similar Organizations

Present law.--Under present law the investment income of social
clubs, fraternal beneficiary societies, and employees' beneficiary asso-
ciations are exempt from income tax.

Problem.-Since the tax exemption for social clubs, fraternal bene-
ficiary societies, and employees' beneficiary associations is designed, at
least in part, to allow individuals to join together to provide recrea-
tional or social facilities without tax consequences, the tax exemption
operates properly only where the sources of income of the organiza-
tion are limited to receipts from the membership. Where an organiza-
tion receives income from sources outside the membership, such as in-
come from investments, upon which no tax is paid, the membership
receives a benefit from the tax-exempt funds used to provide pleasure
or recreational facilities

House solution.-The House bill provides for the taxation (at reu-
lar corporate rates) of the investment income and other unrelated in-
come of social clubs, fraternal beneficiary associations, and employees'
beneficiary associations. This will not apply, however, to such incomeof fraternal beneficiary associations an employees' beneficiary asso-
ciations to the extent it is set aside to be used only for the exempt in-
surance function of these organizations and for charitable purposes.
If in any year an amount is taken out of the set-aside and used for
any other purpose, the amount taken out will be subject to tax in
such year.

Argument For.-(1) This provision is needed to close the loophole
where certain exempt organizations which are comprised of individuals
who join together for mutual benefit (such as a social club) receive
untaxed income from investments and funnel the benefit to their mem-
bers in the form of an increase in services or a reduction in the cost of
services or membenrhip fees.. (2) Continuing tax-exempt status for investment income in these
situations distorts the original purpose of Congress in enacting the
present law and it should b corrected.

Arqments Against.-(1) It is harsh and discriminatory to tax as
unrelated busines income the investment income of these specific or-

aons while similar income received by other exempt organiza-
tions is not taxed.

(2) It is incorrect to assume that the benefit of the investment income
in thee organizabions inures to the personal benefit of the members.
In many cases the income is used for charitable or for other socially
desirable purposes, and these efforts should not be thwarted.

(8) Cagrer traditionally has exempted from tax for so-called
tax-exempt organizations any investment income received. To tax the
inve t income of these organizations represents an infringement
of tha trelitiod exemption.
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4. Interest, Rent, and Royalties From Controlled Corporations
Preet law.-Under present law, rent, interest, and royalty expenses

are deductible in computing the income of a business. On the other
hand, receipt of such income by tax-exempt organizations generally
is not subject to tax.

Proble.-Some exempt organizations "rent" their physical plant to
a wholly owned taxable corporation for 80 percent or 90 percent of all
the net profits ('before taxes and before the rent deduction). This ar-
rangement enables the taxable corporation to escape nearly all of its
income taxes because of the large "rent" deduction. While courts have
occasionally disallowed some, or all, of the rent deduction, the issue is
a difficult one for the Internal Revenue Service.

Houme olution.-The code would be amended to provide that in any
case in which an exempt organization owns more than 80 percent of a
taxable subsidiary, interest, annuities, royalties and rents are to be
treated as "unrelated business income" and subject to tax. The deduc-
tions connected with production of such income are allowed.

ArguenMt8 For.-(1) This provision eliminates the "gimmick"
whereby a subsidiary corporation is set up by an exempt organization
to operate a business which earns income and pays interest. rents and
royalties to the exempt organization in amounts sufficient to wipe out
any tax liability of the subsidiary corporation.

(2) Since the interest, rents and royalties are derived from the op-
eration of an active business it would be wrong to allow the exempt
organization to treat it as passive income, thwarting the intent of the
Congress in enacting the unrelated business income tax.

Arguments Againmt.- (1) "The bill is too broad and would tax as un-
related income all interest, rents, and royalties received by a tax-
exempt organization from a controlled corporation without regard to
the purpose or propriety of such payments.

(2) The bill would tax monies that would otherwise be used for
charitable purposes.

(3) To tax rental, interest or royalty income in such cases could
result in a tax on, investment income even though the payments to the
tax-exempt organization were small relative to the value of the fa-
cilities or other property rented, borrowed, or subject to a royalty
payment.
5. Limitation on Deductions of Nonexempt Membership Orgi.

nizations
Present law.-Some courts have held that taxable membership.or-

ganizations cannot create a "loss" by s ing their members services
at less than cost. Other courts have held instead that such a "loss" is
permissible, that the expenses of providing such services at less than
cost will offset 'from taxation additional income earned by the or-
ganization from investments or other activities.

Problem.-In some cases membership organizations, which also
have business or investment income, serve their members at less than
cost and offset this book loss against their business or investment in-
come and as a result pay no income tax. In an important decision the
courts held that a non-exempt water company was not subject to tax
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when the "loes" in supplin its members water offset its investment
income, Other courts have to the contrary.

House sohuio-The House bill provides that in the case of a tax-
able membership organization the deduction for expenses incurred in
supplying services, facilities or goods to members is allowed only to
the extent of the income from such members. Thus, no membership or-
ganization will be permitted to escape tax on business or investment
income by using this income to serve its members at less than cost and
deducting the book "loss."
Arguments For.-(1) To permit a membership organization to

offset investment or business income against a loss arising from
services provided to members is the same as if an individual were al-
lowed to offset his personal or recreational expenses against his in-
vestment income.

(2) This provision is necessary to prevent exempt membership
organizations from attempting to avoid the effect of the unrelated
business income rule by giving up their exempt status and deducting
the cost of providing services for members from its investment or
nonmembership income.

Argument Aga n t.-(1) There is nothing reprehensible about a
non-exempt membership organization offsetting the expense of pro-
viding services to members against investment income or income de-
rived from services to nonmembers. The Courts have upheld this
app roach.

(2) To deny an offset of membership losses and investment income
is to tax a membership organization on income when it has no profit.
6. Income From Advertising

Present lao.--Late in 1967 the Treasury promulgated regulations
under which the income from advertising was treated as "unrelated
business income" even though such advertising appeared, for example,
in a periodical related to the educational or other exempt purpose of
the organization.

Problem.-While the House concluded that the regulations reached
an appropriate result in specifying that in carrying on an advertising
business in competition with other taxpaying advertising businesses,
a tax should be paid nevertheless, the statutory language on which
the regulations were bUsed was sufficiently unclear so that substantial
litigation could have resulted from these regulations. To overcome
thii problem the regulations were placed in the tax law.

House sohutio. -The House bill provides that income from ad-
vertising (or a similar activity) is included in unrelated business in-
come even though the advertising is carried on in connection with ac-
tivities related to the exemptpu .

Arguments For.-(1) Advertising in a journal published by an
exempt organization competes with tax-paying organizations that sell
advertising, and this bill properly taxes the advertising income of the
exempt organization.

(2) Activity such as advertising should not lose its identity as a
trade or business because it is caried on within a larger scope of
similar activities which may be related to the exempt purpose of the
organization.
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Argumnte Agaiiit.-(1) Advertising in trade journals does not
normally compete to any great extent with tax-paying corporations,
publishing commercid magazines because it is usually of a technical
nature, and attracts tie attention only of those people interested in the
professional aspects of the publication.

(2) This bill ignores the fact that it is difficult to separate tech-
nical comment (such as where technical benefits of a pharmaceutical
product is described in an advertisement in a medical journal) from
pure advertising.

(3) Many trade organizations depend on advertising income heavily,
and the taxing of that income will seriously hamper their exempt en-
deavors.

C. CHARITABLE CONTRIBUTIONS

1. 50 Percent Charitable Limitation Deduction
PrSent law.-Under present law, the charitable contributions de-

ductions allowed individuals generally is limited to 30 percent of a
t _r adsted gross income. In the case of gifts to certain private
foundation, however, the deduction is limited to 20 percent of a tax-
payer's adjusted gross income. (In addition, in limited circumstances,
a taxpayer is allowed an unlimited charitable contributions deduc-
tion.)

Problem.-It has been suggested that it would be desirable to
strengthen the incentive for charitable giving by increasing the pres-
ent 30 percent limitation on the charitable contribution to 50 percent
of a taxpayer's income. Moreover, it was hoped that this increase would
offset any decreased incentive resulting from the repal of the u-
limited charitable contributions deduction (see page 32). In addition,
the combination of these two actions means that charity (on a tax-
free basis) can remain an equal partner with respect to an individual's
income but cannot reduce an in-ividual's tax base by more than one-
half.

Hou-se 8olution.-The House bill increases the general 30 percent
limitation on an individual's charitable contribution deduction to b0
percent. The 20 percent charitable contribution deduction lipnitation
in the case of giftstoprivate foundations is not increased by the bill.
Also, contributions of appreciated property would continue to be
subjet to the present 30 percent limitation. These changes apply to
taxable years beginmng after 1969.

Arusente Fo.-(1) It is more appropriate to have a general
limitation of 60 percent with no unlimited charitable contribution
deduction so that all taxpayers may be treated equally with respect
to charitable giving.

(2) Limiting the additional contribution deduction to cases where
no appreciation is involved will prevent any further increase in ad-
vantages arisin from the omision of income given to charity from
an individual's fax baee1

Argunents Agait.-(1) This provision benefits a particular elass
of tapsyers who already are able to take advantage o6 tax privileges

at &tnot available to lower income tax ayr-eiw
e() The justiftcaion for increasing te limit was to provide a a

greater incentive to offset the disincenive resulting from a series of
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rMtrictive h le contribution suggestions which were rejected by
the House. Since the bill does not contiin these restrictions this "com-
penation" is unwarranted.

(3) From the standpoint of the educational institutions and public
charities the increase to 50 percent in terms of total contributions they
receive will not result in the very large contributions they could solicit
under the unlimited charitable contribution deduction.

(4) Failing to make the additional contribution deduction available
in the case of property which has appreciated in value will minimize
the value of this additional deduction.
. Repul of the Unlimited Deduction
Present aw.--The charitable contributions deduction for individu-

als generally is limited to 30 percent of the taxpayer's adjusted gross
income. An exception to the 30 percent general -limitation allows a
taxpayer an unliinited charitable contributions deduction, if in 8 out
of t1...10 preceding taxable years the total of the taxpayer's charitable
contributions plus income taxes paid exceeded 90 percent of his tax-
able income.

Problem-It has been pointed out that the unlimited charitable
contributions deduction has permitted a number of high-income per-
sons to pay little or no tax on their income. It, appears that the charita-
ble contributions deduction is one of the two most important itemized
deductions used by hig.h-income persons, who pay little or no income
tax, to reduce their tax liability.

Hose od.-ion.-The unlimited charitable contributions deduction
is to be eliminated for years beginning after 1974. During the interim
period, an increasing limitation is to be placed on the amount by whioh
the deduction can reduce the individual's taxable income. For taxable
years beginning in 1970. the unlimited deduction is not to be allowed to
reduce a person's taxable income in this manner to less than 20 per-
cent of his adjusted gross income. This percentage is to be increased by
6 percentage points a year for the years 1971 through 1974. The bill
alio provides that +he percentage of the taxpayer's income which must
be given to charity or paid in income taxes each year in order to
quli~y for the unlimited deduction during this interim period is to
be redi.ced to 80 percent in 1970. and is then to be reduced by 6 percent-
age points a year for the years 1971 through 1974.

Arguments For.-(1) It is not equitable to allow certain high-
income persons to paY little or no income tax by means of the unlimited
charitable contributions deduction, while most taxpayers are presently
limited to a maximum charitable deduction of 30 percent of income
each year (with a 5-year carryover of contributions in excess of 80
percent). Further, the qualification requirement for an unlimited
deduction ii related not to total economic income but only to "taxable"
income, and some taxpayers have sufficient tax-free income and/orother deductions so that they .may qualify and yet not actually have
given up most of their economic income.

(V) Charitable contributions should not be allowed to reduce an
individual's tax base §y more than one-half. Thus, the repl of the
unlimited charitable dro ii0tion combined with an increse in the gen-
eral limitation from 30 peroenof adjusted gosincome to 50 percent
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means that charity can remain an equal partner (but no more) with
respect to an individual's income.

(3) This provision closes a "loophole" that has allowed a small
number of high-income persons to pay little or no tax on their incomes
which sometimes exceed $1 million a year.

(4) Because of the possibility of contributing highly appreciated
property to charity for which the unlimited charitigble contribution
deduction is claimed, a high income taxpayer can contribute an amount
sufficient to offset his income and place himself in a more favorable
after-tax situation than if he had not made the charitable contribution;
thus, the tax shelter is of greater benefit to the donor than the con-
tribution is to charity. It is this tax-planning which motivates the
gift-and not a desire to benefit charity.

Arguamn. Againt.-(1) The relatively small gain in tax revenue
($ 5 million a year) would result in a large direct loss to philanthropic
endeavors.

(2) The bill fails to recognize that persons who make a significant
long-run commitment of a very large part of their income mak a
contribution to charitable activities that would be difficult to replace.
& Charitable Contributions of Appreciated Property

PreWent law.-A taxpayer who contributes property which has ap-
preciated in value to charity generally is allowed a charitable con-
tributions deduction for the fair market value of the property at the
time of contribution. Further, no income tax is impod on the ap-
preciation in value of the property at the time of the gift. In addition,
if property is sold to a charity at a price below its fair market value-
a so-called bargain sale--the proceeds of the sale are considered to-be
a return of the cost and are not required to be allocated between the
cost basis of the "sale" part of the transaction and the "gift" part of
the transaction. The seller is allowed a charitable contributions deduc-
tion for the difference between the fair market value of the property
and the selling price (often at his cost or other basis).

Probem.-he combined effect of not taxing the appreciation in
value and at the same time allowing a charitable contributions deduc-
tion for the fair market value of the property given is to produce
tax benefits significantly greater than those available with respect to
cash contributions The tax saving which results from not taxing the
ap preciation in the case of gifts of long-term capital assets is the cap-
italgains tax which would-have been paid if the asset were sold. In
the case of ordinary income type assets, however, this tax saving is at
the taxpayer's top marginal'tax rate. In either case, the tax saving
from not taxing the appreciation in value is combined with the tax
saving of the charitable deduction at the taxpayer's top marginal rate.
As a result, in some cases it is possible for a taxpayer to realize a
greater after-tax profit by m making a gift of appreciated property than
by selling the property, paying the tax on the gain, and keepifg the
proceeds

In addition, in the case of a so-called bargain sale to a charity (often
at the tax cost or other basis), the taxpayer is allowed a char-
itable dedxction for tie appreciation m excess of the sales price and no

&-8 0-6--vt 1---4
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taxis paid on this appreciation. In cases where the sales price is equal
to the cost basi, the entire appreciation is deductible and escapes
txof

Raw sokgion--The bill in the ease of certain charitable contri-
butions of appreciated property takes this appreciation into account
for tax purposes. This is true of sfts to a private foundation, other
than a private operating foundation or one which within 1 year dis-
tributes an equivalent amount to, or for the use of, "public" charitable
orgaizations or private operating foundaitons. Also, under the bill,
appreciation in value is taken into account in the case of gifts of tan-
gible persona property (such as paintings, art objects, and books), a
future interest in property, and property which would give rise to
ordinary income if sold. Where the ap~preciation is taken into account,
the taxpayer has the option of reducing his deduction to the amount
of his cost or other basi for the pro petty, or taking a charitable de-
duction for the fair market value or the property but at the same
tinm including the appreciation in value of the property in his income.
These provisions relate to gifts of appreciated property made after1969.

In the case of so-called bargain sales to charities-where a taxpayer
sells property to a charitable orga nization for less than its hir market
valuFe (often at its cost basis)--the bill provides that the cost or other
basis of the property is to be allocated between the portion of the prop-
erty "oold" and theportion of the property "given" to the charity on
the basis of the fair market value of ea4h portion. This provision
applies to sales made after _May 26,1969.'

Arguments For.-(1) The charitable contributions deduction was
not intended to provide greater-or even nearly as great--ax benefits
in the case of gifts of property thun would be realized if the property
were sold. In gifts of appreciated property where the tax saving is so
large, little, if any, charitable motivation may remain. In such cases, the
Federal Government is almost the sole contributor to the charity.

(2) Concerning the specific tyWes of appreciated property where the
House bill requires a preciation to be taken into account for tax
purposes, it is maintained that these types of property either result
in t maium tax benefit where the taxpayer is likely to be better
off by maAkig the contribution than by retaining the property (i.e.,
ordinary income propey) or are e diry oult to value and often re-
suit in overvalued clm for deductions (i.e, tangible personal prop-
erty mnd future interests in property).(3) Wth read toI fts of appreciated property to private non-
operating foundations, it is thought that there is a high possibility
tht the prop ry itself (or _ts equivalent value) will not actually be
used for chtabl purpo until some distant time in the futgire. This
latter limitation ma hei fieqt of MIncMeain git1o' ppeiaeproperty to publico, harities, since tose who are primarily interested
in the tax teefits presumably would make their gifts of appreciated
prpetyto such charities.

S(4) This provision patially closes the loophole whereby high-
bickAeUpt M~~r ar ablet realize a greater after-taxprftb

m akin gift of aAp rperty to Uhant tan they are by
seing it, paying the tax on the gam, and keeping the process.
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(5) Because the donor received the beneficial enjoyment of giving his
property to charit, is appropriate to tax the appreciation in value
of tc property to him

(7) Trhe present system of allowing a contribution deduction for the
fair markei value of property without requiring that the appreciation
be included in the donor s income has led to many abuse of the char-
itable contribution deduction involving gifts of paintings, statuary
and similar art objects at artificially inflated prices calculated to pro-
duce the maximum tax benefit for the donor. The bill corrects this
praxim

Argunnts Againt.-(1) This type of giving represents a major
source of income to private educational institutions and colleges, and
if it were eliminated-Federal funds would be needed to support these
colleges, raising constitutional questions regarding the use of Federal
funds because of the traditiona? separation of Church and State.

(2) The result is much too complex and discriminatory in that gifts
of the same type of property may receive different tax treatment, de-
pending on the type of recipient.

(8) It does not appear to be appropriate to differentiate between
types of property given to the same charitable organimat'on-proper-
ties which may have identical fair market values in the hands of the
taxpayer.

(4) Requiring the appreciation in value to be included in the tax
base if the fair market value is claimed as a deduction for certain
charitable gifts is a significant departure from the accepted practice of
not taxing unrealized appreciation as "income."
4. Two-Year Charitable Trust

Pmeent lw.--Under present law, an individual may establish a
trust for two years or more with the income front property placed in
the trust being payable to charity. In such a case although the trust
instrument provides that after th, designated period of time the prop-
erty is to be returned to him, the icome from the trust property is
not taxed to the individual. However, the individual does not receive
a charitable contributions deduction in such a case.

Probem.-The special two-year charitable trust rule has the effect
of permitting charitable contributions deductions in excess of the gen-
erally appli ble percentage limitations on such deductions. For ex-
ample with the 50 percentlimiation on such deductions contained in
the House bill, the maximum deductible contribution that could gen-
erally be made each year by an individual who had $100,00 of di4end
income (but no other income) would be $0,000. However, if the in-
dividual transfered 60 percent of his stock to a trust with directions to
pay the annual income ($60,000) to charity for two years and then
return the property to him, the taxpayer would exclude the $80,000
from his own income each year. In effect, then, the individual has
received a charitable contributions deduction equal to 60 percent of
his inaom.

Houe eohW -o-The Hou s bill eliminates the rule under which an
individual is not taxed on the income f property which he trans-
fer to a trust to.ay the income to charity for a period of at least two
years This provision applies to transfer after April 2 M, 1909.
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ApFum, " Fo r,--(1) This provision would prevent the avoidance of
the limitations on the charitable contribution deduction through the
device of a two-year charitable trust. In effect, the two-year trust rule
is nothing more than a subte)rfg for assigning income.

Argwmnt Against.-(1) There is ittle abuse connected with the
two-year charitable trust rule and in man"y cases it leads to an ultimate
gift of the total corpus to a charitable institution.

(2) The import of this provision is contrary to the objective of
eco.ua~ng philanthropy highlighted by the provision which raises
the ceiling on the charitable contribution deduction to 50 percent.

5. Charitable Contributions by Estates and Trusts
Pret law.-Present law allows a nonexempt trust (or estate) a

full deduction for any amount of gross income which it permanently
sets aside for charitable purposes. There is no limitation on the amount
of this deduction.

Probke.-To retain the deduction allowed by present law for non-
exempt trusts for amounts set aside for charity (rather than paid to

charity) was viewed as inconsistent with other changes made by the
House bill in the treatment of charitable trusts.

Nonexempt trusts generally are subject to the same requirements and
restrictions imposed on the private foundations since to the extent of
the charitable interest their use achieves the same result. The currei.
income distribution requirement generally applicable to foundations is
not imposed on these nonexempt trusts, however, but the same result
is achieved by denying the set-aside deduction to these trusts for their
current income. In other words, to obtain the charitable deduction the
nonexempt trusts must pay out their income currently for charity
much in the same manner as private foundations are required to do.

In the case of a charitable remainder trust (i.e., a trust which pro-
vides that the income is to be paid to a noncharitable beneficiary for
a period of time and the remainder interest is to go to charity) the
House bill provides that if specified requirements are met, the trust
is to be tax exempt. These requirements are designed to limit the
allowance of a charitable deduction for the remainder interest upon
creation of the trust to situations where there is a reasonable correlation
between the amount of the deduction and the benefits that the charity
will ultimately receive. Where these requirements are met, and the
trust is thus accorded tax-exempt status, there is no need to allow
the trust a deduction for amounts set aside for charity. To accord non-
exempt trusts (with a remainder interest for charity) consistent treat-
ment, it is necessary to deny them a deduction for amounts set aside
for charity.

House solution.-The bill eliminates the set-aside deduction pres-
ently allowed nonexempt trusts. What were nonexempt trusts which
meet the annuity or unitrust rules with respect to their remainder
charitable interests are with respect to this interest treated as exempt
trusts This provision applies to amounts set aside after the enact-
ment of the bill.

Argument For.-Allowjng nonexempt trusts 'a deduction for
amounts set aside for the future use of charity is not consistent with
the other limitations played by the bill on charitable trusts.
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Arpumea Agaist.--The elimination of this deduction will dis-
courage trusts from setting aside amounts for charity.
6. Gifts of the Use of Property

Pemw law.-Under existing law a taxpayer may claim a ch.itable
deduction for the fair-rental value of property which he owns and
gives to a charity to use for a specified time. In addition, he may
exclude from his income the income which he would have received and
been required to include in his tax base had the property been rented
to other parties.

Powsora-By giv a charity the right to use property which he
owns for a ven IP of time a taxpayer achieves a double benefit.
For example, if an individual owns an ofilce building he may donate
the use of 10 percent of its rental space to a charity for one year. He
then reports for tax purposes only 90 percent of the income which he
would otherwise have been required to report if the building were
fully rented, and he claims a charitable deduction (equal to 10 per-
cent of the rental value of the building) which offsets his already
reduced rental income.

House solutio.-The House bill provides that the charitable deduc-
tion is not to be allowed for contributions to charities of less than
a taxpayer's entire interest in property. Therefore, no deduction will
be allowed where a contribution is made of the right to use property
for a period of time. In such a case, however, a taxpayer will be able
to continue to exclude from his income the value of the right to use
property so contributed. This provision applies with respect to gifts
nade after April 22,1969. 1 "
Argyunt For.-It is appropriate to eliminate the double bene-

.fit which ts.payers have enjoyed with respect to contributions of the
use of their property. This provides greater equity for taxpayers gen-
erally, in that many taxpayers do not have property which can be
utilized in this manner.

Arguwnt Agadimt.-(1) When an individual- donates the use of
property to a -charitable organization he does not receive a double bene-
fit because while, under the present law he receives a deduction for
the full rental value of the proert he is not actually receiving any
income from third parties while the property is beiig used by the
charitable organization.

(2) The contribution of the use of prA i a valuable gift
a chxty exclusive control and p isesson or a period o time, an
should be treated in the same manner as an outright gift of property.
7. Charitable Remainder Trusts

Psent Zw.--Under present law an individual may make an in-
direct charitable contribution by tranferring property to a trust
and providing that the trust income istobe paid to private person
for a period o time with theremainder to go to a chsrty. Genasly, a
charitable contributions deduction is allowed for the remainder in-
terest given to charity. The amount of the deduction is based on the
present value of the remainder interest which is demiAed by
actuarial life expectancy tables and an assumed interest rate of
percent.

Probem.--Present rules allow a tazsayer to receive ' .chritsble
contribution deduction for a gift to chaRty of a remainder intrust in
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trust which is substantially. in excess of the amount the charitmultimatey receive. This is beas the asumtions. used in cWtv'T!

the value of the remainder intere may bear little relation to the actual
investment policies of the trust. For example, the trust assets may be
invested in high-income high-risk asset This enhances the value of
the income interest but das the value of the charity's remainder
interest. This factor, however, is not taken into account in computing
the amount of the charitable contribution deduction.

House 8olution--The bill limits the availability of a charitable con-
tribution deduction in the case of a charitable gift of a remainder in-
terest in trust to situations where there is a closer correlation between
the amount to be received by charity and the amount of the deduc-
tion allowed on the creation of the trust. In general, a deduction is to
be allowed only where the trust specifies the annual amount which is to
be paid to the noncharitable income beneficiary either in dollar terms
or as a fixed percentage of the value of the trust's assets (as determinedeacyear).eachamount of the deduction allowed on the creation of the charita-

ble remainder interest in trust, thus, would be computed on the basis
of the actual relative interests of the noncharitable income and the
charitable remainder beneficiaries in the trust property.

Generally, this provision applies to transfers in trust made after
April 22, 1969 (except in the case of the estate tax where it applies
with respect to persons dying after the enactment of the bill).

Argumet8s Kor.- (1) The limitations provided by this provision
on the allowance of a charitable contribution deduction ?or gifts
of remainder interests in trust will assure a better correlation be-
tween the deduction allowed and the benefit to charity. This is because
the limitation will remove the present incentive to favor the non-
charitable income beneficiary over the charitable remainder beneficiary
by means of manipulating the trust'S investments.

(2) The bill properly prevents the taking of a charitable contribu-
tion deduction for ostensile gifts of charitable remainder interests in
trust where it is not probable that the gift will ultimately be received
by the charity (such as where the charitable interest is only a con-
tingent remainder interest) or where the trust permits invasion of the
charitable share for the benefit of the non-charitable interest.

AimenM Agat.-(1) This provision is not necessary because
local laws which impose heavy responsibilities upon trustees and
fiduciaries serve as sufficient assurance that trusts will be handled

Re limitations restrict the flexibility- presently available to
persons who wish to make ifts to charity in the form of a remainder
interest in ust. This svll r degree of flexibility might lead to an
vndue cuktaent of this type of charitable gift,
L Charitable Income Trust With Noncharitable Remainders

Proaet , law-Under-present law, a taxpayer who transfers prop-
t1 t-atrs to pay the Income to a -charity for a period of years

the remsinder to go to a noncharitible beneficiary, such " a
friend or nmemV1, of his family, is allowe a charitable contributions
deduction for the value of the income interest given to charity. In
addition neither he nor the trust is taxtdun the income earned by the
twuat w i isi~ to charity.
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Probm.--A taxpayer receives a double tax benefit where he is al-
lowed a charitable deduction for the value of an income interest in
trust given to charity and also is not taxed on the income earned by the
trust.

Howe solution.-The bill generally provides that a charitable con-
tribution deduction is not to be allowed where a person gives an in-
come interest 'to charity in trust unless he is taxable on the trust in-
come. Moreover, even in this case, the charitable deduction will not
be allowed unless the charity's income interest is in the form of a
guaranteed annuity or is a fixed percentage (payable annually) of
the value of the trust property (as determined each year).

The bill also, in effect, provides for the recapture of the part of the
charitable deduction previously received by a taxpayer where he
ceases to be taxable on the trust income (i.e., that pa of the deduction
representing the income on which the taxpayer will not be taxed is
recaptured).

The provision applies to transfers of property to trusts after April
22,1969.

Ar'wuments For.-(1) The bill is needed to prevent a taxpayer from
taking a charitable contribution deduction for the. present value of
an income interest in trust, and at the same time failing to pay a tax
on the income earned by the trust.

(2) It assures in cases where a deduction is allowed that the amount
received by charity will bear a reasonable correlation to the amount of
the deduction.

ArqwnenMt Againwt.-(1) This provision is not necessary because
local laws which impose heavy responsibilities upon trustees and
fiduciaries serve as sufficient assurance that the trusts will be handledpropry I(grSince this provision restrcts the charitable contribution deduc-

tion in certain cases, it is undesirable because it will therefore decrease
contributions to charity.

D. FARM LOSSES

1. Gains From Dispositions of Property Used In Farming Where
Farm Losses Offset Nonfarm Income

Proeent lw.--Under present law, income losses from farming may
be computed under more liberal accounting rules than those generally
applicable to other types of businesses. A cash method of accounting
under which costs ae deducted currently may be used, rather than
an accrual method of accounting and inventoies under which the
deduction of costs would be postponed. In addition, a taxpayer in the
business of farming may deduct expenditures for developing business
assets (such as raising a breeding herd or developing a fivt orchard)
which other taxpayers would harve to capitalize. In addition, capital
gains treatment quite often is available on the sale of farmassets

Proohm.-Although the special farm accounting rules were adopted
to relieve farmers ofbookkeeping burdens, these iles have been ised
by some high-income tax years who are not rimaily engaged in
farming to obtain a tax but not an economic, Ics which is then de-
ducted fwom their high-bracket, nonfarm income. In addition, when
these high-income taxpayers sell their farm investment, they often
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receive capital gains treatment on the sale. The combination of the
current deduction against ordinary income for farm expenses of a
capital nature and the capital gains treatment available on the sale
of farm assets produces significant tax advantages and tax savings for
these high-income vera.m

Houe solWo-The bill generally provides that a gain on the sale
of farm property is to be treated as ordinary income to the extent of
the taxpayer's previous farm losses. For this purpose, a taxpayer must
maintain an excess deductions account to record his farm losses. In the
case of individuals, farm losses must be added to the excess deductions
account only if the taxpayer has more than $50,000 of nonfarm income
for the year and, in adftion,. only to the extent the farm loss for the
year exceeds $5,00. The amount in a taxpayer's excess deductions
accont would be reduced by the amount of farm income in P. sus-
quent year.

The amount of farm losses recaptured on a sale of farm land would
be limited to the deductions for the taxable year and the four previous
years with respect to the land for soil and water conservation expendi-
tures and land clearing expenditures.

To the extent gain on the sale of farm property is treated under
these rules as ordinary income, this would reduce the amount in the
taxpayer's excess deductions account.

The recapture rules provided by the bill would not apply if ti's tax-
payer elected to follow generally applicable business accounting rules
(i.e. used inventories and capitalized capital expenses).

This provision applies to dispositions of farm property in years be-
ginning after 1969.

Argume s For.--This provision will lirait the tax advantages cur-
rently available in the case of farming operations by recapturing upon
the sale of farm property the farm loes which the taxpayer had
deducted from orma income. In additio,, the provision would not
affect the small bona fide farmer because of tLe high dollar limitations.

(2) The present farm tax accounting rules should not be allowed to
continue because the have resulted in a tax abuse. By the use of these
provisions, some high -income taxpayers have carried on limited farm-
ing activities (including racehorse breeding) as a sideline to obtain a
tax loss which is deduced from their high-bracket nonfarm income.

(8) These losses are not economic losses but arise instead from the
dedication of capital costs which, under the tax laws applicable
to most other industries, would reduce capital gains instead of offset-

" ordinary income.
4) The tax abuse in this area has become so large that in recent

years a growing body of investment firms have advertised that they
would arrange farm loss for persons in high tax brackets. The adver-
tising emphi the fact that "after tax" dollars may be saved by the
use of 'tax losses" from farming operations. Thus, these provisions
have created an industry which manufactures farm "tax losses" as
their stock in trad&

(5) The Treasury Department has submitted statistics for 1964,
1985, and 196 which clearly demonstrates that the average "farm
los" on an individual basis increases as the taxpayer's adjusted gross
incolm inras
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Arg uve.z Againt.-(1) The proposed change would complicate
bookkeeping and accounting records which r kept by farmers.
Farmers forced to comply wTith the new provision would have their
operational costs incrvsei d because of the outside professional help
which they would have to retain.

(2) It would also discourage the flow of risk capital to rural areas.
Generally, in line with this argument is the statement that objectives
(improved livestock strains, crop experimentation, etc.) of the U.S.
Department of Agriculture are being accomplished less expensively
than the Government could do it itself

(3) The limitations provided .by this provision are too high, with
the result that the provision will have little, if any, application in the
case of many persons using the farm loss provisions as tax shelters.

(4) This provision would have relatively little effect on the hobby
loss former, since this type of farmer generally would realize fewer
gains on farm property that would bring the recapture rules into
opervAion.
2. Depreciation Recapture

Present aw.-Present law provides that when a taxpayer sells
personal property used in a business, there is a recapture of the de-
preciation claimed on the property. In other words, the gain on the
sle of the property is treated as ordinary incomei'ather than capital
gain, to the extent of the depreciation previously claimed. These rules
do not apply, however, to livestock.

Problem.--The effect of the exclusion of livestock from the depreci-
ation recapture rule is to allow a taxpayer to convert ordinary income
into capital gain with substantial tax savings. This occurs because the
depreciation is deducted currently from ordinary income taxed at the
regular rates, but the gain on the sale of the livestock is taxed only at
the lower capital gains rates.

House solutio&n.-The bill eliminates the exception for livestock from
the depreciation recapture rules. Thus, gain on the sale of livestock will
be treated as ordinary income, rather than as capital gain, to the extent
of the previous depreciation deductions.

This provision applies to years after 1969, but only to the extent of
the depreciation taken after 1969.

Arguments For.-(1) This provision is favored because it elimi-
nates the present disparity of treatment, as far as depreciation recap-
ture is concerned, between livestock and other types of property used in
a business.

(2) Taxpayers should not be able to use the present depreciation
deduction rules for livestock to convert income taxed at ordinary rates
into income taxed at capital gains rates.

Arguments Against.-(1) Present tax laws should not be made more
stringent against the farm industry at a time when it is undergoing
severe economic problems.

(2) An extension of the complicated depreciation recapture rules
to the farm industry runs counter to the established position of the
Federal government since 1916 to provide simple tax rus for farmers.
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& Holding Perlod for Lvestock
Pro... law.--Present law allows gain on the sale of livestock held

for draft, breeding, or dairy purposes to be treated as a capital gain,
if the animal has Been held bXthe taxpayer for one year or more.

Probkem-A :,te-year holding period allows taxpayers to make
short-term, tax-motivated investments in livegtock. F or exampIle, a
taxpayer can go into the livestock business to build up a breeding herd
over a short period rf time, currently deduct the expenms of raising the
animals ai his other income which is taxed in the high bracket,
and then sell the entire herd at the lower capital gains rates.

Ho~. soh .- The bill extends the required holding period for
livestock. Livestock will not oaalify under the bill for capital gins
treatment, unless the animal hw. been held by the taxpayer least
one year after it normally would have been used for draft, breeding, or
dairy pu rpMes The present one-year rule, in effect, still applies where
an animalis pumvhaed. after it has reached the qualifying age.

The bill also extends this holding period requirement to livestock
held for sporting pu ma, such as horse racig,

This prosision aP t livestock acquired after 1909.
Are For.(1) The holding period for livestock, in order to

quality for the capital gin rte, should be increased because the pres-
ent period is not long enouh to resolve the question of whether the
taxpayer is truly hold * animal for draft, breeding, or dairy
purposes or whether he is-holding it for sale in the ordinary course of
business. The intentions of the taxpayer would be more clear if the
taxpayer is required to hold the animal for at least one year after the
animal has reched the age when it would normally have first been
used for draft, breeding or dairy pur

(2) The bill corroctly reserves capital gain classification tutil the
taxpayer has clearly begun to hold such animals as capital assets.

(3) This provision is favored on the grounds that by extending the
required holding period for livestock, it will lessen the attractiveness
of short-term, tax-motivated investments in livestock.

Argument Agamt.-(1) Present tax rules should not be made
more stringent against the fam industry at a time when it is under-
going severe economic problems.

(2) Under presmt aw the holding period for farm animals is (ve
year, or twice the amount of the holding period required for other
types of capital assets (six months). Although other provisions of the
bill would inras the gen holding period for capital asats to
ova year, this provision would discriminate against many raised farnm

lbY inramsi the holding period for than, in some case, to
periods in exces ofa yar tre times the general period).

(8 tons. anerie as to whete the holding perid provided
by th 11l1is in fact, sufficiently long to significatlydecrease the
present tax advantags of liveakoc operations (i.e whether it is
=ppreciably longer tha the period for which a tax-Znoivated investor

oJewin woul4 hold livesod )

P esS law.-Prmsent law contains a so-called hoby loss provision
which limits to $0,000 per yer the amount of losses from a business "
carried on by an indiviual that he can use to offset his other income.
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This limitation only applies, however, if the loses from the business
exceed $60,000 a year for at least five consecutive years Moreover, cer-
tain specially treated deductions ame disregarded in computing the
size of the los for thispurpose.

Problem--This hobby loss provislon generally has been of limited
application because it usually as possible to break the required string
of five loss years. In addition, where the provision has applied to die-
allow the deduction of a loss, the taxpayer has been facei in one year
with a combined additional tax attributable to a five.year period.

Howe solution.-The bill replaces the present hobby loss provision
with a rule which disallows the deduction of losses from an activity
carried on by the taxpayer where the activity is not carried on with a
reasonable expectation of profit. An activity would be presumed to
have been carried on without this expectation of profit where the losses
from the activity were greater than $5.000 in three out of five years.

This provision applies to years bei.nnlng after 1969.
Arument For.-(1) This provision will provide a more effective

and reasonable basis than does present law for distinguish between
situations involving a business activity carried on for profit and situ-
ations where taxpayers ar merely attempting to utilize losses from an
operation tooffset other income,

(21 'pe hobby loss ion presently in the tax law has been of
very lited application because taxpaers have been ablqto rearrange
their income and deductions to avoid the 5-year requirement of the
present law.

(8) Some court decisions have adopted procedural rules in the farm-
ig cases which have made it difficult to show that the lose which the

taxpayer has incurred was the result of a "hobby" rather than the
result of legitimate business activity
Argum nte A gainat.-(1) The bill fails to recognize that farming

ene all is a X operation and that substantial losses are frequently
incurred in early year fi

(2) The disou ient of risk capital k this industry would ira
pair animal husban , and the development of n dw anyberarop
st rains and farming teniques. o o

(8} By restricting the application of the presumption that an
Activity is not carri on for profit to cams where the loss from the
activity exceeds $25,000, the effectiveness of the provision in dealing
with hoby loss situations may be unduly limited.

(4) This provision will result ii farmers who experience losses
(e.g., because of crop failures) being harassed by revenue agents seqk-
ing to apply this provision.

B. LIMITATION ON DEDUCTION OF INTEREST

Prs.o* law.-Present law allows individual taxpayers an itemized
deduction, without limitation, for all interest paid or accrued during
the taxable year.

Pmeoiem-The present deduction for intrst allows taxpayers to
voluntarily incur a substantial interest expes on fumds borrowed to
purchase growth stocks (or other investments' ini tily producing low
income) and to then use the interest deduction to shelter other kicomne
from taxation. Where a taxpayers investment produces little or no
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current income, the effect of allowing a current deduction for interest
on funds used to make the investment.is to allow the interest deduction
to offset other ordinary income while the income finally obtained from
the investments results in capital in

T% principal rson why the 154 high-income nontaxable tax re-
turns for 1960 paid no tax was the deduction allowed for "other inter-
est" (that is, interest other than that on a home mortgage and other
than interest incurred in connection with a business). In many of these
cases, the interest deduction was substantially greater than the invest-
ment income and, thus, was used to shelter other income from taxation.

Howe aksa)6m-The bill limits the deduction allowed individuals
for interest on funds borrowed for investment purposes. The limitation
does not apply to interest incurred in a trade or business. Under the
limitation, a taxpayer's deduction for investment interest would be
limited to the amount of his net investment income (dividends, inter-
adrestnts, etc.), plus the amount of his long-term capital gains, plus
$W~000.

Investment interest in excess of $0,000 would first offset net invest-
ment income and then would offset long-term capital gain income
(long-term gain offset in this manner would not be taken into account
in computing the 50 percent capital gains deduction).

In the case of partnerships, these limitations apply at both the
partnership and the p-artner levels.

A carryover for disallowed interest would be allowed under which
the disallowed interest could be used to offset investment income (and
capital ains) in subsequent years The basic limitation, however,
would be atvlicable in the subsequent years.

This provision applies to years beginning after 1969.
Argumen. For.-(1) This provision would limit the use of the in-

terest deduction in connection with funds borrowed for investment pur-
roem as a means of offsetting noninvestment income, such as a salary. In
other words, a taxpayer could not voluntarily incur a substantial
interest exnense in connection with what is initially a low income
producing investment which eventually may result in capital gains and
at the same time use the interest deduction to reduce his other taxable
income.

(2) Interest on investment borrowing is a controllable expense as
it is usually not necessary for a taxpayer to borrow substantial amounts
for investment purposes and to incur the interest expense in connection
with that borrowing. Accordingly, it is appropriate to place a limita-
tion on'the deduction foi-investment interest, matching the limitation
on the deduction for controllable charitable contributions.

(8) A taxpayer who incurs current interest expense, substantially
in excess of his current investment income, is interested not only in ob-
ta the resulting mismatching of income and the expense of earn-
ing thit income but also in deducting the expense from ordinary in.
come while realizing the income adt tax-favored capital gain.

(4) Examination of the tax returns, described by former Secretary
of the Trwury, Joseph W. TBrr, a reporting no income tax liability
for many wealthy individuals for 1966, revealed that interest deduc-
tios were a principal contributing factor to their tax avoidance.



57

46

Arqunent Agaimzt.-(1) The provision interferes with the long-
standing principle behind the cash receipts and disbursements meth d
of accounting that expenses are deducted when they are paid and in-
come is taxed when it is received.

(2) Additional tax deductible record-keeping costs will be incurred
to comply with this change.

(8) 7This limitation could adversely affect the stock or real estate
markets where borrowed funds presently play an appreciable role.
Additionally there are difficulties in distinguishing between invest-
ment interest and business interest which this provision may not
adequately deal with. An example of this is the case where the tax-
payer purchases 100 percent of the stock of a corporation. Although
the limitation would appear to apply to this situation, it is questionable
whether the purchase of the stack is made for investment purposes
rather than for business purposes.

(4) This provision is unnecessarily harsh on legitimate investment
transactions where good investment considerations, rther than tax
considerations, are motivating factor.

F. MOVING EXPENSES

Preent law.-A deduction from gross income is allowed for certain
moving expenses related to job-relocation or moving to a first job. The
deductible expenses are those of tremsporting the taxpayer, members
of his household and their belongings from the old residence to the
new residence, including meals and lodging en route.

Two conditions must be satisfied for a deduction to be available.
First, the taxpayer's new principal place of work must be located at
least 20 miles farther from his former residence than his former prin-
cipal place of work (or, if the taxpayer had no former place of work,
then at least 20 miles from his former residence). Second, the taxpayer
must be employed full time during at least 39 weeks of the 52 weeks
immediately following his arrival at the new principal place of work.

Generally, the courts have held that reimbursements for moving
expenses other than those which may be deduted are includible in
grs income.

Problem.--Job-related moves often entail considerable expensein
addition to the direct costs of moving the taxpayer, his family, and
personal effects to the new job location. These additional expenses in-
clude certain costs of selling and purchasing residences- househunt-
ing trips to the new job location, and temporary living expenses at
the new location while permanent housing is obtained.

Moreover, the 90-mile test allows a taxpayer s moving expense
deduction even where the move ny merely Ie from one suburb of a
locality to another, and the g9-week test denies the deduction where a
taxpayer is prevented from satisfying the test by circumstances
beyond his control.

Houe 8olution.-The bill extends the present moving expense deduc-
tion to also cover three additional types of job-related moving expenses:,
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(1) travel, meals, and lodging expenses for pre-move househunting
tripe; (2) expenses for meals andlodging in the general location of
the new Job location for a period of up to 80 days after obtaining
employment; and (8) various reasonable expenses incident to the sale
of a residence or the settlement of a lease at the old job location, or to
the purchase of a residence or the acquisition of a lease at the new job
location. A Hmitation of $2,500 is placed on the deduction allowed for
these three additional cal.o ries of moving expense. In addition,
expenses for the househunting trips and temporary living expenses
my not account for more than11,0O0 of the $2,500.

The bill also increases the 20-mile test to a 50-mile test, and pro.
vides that the 89-week test is to be waived if the taxpayer is unable
to satisfy it due to circumstances beyond his control. Finally, the bill
requires that reimbursements for moving expenses must be included
in gross income. These provisions generally apply to years beginning
after 169.

Arguments For.-(1) 'It is appropriate to give more adequate rec-
ognition in the tax law to additional moving expenses which are
incurred in connection with job-related moves.Moving expenses to a
new job location may be viewe as a cost of earning income. From this,
it may be argued that expenses reasonably incident to a 'ob-related
move 5ould be deductible as are direct moving expenses under present
law.

(2) The present law unreasonably discriminates in favor of "old"
employees who are reimbursed for their moving expenses, on the one
hand as contrasted to "old" employees who are not reimbursed and
"new' employess whether or not they are reimbursed, on the other.
This is so because individuals in the former category ar not required
to report their reimbursements and include them in income for tax
purpoe. (Of course, they get no deduction for their expenses.)

(8) Mobility of labor is highly desirable and the more complete
deduction provisions for moving expenses in the bill fosters such
mobility.

Argsee Agaiwt.-(1) The general philosophy of the income
tax law is to deny a tax deduction for personal, family and Ii'

enessand for capital expenditures. The bill violates this gW'erl
role, elarges the presmt moving expenm deduction and mikes it
more of a precedent for allowance of still other personal family
or living expeel
dj2) Mobility of labor, though dedrable, is not motivated by a tax

uction. If a job offer in another location is 'attractive on its own,
or if 'ob opportunities are scar in the employee's present location,
he wil mob* a necesary move without a tax reward.

(8) Ezistingrules for "old" empo who are reimbursed by their
employers for r; move required by te employer -he only situation
where tax relief is warranted-are adequate to prevent hardship where
the move is beyond the employees' control.

(4) The allowshce of a deduction for the additional moving ex-
penses is primarily advantageous to the professional or managerial
employee, who i most likely to move, as well as to incur substantially
higher moving cods due to his more expensive mode of living.
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(5) The dollar limitations on the additional moving expense deduc-
tion are unrealistically low.

G. LIMIT ON TAX PREFERENC28

PreWent law.-Under present law, there is no limit on how large a
part of his income an individual may exclude from tax as a result
of the receipt of various kinds of tax exempt income or special deduc-
tions. Individuals whose income is secured mainly from tax-exempt
State and local bond interest for example may exclude practically
all their income from tax. Similarly, individuals may pay tax on
only a fraction of their economic income, if they enjoy the benefits of
accelerated depreciation on real estate. Individual ina alo escape
tax on a large part of their economic income if they can = advantage
of the present special farm accounting rules or can deduct charitable
contribittions which include appreciation in value which has not been
subject to tax.

roblem.-The present treatment, which imposes no limit on the
portion of his income that an individual may exclude from tax, results
in an unfair distribution of the tax burden. This treatment results
in large variations in the tax burdens placed on individuals who re-
ceive different kinds of incomL In general, high-income taxpayers,
who get the bulk of their income from personal services, are taxed at
high rates. On the other hand, those who get the bulk of their income
from such sources as tax-exempt interest and capital gains or who
can benefit from accelerated depreciation on real estate pay relatively
low rates of tax. In fact individuals with high incomes who can
benefit from these provisions may pay lower average rates of tax
than many individuals with modest incomes. In extreme cases, indi-
viduals may enjoy large economic incomes without paying any tax
at all.

House soution--The House bill provides a limit on tax preferences
under which no more than 50 percent of the taxpayer's total income
(adjusted income plus tax preference item.) can be excluded
from tax. Thetax preference items to which this provision applies
ae: (1) tax-exempt interest on both new and old issues of State and
local bonds (to be gradually taken into account over a 10-year period
at a rate of one-tenth of th interest per year); (2) the exluded ons-
half of capital gains; (8) the untaxied appreciation in value of prop-
erty for which a chAitable contributions deduction is allowed; (4)
the excess of depreciation claimed on real property over straiht line
depreciation; and (5) farm losss to the extent they result from the
use of special farm accounting rules.

The limit on tax preferenes applies only to taxpayers with at least
$10,000 of tax preference items for the year. A .- year carryover is
pvided for disalowed preference. This provision applies to years
beginning after 1909.

Ar eFo.-(1) The limit on tax preference is based on the
p remne that individuals generally should be required to pay tax on
at least one-half of their economic income.

(2) The limit on tax preferences has the advantage of making sure
that individuals generally pay tax on a substantial part of their
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income. It, therefore, serves %s a second line of defense against the
avoidance of income taxes, to back up the first line of defense against
such avoidance offered by the remedial provisions in the House bill
which limit the soopeofs 'ic tarprferences.

(8) The bill corrects the unfair discrimination in present law which
favors those taxpayers who derive their income from the ownership of
perty as contrasted with those who earn their living from wages
ani salirles.

(4) The present law improperly encourages investment of capi-
tal in eertali areas for tax consideration rather than good business
reasons and violates the principle that taxes should have a neutral
impact an economic decisions

(5) Many individuals with large incomes benefit from tax pref-
ereces to the extent that they pay lower average rates of effective
tax than many individuals with moderate income& This makes a
mockery of a tax system based on the ability to pay.

Ar9tte Againt.-(1) This limitation is an imperfet substitute
for direct action on the preferential income tax provisions which
cause today - tax injustce. Each particular item of tax preference
should be considered on its own merits and should be adjustedaccording.

(9)Y Enactment of a limit on tax preference complicates present law
by imposing a new income tax system on top of our present system
thereby compoundinq the complexity of the tax laws and adding con-
siderable adfuinistrative difficulties to the existing system.

(8) This new approach could become the forerunner of a gross
receipt tax on all taxpayer

(4) The bill raises a constitutional question as to the_ power of
o to tax income from State and local government obligations,

pationlarly obligation already outstading.
(5) The bill is inadequate; the excess of percentage depletion over

cost depletion and the excess of intangible drilling and development
expenses over the deductions allowed under straight line depreciation
should be added to the list of tax preference items subject to the limit
on tax preference

(6) The limit on tax preferences will discourage charitable gifts.
(7) If Congress has seen fit to provide a specific tax benefit, there is

no reason why it should be denied to some merely on the ground that it,
in combination with other items, represents a large proportion of that
individual's incomem

(8) Since this limit will not affect individuals until the sum of their
tax preference income equals one-half of their total income, it will still
be bible for some individuals to exclude substantial amounts of tax

rom wntax.

H. ALLOCATION OF DEDUCTIONS

Pme lo.-Under parent law an individual is permitted to
charge his personal or itemized tax deductions entirely ain h
tmble income, without charging any part of these deductions to his
toxfro income.
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Problem.-The fact that an individual who receives tax-free income
or special deductions can charge the entire amount of his personal
deductions to his taxable income in effect gives him a double tax benefit.
He not only excludes the tax-free income from his tax base but he also,
by charging all his personal deductions against his taxable income,
reduces his tax payments on this taxable income. As a result, iUdivid-
uals with substantial tax-free income and special deductions and large
personal deductions can wipe out much or all of their tax liability
on substantial amounts of otherwise taxable income.

House 8olution.-The House bill provides that an individual must
allocate his personal deductions between his taxable income and his
tax preference items, to the extent that the latter exceed $10,000.

For exainple, a taxpayer whose income is divided equally between
his taxable income and his tax preference income is allowed to take
only one-half his otherwise allowable personal deductions; the re-
maining half of such personal deductions are disallowed.1

The personal expenses which must be allocated include interest,
taxes, personal theft and casualty losses, charitable contributions, and
medical expenses.

The tax preference items taken into account for this purpose are the
same as those included under the limit on tax preferences fsee item
G) except for certain modifications. Tax-exempt interest on State and
local bonds issued before July 12, 1969, is not taken into account. In
addition, unlike the limit on tax preferences, the allocation provision
includes in the list of tax preference items the excess of intangible
drilling expenses over the amount of the expenses which would have
been recovered through straight line depreciation and the excess of
percentage depletion over cost depletion.

Taxpayers apply the limit on tax preferences before allocating de-
ductions. Any tax preferences included in taxable income as a result
of th-) limit on tax preferences are treated as taxable income for pur-
poses of allocating deductions.

The allocation provision applies to years beginning after 1969, ex-
cept that in the first year to which it applies only one-half of the tax-
payer's personal expenses must be allocated.

Argumenta For.-(1) The allocation of deductions provision is sup-
ported on the grounds that personal deductions are in fact paid foL
out of an individual's entire economic income and not just his taxable
income. For that reason the deduction should be allowed for these
items only to the extent the income to which they relate is included in
an individual's tax base.

(2) The allocation provision is specifically designed to in i
any osible unfavorable impact on State and loca-obligationce
onyinterest on bonds isued in the future are taken into count and
thii interest income is brought in under the allocation provision only
gradually over a 10-year period.

I ThIs example, In order to Ulutamte the alloeation In a eIol *aanei. taesm all taZ
prefereue tnoIm Into aoUnt and, for"j loestion purpose oe0 not resuc tue
pmfree income by $10,000 &a under the A.
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(8) This provision helps correct the unfair discrimination in pres-
ent law which favors those taxpayers who derive their income from the
ownership of property as contrasted with those who earn their living
from wages and salaries.

(4)Tho provision recognizes the desirability of a tax system in
which no individual can avoid his fair share of the tax burden.
i (5) The present tax improperly y encourages investment of funds
i certain areas for tax considerations rather than good business rea-
sons and violates the principle that taxes should have a neutral impact
on economic decisions.Argumens Againt.-(1) The primary intent of the provision is to
tax tax-preferred income rather than disallowing deductions, It would
be better to consider the various tax-preference items individually and
to take whatever corrective action is necessary directly on those items.

(2) Enactment of a system which allocates deductions on the basis
of the relation between taxable and tax-preferred items of income
complicates the tax laws and adds considerable administrative difficul-
ties to the existing system.

(3) The bill raises a constitutional question as to the power of Con-
gress to tax (even indirectly) income from State and local government
obligations.

(4) Since most of the so-called "preferences" in today's law
involves conscious decisions by Congress to encourage specific types
of investments, those provisions should not now be hedlessly diluted
under the guise of tax reform.

L INCOME AVERAGING
Preent .aw--Under present law, income averaging permits a tax-

payer to mitigate the effect of progressive tax rates on sharp increases
in income. His taxable income in excess of 133 percent of his aver-
age taxable income for the prior 4 years generally can be averaged
and taxed at lower bracket rates than would otherwise apply. certainn
types of income such as long-term capital gains, wagering income,
and income from gifts are not eligible for averaging.

Problem--The exclusion of certain types of income from income
eligible for averaing complicates the tax return and makes in difficult
for taxpayers to determine easily whether or not they would benefit
from averaging. In addition taxpayers with fluctuating income from
these sources may pay higAer taxes than taxpayers with constant
income from the same sources or fluctuating income from different
sources. Finally, the 133 percent requirement denies the benefit of
averaging to taxpayers with a substantial increase in income and
reduces the benefits of averaging for those who are eligible.

House souo ---The House bill extends income averagig to long-
term capital gains, income from wearing, and income from gifts.
It also lowers the percentage by which an idividual's income must
increase for averaging to be available from 33 percent to 20 percent.Argumnts For-(1) Permitting averaging for presently excluded
income will result in simplification of the tax form and theaveraging
computation.

(2) In the case of capital gains, it is maintained that the 50 percent
exclusion does not provide a form of averaging because it does not
distinguish between taxpayers with fluctuating capital gains and those
with constant capital gains, and therefore averaging for capital gains
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(3) As the Internal Revenue. Service has worked with the present
income averaging provisions, it has become apparent that the adminis-
trative limitation of 133 1/ percent may.'be relaxed to do more equity
for those cases where income averaging is appropriate.

Argumen-s Againt.--(1) Income should be accounted annually.
This provision enlarges the present opportunity for taxpayers to avoid
full taxation.

(2) The items excluded from averaging were excluded for good
reason. Capital gains already is given favorable treatment because
only 50 percent of the gains is taxed. Income from wagering should
not be ehgible for averaging because the receipt of such income should
not be encouraged. Income from gifts should not be eligible for aver-
aging since it does not result from any effort on the part of the.
taxpayer.

(3) The 133.% percent requirement should not be reduced to 120
percent. since this will allow averaging for unreasonably small ip-
creases in income.

(4) Liberalization of income averaging rules for persons who ex-
perience a substantial increase in their earnings should be deferred

antil income averaging rules are devised which will give relief to per-
sons who experience a sharp decline in their earnings

J. RESTRICTED STOCK PLANS

Present aw.-Present law does not contain any specific rules gov-
erning the tax treatment of restricted stock plans. Existing Treasury
regulations generally provide that no tax is imposed when the employee
receives the restricted stock. Tax is deferred until the time the restric-
tions lapse; at that time, only the value of the stock, determined at the
time of transfer to the employee, is treated as compensation provided
the stock has increased in value. If the stock has decreased in value
then the lower amount at the time the restrictions lapse is dered
to be compensation. Thus, under present regulations there is a deferral
of tax with respect to this type of compensation and an increase in
the value in the stock between the time it is granted and the time when
the restrictions lapse is not treated as compensation.

Probkem.-The present tax treatment of restricted stock plans is
significantly more generous than the treatment specifically provided
in the law for similar types of deferred compensation arrangements.
An example of this disparity can be seen by comparing the situation
where stock is placed in an employee's trust as opposed to the giving
of restricted stock directly to the employe. In the employee trust
situation, if an employer transfers stock to a trust for an employee
and the trust provides that the.employee will receive the stock at the
end of 5 years if he is alive at that time, the employee would be treated
as receiving, and would be taxed on, compensation in the amount of
the value of the stock at the time of the transfer. However, if the
employer, instead of contributing the stock to the trust, gives the stock
directly to the employee subject to the restriction that it cannot be
sold for 5 years, then the employee's tax is deferred until the end of
the 5-year period. In the latter situation, the employee tallyp-
sesses the stock, and he can vote it and receive the dividends yet hs
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tax is deferred. In the trust situation, he has none of these benefits, yet
he is taxed at the time the stock is transferred to the trust.

House solut'i.n.-The House bill provides that a person who receives
compensation in the form of property, such as stock, which is subject
to a restriction generally is subject to tax on the value of the property
at the time of receipt unless his interest is subject to a substantial risk
of forfeiture. In this case, he is to be taxed when the risk of forfeiture
is removed. The restrictions on the property are not taken into account
in determining its value except in the case where the restriction by its
terms will never lapse Generally, this provision applies to property
transferred after June 80, 1969.

Argument For.-(1) The House bill provision is supported on
the grounds that it eliminates the disparity of tax treatment between
various forms of deferred compensation by bringing restricted stock
plans within the rules that Congress set forth as being the appropriate
means by which an employee could be given a shareholder's interest
in the business.

(2) Restricted stock plans are essentially compensation to an execu-
tive for services rendered. They represent incentives to key employees,
and in many cases represent a significant portion of a taxpayer's total
compensation.

(8) The provision is needed to close a loophole through which
highly compensated employees are paid part of their compensation
under circuvn.tances whereby tax can be put off until the employee is
in a lower tax bracket.

(4) The stock option rules provide sufficient opportunity for em-
ployees to receive an interest in their employers' business, yet, these
rules are undermined by the less stringent requirements of restricted
stock planL

ArtgumenM Agamt.-(1) The tightening of the rules on restricted
stock plans may discourage empLoyees' stock ownership of their
employers' business.

(2) The bill would immediately tax the receipt of property which,
in many instances, cannot be sold or otherwise disposed of by the
taxpayer topay the tax.

(3)The b in e case of forfeitable stock would tax capital
appreciation of the property as ordinary income.

(4) Restricted stock plans are not, in fact, deferred compensation
arrangements, but rather are a means of allowing key employees to
become shareholders in the business.

(5) It is necessary to have these preferred stock plans so as to
obtain and retain key employee.

(6) These tax incentives increase the economic productivity of
business hence, the benefits to everyone concerned are increased.

(7) Little revenue appears to be involved; hence, there is no real
benefit accruing from making a change.

K. OTHER DEFERRED COMPENSATION

Preent law and problem.-Under present law, the Internal Revenue
Service has allowed substantial tax Inefits to be obtained with respect
to certain types of deferred compensation arrangements for key
employees These arrangement are not required to meet the qualifica-
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tions prescribed in the tax law for qualified pension and profit-sharing
plans, and they are often available only to highly paid employees.
Generally, under these arrangements, employees are permitted to defer
the receipt (and taxation) of part of their current compensation until
retirement, when they presumably will be in lower income tax
brackets.

The following example is typical of these arrangements: The
employer and the employee enter into a 5-year employment contract
which provides for a specified amount of current compensation and
an additional specified amount of nonforfeitable deferred compensa-
tion. The deferred compensation is credited to a reserve account on
the company books. It is accumulated and paid In equal annual install-
ments in the first 10 years after the employee's retirement.

Deferral is available only with respet to unfunded arrangements.
In the case of funded arrangements (that is where the employee has
an interest in property), the employee is taxedi currently on the contri-
bution (provided his rights are nonforfeitable) even though he can-
not immediately receive it. There is no tax deferral, and the tax
imposed on the additional compensation is determined by reference
to the employee's current tax bracket.

Home olution.-The. bill provides that the tax on deferred com-
pensation is to continue to be deferred until the time the compensa-
tion is received, but that a minimum tax is to be imposed on deferred
compensation received in any year in excess of $10,000. Generally,
this minimum tax is the total increase in tax which would have
resulted if the deferred compensation had been included in the. tax-
payer's income in the years in which it was earned. This provision
does not apply to any nondiscriminatory pension or profit-sharing
plan (whether funded or unfunded). Generally, this provision applies
only to the portion of deferred compensation payments attributable
to years beginning after 1969.

Arguments For.-(1) This provision is supported on the basis that
the employee who receives deferred compensation has received, in most
cases, a valuable contractual right on which an immediate tax could
be imposed, and the bill represents a reasonable compromise between
immediate taxation and complete deferral. The payment of the tax is
deferred until the compensation is actually received, but the original
marginal rate is preserved as a minimum rate.

(2) The tax treatment of deferred compensation should not depend
on whether the amount to be deferred is placed in trust or whether it is
merely accumulated as a reserve on the books of the employer corpora-
tion, because an unfunded promise by a large, financially established
corporation is probably as sufficiently sound as the amount of deferred
compensation which is placed in trust. Usually these benefits are not
available to the average employee-taxpayer.

(3) The possibility of shifting income from high-bracket years to
low-bracket years after retirement is generally available only to
high-bracket and managerial employees who are in a financial posi-
tion to demand them-not to theaverage employee.

(4) Another provision of this bill reduces maximum tax on earned
income to 50 percent. With this lower rate, the incentive to seek de-
ferral is lessened and the special tax treatment of deferred compensa-
tion can be ended without harsh consequences.
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Argument. A gaitt.-(1) Deferred compensation arrangements
benefit small and medium sized companies who face economic uncer-
tainties and possible future financial difficulties. This type of arrange-
ment enables management to have a financial interest in the business
enterprise, while at the same time it allows the company to have the
use of the funds involved.

(2) Income should be taxed at the tax rates which apply to the year
in which the income is received.
(3) The primary benefit of deferred compensation is forward aver-

aging; that is, the employee is able to level out his income by shifting
earnings from peak years to retirement years when he expects his other
income to be lower. Forward averaging is not tax avoidance and there
is no reason to prevent it.

(4) This provision will be difficult to administer.
(5) Deferred compensation benefits should be preserved as an incen-

tive to executives.

L ACCUMULATION TRUSTS, MULTIPLE TRUSTS, ETC.

Present law.-A trust that distributes all its income currently to its
beneficiaries is not taxed on this income; instead the beneficiaries in-
clude these distributions in their income for tax purposes.

An accumulation trust (a trust where the trustee is either required,
or is given discretion to accumulate income for future distributions to
beneficiaries), however, is taxed on its accumulated income at individ-
ual rates. When this accumulated income is distributed to the benefi-
ciaries, in some cases they are taxed on the distributions under a
so-called throwback rule. The throwback rule treats the income for
tax purposes as if it had been received by the beneficiary in the year
in which it was received by the trust. This throwback rule, however,
only applies on the part of the distribution of accumulated income
which represents income earned by the trust in the 5 years immedi-
ately prior to the distribution. rn addition to this limitation, the
throwback rule does not apply to certain types of distributions.

Probk=m.-The progressive tax rate structure for individuals is
avoided when a grantor creates trusts which accumulate income taxed
at low rates, and the income in turn is distributed at a future date with
little or no additional tax being paid by the beneficiary. This result
occurs because the trust itself is taxed on the accumulated income rather
than the grantor or the beneficiary. This means that the income in
question, instead of belng added on top of the beneficiary's other in-
come and taxed at his marginal tax rate, is taxed to the trust at the
starting tax rate. The throwback rule theoretically prevents this re-
sult but the 5-year limitation and the numerous exceptions substan-
tialy limit the effectiveness of the rule.
Tis avoidance device is compounded by the use of multiple trusts--

the creation of more than one accumulation trust by the same grantor
for the same beneficiary.

House solution.-The bill provides that in the case of accumulation
trusts (including multiple trusts) the beneficiaries are to be taxed on
distributions of accumulated income in substantially the same manner
as if the income had been distributed to the beneficiaries when it was
earned by the trust. The taxes paid by the trust on the income, in
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effect, will be considered paid by the beneficiary for this purpose A
shortcut method of co outing the tax on the distribution of accumu-
lated income is provided under which the tax attributable to the dis-
tribution, in effect, is averaged over the number of years in which the
income was earned by the trust. Distributions of income accumulated
by a trust (other than a foreign trust created by a U.S. person) in
years ending before April 23, 1964,. are not subject to the new un-
umted throwback rule. This provision applies to the distributions

made after April 22, 1969.
The bill alo provides that in the case of a trust created by a tax-

payer for the befiefit of his spouse, the trust income which may be used
for the benefit of the spouse is to be taxed to the creator of the trust
as it is earned. This provision is to apply only in respect to property
transferred in trust after A ril 22 , 1969.

Arguments For.-(1) The bill prohibits the avoidance of the effect
of the progressive tax rates where a grantor creates a trust or multiple
trusts, which accumulate income, pay tax on such income at a much
lower rate than would the beneficiary and then distribute it to him at
a later date with little or no additional tax being paid by the bene-
ficiary, even though he may be in a high tax brace.

(2) Under the present law, the Internal Revenue Service has been
unable to successfully resolve the problems presented by the use of
multiple trusts In some cases the courts have upheld the validity of
such trusts

(3) Accumulation trusts will be placed in substantially the same
tax status as beneficiaries of trusts which distribute their income
currently.

(4) This approach provides essentially the same treatment as has
been applicable to foreign accumulation trusts created by U.S. persons
since the pasage of the Revenue Act of 1962.

Argument. Against.-(1) These provisions would be extremely
difficult to admimster and enforce by the Internal Revenue Service and
on the part of the trustees.

(2) The abuse in this area involves multiple trusts and it is harsh
to correct it in a way that upsets the normal fiduciary use of accumula-
tion trusts.

(3) This provision will result in harsh tax consequences in the case of
accumulation trusts which were established for nontax reasons, such
as to postpone the receipt of funds by the beneficiary until he had
reached a responsible age.

M. MULTIPLE CORPORATIONS
Prsent law.-There are several provisions in the code which are

designed to aid small corporations. The most important of these pro-
visions is the surtax exemption. As the result of the surtax exemption
corporations are taxed at only 22 percent, instead of at 48 percent on
the first $25,000 of taxable income.

Present law permits a controlled group of corporations to each
obtain a $25,000 surtax exemption if each of the corprations pays an
additional 6 percent tax on the first $25,000 of taxable income.1 This

iThe election to take multiple surtax exemption. and to pay the additional 6 percent tax
Wnerallairable where te group han a combined Income of about $82,25W or more.

t &e allocation of a sizle Surtax generally produces a lower tax.
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generally reduces the tax savings of the surtax exemption front $6,500

Mer rovisions in the code designed to aid small corpomrations
include: 1 the provision which allows a corporation to accumulate
$100OO0 o0 earnings without being subject to the penalty tax on
earnings unreaaonably accumulated to avoid the dividend. tax on
shareholders; and S2) the provision which allows an additional tirst
year depreiition education equal to 20 percent of the mat of the
property (lIiited to $10,000 per year

_Pmlem.-Large eoriurate organization have the able to obtain
substantial benefits from the" provisions by dividing incono anionga number of related. corporations. ISince them are not in reality "sniall
busineenee" it is difficult to see why they should receive tax'benefits
intended primarily for .mall businests

flotme.Wolu-The House billprtvides that it group of montrollot
corporations may have only one o each of the slecial provisions de-
sign.ed to aid ion corporations. A controlled group of corporations is
limited to one $M,0 surtax exemption and $100,000 accumulated
earnings credit after an 8-year transition period. This is accomplished
by gradually reducing the amount of the special provisions in excess of
one which is presently being claimed by a controlled group over the
years 1969 to 1975 until these excess special provisions are reduced to

eo for 1976 and later years. The limitation on multiple benefits from
the investment redit tad first year additional deprecia4ion, becones
full effective with taxable years ending on or after December 31,

To ease the transition controlled corporations are allowed to increase
the dividend received deduction from 85 percent to IM0 percent at a
rate of 2 percent per year. In addition, cmitrolled corporations who
elect to file consolidated returns may deduct net operating lo"Mss for a
taxable year ending on or after Decenber 31, 1969, against the income
of other inembers o such group. Present regulations allow such leases
to be deductible only against, the income of the corporation which sue-
tained the lomm

The bill also broadens the definition of a controlled group of
corporation&

Arguwnte For.-(1) Iarge economic units have been able to real)
unintended twx benefits through the use of multiple corporations.
Often the only reason for using multiple corporations is to take tid,
vantage of the surtax exempt ion or, the $100,000 accumulated earn-
ings credit. This may lead to uneconomic practice and it great waste
of energy by taxpayers, their counsel, and thie Internal Revenue Serv-
ice By structuring a large econionic unit so as to generate no iore
than, ,00 of taxable income in each component, corporation, the
maximum inarginal tax can be held at 28 percent instead of 48 per-
cent, thus, avoiding tax of $5,000 for each corporation.

(2) Even where there ire good business rea ns for using multiple
but related corporations they still should not be given the tax Ineflits
desiled for small business.

(8) This provision will prevent the artificial incorporation of many
companies that actually perform the same or similar operations under
one management.



(4) Under tve present law, large buainesse, such as various chain
stores. are able to take advantage of the multiple surtax exemption
while competing smaller businesss in local communities are not. This
presents an element of unfair competition which the bill eliminates.

Argumenta Againt.-(1) The repeal of the multiple surtax exemp-
tion would discourage legitimate and normal expansion of growing
businesses within a controlled group which is established for sound
business proposes.
(9) Multiple corporate structures arise for bona fide business rea-

sons and not for tax reductions. Such corporations are formed to
limit public liability, to comply with State requirements and to
"tailor' themselves to the particular business operation involved. The
tax law should not. penalize these legitimate purposes.

(3) A new venture is often unprofltale in the early operation, By
)lcing the new venture in a separate corxwration, thie lots can
)o recouped faster via the $25,O( surtax exemption and the other
leneits allowed,

(4) No competitive unfairness exists within the industries, som of
whoe niembers have traditionmly been organized into sepitratA

N. CORPORATE MERGERS

1. Disallowance of Interest Deduction In Certain Casm
Present Iat.-lnder present law a corporation is allowed to deduct

interest paid by it on its debt but is not allowed a deduction for divi-
dends paid on it stock or equity.

Prob em-It is a difficult task to draw an appropriate distinction
betwkei dividends and interest, or equity and delt. Although this
problem is a long-standing one in the tax laws, it has become of in-
creasing significance in recent yardss because of the Increased level of
corporate nierger activities and the increasing use of debt, for cor.
porate acquisitions purposes.

There are a number of factors which make the use of debt for
corporate acquisition purposes desirable, including the fact that the
acquiring company may deduct the interest on the debt but cannot
deduct dividends on stock. A number of the other factors which make
the use of debt desirable are also the factors which tend to make a
bond or debenture more nearly like equity than debt, For example,
the fact that a bond is convertible into stock tends to make it more
attractive since the convertibility feature will allow the bondholder
to participate in the future growth of the company. The fact that
debt is subordinated to other creditors of the corporation makes it
more attractive to the corporation since it does not impair its general
credit position.

Although it is possible to substitute debt for equity without a inerger,
this is much easier to bring about at the time of the merger. ThIs is
Ieause, although stockholders ordinarily would not be willing to
substitute debt or their stock holdings, they may be willing to do
No pursuant to a corporate aquisition where they are ezchangif thor
holdings in one company for debt in another (the &muirlng) g,,. af.

In summary, in many cas the characteristics of an obligaton is-
sued in connection with a oorporation acquisition make the interest
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in the corporation which it represents more nearly like a stockholder's
interest than a creditor's interest, although the obligation is labeled as
debt

Howe oSdo-In general, the bill disallows a deduction for in-
tered on bonds issued in connection with the acquisition of a cor-
poration where the bonds have specified characteristics which make
them more closely akin to equity.

The disallowance rule of the bill only applies to bonds or deben-
tures issued by a corporation to acquire stock in another corporation
or to acquire at least two-thirds of the assets of another corporation.
Moreover, the disallowance rule only appes to bonds or debentures
which have all of the following charac't istics: (1) they are sub-
ordinated to the corporation's trade creditors; (2) they are conver-
tible into stock; and (8) they are issued by a corporation with a ratio
of debt to equity which is greater than two to one or with an annual
interest expense on its indebtedness which is not covered at least three
times over by its projected earnings.

An exception to the treatment provided by the bill is allowed for
up to $5 million a year of interest on obligations which meet the pre-
scribed test.

This provision of the bill also does not apply to debt issued in tax-
free acquisitions of stock of newly formed or existing subsidiaries,
or in connection with acquisitions of foreign corporations if substan.-
tially all of the income of the foreign corporation is from foreign
sourles.

This provision applies to interest on indebtedness incurred afterMay 27, 1969.
Argmens For.-(1) This provision helps stem the tide of con-

glomerate mergers, which have increased phenomenally in recent years
and which pose a threat to our economic well-being, by denying the
interest deduction with respect to certain types of inalebtedness in-
curred by corporations in acquiring the stock f other entities.

(2) The corporate bonds and debentures used in conglomerate ac-
quisitions have characteristics, such ae convertibility and subordina-
tion, which delineate the interest in the cormiration which they repre-
sent more as equity than as debt. This bill properly treats them as
equitY int

(8)Adv us tax provisions have spurred the "urge to merge"
with the result that the Federal Government bears a portion of the
carrying costs of many conglomerate acquisitions. This provision with-
draws one of those advantages.

Argumersfc Aga"M.-(1) Mergers are part of the American busi-
ness complex. They represent growth and, in many instances, rejuve-
nate businesses and management, and nurture higher degrees of efil-
ciency and competence.

(2) Debentures and bond issues represent debt in the business com-
munity and they should not be chamcterized as equity interests for

(: ta Congres desires to inhibit the merger movement, it should
make all reorgi ions taxable events-re adless of whether they
are volunwy or involuntary, horizontal, vertical or pure congloimerate.
Congress should not limit its examination to the tax treatinent'of con-
glomerate mergers but should also consider those sections of the Code
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which permit hosts of corporate mergers to proceed unburdened by
any taxation.

14) The increasing amount of debt used for oaporation a quisition
purposes and the economic implicatkios of the merer trend warrant
a broader approach than that embodied in the bill (Le, a broader dis-
allowance of the interest deduction).

(5) If this rule misappropriate in the am of "uistons it also is
appropriate where similar "debt" is issued for other purposeL
2. Limitation on Installment Sales Provision

PreaW lat.-Under present law, a taxpayer may elect the install-
ment method of reporting a in on a sale of real propert, ,or a casual
sale of personal property where the price is in excess of $1,000. The
installment method, however, is available only if the payments received
by the seller in the year of sale (not counting debt obligations of the
purchaser) do not exceed 30 percent of the sales price.

Although the Internal Revenue Service has not rule as to whether
the installment method of reporting gain is available where the seller
receives debentures, it is understood that some tax counsel have ad-,
vised that the method is so available.

Problem..-The allowance of the installment method of reportinggain where debentures are received by a seller of property may result
in _long-term tax deferral which nearly spproaes nonrecognition,
rather than installment reporting. In other words, the gain on the
debentures need not be reported until they mature, which may not be
until 15 or 20 years later.

Moreover the allowance of the installment method where debentures
or other readlily marketable securitiesare received by the seller of prop-
erty is not consistent with the purpose for which the installment pro-
vision was ado&. This method presumably was initially made avail-
able because of the view that where a seller received a debt obligation
he did not have cash, or the equivalent of cash, on hand which would
provide him with funds to pay the tax due on the gain. This problem,
however, does not exist where the seller receives readily marketableteuritieiL

Present law is also unclear as to the number of installments which
are required if a transaction is to be eligible for the installment sales
provion. In other words, it is not clear whether the installment
method may be used when there is only one or a limited number of
payments which may be deferred for a long time.

Houte solution.i-The bill places two limitations on the use of the
installment method of reporting gain on sales of real property and
casual sales of perswiai property.

First, bonds with interest coupons attached, in registered form, or
which are readily trada ble, in effect, are to be considered payments in
the year of sale for purpose of the rule which denies the installment
method where more than 30 percent of the sales price is received in
that year.

The second limitation provided by the bill would deny the use of the
installment method unless the payment of the loan principal, or the
payment of the loan principal and the interest together are spread
relMvely evenly over the installment period. This requirement would
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satisfied if at least 5 percent of the loan principal is to be paid by
_Ae end of the first quarter of the installment period, 15 percent is to

be pid by the end of the second quarter, and 40 percent is to be paid
by Cedof the third quarter.

This provision applies to sales after May 27,1969.
Argumen. For.-(1) In view of the increase in merger activities

in recent year 1 this provision is n ecemary, along with the other
provisions relating to interest and original issue discounts, to with-
draw tax incentives to merge.

(2) The limitations provided by this provision on the use of the
installment sales method restrict the availability of the method to
situations which are consistent with the purposes for which the in-
stallment method was adopted. In other words, a seller is treated as
receiving cash when he receives something which is the equivalent
of cash. In addition, a sale which involves a deferred payment, rather
than installments, is not to be treated as an installment sale.

(3) The bill improves on the present law where ambiguity exists
as to the number of installment payments which are required in order
for a transaction to qualify for installment sale treatment. It sets
forth the specific criteria to be followed.

Arguwn Again.-(1) The present law relating to installment
sales is clear enough to prevent any abuse. Where there is a trans-
action which provides for payment in installments, installment sales
treatment should be allowed if it complies with the terms of the present
law.

(2) The installment privilege should be available even where the
dd instrument is readily marketable or where the payments are not
spread relatively evenly over the period the debt is outstanding.
& Original Iue Discunt

Prowwt l.w.-Under present law, original issue discount arises
when a corporation issues a bond for a price less than its face amount.
(The amount of the discount is the difference between the issue price
and the face amount of the bond.) The owner of the bond is not taxed
on the original issue discount until the bond is redeemed or until he
sells it, whichever occurs earlier. In addition, only that portion of
the gain on the sale of the bond equal to the prt of the original issue
discount attributable to the period the taxpayer has held the bond
is taxed at ordinary income rates.

The corporation issuing the bond, on the other hand, is allowed to
deduct-the original issue diount over the life of the bond.

Probem.-Present law results in a nonparallel treatment of
original issue discount between the issuing corporation and the bond-
holder. The corporation deducts a part of the discount each year.
On the other hand, the bondholder is not required to report any of
the discount as income until he disposes of the bond. Alt tough it is
likely that the discount will be deducted by the corporation, it is
probable that much of the ordinary income is not being reported by
the bondholders

House esoha n-The bill generally provides that the bondholder
and the issuing corporation are to be treated consistently with respect
to original issue discount. Thus, the bill generally reuires a band-
holder to include the original isu discount in income ratably over
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the life of the bond. This rule applies to the original bondholder as
well as to subsequent bondholders.

Corporations issuing bonds in registered form would be required to
furnish the bondlolder and the Government with an annual rnforma-
tion return regarding the amount of original issue discount to be
included in income for the year.

The bill also clarifies present law by providing that original issue dis-
count may arise when a bond is issued in exchange for stock or other
pro peWty.

This provision does not apply to bonds issued by a government or a
political subdivision.

This provision applies to bonds issued on or after May 28, 1969.
Argumens For.- The present law encourages the use of bonds to

acquire another corporation because wh6 .e original issue discount is
involved, the tax treatment between the issuing corporation and the
person acuiring the bond is nonparallel-both receive a tax benefit.
This provision would eliminate the tax benefit to the bond holder,
discouraging the use of bonds in corporate mergers.

(2) The provision minimizes the possibility that or ;inal issue dis-
count will never be taxed to the bondholder.

Arguments Agaimne.-(1) The present law is adequate in the treat-
ment of original issue discount and this provision at best, is an artifi-
cial way to discourage corporate mergers.

(2) A bondholder should not be taxed on orginal issue discount
until the time when he, in effect, receives it; namely, when the bond is
redeemed or when he sells the btond.
4 Convertible Indebtedness Repurchase Premiums

Present Zaw.-Under present law, there is a question as to whether a
corporation which repurchases its convertible indebtedness at a pre-
mium may deduct the entire difference between the stated redemption
price at maturity and the actual repurchase price. The Internal Reve-
nue Service takes the position that the deduction is limited to an amount
which represents a true interest expense (i.e., the cost of borrowing)
and does not include the amount of the premniumn attributable to the
conversion feature. This part of the repurchase is viewed by the Reve-
nue Service as a capital transaction aaloxous to a corporation's re-
purchase of its own stock for which no deduction is allowable. Thr
is, however, a court case which holds to the contrary in that it allowed
the deduction of the entire premium. In addition, court cases have been
filed by taxpayers to test the validity of the Service's position on this
matter.
. Problem.-A corporation which repurchases its convertible in-
debtedness is, in part, repurehasing the right to convert the bonds into
its stock. Since a corporation may not deduct the costs of purchasing
its stQck as a business expnse, it would appear that the purchaseof
what, in effect, is the rightto purchase its stock should be treated in
the same manner.

House solution--The biI provides that a corporation which rer
chases its convertible indebtedness at a premium may deduct only that
part of the premium which represents a cost of borrowing rather than
being attributable to the conversion feature. Generally, te deduction



62

would be limited to a normal call premium for nonconvertible cor-
porate debt except where the corporation can satisfactorily demon-
trate that a larger awolnt of the premium is related to the cost ofborrowing.. .
This provision generally applies to repurchases of convertible in.

debtedness after April 22,1969.
Arguments For.-(l) This provision resolves the conflict between

the Internal Revenue Service and the courts as to the amount of de-
ductible interest expense allowable where a corporation repurchases
its convertible indebtedness at a premium.

(2) This provision, in effect, treats a premium paid on the repur-
chase of convertible indebtedness as consisting of two elements, an
interest cost and an amount paid for the right to purchase stock.
It is appropriate to treat the amount paid for the right to purchase
stock in the same manner as an amount paid for stock (i.e., no
deduction is allowed for the amount).

Atgwent Agaim.-The premium, although it may not in its
entirety be an interest expense, is an expense of carrying on a oor-
poration's trde or business for which a deduction should be allowed.

0. STOCK DIVIDENDS

Present ew.--In its simplest form a stock dividend is commonly
thought of as a mere readjustment of the stockholder's interest, and
not as income. For example, if a corporation with only commonstock outstanding issues more common stock as a dividend, no basic

change is made in the position of the corporation and its stockholders.
No corporate assets are paid out, and the distribution merely gives
each stockholder more pieces of paper to represent the same interest
in the corporation.-

On the other hand stock dividends may also be used in a way that
alters the interests of the stockholders. For example, if a corporation
with only common stock outstanding declares a dividend payable, at
the election of each stockholder, either in additional common stock
or in cash, the stockholder who receives a stock dividend is in the
same position as if he received a taxable cash dividend and purchased
additional stock with the proceeds. His interest in the corporation is
increased relative to the interests of stockholders who took dividends
in cash. 'Under present law, the recipient of a stock dividend under
these conditions is taxed as if he had received cash.

Probk.-In recent years, considerable ingenuity has been used in
developing methods of capitalizing corporations in such a way that
shareho-lders can be given the equivalent of an election to receive cash
or stock, but at the same time permitting stockholders who choose
stock dividends to receive them tax free. Typically, these .methods
involve the use of two classes of common stock, one paying caA
dividends and the other stock dividends. Sometimes, by means of such
devices as convertible securities with changing conversion ratios, or
systematic redemptions, the effect of an election to receive cash or
stock can be achieved without any actual distribution of stock divi-
dends, and therefore without any current tax to the stockholders
whose interests in the corporation are increased.
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Howe 8ohdqon.-The bill provides that a stock dividend is to be
taxable if one group of shareholders receives a distribution in cash and
there is an increase in the proportionate interest of other shareholders
in the corporation. In addition, the distribution of convertible pre-
ferred stock is to be taxable unless it does not cause such a dispropor-
tionate distribution.

To counter the various devices by which the effect of a distribution
of stock can be disguised, the bill give the Treasury Department
regulatory authority to treat as distributions changes in conversion
ratios, redemptions, and other transactions that have the effect of
disproportionate distributions.

Thebill also deals with the related problem of stock dividends on
preferred stock. Since preferred stock c harteristically pays specified
cash dividends, all stock dividends on preferred stock (except anti-
dilution distributions on convertible preferred stock) are a substitute
for cash dividends, and all stock distributions on preferred stock
(except for antidilution purposes) are taxable under the bill.

These provisions, apply (subject to certan transitional rules) to
distributions after January 10,1969.

Arguments For.-(1) This provision is supported on the basis that
if a corporation in effect were permitted to ofier both growth stock and
current income stock to investors, the taxation, of dividends at ordinary
income rates would be seriously undermined, and there would be a
substantial loss of revenue, exceeding $1.5 billion a year. If this option
were clearly permitted by statute, it is arguai that most publicly. held
corporatiofis would establish two classes of stock, one cash-dividend-
paying stock and the other growth stock. The cash paying stock would
tend to be held by exempt organizations and taxpayers in low tax
brackets, and the growth stock would tend to be held by taxpayers in
high brackets The holders of the growth stock would normally realize
their gains as capital gains (or without tax, if held until death).

(2) Giving investors the option to take taxable cash dividends or to
permit earnings to accumulate without tax payment_ (but with a rela-
tive increase in the investor's equity interest) would provide them an
option not available to those receiving earned income.

(3) By permitting corportions unlimited discretion to pattern their
securities to fit various special situations, th!:. present law facilitates
the takeover of businesses and the growth of crmglomerate enterprises.

(4) Existing regulations (promulgated January 10, 1969) fail to
prevent all arrangeerts by which taxable cash dividends can be
paid to some shareholders while others en"oy a tax-free increase in
their proportionate ownership interest in the corporation.

ArgumenM Against.-(1) Stockholders sho ld be allowed the choice
of taking down taxable dividends or leaving the corporation's earn-
ings to accumulate and thereby increasing their equity in the corpora-
tion. A corporation that gave investors this choice would find it easier
to raise capital, both by broadening its appeal investors and by de-
creasing the amount it pays out in dividei&L Under present law,
investors have the option to delay tax on investment earnings by in-
vestinK in growth stocks that pay little or no dividends, although this
choice is limited insofar as the corporation is convened, since it must
generally choose to offer its investors either growth or current income.
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(3) The bill imposes a tax on common stockholders even in situa-
tions where their proportionate interests decline (or at least do not

di ) because of the changing redemption or conversion rates
stto preferred eck.

P. FOREIGN TAX CREDIT

Present Zawt.-Under present law a U.S. taxpayer is allowed a for-
eign tax credit against his U.S. tax liability on foreign income. Gen-
erally, the amount of the credit is limited to the amount of U.S. tax
on the foreign income.

There are two alternative formulations of the limitation on the
foreign tax credit: the "per country" limitation and the "overall"
limitation. Under the per country limitation, foreign taxes and income
are considered on a country by country basis. Under the overall limita-
tion, on the other hand, all foreign taxes and foreign income are

ss, n ner this limitation, foreign taxes in one country, in effect,

can be averaged with lower foreign taxes in another foreign country.
Problem--A. Foreign Loaaee:
The per country. limitation allows a U.S. taxpayer with losses

in a foreign co-ntry to, in effect, obtain a double tax benefit.
Since the limitation is computed separately for each foreign country,
the losses reduce U.S. tax on domestic income, rather than reducing the
credit for taxes paid to other foreign countries (as would occur under
the overall limitation). When the business operation in the loss coun-
try becomes profitable, the income, in effect, is likely not to be taxed
by the United States because a foreign tax credit is allowed with
respect to that income.

Problm--B. Foreign Tax-Royauek:
Another problem which may arise under either limitation (but

which primarily arises under the overall limitation) is the difficulty
of distinguishin royalty payments from tax payments. This problem
especially arises in cases where the taxing authority in a foreign coun-
try is also the owner of mineral rights in that country. Since royalty

payments may not be credited against U.S. taxes, the allowance of a
tax credit for a payment which, although called a tax, is in fact

a royalty, allows a taxpayer a larger credit than he should receive.
Where the credit exceeds the U.S. tax on the income from the mineral
production in the foreign country, the excess credit may be used to
offset U.S. tax on income from other operations in that country, or on
income from other foreign countries.

Houe 8olui.-The-bill provides two additional limitations on
the foreign tax credit.

A. Foreign Losm.:
First, a taxpayer who uses the per country limitation, and who re-

duces his U.S. tax on U.S. income by reason of a loss from a foreign
country, is to have the resulting tax benefit recaptured when income is
subsequently derived from the country. This is accomplished by tax-
ing subsequent income from that country until, in effect, t previous
taibenefit is recaptured (ie., until tax has been imposed ona n u'ount
of income equal to the amount of the loss previously deducted 'rom
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U.S. income). Generally, the amount of the benefit recaptured in any
one year is limited to one-half the U.S. tax which would have been im-
posed on the income from the fore ign country for that year, in the
absence of the foreign tax credit. The amount of the tax benefit not
recaptured in a year-because of this limitation would be recaptured in
subsequent years The bill also applies the recapture rule where the
taxpayer disposes of property which was used in the trade or business
from which the loss arose In this cas, the amount of the loss not

Siusly recaptured is included in income when the property is
of.

B. Foreign Ta -Roya4teo:
The bill also provides a separate foreign tax credit limitation in the

case of foreign mineral income so that excess credits from this source
cannot be used to reduce U.S. tax on other foreign income. In other
words, the foreign tax credit allowed on mineral income from a foreign
country will be limited to the amount of U.S. tax on that income. x-
cess credits may be carried over under the normal foreign tax credit
carryover rules and credited against U.S. tax in other years on foreign
mineral income. This separatelimitation applies (1) where the foreign
country from which the mineral income is derived requires the pay-
ment of a royalty with rest to the income producing property, (2)
where that country has substantial mineral rights innte income pro-
ducing property, or (3) where that country imposes higher taxes on
mineral income than on other income. The purpose of these criteria is
to isolate these cases in which it is likely that the taxes, at least in part,
represent royalties. This separate limitation does not apply where a
taxpayer's foreign mineral income for a year is less than $10,000.

The loss recapture rule applies to losses in years after 1969 and the
separate foreign tax credit limitation on foreign mineral income ap-
plies to years beginning after the enactment of the bill.

A. Foreign Loseea:
Argument For.-The foreign tax credit was designed to prevent

the same income from being subjected to a double tax-once by the
foreign country where the income was earned and a second time by
this country; it was not intended to allow a double tax benefit, for
example, where a foreign loss prevents the application of both foreign
and domestic taxes on other domestic income. The amendment is needed
to correct this loophole.'-

Arg mnt Agaitut.-This provision will tend to discourage new
ventures by United States corporations in foreign countries.

B. Foreign Tao-Royalies:
ArqumenM For.-(1) Where a foreign government owns mineral de-

posits it makes little difference to the foreign government whether it
demands royalties from the companies developing the deposits or
assesses high taxes on the income they earn from those mineral de-
posits. For U.S. tax purposes however, it is important that payments
to a foreign government with respect to mineral deposits owned bythat
government be designated as a 'tax" since forign taxes are c eAl
against U.S. taxes while "royalties" are not. This amendment is needed
to prevent these payments which may l early represent a "royalty"
from being designed as foreignu taxe" m order to gain a US. tax
advantage.

8g-8" 0---pt. 1----e
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(2) The bill is desirable in that it recognizes the significant diffi-
culties of ascertaining whether a payment labeled as a tax payment is,
in fact, a tax or a royalty by limit the major abuse which arises in
this area, namely the use of excess foreign tax credits on mineral in-
come to offset U.S. tax on other foreign income.

A.drgmenta Againt.-(1) A UMted States taxpayer with foreign
mineral operations should not be penalized as compaid to other U.S.
taxpayers with other types of operations; if a foreign government im-
poses an income tax it should uniformly be treated as income tax for
foreign tax credit purposes.

(2) Just because it is "difficult" to distinguish a true royalty and a
tax is no reason to treat that portion of a "tax payment" made to a
foreign government with respect to a mineral deposit it owns which is
a true "tax" any less favorably than any other tfi x; by subjecting the
entire payment to a separate Ifmiktion mineral taxes paid to a foreigngovernment are discriminated against.

(8) The bill places further obstacles before US. companies compet-
gwith ompanie of other nations for the right to develop and con-

trol mineral production abroad; this hurts our balance of payments
ad can affect the share of worldwide oil reserves available to the free
world.

(4) The general nature of the separate lim'itation on foreign mineral
income may have the effect of denying a foreign tax credit for part of
a tax Payment even where no amount of the tax payment is, in fect, a

iQ. FINANCIAL INSTITUTIONS

L Conumerial Banks-Reserves for Losm on Loans
Peteat l.--ommsrcia banks, as a result of Revenue Ruling

65-92 (C.B. 1965-1, 112), now have the privilege of building up a
bad debt reserve equal to 2.4 percent of outtanding loans not insured
by the Federal Government. The 2.4-percent figure used for this pur-
pose is roughly three times the annual bad-debt loss of commercial
banks during the period 192-47. In 1968 Revenue Ruling 68-680
(C.B. 1968-2, 84) clarified the loan bass used for copipu ng te allow-
able bad-debt reserve to include only those loans on which banks can
suffer an economic loss.

Probem.-By allowing commercial banks to build up bad-debt re-
serves equal to 2.4 percent of uninsured outstanding loans, present law
gives them much more favorable treatment than most other taxpayers
Section 166(c) of the Internal Revenue Code permits business tax-
payers to take a deduction for a reasonable addition to a reserve for bad
e Me st taxpayers accumulate a bad-debt reserve equal to the ratio

of the average -yr's losses to accounts receivable. The average loss is
computed on the basis of losses for the current year and the 5 preceding
years..

Commercial banks have the option of establishing their bad-debt re-
serves on the basis of their actual experience like er taxpayers. How-
ever, thev generally elect to build up these reerves on the basis of the
indurywe i.4-percent figure permitted by Revenue Ruling 65-92
The extent of xh favored taxteamnVatetoc mrilbas
by tI ruing is shown by the fac that if banks were subject to the
seme bed-deft deserve rules applying to taxpayers generally, they
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would on the average be allowed to build ur bad-debt reserve of less
than 0.2 percent of outstanding noninsured TO=.

Houae 8olution.-The House bill provides that in the future the
deduction allowed commercial banks for additions to bad debt reserves
is to be limited to the amount called for on the basis of their own
experience as indicated by losses for the current year and the 5 pre-
ceding years. Banks with bad debt reserves in excess of the amount
allowable on the basis of their own experience (as of the close of the
last taxable year beginning before July 11, 1969) will not be required
to reduce these reserves. However, these banks will not be permitted to
add to reserves until additions are justified on the basis of their own
experience; and if such additions to reserves are not so justified they
will be allowed in effect to deduct only actual bad-debt losses.

To provide an extra margin of safety to protect against the pos-
sibility of unusually large bad-debt losses, banks will be permitted to
carry back net operating losses for 10 years instead of 3 years as under
present law. In addition, commercial banks will be permitted, as under
present law, to carry forward net operating losses for 5 years.

These provisions apply to years eg ing after July 11, 1969.
Argusmen for.- (1) The present bad debt reserves of commercial

banks based on the 2.4-percent industrywide figure are in excess of the
reserves needed in anything other than a catastrophic depression such
as occurred in the early 1980's.

(2) The more generous loss carrybacks provided by the House bill
should provide substantial protection to banks in the event of unusual
losses.

(3) The administratively determined 2.4 percent formula is based
generally on depression losses and ignores the many government poli-
cies since 1938, all designed to prevent a repetition of the financial
chaos of that era. In light of these policies and in view of favorable
banking experience since the depression, the present tax reduction for
loss reserves is unreasonably generous.

Arquments Against.-(1) Banks should be encouraged to take every
possible precaution, including the creation of adequate reserves, to
assure depositors that their money is safe and that they will be able
to protect against depression-scale losses. Without such assurance, con-
fidence in te financial system could be threatened.

(2) Extension of the period for carrying bank losses back is no
substitute for the strength and solvency which depression-related
reserves convey, not only domestically, but in international financial
circles as well.
2. Mutual Savings Banks, Savings and Loan Associations, etc.

Piesent law.-Mutual savings banks, savings and loan associations,
and cooperative banks are permitted to compute additions to their
bad-debt reserves on the basis of their actual experience or under one
of two alternative formulas (specified by the 1962 Revenue Act),
whichever produces the greatest addition to the reserve. The two
alternative formulas provide for the deduction of (1) 60 percent of
taxable income, or (2 8 percent of qualifying real propert loans.
Under the 60-percent method, a mutual institution is permitted to
deduct each year an amount equal to 60 percent of its taxable income
(computed before any bad-debt deduction). Under the 3-percent
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method, an institution is permitted to deduct an amount sufficient to
bring the balance of the reserve for losses on qualifying real prop-
erty loans to 3 percent of such loans outstanding at the close of the
taxable year, pus an amount sufficient to bring the balance of the
reserve for losses on other loans to a "reasonable" amount.

A savings and loan association and a cooprative bank are entitled
to use these special reserve methods only if ey meet a comprehensive
set of investment standards, which were established by Congress in
the 1962 act to insure that the tax benefits are available only to those
institution primarily engaged in the business of home mortgage financ-
ing. Mutual savings banks, however, are not subject to any investment
standards under these tax provisions and may use the special reserve
methods regardless of the amount of their investments in home mort-
gage financing.

Problek--In 1952 Congress repealed the exemption of these insti-
tutions from Federal income tax and subjected them to the regular
corporate income tax. At that time, however these institutions were
allowed a special deduction for additions to bad-debt reserves which
proved to be so large that they remained virtually tax exempt. In the
Revenue Act of 1062, Congress sought to end this virtual tax exemption
by providing the special alternative methods for these institutions in
the computation of their bad-debt reserve. Although these methods
are more restrictive than prior law, they still provide highly favorable
treatment for the bad-debt reserves of these institutions.

It was expected that most of these institutions would compute their
deduction under the 60-percent method, which requires the payment
of some tax, while the 3-percent method would be an alternative
primarily benefitting a limited number of new or rapidly growing
institutions. In practice, about 90 percent of the savings and loan
associations -use the 60-percent method, but most mutual savings banks
use the 3-percent method and as a result have been able to avoid
substantially all Federal income taxes.

Houe 8olution.-The bill revises the treatment of mutual savings
banks and savings and loan associations in a number of ways. It
amends the special bad-debt reserve provisions by eliminating the 3
percent method. and reducing the present 60 percent method to 30
percent gradually over a 10-year period.

The bill also revises-the present investment standard applicable to
savings and loan associations by liberalizing the composition of the
qualifying assets and by applying the standard to mutual savings
banks, as well as the other mutual institutions, as the basis on which
the percentage for the special deduction method is determined. This
new investment standard is a flexible one which reduces the percent-
age (applied against taxable income to compute the bad debt reserve
deduction) depending on the percentage of the assets invested in the
qualifying assets-residential real property loans, liquid reserves, and
certain other assets. The full percentage (presently 60, to become 30)
is to be allowed generally only if the institution has a prescribed
percentage (82 percent for savings and loan associations and 72 per-
cent for mutual savings banks) of its investments in qualifying assets.
The percentage is Proportionately reduced where an institution's qual-
ifyif .assets are less than the prescribed percentage of total assets,
but it less than 60 percent of its funds are in qualifying assets, the
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percentage deduction method may not be used. The bill also allows

I these institutions to compute additions to their bad debt reserves on
the basis of the 6-year moving average of their own experience (which
is the new method provided by the bill for commercial banks), rather
than on the basis of the percentage deduction method.

The bill also extends the net operating loss carryback for these
institutions from 3 to 10 years, which allows the spreading of losses
over 15 years (10 years back and 5 years forward), and provides for
the same treatment of new institutions as is provided for new com-
mercial banks. Generally, this provision applies to years beginning
after July 11, 1969, although various transitional rules also are
provided.

Arqumeat8 For.- (1) Since the House bill increased appreciably the
effective rate of tax for co)lmnercial banks, a somewhat comparable in-
crease in the effective tn. rate for these institutions also is necessary.
This is accomplished by (a) the repeal of the 3-percent method which
has allowed mutual savings banks to remain virtually tax-free, and
(b) the percentage reduction in the formula (from 60 to 30). Although
raising the effective rate of tax, these changes will still leave a signfi-
cant, margin of tax advantage for them over commercial banks, pre-
serving the inducement for them to continue investing in real estate
mortgages.

(2) This and the other changes provide an assurance that signifi-
cant tax will be paid in most cases on the retained earnings of these
institutions, while at the same time providing reserve consistent with
the proper protection of the institution and its policyholders in the
light of the peculiar risks of long-term lending on residential real
estate which is the principal function of these institutions.

(3) Although savings and loan associations are required (as a con-
dition to favored tax deductions) to invest large amounts of their
deposits in home-oriented mortgages, mutual savings banks are not
similarly controlled as to their investments By subjecting mutual sav-
ings banks to an investment standard (even one more generous than
that applicable to savings and loan associations) the bill restricts
preferential tax treatment to those instances where some preference
still appears warranted.

(4) By extending the carryback for net operating losses from 3 to
10 years (allowing 15 years for such losses), the bill adequately pro-
vides for large unexpected losses.

Arquments Agaimst.-(1) Congress recognized in 1962 the 60 per-
cent deduction rule offered insufficient protection to member-depositors
of rapidly growing mutual thrift institutions and so it provided the
3 percent rule as an appropriate alternative. The bill reverses this
conscious Congressional decision.

(2) Mutual savings banks do not possess the same home mortgage
background as savings and loan associations and prior Congresses
have wisely left their investment practices disassociated from heavy
involvement in home mortgages.

(3) The unique nature of real estate mortgages (very long term)
makes it difficult to liquidate them in times offinancial stress and this
justifies the present loss reserve rules applicable with respect to these
investments.
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(4) These changes will adversely affect home mortgage financing,
contrary to the intent of Congress, because increased taxes will mean
law funds for loans, a lower return, and less protection for depositors.
This will further retard an industry already hard hit by high interestrate&

(5) With the growth in the deposits of mutual savings banks, they
need additional reserves to provide necessary protection for their
depositors.

(6) The more generous investment standard will lead to heavier in-
volvement in fewer properties, thereby exposing depositors to greater
riks.
3 Treatment of Bonds Held by Financial Institutions

Present law.-Commercial banks and mutual savings institutions
receive special tax treatment in regard to their transactions in bonds
and other corporate and governmental evidences of indebtedness. Like
other taxpayers, the can treat long-term gains from such transactions
as long-term capital gains for tax purposes. However, unlike other
taxpayers, they can treat capital losses from such transactions as or-
dinary losses and may deduct such losses without limit from ordinary
income.

Problem.-The present nonparallel treatment of gains and losses on
bond transactions by financial institutions appears to have inequitable
result&

Transactions of financial institutions in corporate and government
bonds and other evidences of indebtedness do not appear to be true
capital transactions; they are more akin to transactions in inventory
or stock in view of the size of the bank holdings of these items and the
extent of their transactions in them. Moreover, financial institutions
now maximize their tax advantages by arranging their transactions
in bonds in the light of existing market conditions in order to realize
gains in selected years and losses in other years. This enables them to
report their gains as capital gains for tax purposes and their losses as
ordinary losses chargeable against regular income. The result is to per-
mit financial institutions to reduce their taxable liability and to receive
preferential treatment over other taxpayers.

Houe 8ol4tmon.-The House bill provides parallel treatment for
gains and losses derived by financial institutions on transactions in
corporate and governmental bonds and other evidences of indebted-
ness. Under the bill, financial institutions are to treat net gains from
these transactions as ordinary income instead of as capital gains but
they will continue to treat net losses from such transactions as ordi-
nary losses as under present law. This provision applies to taxable
years beginning after July 11, 1969.

Arguments For.- (1) This provision removes the preferential treat-
ment accorded to financial institutions over other taxpayers in regard
to transactions in corporate an- . government. bonds. It would have
been possible to treat financial institutions exactly like other taxpayers
with regard to such transactions-that is, treat the gains as capital
gains and the losses as capital losses. However, it is understood thatthe financial institutions preferred the ordinary income tax treatment
provided by the House bill to consistent capital gains treatment for
their bond gains and losses, because they want to continue to have the
protection offered by ordinary loss treatment on their bond losses.
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(2) The bill prevents banks from so arranging their affairs as to
realize gains from their securities when they have no other income,
and to preserve losses on these securities until years in which they are
profitable.

Arguomente Againet.-(1) The bill will further depress an already
weak securities market by discouming banks from buying and selling
securities and this will have an adverse-impact on Treasury revenues.

(2) The existing law reflects a wise policy of treating losses realized
by financial institutions on governmental and corporate securities as
ordinary losses while encouraging banks to invest in such securities
(and thus create a market for government bonds) by offering capital
gains treatment on potential profits; changing the existinglaw can
only serve to narrow the market for governmental securities, making
Federal debt management more difficult.
4. Foreign Deposits in U.S. Banks

Pre-ent law.-Present law provides special rules, for purposes of
thi income tax and the estate tax, for the treatment of U.S. bank
deposits, and the interest thereon, of foreign persons.

In general the effect of these special rules is to exempt this type of
interest income received by foreign persons from U.S. tax and to
exempt the deposits from the estate tax. Under present law the special
bank deposit rules are to cease to apply at the end of 1972. In other
words, after 1972 the interest on these bank deposits otherwise would
be subject to income tax and the bank deposits themselves would be
subject to the estate tax.

Problem.-Congress provided, in 1966, that the special treatment
accorded U.S. bank deposits of foreign persons should be terminated.
It was believed, however, that an immediate elimination of the special
rules might have a substantial adverse effect on the balance of pay-
ments. Accordingly, it was decided to postpone the elimination of the
special rules until t lie end of 1972. In view of the continuing deficit in
the balance of payments, it appears that our balance of payments situa-
tion might be adversey affected to a substantial degree If the special
treatment were removed at the end of 1972.

House solution.-The bill provides that the special income tax and
estate tax rules regarding U.S. bank deposits (including deposits with
savings and loan associations and certain amounts held by insurance
companies) of foreign persons are to continue to apply until the end
of 1975.

Argument8 For.-(1) Postponement of the termination date for
the special bank deposits rule will forestall the possibility of an out-
flow of funds from the United States (in anticipation of the termina-
tion of the special status) and the resulting harmful effect on our
balance of payments.

(2) The bill retains the long-term goal set by Congress in 1968 of
eventually treating foreigners who deposit their money in U.S. binks
in the same manner as U.S. citizens are treated with respect to their
bank deposits, both under the income tax and the estate tax.

(3) The bill recognizes the desirability of continuing the present
U.S. income tax exemption for interest paid on foreign-owned bank
deposits--and the estate tax exemption with respect to the deposits-
in order to encourage an inflow of foreign capital and thus help adjust
our unfavorable balance of payments.
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Argwment Againt.-(1) The tax reform bill is designed to elimi-
nate preferences in the tax law and make the tax burden more equal
on an persons who have U.S. income and property; this feature of the
bill runs counter to the objectives of tax reform and tax equity by con-
tinuing a pronounced preference in the tax law beyond the date when
it would ordinarily end.

(2) Questions can be raised as to whether the termination of this
special treatment, in fact, will have an appreciable adverse effect on
the balance of payments.

R. DEPRECIATION ALLOWED REGULATED INDUSTRIES

1. Accelerated Depreciation
Present law.-Regulated industries may make the same elections as

other taxpayers regarding depreciation of their business property.
About half the regatory agencies require utilities that use accelerated
depreciation to "flow through" the resulting reduction in Federal in-
come taxes currently to income. (Where the utility is earning the maxi-
mum allowed by law or regulations, this results in flowing through the
tax reduction to the utility's current customers ) Other agencies per-
mit the utilities they regulate to "normalize" the deferred tax liabilities
resulting from accelerated depreciation. (This involves the utillity
retaining the current tax reduction and using this money in lieu of
capital that would otherwise have to be obtained from equity invest-
ments or borrowing.) Some agencies insist that utilities subject to their
jurisdiction use accelerate depreciation for tax purposes and, in a
few rate cases, such agencies have treated the utilities they regulate as
though they used accelerated depreciation (and flowed through the
resulting tax reduction), even though the utilities may have in fact
used straight-line depreciation.

Problem.-The trends of recent years are shifts from straight line
to acclerated depreciation and shifts from normalization to flow-
through, often against the will of the taxpayer utilities. In general,
flow through to customers dmb!4s the revenue loss involved i 'b-fting
from straight-line to accelerated depreciation. It is understood that
continuation of these trend, would shortly lead to revenue losses of
approximately $1.5 billion. Consideration of legislative action in this
area is complicated by the fact that many utilities do not have effective
monopolies while others do; many utilities are in growing industries
while others are losing ground; many utilities compete (to the extent
they face any competition) only wit other regulated utilities while
others compete with businesses not subject to governmental rate
regulation.

Howe 8olutiom-The bill provides that, in general, utilities brought
under these provisions will be "frozen" as to their depreciation prac-
tice& As to existing property: if straight-line depreciation is presently
bei taken then no faster depreciation may be used; if the taxpayer
is taking accelerated depreciation and is normalizing, then accelerated
depreciation can continue to be taken only if the taxpayer continues to
normalize; no change is required if the taxpayer is now on flow-
through. As to new property: a taxpayer presently on straight line or
presently on accelerae depreciation with normalization will be per-
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mitted to take accelerated depreciation only if the tax benefits are nor-
malized in the manner described above (otherwise such taxpayers must
take only straight line depreciation); no change is made if the tax-
payer is now on flow-through insofar as the same kind of property is
involved. The bill also does not change the power of the agency, in the
case of normalization, to exclude the normalized tax reduction from
the base upon which the company's maximum permitted profits are
computed. These rules apply to property used predominantly in the
trade or business of the furnishing or sale of: electrical energy, water,
sewage disposal services gas through a local distribution system, tele-
phone services (other than those provided by COMSAT), or trans-
portation of gas, oil (including shale oil) or petroleum products by
pipeline, if the rates are regulated by a utilties commission or similar
agency.

The changes apply to taxable years ending ifter July 22, 1969.
Arguments For.-(1) The bill substantially forestalls the entire

revenue loss that continuation of existing trends would have made
almost inevitable. It does so in a way that (with very few exceptions)
will require no increase in utility rates because of the ta laws, since
by and large, it merely takes the various regulatory situations as it
finds them and freezes those situations

(2) Although regulatory commissions have adopted widely varying
rules relating to the dereciation policies, this change will assure
uniform tax rules for all affected utilities inthe future.

Argumnts A gainst.-(1) The change will deny to some utility tax-
payers the tax benefits of accelerated depreciation which are avail-
able to other taxpayers. The denial would be inconsistent and dis-
criminatory.

(2) The bill is discriminatory against rate-payers to the extent that
utilities under present law may adopt accelerated depreciation on their
investments and "flow-through" the tax deferral to these ratepayers.

(3) This change infringes upon the authority of the various Federal
and -State commissions to reguhae the accounts, financial reports, and
rates of the various utilities which they are charged to supervise.

(4) Regulated utilities should be limited to straight line depreciation
since the must expand services in accordance with their customers'
needs and are protected from competition.

(5) All utilities should be permitted to elect accelerated depreciation
with normalization, as a method for meeting competition by means
that accord with generally preferred accounting standards.
2. Earnings and Profits

Present law.-A dividend is defined as a distribution of property
by a corporation to its shareholders out of earnings and profits. If a
distribution exceeds the corporation's earnings and profits, then the
excess is a "tax-free dividend" (not currentlyv tax able to the share-
holder) which reduces his cost basis in the stock (increasing capital
gain or reducing capital loss if the stock is sold by him). Earnings and
profits in general are computed by reference to the method of depreci-
ation used in computing the corporation's taxable income and so are
reduced by the amount of depreciation deducted by the corporation
on its return.
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Pro me---Tax-free dividends (in effect, resulting in current avoid.
ane of tax at ordinary income rates in exchange for possible post-
poned tax at long-term capital gains rates) appear to be increasing in
a number of industries. Especialy among utilities, a number of com.
panes are regularly making such distributions. It was indicated that
in 198 private power companies alone made such tax-free distribu-
tions toting approximately $260 million. Statistical information is
not readily available in the real estate industry on this point, but
it is understood that substantial amounts of corporate distributions
in this industry are also tax-free. Availability of these tax benefits
is generally unrelated to the purposes of accelerated depreciation and
is of greatest value to individuals in high tax brackets.

House 8olutio.-The bill provides that, for the purpose of comput-
ing its earnings and profits, a corporation is to deduct depreciation
on the straight line method, or on a similar method providing for
ratable deductions of depreciation over the useful life of the asset.
This provision would not affect the amount of depreciation that can
be deducted in determining the corporation's Federal income tax.

This provision applies to earnings and profits for taxable years
beginning after June 30,1972.

ArgwmnM For.-(1) This provision is supported on the ground that
it is expected to put an end to the increasing practice of distributing
tax-free dividends. It will not affect the corporations' tax liabilities
but can affect the tax liabilities of the shareholder It should end the
use of this unintended substantial benefit to high-racket taxpa
which use is generally unrelated to the purposesfor which accelerated
depreciation deductions are made available to corporations.

(2) This rule regarding depreciation is essentially' the same as what
is currently required in the case of percentage depletion (where cost
depletion is used for earnings and profits computations).

Arguments Againsmt.-(1)The ability to distribute 'ax-free divi-
dends" is part of the structure of many corporations, and change in
this regard will result in substantial reduction in the market price of
those corporations' shares. It is noted, in reply, that three years are
provided for market adjustments before the change takes effect:

(2) Accelerated depreciation is unlike proentage depletion in that
it merely allocates the same amount of deductions over a different
period of time--consequently, the earnings and profits treatment of
percentage depletion should not be used as a model for the treatment of
accelerated depreciation.

(3) Earnings and profits, for purposes of determining dividend
distributions, should be computed b he same accounting rules used
in determining income tax of the cor ation. Eventually the amount
of earnings and profit of a corporation from a particular investment
should be the same whether the method of depreciation is an accel-
erated method or the straight-line method. The increase in the accu-
mulated earning and profits in the latter years of the corporation
should make up for the decreased earnings from the property in the
earlier years.
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S. ALTERNATIVE. CAPITAL GAIN RATE FOR
CORPORATIONS 1

Present law.-Corporations that have sa excess of net long-term
capital gains over net short-term capital loaes may use the "alterna-
tive tax,' which taxes the entire excess net long-term capital gain at
25 percent. Since the corporate tax structure is not graduated (as in
the case for individuals) but is computed on the basis of a normal tax
of 22 percent of taxable income and a surtax of ,6 percent of that part
of the taxable income which exceeds $25,000, usuv1Ily only those corpo-
rations with taxable incomes in excess of $25,000 (on which the tax
rate would be 48 percent, apart from the effect of th surcharge) use the
alternative tax.

Problem.--The House bill eliminates the alterneive tax for indi-
viduals, thereby raising their maximum capital gain rates. Accord-
ingly, it appears appropriate to raise the corporate alternative tax rate
to a greater percentage of the regular corporate tax rate. In addition,
since corporations are not subject to graduted tax rate' they usually
do not encounter the problems. of havmg bunched income, which has
accrued over more than a one year period, taxed in one year at steeply
graduated rates, which is one of the reasons for providing special tax
treatment to capital gains i

House oluti.--The bill increases the alternative tax rate which is
applied to a corporation's net long-term capital gaims from 25 to 30
percent. This provision applies to sales and other dispositios after
July 31, 1969.

Arguments For.-(1) A corporation's capital gains, in comp&risoh
with those of an individual are more in the nature of business inome
which is not essentially different from the corporation's other income.

(2) Because other changes in this bill provide that the alternative
tax for individuals will be raised, in effect, to a maximum rate of .35
percent (scaling down later to 32.5 percent), comparable adjustmeit
should be made in the corporate tax on capital gains.

Argtmets Againet.-(1) This provision results in an economically
undesirable redistribution of income from the corporate sector of the
economy where it might be used for investment, to the individual
sector where it might be used for consumption. This is so because
the increase in revenues from this charge is used to provide tax relief
to individuals.

(2) The 30 percent rate appears to be an arbitrary rate which was
not developed from a study of corporate statistics.

T. NATURAL RESOURCES

1. Percentage Depletion
Present law.-At present, percentage depletion is granted to a wide

range of minerals. The depletion rates are 27 h percent for oil and gas
well-s; 23 percent for sulfur, uranium, and an extended list of min-
erals; 15 percent for metal mines, rock asphalt, vermiculite, and cer-
tain types of clay; 10 percent for coal and a limited group of other
minerals; 71/2 percent for clay, shale, and slate used for specified pur-
poses; and 5 percent for such items as gravel, peat, and sand, and cer.

I Witnh.. did not testify to this change in the law during the Ways and Meanm Cola-
lttee bearing.
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tain minerals from brine wells. In addition, a 15-percent rate applies
to a final category which contains an extended series of minerals and
also includes all other minerals unless sold for riprap, ballast road
material, rubble, concrete aggregates, or for similar purposes. Percent-
age depletion is not granted in the case of soil, sod, dirt, turf, water, or
mosses or minerals from sea water, the air, or similar inexhaustible
Sources.

Percentage depletion generally applies to the specified items regard-
less of whether the pertin ent property is located in the United States
or abroad. However, except for sulfur and uranium, the 23-percent
percentage depletion rate applies only to deposits in the United Stale,
and foreign deposits of the other minerals m this category are eligible
for percentage depletion at the 15 percent rate.

The percentage depletion allowance is limited to a maximum of 50
percent of the taxable income from the property computed before any
allowance for depletion. In any case where depletion based upon cost
is higher than percentage depletion, the -higher amount is allowed as
a deduction.

Problem.--Percentae depletion was adopted in 1926 when the prior
allowances based on discovery value in the case of oil and gas proved
difficult to administer and produced varying results. At that time, it
was recognized that percentage depletion could permit taxpayers to
recover amounts in excess of their investment. However, this was
deemed justified on the ground it would have the beneficial effect of
tnimulatmg exploration for and discovery of new reserves of vitally

needed oil and gas.
It has been charged that if percentage depletion rates are viewed as

a needed stimulant at the present time they are higher than is needed
to achieve the desired beneficial effect on reserves.

The application of percentage depletion allowances to income from
oil and gas wells located in foreign countries has also been subject to
criticism. It is charged that insofar as percentage depletion is intended
primarily to encourage the exploration and discovery of new domestic
wells, the granting of percentage depletion to income from foreign de-
posits results in a loss of revenue without commensurate advantages.

Haua, aolution.-The House bill affects percentage depletion in two
ways. First, the various percentage depletion rates are reduced asfollows:

Rate Provided
Present rote a bybm

O0 sad on wellt(domastc) ................................................... 2720
Selar and urailum and specifie -inbras from domestic deposits ................... 23 17
b1d, slvvr, oH shae, copper and Iron ore from domestic depots ..................... 15 15
R emslnmin k era n w at 15 PeCe L ........................................... 15 11

1.- , sodi m ch o e atc ----------------------------------------------- 10 7
Myee ad Slate fo sied us" .......................................... 7% 5Irue, t md, and other ndnWal now at 5 pent .................................. 5 4

As can be seen from this table, the bill provides for substantial reduc-
tions in percentage depletion rates for most items. However, some
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items-namely, gold, silver, oil shale, copper and iron ore--are to
remain at the present 15 percent rate in the case of deposits in theUnited States.

Second, the bill provides that percentage depletkn is not to be al-
lowed for foreign oil and gas welIs. These changes in percentage de-
pletion allowances are effective for taxable years beginning after July
22, 1969.

Argument' For.-(1) The appropriate level of percentage deple-
tion rates depends on a number of factors including the effect on
incentives to discover new reserves, equity consideratkns involving
the payment by each taxpayer of his fair share of taxes, and revenue
considerations. This provision is supported on the ground that the new
percentage depletion rates represent a better balance than now exists
between all these objectives.

(2) Percentage depletion is symbolic of a preference-prone tax
structure that discriminates against persons whose incomes are wholly
or principally frm fully taxabl wages and salaries. To leave it un-
changed would invite the breakdown of our voluntary, sel f-assessment
system of taxation.

(3) The oil companies today do not pay a fair share of the Federal
tax burden1 largely, because of percentage depletion.

(4) If stimulation of discovery and development of oil deposits to
make the United States self-sufficient and independent of questionable
supplies of foreign oil is a goal of percentage depletion, then the bill
enhances that goal by doing away with percentage depletion on foreign
oil.

Arguments Again.-(1) Oil and gas producers now pay heavy
severance taxes to the States so that some measure of relie:' under the
Federal income tax is appropriate.

(2) Receipts from wiithdrawals of oil, gas and mineral reserves are
akin to receipts from the sale of a capital asset and should i be given
relief just as capital gains are given relief by being taxed tt a special
rate.

(3) Removal of percentage depletion from foreign oi. and gas
wells will not produce any significant additional revenus for
United States. This is because the foreign countries in which the
wells are located will raise their taxes until the foreign tix credits
allowed against U.S. ta:x absorb the increase in the U.S tax resulting
from the removal of percentage depletion.

(4) It is not percentage depletion rates in general that raise the
charge of preferential treatment; rather, it is the specific 27',V percent
rate applicable to oil and gas. By cutting the rates applicable to vir-
tually all minerals the House bill unfairly portrays the entire mineral
industry as the beneficiary of undeserved tax largess.

(5) Doing away with percentage depletion on foreign oil ignores
the role the United States oil companies play in funnelling foreign
oil earnings back to this country to benefit our suffering balance of
payments. Similarly, it ignores the significance of expanding U.S.
influence over oil reserves and keeping them availabl' for the free
world and out of Communist domination.
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(6) Proved oil reserves today are declining at a rapid rate in this
country, and there is insufficient new exploration. What the industry
needs is more, not less, stimulation to seek new deposits.

(7) The true measure of an industry's profitability and tax burden
is determined by reference to its- gross income, not its net income,
which is how most critics of the oil industry analyze it. Viewed in
relation to its gross income the oil industry is less profitable, and more
heavily taxed, than the average of other industries.
2. Mineral Production Payments

Present law.-A mineral production payment is a right to a specified
share of the production from a mineral property (or a sum of money
in place of the production) when that production occurs. Depending
on how a production payment is created, it may be classified as a
carved-out production payment, or retained production payment
which may then be used in a ao-called A-B--C transaction.

A carved-out production payment is created when the owner of a
mineral property sells-or carves out-a portion of his future produc-
tion. A carved-out production payment is usually sold for cash and,
quite often, to a financial institution. Under present law, the amount
received by the seller of the carved-out production payment generally
is considered ordinary income subject to depletion in the year in
which received. The purchaser of the production payment treats the
payments received as income subject to the allowance for depletion
(almost always cost depletion) and thus generally pays no tax on those
amounts (except for that portion of the payments which is in the
nature of interest). The amounts utilized to pay the production pay-
ment are excluded from income by the owner of the property during
the payout period, but the expenses attributable to producing the
income are deducted by him in the year they are incurred.

A retained production payment is created when the owner of a min-
eral interest sells the working interest, but reserves a production pay-
ment for himself. Under present law the owner of the retained produc-
tion payment receives income for which percentage depletion may be
taken during the payout period, or period during which he receives a
part of the production "(or a payment based on production). The pur-
chaser of the working interest excludes the amounts used to satisfy the
production payment during the payout period, but (until recently)
deducted the cost of producing the minerals subject to the production
payment.

The so-called A-B-C transaction is the same as a retained produc-
tion payment case, except that after selling the working interest, the
initial owner then sells the "retained production payment." Thus, in an
A-B-C transaction, the owner of the mineral property, A, sells it to
a second person, B, and reserves a production payment bearinga in-
terest) for a major portion of the purchase price. He then sells the
production payment to a third party, C, which is usually a financial
institution, or, perhaps, a tax-exempt organization.

Problem.-It is charged that the use of carved-out production pay-
ments constitutes a problem because they are being employed to cir-
cumvent the limitations on the devlet ion aeducti6n and the foreign tax
credit and to distort the benefits that the net operating loss provisions
were designed to provide. In addition, it is charged that in ABC
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transactions, taxpayers are able to pay off what is essentially a prur-
chase money mortgage with before-tax dollars rather than after-tax
dollars.

House olutiq.-The bill provides in general that carved-out pay-
ments and retained payments (including ABC transactions) are to
be treated as a loan by the owner of the production payment to the
owner of the mineral property.

In the case of a carved-out production payment, the bill provides
the payment is to be treated as a mortgage loan on the mineral property
(rather than as an economic interest in the property). Thus, the pro-
ceeds received by the seller upon a sale of a production payment would
not be taxable to him. However, as income is derived from'the property
subject to the carve out, that income would be taxable to the owner of
the property, subject to the depletion allowance. Thf cost of producing
minerals used to satisfy carved-out production payments would be
deductible when incurred.

This treatment is not to apply to a production payment carved out
for exploration or development of a mineral property if, under exist-
ing law, gross income is not realized by the person creating the
production payment.

In the case of retained production payments (that is, the sale of
mineral property subject to a production payment), the bill provides
that the production payment is to be treated as a purchase money
mortgage loan (rather than as an economic interest in the mineral
property). Accordingly, the income derived from the property which
is used to satisfy the payment would be taxable to the owner of the
mineral property subject, of course, to the allowance for depletion.
In addition, the production costs attributable to producing the min-
erals used to satisfy the production payment would be deductible by
the owner of the working interest in the year incurred.

Generally this provision applies to production payments created
after April 21,1969.

ArgumenM For.- (1) In each of the three situations (the carved-
out production payment, the retained production payment, and the
ABC transaction, the transaction is similar in fact, to a loan trans-
action with the loan secured by a mortgage on the property and the
"borrower" not personally liable for the loan.

(2) The use of production payments produce tax benefits that are
in excess of the advantages Congress intended, in the case of the
depletion deduction, the foreign tax credit, and the net operating loss
carryover.

(3) Production payments enable taxpayers to avoid the 50 percent
limitation on percentage depletion by accelerating the time when they
realize income from the mineral property without also moving up the
expenses related to the production of the minerals pledged to pay off
the production payment. The bill will prevent this avoidance of the
limitation.

Argument8 Againt.-(1) Mineral production payment transac-
tions are not loans and to treat them as such distorts the generally ac-
cepted concepts of the terms "loan and mortgage." A production pay-
ment, it is argued, creates only a property right, and not a debtor-
creditor relationship or the rights of a mortgage.



92

80

(2) To change the tax treatment of production payments would
adversely affect the collateral securing existing loans and would fur-
ther restrict the ability of the independent producers to finance their
operations with the proceeds of new loans.
3. Mining Exploration Expenditures

Present law.-Present law allows a taxpayer to elect to deduct, with-
out dollar limitation, mining exploration expenditures (that is, ex-
ploration expenditures for any ore or mineral other than oil or gas)
which are madeprior to the development stage of the mine. The avail-
ability of this deduction is limited to mines located in the United
States or on the outer continental shelf. When a mine reaches the
producing stage, the exploration expenditures previously deducted
are recaptured, generally by disallowing the depletion deduction with
respect to the mine.

A taxpayer who does not elect this unlimited mining exploration
expendi6tue deduction is allowed a limited deduction for exploration
expenditures (whether on domestic or foreign mines) without the re-
capture rules applying. The total deduction under this limited pro-
vision for all years may not exceed $400,000.

Problem.-The allowance of a current deduction for exploration
expenditures without applying the recapture rules in the case of ex-
penditures for which the limited deduction is available provides more
generous treatment than in the case of most mineral producers which
are under the unlimited deduction provision. No reason is seen for this
difference in treatment.

Hovc solution.-The bill provides that the general recapture rules
of present law are to apply to mining exploration expenditures (nade
afteoi July 22, 1969) which are deducted under the limited provision
of present law. Thus, a deduction will continue to be allowed for for-
eign or oceanographic explorations under the limited provision, but
the general recapture rules will apply with respect to these
, Aenditures.

Arguments Fo.--(1) A current deduction for exploration expend-
itures and, in addition, depletion on the property when the producing
stage is reached should not be allowed on the same property.

(2) The bill continues the present privilege which taxpayers have
of deducting foreign (and oceanographic) exploration expenditures
subject to the same limitations as at present.

(3) The present law lacks uniformity in the tax treatment of
exploration expenses in that mining companies which choose to deduct
these expenses in excess of $400,000 (and present law permits the tax-
payer to elect to deduct greater amounts) are subject to a recapture of
all their exploration expenses as the mine becomes profitable, while
those which choose to limit their exploration expense deduction to
$400,000 would not be subject to the recapture. The bill provides uni-
form rules in this area by applying the recapture to all exploration
expenses where the mines become profitable.

Arguments Against.-(1) The bill ignores the basis on which the
existing law is predicated. Until 1966 exploration expense deductions
were limited to $400,000, but in that year Congress eliminated the
limit (on an optional basis) principally to benefit the large companies
and the special recapture rule was a quid pro quo for the higher de-
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duction. Extension of the recapture rule to all exploration expenses
now, in effect, makes small mifning companies pay for the benefit ex-
tended to the large companies in 1966.

(2) Since some companies are willing to limit exploration expendi-
ture deductions to $400,000, they shouldnot be subjected to the recap-
ture rules.
4. Treatment Processes in the Case of Oil Shale

Present law.-The depletion allowance for oil shale under present
law is applicable only to the value of the rock itself-which ha little
if any value. Liquid oil from wells, on the other hand have considerable
value.

Proble.-The industry will never develop in its use of oil shale
until oil from shale receives more nearly the same percentage deple-
tion allowance as oil produced from a well.

House solution.-The bill extends the point at which percentage
depletion is computed in the case of oil shale to after extraction from
the ground, through crushing, loading into the retort, and retorting,
but not to hydrogenation, or any refining process or any other process
subsequent to retorting.

Argunent For.-Oil from shale should receive similar treatment to
that given to oil produced from a well, that is on the value of liquid oil.

Argwent Againt.-This provision will allow percentage deple-
tion to be taken on certain manufacturing processes performed in
reducing oil shale to oil. The cut-off point should be at the completion
of the mining from the ground.

U. CAPITAL GAINS AND LOSSES

1. Alternative Tax
Present law.-One-half of an individual's net long-term capital

gains are included in taxable income and, accordingly, are taxed at
regular tax rates. The alternative tax-a maximum of 2.5 percent on
net long-term capital gains-is applied when an individual's marginal
tax rate exceeds 50 percent. For married couples filing a joint return,
the alternative tax is applied when other taxable income is greater
than $52,000. For single persons, the alternative tax is applied when
other taxable income exceeds $26,000.

Problem.-The incentive for many high income taxpayers to con-
vert their income into capital gain is greater than for taxpayers sub-
ject to lesser rates because to the extent they do so the alternative tax
rate for capital gains decreases their effective tax rate by more than
one-half. This effect is associated with the extent that the taxpayer's
income is greater than the level where the 50 percent marginal tax
rate is effective.

House 8olut1.n.-The bill eliminates the alternative tax rate for net
long-term capital gains for individual& The provision applies to sales
and other dispositions made after July 25,1969.

Arguments For.-(1) It is appropriate to remove the alternative
capital pains rate to lessen the incentive for individuals to plan the
conversion or ordinary income into capital gains.

(2) The alternative tax on capitargains benefit only the super-
rich-those whose marginal income tax rate exceeds 50 percent--by
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allowing them to, in effect, deduct more than 50 percent of their capital
gain. The bill properly corrects this situation by assuring the sami,
tax treatment for all capital gain income without regard to the ind,-
vidu's tax brake

(3) .The alternative tax rate is at variance with the ih~tot of the
ro ive rate structure which underlies our income tax law,. The
ill more closely reflects the goal of taxing individuals according to

their ability to pay. 1
(4) The alternative tax, because it is set at a maximum of 25 per-

cent, operates to create an excesiyely large difference between the tax
rate paid on capital gains and that paid on ordinary income by tax-
payers in higher tax brackets.

-A.gumens Agamt.--(1 More liberal capital gains treatment is
,needed to spur the assumption of risk of enterprise and the responsi-
bilities of ownership. For this reason, the alternative tax rate should
be deceased rather than increased.

(2) An increase in the amount of the capital gain tax will reduce
capital transactions, thereby reducing revenues to the Treasury t
the very time other provisions of the bill are raising taxes.

(3) The effective tax rate for individuals with high taxable in-
comes may be increased by as much as 40 percent above present rates
(from 25 percent to 85 percent).

2. Capital Loam of Individuals
Pmwent Zwo--Under present law, both indivi Inal -and corporate

taxpayers may deduct ca ital losses to the extent of their capital gains.
In addition if an individual's capital losses exceed his capital gains,
he may deduct up to $1,0 of the excess loss against his ordinary
income. (On the other hand, where an individual has a net long-term
capital gain rather than a net capital loss, a maximum of only one-
half of the net long4 rm capital gin is subject to tax.)

When a husband-aid wife each have capital transactions and a joint
retrn is filed, their respetive gains and*es are treated though
th had been realized by only one taxpayer and are e a nst
" other. On the other hand, when both spouses have capital loss

and file separate returns, each spouse is allowed to deduct up to $1,000
of net capital losses from ordinary income.

Pt.bhr--The present treatment of long erm capital loes is in-
o sstet in the case of individuals with the treatment of their long-

term capital gn Although a maximum of fifty cents of each one
dollar of long-term cal I as is subject to ordinary tax, when
caia losm ieeed cqa a the ae loss is deductible dollar-
for,dollar against ordinary income (up to a maximum of $t000).

I dditiui, when it is nmre advantageot - to them, ma copies
cma Sseparate returns, be treated as two separate taxpyeW, be
allowed to deduc up 0-$1,00 of capita losei fraodna noeThi trament iuparmitted even thug married *oupl~are geerly

as one taxpayer. Ibis tzea oflosses tu to -an
aatags~r p.~hProper..muait

imnt to eac of thepoum b7 ... f" prophet

the double d- i On the 6 rldMR , W living iic

BEST AVAILABLE COPY
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unity property states must have separate losses in order to clm this

advantage-hence, they must either sell assets held in their pointt
nme or each must se his own asets (In addition, they must, have
equal incomes or the loss offset may be more than offset by a difference
ini tax as & result of this variations in income.)

House soAi-'The House bill provides that only 50 percent of an
individual's long-term capital loes may be offset against his ordinary
income. (Short-term capital loses, however, would continue to be
flly7 dedctible.) In addition, the deduction of capital loom
ordinary income for married persons i separate returns is lIti
by the House bill to $500 for each spouse. These provisions apply to
yea beginning after July 25, 1969.

Ary s F.- r-(I) Taxpayers who are able to numa their in-
vestments to realize their gains and dnes in diferent years are able to
take advantage of the present disparity in treatment of p and
losses. Thus, they able to take the 50 percent deductioi for net-
In-term capia 9 in one year also take a full deductionfor -~gterm capital lON"s . _.

pent t t of capitalosses als ta eca l
benei to spouse W e separate returns tenbe to deuct
up to $1 0 of los from ord i Th nt
is automatic for in Comm *typtw spouseiving in non- unity p
in joint tenaoy r own. be:: may ot

states hbe ig
inc me rat6 to ]

are not inwho a
Ar~um ~ Aga4~,mu(mA

suferda * I the amount, Is to the

(2) If only poton of mdi allsIm to
offset inst hi the di- idal beIew i oincur t risk o I~t d am m lt l e _U" wil

suffer.
(3) The bill fails to vcmiti

ful, onl $1000 eof -spata ,lossesor in-
Comains 401a7 y.W provoou of bill eibould be Idfere n tki-

cal,'ratg4c~

the property (or a person who teas gift from
the person who *rifted i). 4Thugi sae oft such
a book artistic work, or imihla u"I a ordinary in
come rathe then as capital gan.nce col c of ltes

meiiR~PdMs,0 ~.(aldnt preparer eo the individual) are
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not excluded from the definition of a capital asset, gains from the sale
of such property are accorded capital gains treatment.

Prob e.-The rationale underlying the present law treatment of
artistic works and similar roperty in the hands of the person who
created them, in effect, is that the person is engaged in the businessof creating the artistic work or similar property. In view of this, the
gain arising from the sale of the property is treated as ordinary in-
come1 rather than as a gain from the sale of a capital asset.

It is diofieult to see why this treatment should not extend to collec-
tions of letters, memorandums, etc., created by the person or prep awed
for or given to him. In the one case a person who writes a book and then
sells it is treated as receiving ordinary income on the sale of the product
of his personal efforts; in the one case, one who sells a letter or memo-
randum written by, or for, him is treated as receiving capital gain on
the sale even though the product he is selling is, in effect, the result
of his personal efforts.

House goltiom-The House bill excludes letters, memorandums,
and similar property from the definition of a capital asset, if they are
held by a person whose efforts created the property or for whom the
property was prepared or produced (or if received as a gift from such
a person). Thus, the gain on a sale of these letters or memorandums
would be treated as ordinary income, rather than as a capital gain.
This provision applies to sales and other dispositions after July 25,
1969.

Argument For.-Collections of paers and letters are essentially sim-
ilar te a literary or artistic composition which has been created by the
personal efforts of the taxpayer. Both types of works should be c assi-
ledin a similar manner for purposes of income taxation. It is logical

to consider income from both these types of personal effort ab income
arising from the sale of property in the "ordinary course of a trade
or business."

Arumenwte Againt.-(1) Since other forms of earnings by an
individual in some cases result in capital gains there is no reason
for changing the treatment of such collections of letters, memoran-
dums, etc., held by the person who created them, or for whom they
were ppared or produced.

(2) If this kind of property is to be taxed it should be taxed as a
capital gain in recognition of the fact that their value is attributable
to work performed over a period longer than a single year.
4. Holding Period of Capital Assets

Pre&n aw.-Capital gains on assets held longer than 6 months
are considered long-term gains. In the case of individuals, 50 percent
of the excess of net long-term capital gains over net shott-term
capital losses is included in income. In the case of corporations, the
excess is taxed at a maximum rate of 25 percent (80 percent under the
bill) rather than at the regular 48 percent corporate rat.

Probikem-The distinction between the treatment of long and short
term gains is bised on the belief that gains which accrue over long
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periods of time should not be taxed as ordinary income and that special
treatment should be provided for investment, as opposed to speculative
gains. The 6-month holding period does not appear to be an adequate
implementation of either of these concepts. It a ord special treatment
to gains which accrue over a period of less than a year and it does
not appear to adequately distinguish between speculative and invest-
ment gans.

Hoise 8olution.-The House bill provides that a long-term capital
gain. is to be a gain from the sale or exchange of a capital asset held
for more than 12 months. This provision applies to taxable years
beginning after July 25, 1969.

Arg'umen t For.-(1) Lengthening the holding period to one year
is necessary to restore the original concept of the capital gains tax-
that is, that these gains accruing over a period longer than one taxable
year should not be "bunched" together and subjected to the grad-
uated tax rates generally applicable to income normally received
on an annual basis.

(2) A person who holds an investment for little more than six
months is primarily interested in obtaining speculative gains from
short-term market fluctuations which may be taxed at favorable rates.
In contrast, the person who holds an investment for a long time prob-
ably is interested fundamentally in the income aspects of his invest-
ment, and in its long-term appreciation in value. The available
evidence stuggests that assets held for a period between six months and
one year tend to be speculative. Further, a study made in 1962, of
gains from corporate stock transactions revealed that almost 90 per-
cent of all capital gains in that year arose from sales occurring after
one year of possession. By fixing the holding period at one year the
bill reflects all these considerations.

Arguments Againt.-(1) Lengthening the holding period would
cause investors in securities to postpone the sale of these securities.
This, in turn, would seriously reduce the liquidity of the various
securities markets and would reduce, as well, the Federal revenues
from capital gains.

(2) Many persons believe that any lengthening of the holding pe-
riod should le accompanied by a decrease in the maximum capital
gain rate which would apply to such a gain.
5. Total Distributions From Qualified Pension, Etc. Plans

Preene la.--An employer who establishes a qualified employee
pension, profit-sharing, stock-bonus, or annuity pMan is allowed to
deduct contributions to the trust, or if annuities are purchased, may
deduct the premiums. The employer contributions to, and the earn-
ings of, a tax-exempt trust generally are not taxed to the employee
until the amount credited to his account are distributed or "made
available" to him. Retirement benefits generally are taxed as ordinary
income under the annuity rules when the amounts are distributed,
to the extent they exceed the amounts contributed by the employee.
Thus, employee contributions to a pension, etc. fund are not taxed



when received since these amounts were contributed from after-tax
dollars of the employee.

An exception to the general rule of ordinary income treatment of
pension benefits, however, provides that if an employee (except self-
employed persons) receives his total accrued benefits in a distribution
within I taxable year on account of separation from service or death,
the distribution is taxed as a capital gain, rather than ordinary income.

If part or all of this total distribution consists of employer securi-
ties, the employee is not taxed on the net unrealized appreciation in
the securities at the time of distribution but instead only when the
stock is subsequently sold by the employee. The employee is taxed only
on the portion of the employer securities attributable to the employer-s
cost at the time of the contribution to the trust. Furthermore, this
portion is taxed at the long-term capital gains rate, rather than at
ordinary income rates.
Prob m.--The capital gains treatment of lump-sum pension dis-

tributions was originally enacted in the Revenue Act of 1942 as a
solution to the so-called bunched-income problem of receiving an
amount in 1 taxable year which had accrued over several years.

The capital gains treatment afforded lump-sum distributions from
qualified pension plans allows employees to receive substantial amounts
of deferred compensation at a much more favorable tax rate than other
compensation received for services rendered. Moreover, it appears that
the more significant benefits accrue to taxpayers with adjusted gross
incomes in excess of $50,000, and that a number of lump-sum distribu-
tions of $800,000 to over $1,000,000 have been made.

Houe eouion.-The bill limits the extent to which capital gains
treatment will be allowed for lump-sum distributions from qualified
employees' trusts made within 1 taxable year. Capital gains treat-
ment is to be limited to the amount of the total distribution in excess
of employer contributions made during plan years bespinning after
1969. Thus, amounts attributable to employer contributions made
during plan years beginning after 1969 will be treated as ordinary in-
come. This applies also to the amount of employer contributions of
employer securities to the plan.

The bill also provides for a special 5-year "forward" averaging of
the amounts to e treated as ordinary income. The taxpayer computes
the increase in tax as a result of including 20 percent of the ordinary
income amount of the distribution in his gross income for the taxable
year in which the total distribution is made, and then multiplies the
increase in tax by 5 to obtain his tax liability on the ordinary income
portion. The bill further provides that the taxpayer may recompute
his tax on the ordinary income portion at the end of 5 years by adding
20 percent of the amount in the gross income in each of the 5taxablve
years, and if this method results in a lower tax than previously paid,
he is entitled to a refund.

ArgwneW For.--It is appropriate to treat at least the amount
of the employer contributions to a pension trust (including contri-
buti Wof empyer stock) as ordinary income, since ut is deferred
conpenstion for services rendered over the peribd of employment
which otherwise would be taxed as ordinary income. The bunched-
income problem of treating this portion of the distribution as ordinary
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income is alleviated by the special 5-year averaging provision of the
bill.

Argumenws Agaimt.-(1) Opponents to any limitation on capital
gains treatment of lump-stun pension distributions contend that the
entire amount should continue to be taxed at capital gains rates, as'
they maintain that the fact that these amounts accrue over many years
qualifies the distribution for special tax treatment.

(2) In the case of employer securities, the tax treatment of retire-
ment plans involving these securities should be left unchanged be-
cause it is possle to consider an employee's participa on in such a
plan as if he had purchased the securities himself. Any change will
be detrimental to the interests of the employees who have had the
expectation of receivng capital gains treatment when they retire.

(8) The House bill does not go far enough in solving a basic tax
inequity as a result of the tax advantage granted to lump-sum pension
distributions in comparison with ordinary income treatment of all
other pension distributions. There is other income in the lump-sum
distribution which should appropriately be taxed as ordinary income,
such as the dividends received on the trust accumulations.

(4) The present law properly taxes as a capital gain amounts
received in one taxable year which are attributable to many taxable
years.
6. Sales of Life Estates, Etc.

Present law.-Under present law, when a life estate and remainderinterest in property are acquired b- gift, by bequest, or through
inheritance, the basis of the property is divided between the life estate
and the remainder. The owner of the life interest is not permitted to
deduct any portion of his basis over the life of his interest and thereby
to reduce for tax purposes the amount of income he receives from
his interest. However, where the life tenant sells his right to receive
future income, his basis in the property may be used to reduce the
gain he receives on the sale. The purchaser of the life estate is allowed
to amortize his basis (his purchase price) and, -herefore, is able to
offset it against the income he receives from it.

Problem.-This treatment of life estates has the effect of allowing
a large portion, and in some cases, almost all of the income from a
life estate or similar interest to avoid taxation in those situations where
the life tenant sells his interest. This is because the life tenant is not
taxed on his income to the extent of his basis and, in addition, the
purchaser of this interest is not taxed on most of the income from it
because he is allowed to reduce that income by amortization deductions
for the purchase price which he pays for the interest. In addition, in
some cases the seller's basis has exceeded the amount he rcived upon
ifs sale, and he has been permitted to take a deductible los&

House solution.m-The bill provides that the entire amount received
on the sale or other disposition of a life (or term-of-years) interest in
property, or an income interest in a trust (which was acquired by
gft=, b inheritance,orby a transfer in trust) , is to be taxable
rather than only the excess of the amount received over the suer s
basis for his interest. This provision applies to sales or other disposi-
tions after July 25, 1969.
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The House bill, however, does not change present law where a life
interest is disposed of as part of a single transaction in which the
entire fee interest is transferred (eg., where a life tenant and remain-
derman simultaneously join in a sale of the entire property interest)
to any person or. persons. In such a case, the gain realized by the life
tenant is to be measured by the excess oi the proceeds received on the
disposition over his adjusted basis in the property.

Argument For.-The present tax law has the effect of allowing a
large part, and in some cases almost all, of the income from a life
estate to avoid taxation in those situations where the life tenant sells
his interest, The life tenant is not taxed on the income he receives from
the sale because he will usuelly have a tax basis equal to, or almost
equal to, the sales price This is regarded as particularly undesirable
by those who view such transactions as an anticipatory assignment
of income rather than as the sale of a property interest.

Argument Againt.-A sale of as property interest is involved
and therefore it is appropriate in measuring the amount of gain to
reduce the proceeds by the amount of the life tenant's basis.
7. Certain Casualty Losses Under Section 1231

Present law.-Generally, under present law (sec. 1231(a) of the
code), if the gains on the disposition of certain types of property
exceed the losses on this same type of property, in effect, the excess
is treated as long-term capital gain. On the other hand, if the losses
exceed the gains, then the net loss is treated as an ordinary loss. The
types of property subject to this provision generally are depreciable
property and real estate used in a trade or business.

An exception to this general provision is provided for uninsured
losses resulting from casualty or theft in the case of property used in
a trade or business (or capital assets held for the production of
income). These uninsured losses are deductible in full against ordinary
income rather than being required to be netted with other gains and
losses under section 1231.

Problem.-The exception to the general section 1231 rule has lead to
anomalous results. A business taxpayer with a casualty loss on two
similar business properties, one of which is insured and one of which
is not, is allowed to deduct the uninsured loss in full against ordinary
income and at the same time is allowed to treat the gain on the insured
property (the excess of the amount 9f insurance received over his
adjusted basis in the property) as a capital gain. In other words, the
gain and loss do not have to be netted under section 1231. On the
other hand, the netting is required where the business taxpayer only
partially (perhaps 5 percent) insures a busint ss property.

Houe 8olution.-The bill modifies the treatment of casualty losses
and casualty gains under section 1231. Casualty (or theft) losses on
depreciable property and real estate used in a trade or business and
on capital assets held for the production of income are to be consoli-
dated with casualty (or theft) gains on this type of property. If the
casualty losses exceed the casualty gains, the net loss, in effect, will be
treated as an ordinary loss (without regard to section 1231). On the
other hand, if the casualty gains exceed the casualty losses, then the
net gain will be treated as a section 1281 gain which must then be
consolidated with other gains and losses under section 1231. This rule
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_3 to apply where the casualty property is uninsured, partially insured
or totally insured. Although it was intended that casualty losses and
casualty gains on capital assets which are personal assets, suoh as a
personal residence or a nonbusiness automobile, were to be subject to
this special rule, they were not included through a drafting error.

The bill also clarifies the fact that uninsured casualty, losses on per-
sonal assets are subject to the basic section 1231 provisions.

This provision applies to years beginning after July 25, 1969.
Argument For.--This provision eliminates the present unrealistic

distinction under section 1231 between insured and partially insured
casualty losses. In addition, it eliminates the possibility that a business
taxpayer can deduct an uninsured casualty loss on business property in
full from ordinary income, when he also has a larger casualty gain on
insured business property which would be treated as a capital gain

Argument Against.- The bill failT to recognize the objective behind
the original adoption of present law in the Technical Amendments Act
of 1958--that is, that taxpayers who self-insure their property should
be able to deduct their losses in full (without any type of reduction)
against ordinary income in the year of the loss in a manner similar to
taxpayers who insure their property with insurance companies, and
who are able to deduct their insurance premiums against ordinary
income (without any reduction) as they are paid.
8. Transfers of Franchises

Present law.-Questions have arisen under present law as to whether
the transfer of a franchise is to be treated as an outright sale or as a
mere license, and whether franchisors are selling franchises in the
ordinary course of business. Depending upon how these questions are
resolved, the franchisor will receive ordinary income or capital gains
treatment on the gain he realizes on the transfer of a franchise. At
present, these problems must be resolved under general tax principles,
and this has produced different results: i.e., capital gains in some situ-
ations and ordinary income treatment in others, despite factual simi-
larities in the interests in the franchises transferred.

Problem.-On several occasions the Tax Court has held that the
transfer of subfranchises was not a sale for tax purposes and that all
gains therefrom were to be taxed as ordinary income. This position of
the Tax Court has been accepted generally by two Circuit Courts of
Appeals; however, three other circuit courts have found sales to exist
in similar transactions and have allowed franchisors capital gains
treatment. Since present law does not specifically deal with the tax
treatment of the transfer of a franchise, and since this has resulted
in a considerable diversity of opinion unong the courts as to whether
the transfer of a franchise constitutes a license or a sale (and whether
part or all of a sale of a franchise constitutes the sale of a capital asset)
there appears to be a need for legislation in this area.

Ho e soltion.--The House bill denies a franchisor capital gains
treatment on the transfer of a franchise if he retains any significant
power, right, or continuing interest with respect to the subject matter
of the franchise.

In the event the franchise agreement includes significant conditions
or restrictions which are subject to the franohisor's approval on a con-
tinuing bas* this power to exercise continuing, actve, operations
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control over the subfranchise will constitute the franchisor's retention
of a significant power, right, or continuing interest. Moreover, if the
franchisor's conduct constitutes participation in the commercial or
economic activities of the subfranchise then this conduct will be re-
garded as a retention of a significant power, right, or continuing in-
terest. The rule provided by the bill, however, does not apply with re-
spect to amounts received or accrued in connection with a transfer of a
franchise which is attributable to the transfer of all substantial rights
to a patent, trademark, or trade name, to the extent the amounts are
separately identified and are reasonable in amount. These rules will
apply to transfers made after July 25,1969.

A.r mentFor.-The substantial growth of franchising throughout
the United States in recent years, and the split of authority among
the courts with respect to the proper tax treatment to be accorded
the transfer of a franchise, necessitates the adoption of more definite
guidelines in this area so that where a franchisor does not part with
all his interest in a franchise then the transfer will not be entitled to
capital gains treatment.

Argument Against.-On the other hand it is argued that most
transfers of franchises are more like sales than licenses and, accord-
ingly should continue to receive capital gains treatment.

V. REAL ESTATE DEPRECIATION

Psent law.-TUnder present law, the first owner may take deprecia-
tion allowances for real property under the double declining balance
method or the sum-of-the-years-digits method. These rapid de recia-
tion methods generally permit large portions of an asset's tot basis
to be deducted in the early years of the asset's useful life. A subsequent
owner is permitted to use the 150 percent declining balance method
which also provides more rapid depreciation than straight line in the
early years.

Depreciation is allowed on the total cost basis of the property (minus
a reasonable salvage value), even though the property was acquired
with Zittle equity and a large mortgage.

Ne;. gains on sales of real property used in a trade or business are,
w',h certain exceptions, taxed as capital gains and losses are treated
as ordinary losses. Gain on the sale of buildings is taxed as ordinary
income to the extent of depreciation taken on that property after De-
cember 31,1963, if the property has been held not more than 12 months.
If the property has been held over 12 months, only the excess over
straight-line depreciation is "recaptured" and even that amount is
reduced after 20 months, at the rate of I percent per month, until 120
months, after which nothing is recaptured.

PobkmIghie t tax treatment of real estate has been used by
some high income individuals as a tax shelter to escpe payment of tax
on substantial portions of their economic income The rapid deprecia-
tion methods now allowed make it possible for taxpayers to deduct
amounts in excess of those required to service the mortgage during the
early life of the property. Moreover, because accelerated depreciation
usually produces a deduction in excess of the actual decline in the
usefulness of property, economically profitable real estate operations
ai normally converted into substantial tax losses, sheltering from
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income tax such economic profits and permitting avoidance of income
tax on the owner's other ordinary come, such as salary and dividends.
Later the property can be sold aud the excess of the sale price over the
remaning basis can be treated as a capital gain to the extent that the
recapture provisions do not apply. By holding the property for 10 years
before sale, moreover, the taxpayer can arrange to have all the gain
resulting from excess depreciation (which was offset against ordinary
income) taxed as a capital gain without the recapture provisions
coming into play. The tax advantages from such operations increase as
a taxpayer's income moves into t her tax brackets.

Because of the press t tax situation, when investment is solicited in
a real estate venture it has become the practice to promise a prospective
investor substantial tax losses which can be used to dimfiish the tax
on his income from other sources. Thus, there is, in effect, substantial
dealing in "tax losses" produced by- depreciable real property.

Howse eolution.-The House bill revises real estate depreciation
allowances to limit the opportunities to use the present treatment
as a tax shelter and yet, at the same time, to maintain tax incentives
to build low income housing where the need is great.

Under the bill the most accelerated methods of real estate deprecia-
tion (the 20 percent declining balance and the sum-of-the-years-digits
methods) are limited to new residential housing. To qualify for such
accelerated depreciation at least 80 percent of the incQme from the
building must be derived from rentals of residential units. Other new
real estate, including commercial and industrial buildings, is to be
limited to the 150 percent declining balance depreciation method. In
general the new rules will not app y to property if its construction
began before July 25,1969, or if there was a written binding contract to
construct the building before July 25,1969.

Only straight line depreciation is to be allowed for used buildings
acquired after July 25, 1969. A special 5-year amortization deduction
is provided in the case of expenditures after July 24, 1969, however,
for the rehabilitation of buildings for low-cost rental housing.

Finally, the bill provides for the recapture of the excess of acceler-
ated depreciation over straight line depreciation on the disposition
after July 24,1969, of depreciable real property (but only to the extent
of depreciation taken after that date). Thus, to the extent of this
excess depreciation, the gain on the sale of the real property will be
treated as ordinary income rather than as capital gain.

AiyumeW,8 For.-(1) This provision strikes a good balance
between the need to curtail the availability of the real estate pro-
visions as a tax shelter and the need to provide adequate incentives
for the building of low income housing. Since the provision allows
the most accelerated methods of real estate depreciation to be used
for new residential housing, it continues the encouragement to build.
the residential housing needed to meet present housing shorUtgs. On
the other hand, by limiting new real estate other than residential
housing to the 150-percent deeclining balance method, by limiting used
buildings to sttight line depreciation, and b y strengthening the re-
capture provisions, the bill reduces the potential base of real estate as
a tax shelter.

(2) Many economically profitable reel estate operations produce
substantial "tax losses" because bf accelerated depreciation deductions
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which are used to avoid income tax on the taxpayer's other income,
such as salary and dividends, and in many cases result in the conver-
sion of ordinary income into capital gain.

(8) Reducing depreciation deductions for slum and ghetto housing
while continuing accelerated depreciation for new housing will make
investments in slum housing less attractive and lead to its earlier
demolition and replacement with modem housing, thus achieving a
socially desirable goal.

(4) Recapturing real estate depreciation taken in excess of straight
line depreciation at ordinary income tax rates not only simplifies
this area of the tax law, but also it more closely recognizes that the
larger deductions taken for depreciation reduced ordinary income
(even though the property itself actually did not decrease in value)
and should not now be allowed as a capital gain.

Argument Again8t.-(1) There should be no change in the present
tax treatment of real estate because of the pressing need to encourage
the construction of more housing to eliminate the present housing
shortages. This situation tends to imply that tax incentives have been
deficient rather than excessive.

(2) Accelerated depreciation is a particularly appropriate incentive
to real estate development in that it provides greater capital recovery
during the uncertain earlier years when real property. has to prove
itself as a good or bad investment.

(3) The present recapture rules were carefully tailored to the pecu-
liar requirements of the real estate industry and no case of favoritism
has been established.

W. COOPERATIVES 1

Prese law.-In determining taxable income under present law,
cooperatives are permitted a deduction (or exclusion) for patronage
dividends paid in money or in qualified patronage allocations. They
also are permitted a deduction (or exclusion) for qualified per-unit
retain certificates (that is, certificates issued to patrons to reflect the
retention by the cooperative of a portion of the proceeds of the market-
ing of products for the patrons).

A patronage allocation, or per-unit retain certificate, is qualified-
and therefore not taken into account by the cooperative-only if the
patron consents to take it into account currently as income (or as a
reduction in price in the case of purchases from the cooperative).Thus, ir general, a cooperative is not taxed on patronage allocations
or per-unit retains only if they are taxable to patrons. [n the case of
qualified patronage dividends, present law requires that 20 percent
must be paid in money so that the patron will have all or part of the
money to pay the tax.

Proben.--Qualified patronage allocations and qualified per-unit
retains may be considered as amounts distributed by the cooperative
to its patrons and reinvested in the cooperative as capital. However,
the patron often does not have an independent choice between invest-
ing them in the cooperative or retaining them for his own use. This

'Wituern did Uot tOatlfp to MS ehangue In the law during the Ways and Means
CoUMutt" uil.
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choice is frequently made by the members as a group, and it may
govern the use of a patron's funds even though he is not a member
or became a member after the cooperative's practices in this regard
were established. Nevertheless, he is taxed as though he had full do-
minion over the entire patronage allocation or per-unit retain. More-
over, although most cooperatives revolve out these funds--on which
the patron has already paid the tax-within 4 to 15 years, some co-
operatives retain them indefinitely.

House solutiwn.--Under the bill cooperatives are to be required to
revolve out patronage dividends and por-unit retains within 15 years
from the time the written notice of sitocation is made or the per-unit
retain certificate is issued. In addition, the percentage of patronage
allocations which must be paid out currently in cash, or by qualified
check, is increased from 20 percent to 50 percent. The additional 30
percent may be paid with respect to the current allocation or in
redemption of prior allocations. The increase in the required payout
is phased in ratably over a 10-year period. These provisions apply to
taxable years beiiining after 1969.

Arguments or.-(1) By requiring the cooperative to pay to the
patron all of the patronage dividends or per-unit retains within 15
years, the bill assures the patron that he will eventually receive the
patronage income on which he has been taxed. It is often argued, in
fact, that the patron should receive this money earlier.

(2) Farmers today have little dominion over the treatment of pa-
tronage dividends despite the fact that they must pay tax on them
as if they did. The bill will give them full control over one-half of the
patronage dividend immediately with assurances that the remaining
one-half (retained by the cooperative) will be paid out to them in 15
years. This greater control over the income'on which they are taxed
makes the tax more equitable.

(3) By requiring cooperatives to pay out more of their income cur-
rently the amounts they can retain tax-free for expansion of facilities
in competition with fully taxpaying businesses is lessened. This is a
desirable way of limiting the tax-free growth of business enterprises.

Arguments Agacnit.-(1) The House bill fails to recognize the sig-
nificance of the present rules whereby the patron in effect is given an
option to accept the patronage dividend and pay a tax on it. Thoee
rules were carefully devised to assure a single tax would always be
collected on the earnings of cooperative enterprises and the bill does
nothing to improve on present law in this respect.

(2) The bill ignores the role farm cooperatives play in improving
the incomes of farmers by providing them with alternative methods
of marketing their crops or of acquiring farm equipment, machinery
and supplies at reasonable prices.

(3) There is no showing that the present balance between farm co-
operatives and regular businesses should be upset to the detriment of
the cooperative movement.

(4) The rennirements for an early payout of patronage dividends
and retains will impair the working capital of the cooperative, since
these amounts represent, in effect, the cooperative's equity capital and
serve as a base to support its borrowings.
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X. SUBCHAPTER S CORPORATIONS
Premw ak.-Subchapter S of the Internal Revenue Code was

enacted in 1958 to provide tax relief for small business corporations
(those with 10 or fewer shareholders) by allowing them to elect not
to be taxed as a corporation but instead to have the income or loss of
the corporation taxed directly to the shareholders in pattern roughly
similar to that of partnership taxation. These provisions do not deal
with employee retirement plans; consequently, subchapter S corpora-
tions may establish corporate retirement plans for the benefit of share-
holders who are also employees of the corporation.

Prior to 1962, self-employed persons (proprietors and partners)
were not able to establish such plans to benefit themselves. In 1962,
however Congress enacted the Self-Employed Individuals Retirement
Act (H.. 10), permitting self-employed persons to be treated as em-
ployees of the businesses they conduct so that they may be covered
under qualified employees retirement plans in much the same manner
as their employees. These provisions, though, contain certain specific
requirements as to proprietors and partners which limit contributions
to 10 percent of the proprietor's or partner's earned income, or $2,500,
whichever is less.

Problem.--The H.R. 10 limitations on retirement income plans de-
scribed above (do not apply to corporations and so may be avoided
by a proprietor or the partners of a partnership by forming a corpora-
tion, electing subchapter S treatment, and then b coming employees of
the corporation. By the same token, a business that had incorporated
without contemplating a subxhapter S election can avoid the burden
of the corporate tax while retaining its broad corporate retirement
plans.

Home 8olutiotm.-The House bill provides limitations, similar to
those contained in H.R. 10, with respect to contributions made by sub-
chapter S corporations to the retirement plans for those individuals
who are "shareholder-employees," defined as employees or officers who
own more than 5 percent of the corporation's stock. Under the bill, a
shareholder-employee must include in his income the contributions
made by the corporation under a qualified plan on his behalf to the
extent contributions exceed 10 percent of his salary or $2,500, which-
ever'is less. This provision applies to taxable years of subchapter S
corporations beginning after 1969.

Argument Fore--If an enterprise wants to incorporate for business
purposes, but wants to be taxed in a manner similar to a partnership,
then it should be subject to the same H.R. 10 limitations as partnershiIps
in the case of pension plan contributions it makes on behalf of its
owner-employees

Argu.ments Agaimt.-(1) Subchapter S corportions are in fact
corporations; the_ subchapter S election doesn't entitle them to part-
nership taxation but rather to tax treatment in a manner similar to
the partnership rules, and these special rules do not provide all the
benefits of partnership taxation.

(2) H.R. 10 limitations are too restrictive and should be revised in
a more reasonable manner possibly on a comparable basis with the
corporate plans.

(8) The process of revising all the existing plans presents an unbear-
able burden.

(4) T-his change in the law should await a Congressional review of
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the overall treatment of pension plan contributions and benefits, in-
cluding the Tieasury Department study of 1965.

Y. TAX TREATMENT OF STATE AND MUNICIPAL BONDS I

Peaent law.-Interest payments on obligations of State and local
governments generally are exempt from Federal income tax, an exemp-
tion that has been provided ever since the Federal income tax was
adopted in 1913.

Proble, .- The tax savings for individuals and corporations from
the purchase of tax-exempt bonds has been greater than the differential
between the interest yields on tax-exempt and taxable bonds. As a
result, it has been estimated that the interest savings to State and local
governments was $1.3 billion in 1968, but the tax revenue loss of the
Federal Government was $1.8 billion.

In addition some State and local governments have issued arbitrage
bonds whose proceeds are invested in Treasury bonds which pay a
higher interest yield than the issuer's tax-exempt yield. The issuer
retains the differential between the interest yields as an addition to its
revenues.

Hou solutio--State and local governments are given the volun-
tary election to issue taxable bonds. If they make this choice, the Fed-
eral Government will pay between 25 and 40 percent of the interest on
the bond betweenn 30 and 40 percent through the end of 1974). The
Secretary of the Treaury will determine and publish the percentage
for the Federal payment before the first day of each calendar quarter,
and the percentage will apply for the entire life of all taxable bonds
issued during that quarter. The Federal payments will be made under a
permanent appropriation no later than the time when the issuing
government must pay the interest on its bonds. This provision applies
to issues made in calendar quarters that begin, after the date of
enactment.

Federal income tax exemption would no longer apply to arbitrage
bonds issued after July 11 1969.

Arguments For.-(1) he election to issue taxable bonds is volun-
tary on the vart of f'ate and local Rovernments, and the Federal Gov-
ernment automatically makes the interest payments if they so elect.
Since this provision is voluntary on the part of States and local govern-
ments none need elect it unless it works to their advantage.

(2) The Federal Government will have no Dowers of review over the
purpose for which the bonds are issued or the capacity of the issuing
government to repay its debt and, as a result, there will be no Federal
control of the program.

(3) Because of the his.her yield on the taxable bonds, the market for
State and local bonds will be broadened.

(4) The Federal subsidy provided by the bill will be offset-possibly
more than offset-by increased taxes is the portion of the interest on
the bond paid by State municipal governments moves from nontaxable
to taxable status.

(5) The provision -would help eliminate the stimulus present tax
exemption exerts on wealthy individuals to purchase State and local
government obligations for tax reasm thereby diverting their L-
vestments from areas more economically justified.

8 5 Sml dlseoemlo under Limit an Tax Pretfwnemw V 47, and Af1oeaton of Dedue-
tiom, ow 48.-
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Arru ntt Agaiwnt.-(1) The provision opens the way to complete
repeal of the State and local tax exemption.

(2) It does not void the constitutional question as to whether Con-
pe has the power to tax the income from State and local obligations;
if the Constitution prohibits the Federal Government from taxing
these obligations the Constitution cannot be made inapplicable at the
election of a State or municipal government. The provision is a fur-
ther incursion of the Federal Government into the affairs of Stbae and
local governments and in this respect it runs counter to the goal of
decentralized government.

(8) It is argued that commercial banks which are the most signifi-
cant purchasers of tax-exempt bonds may reduce their purchases
when the issues are taxable in light of other provisions in the bill that
increase the effective rate of taxation on commercial bank net income.

Z. EXTENSION OF TAX SURCHARGE AND EXCISE
TAXES; TERMINATION OF INVESTMENT CREDIT

1. Extension of Tax Surcharge at 5-Percent Annual Rate for
First Half of 1970.

Pre e /aw.-The Revenue and Expenditure Control Act of 1968
adopted a 10-percent surcharge on the tax liabilities of individuals
and business corporations in order to dampen inflationary pressures
and keep the economy under control. The 10-percent surcharge expired
as of June 30, 1969. H.R. 9951 extended the 10-percent surcharge for
the period from July 1, 1969, through December 31, 1969.

Problem-The extension of the surcharge until the end of calendar
year 1969 provided by H.R. 9951 will help combat the inflationary
pressures which are rampant in the economy. However, these infla-
tionary pressures are now so strong that some extension of the sur-
char ge through the first half of 1970 may be necessary in order to

fin the job of bringing the economy under control. The gross
national product is stilflrising sharply, t~he consumer price index and
the wholesale price index have risen at an annual rate of over 6-per-
cent since the end of last year and our financial and money markets
are showing marked signs of strain.

Houe solution.-The House bill provides that the surcharge on the
tax liabilities of individuals and corporations which, under I.R. 9951,
is scheduled to expire on December 31, 1969, shall be continued at a
5-percent annual rate for the period from January 1, 1970, until June
80,1970. Since this 5-percent surcharge will be applicable only for the
first half of 1970, the surcharge for the entire year 1970 will be 2Y2-
percent for a calendar-year taxpayer.

Note.--This provision was included in H.R. 1290, the bill to repeal
the 7 percent investment tax credit, to extend the 10 percent income
tax surcharge, and for other purposes. It was approved by the Com-
mittee on Finance when the Committee ordered that bill reported in
July. For that reason no position for or against it is stated.
2. Continuation of Excise Taxes on Communication Services and

Automobiles
7Preent .w--The excise tax on passenger automobiles presently is
percent and the excise tax on local and toll telephone services and
teletypewriter exchange services presently is 10 percent. Both rates
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are scheduled to decline to 5 percent on January 1, 1970,8 percent on
January 1, 1971, 1 percent on January 1, 1972, and to be repealed onJTanuary 1, 1978.Probn -t appeal inappropriate to reduce these excise taxes

during a period of serious izflatfionary pressures when the Federal
Government has imposed an income tax surcharge and is applying
other forms of fiscal and monetary restraints to control the inflationary
pressures.

House solution.-The scheduled reductions which were to begin on
January 1, 1970, are delayed for 1 year. As a result, tlh 5 percent
excise tax rates will become effective on January 1 1971, the 8 percent
rate on January 1, 1972, and the I percent rate on January 1,1978, and
the repeal of these excise taxes will take effect on January 1, 1974.

Note.-This provision was included in H.R. 12290, the bill to repeal
the 7 percent investment tax credit, to extend the 10 percent income
tax surcharge, and for other purposes. It was approved by the Com-
mittee on Finance when the Committee ordered ihat bill reported in
July. For that reason no position for or against it is stated.
3. Repeal of the Investment Credit

Present law.--Present law provides a 7-percent tax credit (3 per-
cent for public utility property) for qualified investment in: (1) tani-
ble personal property; (2) other property (not including buildings
and structural components) which is an integral part of manufactur-
ing or production, or a research or storage facility; and (3) elevators
ad escalators.

To qualify, the property must be depreciable and have a useful life
of four years or more. New property filly qualifies for the credit. Up
to $50,000 of used property can be taken into account in any year.

Property with a useful life of from four to six years qualifies for
the credit to the extent of one-third of its cost. Pro rty with a useful
life of six to eight years, qualifies to the extent otwo-thirds of the
investment. If the property has a useful life of eight years or more,
the full amount qualifiX

The amount of the investment credit taken in any year may not
exceed the first $25,00 of tax liability plus 50 percent of the tax lia-
bility in excess of $25,000. Investment credits which, because of this
limitation, cannot be used in the current year may be carried back to
the three prior years and carried forwardto the succeeding 7 taxable
years

Problem-The investment credit does not appear to be suited to
present conditions. The credit was designed to provide a tax induce-
ment for businessmen to modernize their equipment and expand pro-
ductive capacity. Since 1962, business has invested almost $ billion
in new plant and equipment, and it would appear that there is no
reason to grant a tax imducein'nt for new investment now.

The current outlook is that plant and equipment expenditures will
reach record levels in 1969. The most recent Commerce Department-
SEC survey indicates that such expenditures will reach $721 billion in
1969-12.5 percent more than was spent for this purpose in 1968. Much
of this investment results from the present infationary psychology
which induces businessmen to increase plant and equipment spending
beyond normal levels in an attempt to avoid higher costs in later years.

3&-865 O---pt. 1- 8
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In such a situation, business investment should not be stimulated.
Ins ad, such investment should be moderated in order to contain an
overactive economy and reduce inflationary pressures.

The investment credit cannot be turned on and off quickly to adjust
to current economic conditions In 1968, the credit was suspended
temporarily in order to reduce the inflationary impact of large invest-
ment ex.penditures; but the investment credit continued to have an
expanmonary impact on some inwtments beyond the cutoff date as
a result of transition provisions ad carryovers of unused credits. In
other casea there was distortion in the investment process because
businessmen postponed normal investments in anticipation of the time
whem the credit would be restored.

Howe eoh -e-The House bill provides for the permanent repeal
of the investment credit in the case of property acquired, or the con-
struction of which is begun after April 18,1969. The bill also provides
an except'on to this generd rule under which the credit is to continue
to be available for proputy constructed or acquired under a binding
contract entered into before April 19 199. A number of other trans_-
tion rules are also provided by the bill under which the credit will
continue to be available in situations where, although a binding con-
tract Is not involved, a substantial portion of the property in question
had bo acquired, constructed, or contracted for prior to April 19,
1M9. The transition rules in the bill are generally the same as those
provided in the legislation which temporarily suspended the invest-
ment credit in 1968.

The bill also provides for the "phaseout" of the investment credit
in the case of property placed in service after 1970 (which generally
would be eligie or the credit under a transition rule), Under this

"phaseout," the credit is to be reduced by one-tenth of one per ntage
point for each full calendar month after November 1970 and the date
the property is placed in service In addition, no credit will be allow-
able for property placed in service after 1974.

The bill dso places a limit on the extent to which taxpayers may
carry over unused investment credits to 1969 and subequent yvela As
Of the end of 198 these unused investment credits amounted to an
estimated $2 billion. Under the limitation provided by the bill, the
credit take in a year after 1968, attributable to carryovers, cannot
ezoeed 90 percent of the aggregate amount of unused investment credits
otherwise available as carryovers to the year in question (or to any
prior year after 1968 'if the carryovers to that ear are higher than
in the current ye). This limitation is in addition to the general 50
percent of the tx liability limitation on the amount of credit which
may be claimed in a year. Th bill also retains the present length of
the carryove periods (8 Year back and 7 years forward).

Note..This provision was included in H 1990, the bill to repeat
the 7 permit investment tax credit, to extend the 10 percent income
tax surcharme and for other purpose. It was Opproved by the om-
mittse on Finance when the committee ordered that bill reported in
July. For that reason no position for or against it is stated,
t Anortlutlm of Pollution Control Faclitie

PvueM low.-Under present law, a taxpay r may claim an invest-
mint odit with respect to pollution ofto facilities to the extent
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the involve property of a type generally eligible for the investment

Problem.-There is a present need for industry to install facilities
that will remove pollutants and contaminants from air and water
discharged after use in production processes. Since termination of the
investment credit will remove to some extent the financial offsets to the
costs of these facilities, an alternative form of incentive may be viewed
as desirable.
Ho~se solution--The bill provides that a taxpayer will be allowed

to amortize over a period of 80 months any new certified air or water
pollution control facility that is identifiable as a separate treatment
facility. The amortization deduction would be taken in place of the
regular depreciation deduction. The amortization deduction generally
would be available only for a pollution control facility that is con-
structed after 190M and that is certified by the appropriate State and
Federal Authorities as being in conformity with relevant programs
and requirements for the abatement or control of air or water pollu-
tion. The amortization is to be available for taxable years ending after1988.

Note.-This provision was included in H.R. 12290, the bill to repeal
the 7 percent investment tax credit, to extend the 10 percent income
tax surcharge, and for other purposes. It was approved by the Com-
mittee on Finance when the Committee ordered that bill reported in
July. For that reason no position for or against it is stated.
L Amortization of Certain Railroad Rolling Stek

Present lw.--A taxpayer may claim an investment credit with re.
spect to railroad rolling stock to the extent they ar ro fa
type for which the investment credit generally is avalable. Under
present depreciation guidelines, the useful life of rolling stock is14 Years.

Arobem.-The railroad industry generally has been in poor finan-
cial condition for many years. The investment credit made a substan-
tial contribution to the modernization of railroad equipment and in
increasing railroad efficiency by improving the ability of the railroads
to finance the acquisition of new equipment.

House *olution--Domestic common carrier railroads subject to.
regulation by the Interstate Commerce Commission may elect to amor-
tize all railroad rolling stock (except locomotives) over a period of 84
months. (The bill erroneously provides for 7-year depreciation, in-
sed of amortization). The provision applies to eligible rolling stock
that is constructed or acquired and put into originl use after July 81,1989.

Argtw. m For.--(1) Amortizaton Is an appropriate incentive be-
cause it permits a rapid recovery of the costs involved and does &ot
extend a return in exces of actual total costs

(2) Amortization is preferable to accelerated depreciation because
it permits a complete write-off of the equipment without adjustment
for salvage value.

(8) Amortization is preferable to depreciation because it does not
Wntail adjustment for the restriotlons requimd by the reserve rotio
test" in the depreciation guidelines.
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(4) On the other hand the amortization provision does not extend
to companies which urchased railroad rolling stock eligible for the
investment credit and leased the equipment to railroads.

(5) Since it appears the 7-percent investment tax credit will be
repealed without industry exemptions, some other form of stimulus--
such as amortization-must replace it or the railroads will be unable
to attract capital needed to modernize and expand their rolling stock.

ArgumenM Agaimst.-Ql) Repealing the 7-percent investment tax
credit and replacing it with amortization is just substituting one tax
preference for another.

(2) If there is freight to be hauled, the profit motive is all the
incentive needed to assure that the necessary rolling stock will be
axuired.

(3) The depreciation practices of the railroad industry are already
among the most complex of any industry, and this provion coim-
pounds the complexity without adding greatly to the cash flow they
presently can generate through accelerated depreciation.

AA. ADJUSTMENT OF TAX BURDEN FOR
INDIVIDUALS

1. Increase in Standard Deduction
Pent Zaw.-Under present law, a taxpayer in computing taxable

income may itemize his deductions, or may take the larger of the
minimum standard deduction or the 10 percent standard deduction.
The minimum standard deduction is $200 plus $100 for each exemption,
and the regular standard deduction is 10 percent of adjusted gross
income. Both forms of the standard deduction are limited to $1,000
($500 in the case of a married individual filing a separate return).

Problem.- The 10 percent standard deduction was introduced in
1944 to reduce the complexity of the income tax for the vast majority
of taxpayer Instead of keeping records of deductible personal ex-
penditures and itemizing deductions on their tax returns more than
82 percent of taxpayers were able to use the simpler standard deduction
when it was first introduced. Since that time, higher medical costs,
higher interest rates, higher State and local taxes, increased home-
ownership, and more expensive homes have encouraged more and more
taxpayers to itemize their deductions. In addition, itemization has been
encouraged by r incomes which have moved more .and more
taxpayers beyond the $10,000 income level where the $1,000 standard
deduction ceiling first becomes applicable. The effect of higher incomes
and increased expenses has been to decrease the proportion of returns
using the standard deduction from 82 to 58 percent.

Hose .olutions--The House bill increases the 10-percent standard
deduction and $1,000 ceiling to 15 percent with a $2,000 ceiling in three
stages: in 1970 to 13 !percent with a $1,400 ceiling, in 1971 to 14 per-
cent with a $1,700 ceiling, and in 1972 to 15 percent with a $2,000
ceiling. The increase was made in three stages to avoid an excessive
revenue loss in 1970 and 1971.

Argumenft Fo1.-(1) The 15-percent standard deduction with
a $2 000 ceiling will result in substantial simplification. This com-
bined with the $1,100 low-income allowance also contained in the bill
will cause a total of 11.8 million or 87 percent of all itemizers to
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switch to the standard deduction. The proprtion of returns using the
standard deduction as a result of thelow-income allowance and the
higher standard deduction taken together will be nearly 74 percent.

(2) This higher standard deduction also will provide a tax reduction
to a substantial number of taxpayers. By itself the 15 percent, with a
$2,000 ceiling will reduce taxes by $2.4 billion or 33.7 million returns
or more than 53 percent of taxable returns. After the low-income
allowance of $1,100, it will provide a tax reduction of $1.4 billion for
approximately 16.7 million returns or 29 percent of the returns which
remain taxable after the low-income allowance.

(3) In 1944, when the standard deduction was first added to the tax
law, 82.2% of the individual tax returns filed used the standard deduc-
tion in lieu of itemizing. However, by 1965 only 58.8% of the returns
filed used this deduction. The bill will help to restore the use of the
standard deduction to the 1944 levels.

(4) The provision will reduce the number of income tax returns
which will need to be audited by the Internal Revenue Service.

Arguments Against.-(,1) If the standard deduction is liberalized,
tax incentives for making contributions to charity will be reduced for
many taxpayers.

(2 The standard deduction permits two taxpayers, in the same
family circumstances and with the same adjusted gross income, to .y
the same tax even though these two taxpayers incur substantiall dif-
ferent amounts of itemizable expenses. Raising the standard deduc-
tion will, of course, increase this inequity.

(3) Other provisions of the bill provide rate reductions to all indi-
vidual taxpayers The increase in the amount of the standard deduc-
tion will, in effect, provide additirAl reduction of tax liability to many
of the same individuals and amounts to a doubling of tax benefits.

(4) The 15-percent standard deduction with a $2,000 ceiling in-
volves too great a revenue loss. Furthermore, it is noted that the
doubling of the ceiling (from $1,000 to $2,000) provides larger per-
centage tax decreases to taxpayers in the $10,00 to $15,000 income
range than to any other group.
2. Low.Income Allowance

Present law.-The minimum standard deduction is $200 plus $100
for each personal exemption up to a total of $1,000.

Problem.-Inflationary price increases have had their most severe
impact in the erosion of the already inadequate purchas'.Mg power of
the poor. In addition, recent studies of the economic conditions of the
poor by the Department of Health, Education, and Welfare have in-
dicated, even with the present minimum standard deduction, many
persons with incomes beow the poverty level are subject to tax and,
in addition substantial tax burdens are imposed on those with incomes
immediate above the poverty levels.

House 80?uion.-The bill replaces the minimum standard deduction
with a low income allowance of $1,100 for each taxpayer. The level.of
taxation for each taxpayer, thus, ill begin where adjusted gross in-
come exceeds the $1,10 low income allowance plus the number of per-
sonal exemptions the taxpayer may claim. The low income allowance
will be available for 1970 and later years.
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In 1970 only, the bill provides a phaseout of the low income allow-
ance (to the extent it exceeds the present minimum standard deduc-
tion). This excess is to be reduced by $1 for each $2 that the taxpa era's
adjusted gross income exceeds the nontaxable income level. The phase-
out is repealed after calendar year 1970.

Note.-This provision was included in H.R. 12290, the bill to repeal
the 7 percent "investment tax credit, to extend the 10 percent income
tax surcharge, and for other purposes It was approved by the Com-
mittee on Finance when the Committee ordered that bill reported in
July. For that reason no position for or against it is stated.

However it is observed that the phaseout of the low-income allow-
ance is deleted with respect to years after 1970, raising the cost of the
allowance by $2 billion.
3. Maximum Tax on Earned Income

Preaent law.-Under present law, the individual income tax rates
reach a maximum of 70 percent for taxable income in excess of $100,-
000 for single persons and $200,000 for joint retuirs. Ths 70 percent
rate is apple to all taxable income other than capital gains sub-
ject to the alternative rate of 25 percent.

P.roblem.-The present tax rates with a maximum of 70 percent
seem unrealisticay high especially in the case of earned income. They
appear to have some disincentive effect and motivate taxpayers to use
and develop methods of tax avoidance. The high rates are, in part, re-
sponsible for attempts to shelter income from tax and for the diver-
sion of considerable time, talent, and effort into "tax planning" rather
than economically productive activities. The high rates also take what
can be considered an excessive portion of the income of those who are
unable to shelter their earned income from the full impact of these
rates.

Homse solution.-The House-passed bill provides that the maximum
marginal tax rate applicable to an individual's earned income is not
to exceed 50 percent. This is, in effect, an alternative tax computation
for earned income under which earned income in the taxable income
brackets where the tax rate would otherwise be greater than 50 per-
cent is subject to a flat 50 percent rate.

Argwnmt For.-(1) While it is not feasible to reduce the tax rates
in excess of 50 percent to 50 percent for all type of income at the
present time because of the revenue cost, a reduction in the tax rates
a4plicable to earned income to a maximum of 50 percent should sub-
stantially reduce the pressure to use and develop tax boopholes. Since
the disincentive effect of high tax rates on effort is greatest in the case
of earnings, it is most efficient to focus the 50 percent limit on earned
income.

(2) High tax rates on earn income (wages, salaries, and fees)
reduces persatal initiative because the high brtcket taxpayer receives
only a mall marginal amount of "after tax" income -or any addl-
tional woir.

Argwue;t Agone.-(I) This provision is a "loophole for those
persons without loopholes." The income tax bas should be broadened
ith the rates on that tax base made mibstavWl-aly bower.

(2) There is no reason for lowering the t rate if the "ability to
PAy" theory of a progres6ively graduated income tax structure is- Lcpu
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(3) The main objection to the maximum rate of 50 percent on earned
income is that it limits the top rate of 50 percent to one type of income
instead of making rate reduction generally applicable. For example,
instead of a 65 percent top rate for unearned income and a 50 percent
top rate for earned income it might be argued that it would be prefer-
able to make the top rate 60 percent for all types of income.
4. Intermediate Tax Rates: Surviving Spouse Treatment

Present law.-Since the Revenue Act of 1948, married couples filing
joint returns have had the option of being taxed under the split-income
provision. This, in effect taxes a married couple as if it were composed
of two single individuals each with one-half the couple's combined
income. This 50-60 split of income between the'spouses for tax pur-
poses generally produces a lower tax than any other division of income
since the applicaition of the graduated tax rates separately to each of
the two equal parts comprising the couple's income keeps the total
income in lower tax brackets.

Single people generally do not have a comparable income splitting
privilege. As a result they pay higher taxes than married couples at
the same income levels.

In 1951, a head-of-household provision was enacted to grant partial
income-splitting to widows, widowers, and single persons with depend-
ents in their households. Individuals who qualify under this provision
are allowed approximately one-half of the income-splifing benefits
given to married couples. These heads of household use a different tax
rate schedule which, at any given level of income, produces a tax lia-
bility about halfway between the tax paid by a married couple filing
a joint return and a single individual.

Begriing in 1954 surviving spouses with dependent children were
permitted to use the joint return tax rates with full income splitting
for two taxable years following the year of death of the husband or
wife.

Problem.-Widows, widowers, and unmarried individuals who
do not support dependents in a household cannot qualify for head-of-
household treatment under present law. As a result, such individuals
are taxed as single individuals and do not receive the income-splitting
benefits accorded to heads of households (that is, one-half the income-
splitting benefits wanted to married couples filing joint returns). It
is argued that this treatment places unduly heavy tax burdens on
mature single individuals, widows and widowers. Such individuals
more often than not have to incur the expense of maintaining a house-
hold; and in any event, it is maintained, they should receive some
income splitting in order to be treated fairly compared with married
couples. Moreover, for widows and widowers present law is said to
be harsh in that it withdraws all the benefits of income splitting after
their spouse dies despite the fact that they may continue to have
relatively heav living expenses.

House 8olutton.-The House bill extends the benefits of income
splitting to specified groups of individuals whose taxes are deemed to
be too heavy under present law.
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Under the bill, widows and widowers; regardless of age, and un-
married individuals age 35 and over are to be taxed at rates which
are halfway between the rates available to married couples and those
previously available to single persons. This intermediate tax rate
treatment was formerly known as head-of-household treatment. This
provision applies to years beginning after 1970.

The bill also provides that a widow, or widower, with a dependent
child in the household is to receive the full income splitting benefits
available to married couples for as long as she or he continues to sup-
port the child in her or his household and is entitled to a dependency
exemption for the child (rather than just two years after the person s
spouse has died as at present). Generally, this treatment will be avail-
able where the child is age 19 or less or is attending school or college.
This provision applies to years beginning after 1969.

ArgumenM For.-(1) The House provision" extends 1lief to large
numbers of mature single individuals and surviving spouses whose
taxes are now relatively heavy compared with those paid by married
couples at the same income levels. This is favored by those who gen-
erally believe that the split-income provision grants excessive tax re-
ductions to married couples and places too heavy burdens on singlep eov Ienerally. _) 4 urviving spouses with a dependent child continue to have the

full obligations of a married couple toward their children after their
sPou die. Therefore, they should continue to receive full income-
splitting.

Argnumente Against.- (1) The selection of age 85 as the age at which
individuals should receive a more favorable tax treatment is arbitrary.
Many single individuals, of that age or older, with considerably dif.
ferent economic situations will be receiving the same tax treatment
while those of slightly different ages but simnar incomes will be taxed
differently.

(2) A more favorable result for the Treasu-but one producing
equity for single persons-would be reached if income spitting for
married taxpayers were repealed instead of extending split income
tax relief to certain single individuals.

(3) The provision is adverse to marriage because two individuals
eligible for the intermediate tax rates (which confer one-half the full
income-splitting benefits accorded married couples) could find their
combined tax liabilities increased as -a result of marriage However,
there is some question'whether marriage is significantly affected by
such tax considerationA.
5. Individual Income Tax Rates

Peent la.--Present law tax rates range from 14 percent to 70
percent on taxable inc me in excess of $100,000 for a sifigle taxpayer
and $ ,00forajointreturn (Weethe rate schedu4eJp. 105).' ,

Problm-The present tax rates are considered by many to be too
high. They take an excessive portion of the income fiom those subject
to he full impact of the-ates. Such high rates also encourage many
taxpayers to' shelter their income from the 'top rates by using tax
avoidance techniques which have frequently developed into tax
loopholes.

Homwe soluion--The House bill reduces all tax rates by at least
one percentage point and reduces the top bracket rate from 70 percent
to 65 percent. _I all brackets this is a tax reduction of 5 percent or
more. The reduction is to take place in two stages because of the
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revenue loss: half in 1971, and the full reduction in 1972. (See the
rate schedule below).

INDIVIDUAL INCOME TAX RATE SCHEDULE UNDER PRESENT LAW AND UNDER H.R. 13270 FOR CALENDAR YEARS
1971 AND 1972

Taxable Income bracket Tax rate (percent)

Single person not eligible for House bill
ntermdiate rates Married (Joint) Present law 1971 1972

000to500 .. ................. $0 to ................. 14 13.5 13
000 ..................... to I.------------------15 14.5 14
1500 j 0 .... ....... .... ... 00...........16 15.5 15

,000 .................... 17 16. 5 165000 to 000....................... :ON to 19 18.5 13
...........000... . .0.............. .. .22 21.5 21
$6,000.to...... 5 6.00................. 25 24 23
$.000. to..10.00...000 to P00................. 28 27.5 27L 00 000 ...... o..... ... .000................. 32 31 30

12,0 to 000................... 000-----------------.36 35 34
14000 00.............. 3 ................. 39 38 37
1000 to000 ... 0 ........ we co................. 42 41 40
130000 0.000. 0000. 000................. 45. 43.5 42

to ........... . 00to 000................. 48 46 44
$2,000 to 00,00................000to 000................. 50 48.5 47
ADD t00000 .................. 5000 010................. 53 51 49

000 ..................... to 000................. 55 52.5 50
00000 to000 ............... 0.ODD ................... 58 55 52

to400 0--_---------------- 1 0 000 ................ 60 57 64
,000 .................. .00000 0 ............. 62 60 58
0000070000 .............. 20.000 000............... 64 62 60

70t00000 0...............$40,000 0 .............. 66 63 60
two0 ..0.................160000013000............... 68 64.5 61

0001t0o 0............... 0000 0000 ............... 69 65 61
2000 .000..............4000 000............... 70 66 62

2100.000 $12000............... 40,000.............. 70 66. 5 63
150,0000 to 000..............00-000 000...............70 67 64

00.000 a over ............ ...- an over ................. 70 67.5 65

Argument8 For.-(1) It is appropriate to redistribute the tax
burden by closing loopholes and eliminating preferences on the one
hand, and lowering tax rates on the other.

(2) Tax reduction is justified on the grounds that present rates are
unrealistic and have been instrumental in encouraging the develop-
ment of tax avoidance devices and tax shelters. Lower tax rates reduce
the incentive to use and devise methods of avoiding tax and reduce the
disproportionate influence of tax considerations on economic decisions,
both socially desirable goals.

Argumen4s Against.-(1) Tax rates should not be reduced (even on
a prospective basis) during a period when inflation is so strong, and
further extension of the income tax surcharge is being considered to
combat it.

(2) One objection to the reduction of all tax rates is that the revenue
cost is $4.5 billion. This amount unbalances the reform and relief
program in contrast to the rate schedule in the bill as reported by the
Ways and Means Committee. That rate schedule roughly balanced
the revenue gain from tax reform and the revenue loss from tax relief.
6. Collection of Income Tax at Source on Wages

Present lw.--Present law provides withholding tables and a per-
centage withholding method which incorporates the $600 personal
exemption, the mini-mum standard deduction, the 10 percent standard
deduction, and the tax rates.

Home solutiom.-The withholding rates and tables incorporate the
changes made in the minimum standard deduction (the low income
allovance), the 10 percent standard deduction, and the tax rates.
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PART 3
STATISTICAL MATERIAL-TABLES

TABLE I.-THE BALANCING OF TAX REFORM WITH TAX RELIEF UNDER H.R. 13270 WITH MODIFIED
RATE REDUCTION-CALENDAR YEAR TAX LIABILITY

9n millions of dollars)

1970 1971 1972 1974 1979

Tax reform program ............................. +1,640 +2,050 +2,180 +2,600 +3,555
Repeal of Investment credit ...................... +2.500 +3,000 +3,000 +3100 +3300

Tax reform and repeal at Investment credit.. +4,140 +5050 +5,180 +5,700 +6,855
Income tax relief ................................ -1,692 -6,787 -9,273 -9,273 -9,273

Note: The tax surcharge extension ($3,100,000 000 liability for 1970) end the excise tax extension ($1,170,000,000'
$100,000,000 $800,000,000, and $400,000,000 for 170 through 1973, respectively) are not included above because of their
ImWrmanent character.

TABLE 2.-BALANCING OF TAX REFORM AND TAX RELIEF--CALENDAR YEAR TAX LIABIUTY

[In millions of dollars)

1970 1971 1972 1974 1979

Tax reform program ....................... +1,640 +2,050 +2,100 +2,600 +3,556
Repeal of Investment credit ................. +2,500 +3,000 +3,000 +3,100 +3,300

Tax reform and repeal of Investment crdlL.. +4,140 +5,050 +5,100 +5,700 -6,855

Income tax relief:
Low Income allow nce....................... -62
Removal of phaseout on low Income allowance .........
Increase In standard deduction I .............. -7
Rate reduction .........................................
Maximum 50.percent rate on earned Income .... -200
Intermelate tax treatment fat certain single

persona, ..........................................

Total reductions ......................... -1,692

-625 -625 -625 -625
-2,027 -2,027 -2,027 -2,027
-1,006 -1,373 -1,373 -1,373
-2,249 -4, 4498 -4, 498

-150 -100 -100 -100

-650
-6,767

-650 --650 -650

-9,273 -9,273 -9,273

(121)

11970: 13 percent, $1,400 ceIlins; 1971:14 percent, $1,700 ceiling; 1972:15 percent, $2,000 calling.
Note: The tax surcharge extension 3100,000,000 liability for 1970) and the excise tax ext i ($1,170,000,000,

".00,000,00.$800,000 and fr 70 through 1973, respective) are mt inded abo eause of thirImpernni charaefler.

(109)
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TABLE 3.-INDIVIDUAL INCOME TAX UABIUTY-TAX UNDER PRESENT LAW AND AMOUNT AND PERCENTAGE
OF CHANGE UNDER REFORM AND RELIEF PROVISIONS WHEN FULLY EFFECTIVE

liowem (+) decmn (-), Additional
from rn and relief pro- percentvlnW(taki'ns labaount Percentwp r =11

ntc t

Ta ude comm ee amndment) tax deease reduo
under orig. from modl-

~ law Amount Jelm ran fled rate
(milon) (mllon) Percentap schedule scheduleAGl closs

$0 fm $%=, ......................P it ,.! .....................
psooo ~.............

'sass to ................

T o.......er ..------------
TOWt.....................

$1,169

.-
7t,-

-1,349
-m
-976
-u5
+324

-66.3
-31.6-17.38
-11.4
-10. 4
-4
-7.0

+4.2

77, U4 -7,893 -10.1

-64.0 2.3
-27.3 4.3
-12.3 5.5
-6.5 4.9
-6.0 4.4
-5.4 3.0
-5.1 1.9
-5.0 .5
+4.2 ..............

-7.0

TABLE 4.-TAX RELIEF PROVISIONS AFFECTING INDIVIDUALS AND TOTAL FOR ALL REFORM AND RELIEF PRO-
VISIONS AFFECTING INDIVIDUALS, WHEN FULLY EFFECTIVE, BY ADJUSTED GROSS INCOME CLASS, 1969 LEVELS

[in millions of dollarl

1s-
- Maxi- Inter-

Low $2000 mum mediate Total
Reom Inc Efinl- atandrd Genral tax on tax relief Total,

r aw- nation deduc rate ra- earned treat- all pro-
AG sI a one passm lion dutio lom man t visions

o ....... +16 -552 -202.......... -27 .......... -10 -791 -775
0... ........... -141 ..........- 45 -1,04 -1,0
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H. R. 13270

IN THE SENATE OF THE UNITED STATES

-&am 8,1969
Read twice and referred to the Committee on Finance

AN ACT
To reform the income tax laws.

1 Be it enacted by the Senate and House of Represeeta-

2 tiree of the United States of America in Congrem assembled,

3 SECTION 1. SHORT TITL, ETC.

4 (a) SHoR Tinz.-This Act may be cited as the "Tax

5 Reform Act of 1969".

6 (b) TABLE OF CGNTENTS.-

TITLE I-TAX EXEMPT ORGANIZATIONS

SvmrrrL, A-PmAiv FoWWATma
&r- 101. Private foundation.

Svunmz B--Omn TAx Es Ot*AwIATonsIs

Bee- 121. Tax on unrelated business income.

1I

(127)
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TILE U-INDIVIDUAL DEDUCTIONS
Sawrr. A-C A=AE Qowrteumvrorn

Sm 901. Charitaboontributions.

StwrT.s B--FAHK Losmo, Ew.

Em 911. Gain from disposition of property used in farming where farm
Ie- offset nonfarm income.

Sem. 919. Livetock.
Sea. 918. Hobby losses,

Surrrw C-Iwrsamm
Sm 991. Interest.

Sumirrt* D-Movimm EXFr0N8

Sec 281. Movhngespensss.

TITLE 1l--OTHER ADJUSTMENTS PRIMARILY AFFECTING
INDIVIUALS

Suurm.u A-LyMrr oN TA PIuusuwNNt AND ALLOCATION OV
Dsotwrrowa

See. 301. Limit on tax preferences for individuals, estates, and trutA.
Se. 309. Allocation of deductions.

Su Tra B-Ixc-so AvveAotmo

See- 811. Income averaging.

Suwrmr C-Rxmi Paos"r

Sec. 391. Restricted property.

Sumr. D--Orias IT)rmRo CoarsuNArror

Se81. Deferred compensation.

Sua a E-AUMUtATIox T'][ irs Mumrma Tnw Em

Fkc 341. Treatment of exem distributions by trust&
Se. 849. Trust income for benefit of a spou*.

TITLE IVW-ADJUSTMENIS PRIMARILY AFFECTING
CORPORATIONS

SuwnTr A--MULTIt CohmoaATorm

Sem. 401. Multiple corporations.

8uurrrI B-Daw-FINAN RV C*"O ATU A QusrrtoNB AND Rs .AT
Pumea=s

Sec. 411. Interest on indebtedness incurred by corporations to acquire
stock or amets of another corporation.

So. 419. Installment method.
S . 418. Bonds and otherevideces of indebtednem
Se. 414. Limitation on deduction of ImnA premium upon repurchase.
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3
TL lV-L-AfJUSTMENTS P1134ARILY AFflCTXNG

003 ORATIONS-Oontlnued

SvwwIA C-S oo Thumae
Sec. 421. Stoec div idend&.

Sumrma 1)-FowmxU TAz Cemiw

Sew. 4831. Foreign tax credit predict ion i caueof foreign lomme.
S"c. 432. Separate limitation on foreign tax credit with rwspet. to foreign

)Iitral income.

StITTIA E.-!IANCIAL IxbrWvm7Ns

See. 441. Reere for IonaOn loans; net operating low oArrybacks.
Sec. 449. Mutual savinpsbank~eto.
Sea 445. Tiatnmntof bands,etW., hold by fluacal W00t~tIone
S~ec. 444. Foreign deposits in UnitedStatesbanks.

Sirrrzit F-DmxoucArlowN ALIMWLII ItNULATED IZIWUSTRIV; )XARINRNW1
-ND PIiorrm Aw-t1'T.NT von DF.VUIZATION

s6e. 451. Public utility property.
~e.4,11. E.ffc{' on carnig ond pritts.

.%%c. 401. Ii'eiei of rate.

TITLE V-AIDJtSTMHN'rS AFFECTING INDIVIDUALS AND
CORPORATIONS

Suwrrr,. A- NATVRAL ROM=UI

See. 501. Natuwa resonicms

Svsarrs B-CA'ITAL GAINS AND Loo

Seev, 511. Rolmu It OferIN"tiVOe pital ainv it x for ind Ividuals.
Sea. C11 Capital loam, of individual&.
Sea H13 Lstternmemorandunms, tc.
See. 514. Holding perio ocapitulsw&
Seo. 516. Toas dW4butiomfrmqalIfed psmitetc, lmLa
Sec. 518. Other change.incokpitalplnsttnat.

SUWITIL 0-IbtAL IIITAThk DRTSMCATION

Se4% 531. Cooperatives.

SVWnTMa "-VUHAPMt 8 OCkm'omTWMa

See. 141. Qual ified pension, at., plara of sall b mb m pratis.
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TITLE VI-STATE AND LOCAL OBLIGATION
Sec. 601. Interest on certain governmental obligations.
See. 60. United States to pay fixed percentage of interest yield on tax-

able issues.

TITLE VII-EXTENSION OF TAX SURCiIARGE AND EXCISE
TAXES; TERMINATION OF INVESTMENT CREDIT

Sec. 70L Extension of tax surcharge.
Sec. 702. Continuation of excise taxes on communications services and on

automobiles.
Sec. 703. Termination of investment credit.
See. 704. Amortization of pollution control facilities.
Sec. 705. Depreciation of certain railroad rolling stock.

TITLE VIII-ADJUSTMENT OF TAX BURDEN FOR
INDIVIDUALS

Sec. 801. Low income allowance; increase in standard deduction.
Sec. 802. Fifty-percent maximum rate on earned income.
Sec. 803. Intermediate tax rates; surviving spouse treatment.
See. 804. Tax rates.
Sec. 805. Collection of income tax at source on wages.

1 (c) AMENDMENT OF 1954 CoD.-Except as otherwise

2 expressly provided, whenever in this Act an amendment or

3 repeal is expressed in terms of an amendment to, or repeal of,

4 a section or other provision, the reference shall be considered

5 to be made to a section or other provision of the Internal

6 Revenue Code of 1954.

TITLE I-TAX EXEMPT
8 ORGANIZATIONS
9 Subtitle A-Private Foundations

10 SWC. 18L PRIVATE FOUNDATION&

11 (a) IN GBNmR&L.--8ubdipter F of chapter 1 (relat-

12 ing to, exempt organizations) is amended by redesignating

13 part II II sad-IV as purts III IVi and V, respectively,

14 and by inserting after part I the following new part:
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1 "PART 11-PRIVATE FOUNDATIONS

"Skc. 50W Tax on private foundation inveatment income.
"Sec. W7. Tax on termination of private foundatim atus.
"See. 58. Special rues with respet to section 501(c) (3)

organintiou.
"Sc. 509. Private foundation defined.

2 -SEC. SK TAX ON PRIVATE FOUNDATION INVESTMENT

3 INCOME.

4 "(a) ImxomerioN oF. TAx.-There is hereby imposed

5 for each taxable year on the net investiueott income of every

6 private foundation (as defined in section 509) a tax equal

7 to 7 percent of such income.

8 "(b) NM INVMTMET INoOME Dm2nm.-

9 " (1) IN OzNN AL.-For purposes of subsection

10 (a), the net investment income is the amount by

11 which (A) the gross investment income and the net

12 capital gain, exceed (B) the deductions allowed by

18 paragraph (3) andthenetcapitalloss.

14 2. (2) GRoss INV=TST NT INCOM.-For purposes

15 of paragraph (1), the term 'gross investment income'.

16 means the gross amount of income from interest, divi-

17 dends, rents, and royalties, but not i ndudlng any mob

18 income to the extent includei in computing the tax

19 imposed by seon 511.

20 "(8) Dwuuoom-For purposes of psrvgraph

21 (1), there 4ball be allowed a& a de&t ial tb ordi-

22 nary and necemry expense pm pis or incurred for the
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1 production or collection of gross investment income or

2 for the management, conservation, or maintenance of

3 property held for the production of such income.

4 "(4) CAPITAL GAINS A&D LOSSE.-For purposes

5 of paragraph (1), in determining net capital gain or

6 loss--

7 "(A) The basis of property held by the private

8 foundation on December 31, 1969, and continuously

9 thereafter to the date of its disposition shall be

10 deemed to be not less than the fair market value of

11 such property on December 31, 1969.

12 "(B) There shall be taken into account only

13 the sale or other disposition of property used for the

14 production of interest, dividends, rents, and royal-

15 ties, and property used for the production of in-

16 come included in computing the tax imposed by

17 section 511 (except to the extent gain or loss from

18 the sale or other disposition of such property is taken

19 into account for purposes of such tax).

20 *SMC SM. TAX ON TERMINATION OF PRIVATE FOUNDA-

21 TION STATU&

22 "(a) GENERAL RuLE.-There is hereby imposed on

23 each organization which is referred to in subsection (d) or

24 (e) of section 508 a tax equal to the lower of-

25 "(1) the amount which the private foundation
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1 stubstantiates by adequate records or other corroborating

2 evidence as the aggregate tax benefit resulting from the

3 section 501 (c) (3) status of such foundation, or

4 "(2) the value of the net assets of such foundation,

5 "(b) AoGoEaOATE TAX BuNiwFx.-

6 "(1) IN ORNERAL.-For purposes of subsection

7 (a), the aggregate tax benefit resulting from the section

8 501 (c) (3) status of any private foundation is the sun

9 of-

10 "(A) the aggregate increases in tax under

11 chapters 1, 11, and 12 (or the corresponding pro-

12 visions of prior law) which Would have been im-

13 posed with respect to all substantial contributors

14 to the foundation if deductions for all contributions

15 made by such contributors to the foundation after

16 February 28, 1913, had been disallowed, and

17 "(B) the aggregate increases in tax under

18 chapter 1 (or the corresponding provisions of prior

19 law) which would have been impdoed with respect

20 to the income of the private foundation for taxable

21 years beginning aster December 31, 1912, if (i) it

22 had not been exempt from tax under setion 501 (a)

2(or the corresponding provisions of prior law) , and

24 (ii) in the cue of a trusk deductions under section

25 642 '(c) (or the correspoiding provisions of prior
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1 law) had been limited to 20 percent of the taxable

2 income of the trust (computed without the benefit

3 of section 642 (c) but with the benefit of section

4 170(b) (1)(B)), and

5 "(C) interest on the increases in tax deter-

6 mined under subparagraphs (A) and (B) from the

7 first date on which each such increase would have

8 been due and payable to the date on which the pri-

9 vate foundation ceases to be a section 501 (c) (3)

10 organization.

11 "(2) SUBSTANTrAL CONTIIBUTO.-For purposes

12 of paragraph (1), the term 'substantial contributor'

13 means--

14 "(A) any person who (by himself or with his

15 spouse) contributed more than $5,000 to the private

16 foundation in any one calendar year (or bequeathed

17 more than $5,000 to the private foundation), and

18 "(B) any person who (by himself or with his

19 spouse) contributed or bequeathed the greatest

20 amount to the foundation in any one calendar year.

21 In the case of a trust, such term also includes the creator

22 of such trust.

23 "(3) RzouLATioNs.-For purposes of this see-

24 tion, the determination as to whether and to what ex-

25 tent there would have been any increase in tax shall
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1 be made in accordance with regulations prescribed by

2 the Secretary or his delegate.

s "(a) VALuE oF Asswr.-For purposes of subsection

4 (a), the value of the net assets shall be-determined at which-

5 ever time such value is higher: (1) the first day on which

6 action is taken by the private foundation which culminates

7 in its ceasing to be a section 501 (c) (8) organization, or

8 '(2) the day on which it ceases to be a section 501 (c) (3)
9 organization.

10 "(d) LIABILIY ix CASE OF TAsFm oF Assm

11 FBoMI PRIVATH FoUNDATION.-For punrposes- of determin-

12 ing liability for the tax imposed by subsection (a) in the

13 case of assets transferred by the private foundation, such

14 tax shall be deemed to have been imposed on the first day on

15 which action is taken by the private foundation which cul-

16 minates in its ceasing to be a section 501 (c) (8) organiza-

17 tion.

18 "(e) ADATBMBNT oF Txzs.--The Secretary or his

19 delegate may abate the unpaid portion of the assessment

20 of any tax imposed by subsection (a), or any liability in

21 respect thereof,, if the private foundation-

22 "(1) has operated a a section -501 (c) (8) orga-

• nisatio which meets the requirements paragraph (1)',

24 (S), or (8) o section 509a) for,& continuous period
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1 of at least 60 calendar months beginning after Decem-

2 ber 31, 1969, or

3 "(2) distributes all of its net assets to one or more

4 organizations specified in section 170 (b) (1) (B) each

5 of which has been in existence and met the requirements

6 of section 170 (b) (1) (B) for a continuous period of

7 at least 60 calendar months.

8 " (f) DISALLOWANCE OF CERTAIN CHARITABLE, ETc.,

9 DEDUCTIONS.-

10 "(1) GrFT OR BEQUEST TO PRIVATE FOUNDATION

11 OR SECTION 4947 TRUST.-No gift or bequest made to

12 an organization described in section 509 (a) or a trust

13 described in section 4947 (a), which is liable for the

14 tax imposed by subsection (a) or section 4947 (b) (1),

15 shall be allowed as a deduction under section 170, 545

16 (b) (2), 642 (c), 2055, 2106 (a) (2), or 2522, if such

17 gift or bequest is made-

18 "(A) by any person after notification is made

19 under subsection (d) or (e) of section 508 or under

20 section 4947 (b) (1), or

21 "(B) by a substantial contributor (as defined

22 in subsection (b) (2)) in his taxable year which

23 includes the first day on which action is taken by

24 such organization or trust which culminates in the

25 imposition of tax order subsection (a) or section

26 4947 (b) (1) and any subsequent taxable year.



137

H_

1 "(2) Exmo I.-Parag ph (1) shall not apply

2 if the tax imposed by subsection (a) or section 4947

3 (b) (1) is abated by the Secretary or his delegate under

4 subsection (e) or section 4947 (b) (5).

5 "SEC. 506 SPECIAL RULES WITH RESPECT TO SECTION

6 SR(e)(S) ORGANIZATIONS.

7 "(a) NEw OR ANIZATIONS MrsT Norm SECRETARY

8 THAT THEY ARE APPLm-ixG FOR REcoomNiON o SEc-

9 TIO'N 501 (c) (3) STATUS.-An organization organized after

10 May 26, 1969, shall not be treated as an organization de-

ll scribed in section 501 (c) (3) which is exempt from taxa-

12 tion under section 501 (a) unless it has notified the Secre-

13 tary or his delegate, at such time and in such manner as the

14 Secretary or his delegate may by regulations prescribe, that

15 it is applying for recognition of such status.

16 "(b) PmmumPToz THAT ORAGMZATxONS AiRE Pi-

17 VATB FOuNDATONs.-Any organization (including an or-

18 ganization in existence on May 26, 1969) which is described

19 in section 501 (c) (3) and which does not notify the Secre-

20 tary or his delegate, at such time and in, such manner as

21 the Secretary or his delegate may by regulations prescribe,

22 that it is not a private- foundation shall be presumed to be

23 a private -foundation.

2 -: " (c) Ezow sowe-'The Secretary or his delegate may

25 by -fulations exempt (to the extent and subject to such
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1 conditions as may be prescribed in such regulations) from

2 the provisions of subsection (a) or (b) or both-

3 "(1) churches (or conventions or associations of

4 churches) ;

5 "(2) educational organizations which normally

6 maintain a regular faculty and curriculum and normally

7 have A regularly enrolled body of pupils or students in

8 attendance at the place where their educational activities

9 are regularly carried on; and

10 ",(3) any. other class of organizations where the

11 Secretary or his delegate determines that full compli-

12 ance with the provisions of subsections (a) and (b)

13 is not necessary to the efficient administration of the
7

14 provisions of this title relating to pnvate foundations.

15 "(d) VOLUNTAnY TERmINATION OF STATUS AS Pw-

16 VATE FOUNDATION.-Any private foundation may termi-

17 nate its status as such by notifying the Secretary or his dele-

18 gate (at such time. and in such manner as the Secretary or

19 his delegate may by regulations prescribe) of its plan to

20 accomplish such termination and by complying with sub-

21 ,section (a) or (e) of section 507i (relating to tax on termi-

22 nation of private foundation status).

2 "(e) thQue 8eeT op TjhwATx et4-nif-

24 ." (1) "h Sewortq -or b iiadelegateo notifies any
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1 organizttion- that her is invoking this subsection with

2 respect to such organization, and

3 "(2) with respect to such organization, there have

4 been either willful repeated acts (or failures to act),

5 or a willful and flagrant act (or failure to act), giving

6 rise to liability for tax under chapter 42,

7 then such organization shall be liable for the tax imposed by

8 secdon 507. In the case of any organization which has com-

9 plied with subsection (a) or (e) of section 507, the status

10 of such organization as a private foundation shall be termi-

11 nated.

12 "(f) FwTRB STATiS O' OGANzxiA oN.-In the case

13 of any organization which has complied with subsection (a)

14 or (e) of section 507 by reason of, subsection (d) or (e)

15 of this section, for purposes of the provisions of this title

16 relating to private fondtions for all periods beginning after

17 it has completed compliance with sectioa 507 sudh organiza,-

18 tion shall be treated as a newly created organization.

19 "(g) Gov=iuiNwo INsruNurmi - -

20 "(1) Gum i uuia-A private foundation shall

21 not be treated as ea odga aion d ibed in sotion

501 (o) (8) whi is exempt from taio under se-

tion 501 (a) unlms its governing, insmument indudes

24 provisions -the d6cl -4 which ae--
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1 "(A) to require its income for each taxable

2 year to be distributed at such time and in such

3 manner as not to subject the foundation to tax under

4 section 4942, and

5 "(B) to prohibit the foundation from engaging

6 in any act of self-dealing (as defined in section

7 4941 (d)), from retaining any excess business hold-

8 ings (as defined in section 4943 (c)), from making

9 any speculative investments in such manner as to

10 subject the foundation to tax under section 4944,

11 and from making any taxable expenditures (as de-

12 fined in section 4945 (b)).

13 "(2) SPEIL RULES FOR BXSTLGO FOUNDA-

14 TION.-In the case of any organization organized before

15 January 1, 1970-

16 "(A) it shall not cease to be treated as an

17 organization described in section 501 (c) (3) be-

18 cause of a failure to comply with paragraph (1),

19 and

20 "(B) paragraph (1) shall apply only to tax-

21 able years beginning. after December 31, 1971; ex-

22 eept that if it is impossible to reform the governing

23 insument (by amendment, judicial proceeding,or

24 otherwise) by December 81, 1Wil,to meet the re-

25 quirements of paaph (1), p aagraph (1) shall
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1 not apply unt.1 it is possible to meet such require-

2 ments.

3 "SEC. 509. PRIVATE FOUNDATION DEFINED.

4 "(E) GRNHIRA RULE.-For purposes of this title, the

5 term 'private foundation' means an organization described in

6 section 501 (c) (3) other than-

7 "(1) an organization described in section 1"0( (b)

8 (1) (B);

9 "(2) an organization which-

10 "(A) normally receives more than one-third of

11 its support in each taxable year from any combina-

12 tion of-

13 "(i) gifts, grants, contributions, or mem-

14 bership fees, or

15 "(ii) gross receipts from admissions, sales

16 of merchandise, performance of services, or

17 furnishingof facilities, in an activity which is

18 not an unrelated trade or business (within the

19 meaning of section b8), not including such re-

20 ceipta from any person in -any taxable year

21 which are in excess of I percent of the organisa-

22 tion's support in such taxable yar,

23 from any person other tha a disquaified person (48

24 defined in section 4946) with respect to the org*-

33-86 O---Pt. 1-10
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14 nizatlon, -or from any orghniztion described in

2 section 170(b) (1) (B),and

3 "(B) normally receives not more than one-

4 third of its support in each taxable year from gross

5 investment income (as defined in section 506 (b)

6 (2));

7 "(3) an organization which-

8 "(A) is organized, and at all times thereafter

9 is operated, exclusively for the benefit of, to perform

10 the functions of, or to carry out the purposes of one

11 or more organizations described in paragraph (1)

12 or (2),

13 "(B) is operated, supervised, or controlled by

14 one or more organizations, or in connection with

15 one organization, described in paragraph (1) or

16 (2), and

17 '(0) is not controlled directly or indirectly by

18 one or more disqualified persons (as defined in sec-

19 tion 4946) other than foundation managers and

20 other than one or more organizations described in

21 paragraph (1) or (2) ; and

22 "(4) an organization whieh is organized and oper-

23 Wted exclusively for testing for public safety.

24 "(b) Oow onwA~o or ^ PIIVA? FoUDATioi

25 Swue-If aa organization is a private foundation (witmn
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1 the meaning of subsection (a)) for its last taxable year end-

2 ing before May 27, 1969j such organization shall, for pur-

3 poses of this title, be treated as a private foundation for each

4 succeeding taxable year unless its status as such is terminated

5 under section 508."

6 (b) AMENDMENT OF SUBITITJ D.--Subtitlo D (relat-

7 ing to miscellaneous excise taxes) is amended by adding at

8 the end thereof the following new chapter:

9 "CHAPTER 42.--PRIVATE FOUNDATIONS

"See. 4941. Taxes on self-dealing.
"See. 4942. Taxes on failure to distribute income.
"See. 4943. Taxes on excess business holdings.
"Sec. 4944. Investments which jeopardize charitable pur.

pose.
"Sec. 4945. Taxes on taxable expenditures.
"See. 4946. Definitions and special rules.
"Sec. 4947. Application of taxes to certain nonexempt trusts.

10 "SEC. 4941. TAXES ON SELF-DEALING.

11 "(a) INITIAL TAxl.-

12 "(1) ON SELF-DEALE.-There is hereby imposed

13 a tax on each act of self-dealing between a disqualified

14 person and a private foundation. The rate of tax shall

15 be equal to 5 percent of the amount involved with re-

16 spect to the act of self-dealing for each year (or part

17 thereof) in the taxable period. The tax imposed by this-

18 paragraph shall be paid by any disqualified person who

19 participates in -the aot, o self-dealing. In the case of a

20 government ofm (as definedin ,setiox 4946(c) ), a
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1; tax sa be imposed by this paragraph only if such dis-

2 qualified person participates in the act of, self-dealing

3 knowing that it is such an act.

4 "(2) ON FOUNDATION MANAG.-In any case

5 in which a tax is imposed by paragraph (1), there

6 is hereby imposed on the participation of any foundation

7 manager in an act of self-dealing between a disqualified

8 person and a private foundation, knowing that it is such

9 an act, a tax equal to 21 percent of the amount

10 involved with respect to the act of self-dealing for each

11 year (or part thereof) in the taxable period. The tax

12 imposed by this paragraph shall be paid by any founda-

13 tion manager who participated in the act of self-dealing.

14 "(b) ADDITIONAl, TAxEs.-

15 "(1) ON SELF-DEALr..-In any case in which an

16 initial tax is imposed by subsection (a) (1) on an

17 act of self-dealing by a disqualified person with a private

18 foundation and the act is not corrected within the cor-

19 rection period, there is hereby imposed a tax equal to

20 200 percent of the amount involved. The tax imposed

21 by this paragraph shall be paid by any disqualified per.

22 son who participated in the act of self-dealing.

23 "(2) ON rouNDATION ANUAGB.-In any case

24 inWhan dditioa tax is nipon byparagraph (1)',

25 if a foundation manager refused to agree to any part of
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1 the correction, there is hereby imposed a tax equal to

2 50 percent of the amount involved. The tax imposed

3 by this paragraph shall be paid by any foundation man-

4 ager who refused to agree to part or all of the correction.

5 "(c) SPECIAL RULn.-For purposes of subsections

6 (a) and (b)-

7 "(1) JOINT AND StEVEA, LABIITY.-If more

8 than one person is liable under any paragraph of sub-

9 section (a) or (b) with respect to one act of self-dealing,

10 all such persons shall be jointly and severally liable under

11 such paragraph with respect to such act.

12 "(2) $10,000 LIMIT FOR MAN..OEMET.-With

13 respect to any one act of self-dealing, the maximum

14 amount of the tax imposed by subsection (a) (2) shall

15 not exceed $10,000, and the maximum amount of the tax

16 imposed by subsection (b) (2) shall not exceed $10,000.

17 "(d) SBLF-DR&LING.-

18 "(1) IN oENFRAx,.-For purposes of this section,

19 the term 'self-dealing' means any direct or indirect-

20 "(A) sale or exchange, or leasing, of property

21 between a private foundation and a disqualified

22 person;

23 "(B) lending of money or other extension of

24 credit between a private foundaton and a disqualified

25 person;
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1 "(0) furnishing of goods, services, or facilities

2 between a private foundation and a disqualified

3 person;

4 "(D) payment of compensation (or payment

5 or reimbursement of expenses) by the private foun-

6 dation to a disqualified person; i

7 "(E), transfer to, or use by, a disqualified per-

8 son of the income or assets of the private foundation;

9 and

10 "(F) agreement by the private foundation to

11 make any payment of money or other property to a
12 government official (as defined in section 4946 (c)),

13 other than an agreement to employ such individual

14 for any period after the termination of his

15 government service if such individual is terminating

16 his government service within a 90-day period.

17 "(2) SPJOIAL iauv .- For purposes of paragraph

18 (1)-

19 '"(A) the transfer of real or personal property

20 by a disqualified person to the private foundation

21 i be treated as a sa or exchange if the property

22 is subject to a mortgage or similar lien which the

23 foundation assume. or if it, is u),c&.to a mort e

24 or similar lien which a disqulified ,person placed
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1 on the property within the 10-year period ending

2 on the date of the transfer;

3 "(B) the lending of money by a disqualified

4 person to a private foundation shall not be an act

5 of self-dealing if the loan is without interest or

6 other charge and if the proceeds of the loan are

7 used exclusively for purposes specified in section

8 501 (c) (3) ;-

9 " (C) the furnishing of goods, services, or fa-

10 cilities by a disqualified person to a private founda-

11 tion shall not be an act of self-dealing if the furnish-

12 ing is without ,barge and if the goods, services, or

13 facilities so furnished are used exclusively for pur-

14 poses specified in section 50t (c) (3) ;

15 " (D) the furnishing of goods, services, or fa-

16 cilities by a private foundation to a disqualified

17 person shall not be an act of self-dealing if such

18 furnishing is made on a basis no more preferential

19 than that on which such goods, services, or facilities

20 are made available to the general public;

21 "(E) except in the case of a government of-

22 ficial (as defined in section 4946 (c)), the payment

23 of compensation (and the payment or reimburse-

24 meant of expenw) by a private foundation to a dis-
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I qualified person for personal services which are tea-

2 sonable and necessary to carrying out the exempt

3 purpose of the private foundation shall not be an act

4 of self-dealing if the compensation (or payment or

5 reimbursement) is not excessive;

6 "(F) any transaction between a private founda-

7 tion and a corporation which is a disqualified person

8 (as defined in section 4946), pursuant to any liqui-

9 dation, merger, redemption, recapitalization, or other

10 corporate adjustment or reorganization, shall not

11 be an act of self-dealing if all of the securities of

12 the same class as that held by the foundation are

13 subject to the same terms and such terms provide

14 for receipt by the foundation of no less than fair

15 market value; and

16 "(0) only in the case of a government official

IT (as defined in section 4946 (c)), paragraph (1)

18 shall not apply to-

.19 "(i) prizes and awards which are subject

20 to the provisions of section 74 (b), if the re-

21 'ciiients of such prizes and awards are selected

22 " from the general public,

23-. "(i): shakehipm *And fellowship grants

24 +whJ-+.-e subject to the provisions of section

25 117 (a) and are to be used for study at an edu-



149

23

1 national institution described in section 170 (b)

2 (1) (B) (ii),

3 "(iii) any annuity or other payment

4 (forming part of a stock-bonus, pension, or

5 profit-sharing plan) by a trust which is a quali-

6 fled trust under section 401,

7 "(iv) any annuity or other payment under

8 a plan which meets the requirements of section

9 404 (a) (2),

10 "(v) any contribution or gift (other than

11 a contribution or gift of money) to, or services

12 or facilities made available to, any such indi-

13 vidual, if the aggregate value of such contribu-

14 tions, gifts, services, and faeiities to, or made

15 available to, such individual during any calen-

16 dar year does not exceed $25,

17 "(vi) any payment made under chapter

18 32 of title 5, United States Code, or

19 "(vii) traveling expenses (including

20 amounts expended for meals and lodging) for

21 travel from any point in the United States to

22 otherr point in the United States, not to ex-

23 ceed 125 percent. of the maximum amounts

24 authorized to be paid by the United States for

25 like travel.
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1 "(e) OTH M 1S.-br purposes of this see-

2 tion-

3 "(1) TAXABLE PERIOD.-The term 'taxable period'

4 means, with respect to any act of self-dealing, the

5 period beginning with the date on which the act of self-

6 dealing occurs and ending on whichever of the follow-

7 ing is the earlier: (A) the date of mailing of a notice of

9 deficiency with respect to the tax imposed by subsection

9 (a) (1) under section 6212, or (B) the date on which

10 correction of the act of self-dealing is completed.

11 "(2) AMOUNT INvoLVED.-The term 'amount

12 involved' means, with respect to any act of self-dealing,

13 the greater of the amount of money and the fair market

14 value of the other property given or the amount of money

15 and the fair market value of the other property received;

16 except that, in the case of services described in subsection

17 (d) (2) (E), the amount involved shall be only the

18 excess compensation. For purposes of the preceding sen-

is tence, the fair market value-

20 "(A) in the case of the taxes imposed by sub-

21 section (a), shall be determined as of the date on

22 which the act of self-deling occurs; and

23 "(B) in the ase of the taxes imposed by sub-

24 setion (b), shall be the highest fair market value

25 during the correction period.
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1 "(3) Com no.-The terms 'correction' and

2 'correct' mean, with respect to any act of self-dealing,

3 undoing the transaction to the extent possible, but in

4 any case placing the private foundation in a financial

5 position not worse than that in which it would be if the

6 disqualified person were dealing under the highest fidu-

7 ciary standards.

8 "(4) CORuFWTION PuIOD.-The term 'correction

9 period' means, with respect to any act of self-dealing,

10 the period beginning with the date on which the act of

11 self-dealing occurs and ending 90 days after the date of

12 mailing of a notice of deficiency with respect to the tax

13 imposed by subsection (b) (1) under section 6212, ex-

14 tended by-

15 "(A) any period in which a deficiency cannot

16 be assessed under section 6213 (a), and

17 "(B) any other period which the Secretary or

18 his delegate determines will be conducive to bring-

19 ing about correction of the act of self-dealing.

20 "SEC. 494. TAXES ON FAILURE TO DISTM UTE INCOME.

21 "(a) INITIAL TA.-There s hereby imposed on the

22 undistributed income of a private foundation for any taxable

23 year, wkichk has not bei distributed before the first day o.

24 the weond (or any wooeeding) talo year following such

25 taxable year (if suh first day .us within the table
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I period), a tax equa to 15 percent of the amount of sucH

2 income re:naining undistributed at the beginning of such

3 second (or buoebeding) taxable year. This section shall not

4 apply to a private foundation which is an operating-founda-

5 tion (as defined in subsection (j) (3)) for the taxable year.

6 " (b) ADDITAOAL TAX.-In any case in which an

7 initial tax is imposed tinder subsection (a) on the undis-

8 tributed income of a private foundation for any taxable

9 year, if any portion of such income remains undistributed

10 at the close of the correction period, there is hereby imposed

11 a tax equal to 100 percent of the amount remaining iindis-

12 tributed at such time.

13 "(c) UNDI T UITBD INCOM.-For purposes of this

14 section, the term 'undistributed income' means, with respect

15 to any private foundation for any taxable year as of any

16 time, the amount by which-

17 "(1) the distributable amount for such taxable

18 year, exceeds

19 "(2) the qualifying distributions made before such

20 time out of such distributable amount.

21 "(d) DMtUMTA.Lz Amomtr.-ror prposes of this

22 setion, the term 'distributable amount' means, with respect

23 to any foundation for any taxable year, whichever of the

24 followitg amounts i the higher: (1) the minimum invest-

25 ment return, or (2) the adjusted net income.
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1 "(e) MINIMUM INVESTMENT Rruir.-

2 "(1) IN GBNE.BA,.-For purposes of subsection

3 (d), the minimum investment return for any private

4 foundation for any taxable year is the amount determined

5 by multiplying-

6 "(A) the aggregate fair market value of all

7 assets of the foundation other than those being

8 used (or held for use) directly in carrying out the

9 foundation's exempt purpose reduced by acquisition

10 indebtedness (as define,/ in section 514 (c) (1))

11 with respect to such property, by

12 "(B) the applicable percentage for such year,

13 as determined under paragraph (3).

14 "(2) VALUATION.-For purposes .1' paragraph

15 (1) (A), the fair market value of securities for which

16 market quotations are readily available shall be deter-

17 mined on a monthly basis. For all other assets, the fair

18 market value shall be determined at such times and in

19 such manner as the Secretary or his delegate shall by

20 regulations prescribe.

21 "(3) APPLIoABLE PFEOENTAo.--For purposes of

22 pargrph (1) (B), the applicable percentage for tax-

23 able years beginning in 1970 is 5 percent. The appli-

24 cable percentage for any taxable year beginning after
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1 1970 shall be determined and proclamed by the Som-

2 "-y or his delegate and shall bear a relatsonap to 5

S percent which the Secretary or his delegate determim

4 to be comparable to the relationship which the money

5 rate and investment yields for the calendar year Im-

6 mediately preceding the beginning of the taxable year

7 bear to the money rates and investment yields for the

a calendar year 1969.

9 " (f) AuwrUem Niw INCOM.-

10 "(1) DIMn.-For purposes of subsection (d),

11 the term 'adjusted net inemne' means the excess (if

12 any) of-

13 "(A) the gross income for the taxable year

14 (determined with the modificationn provided by

15 paragraph (2)), over

16 "(B) the sum of-

17 "(1) the deduction s (determined with the

18 modifications provided by paragraph (8))

19 which would be allowed to a corporation sub-

20 jee to the tu imposed by section I I for the

21 table year, plus

2 "(H) the mouat of the tu Imposed by e-

28. I 51 lfor .year, pl

4 , "(ili). the amount of the tax imposed by

25 action 506 for such year.
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I " (2~) INCOME MOlIFt1ATHINk.-Th motlifia1(iott

2 referred to in paragraph (1) (A) are as follows:

3€ "(A) soctiou 103 relatingg to intormt on

4 tortain governineital olgations) shall not apply,
5 atid

6 " (B) capital g is awl losses from the sale or

7 other disposition of property shall le takeit into at-

a count only in an amount equal to any net short-

9 term capital gain for die taxable year.

10 " (3) l)VlOTION MODIFI(ATIONs.-The modifl-

11 nations referred to in paragraph (1) (B) (i) are as

12 follows:

13 " (A) no deduitit sudl be allowed other dian

14 all the ordinary and necessary expenses paid or in-

15 curred for the production or collection of gross in-

16 come or for the management, conservation, or main-

17 tenanee of property held for the production of such

18 income, and

19 " (B) section 2 5 (relating to expenses and

20 interest relating to tax-exempt interest) shall not

21 apply.

22 "(4) TRANSITIONAL muLL--For pUrpos of par-

23 graph (2) (B) , the basis of property held by the private

24 foundation on December 81, 1909, and continuously

23 thereafter to the date of Its disposition shall be deemed
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I to be not less than the fair market value of such prop-

2 erty on December 31, 1969.

3 "(g) QUALIFYING DISThIBUTION.-S DEFIYED.-

4 "(1) IN O.NERAL.-For purposes of this section,

5 the term 'qualifying distribution' means--

6 "(A) any amount paid out to accomplish one

7 or more purposes ,,rseribed in section 170(c) (2)

8 (B), other thami any contribution to (i) an orgni-

9 zation controlled (directly or indirectly) by one or

10 more disqualified persons (as defined in section

11 94) with respect to the foundation, (ii) a pri-

12 vate foundation which is not an operating foundation

13 (as defined in subsection (j) (3)), or (iii) an

14 organization which would be a private foundation

15 if it were a domestic organization, or

16 "(B) any amount paid out to acquire an asset

17 used (or held for use) directly in carrying out one

18 or more purposes described in section 170(c)

19 (2) (B).

20 "(2) CurrIIN srr-A8tDE.-Snbject to such terns

21 and conditions as may be prescribed by the Secretary or

22 his delegate, an amount set aside for a specific project

23 which comes within one or more purposes described in

24 section 170(c) (2) (B) may be treated as a qualifying

25 distribution, but only if, at the time of the set-aside, the
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1 private foundation establishes to the satisfaction of the

2 Secretary or his delegate that-

3 " (A) the amount will be paid out for the spe-

4 cific project within 5 years, and

5 "(B) the project is one which can be better

6 accomplished by such set-aside than by immediate

7 paying out of funds.

8 For good cause shown, the period for paying out the

9 amount set asidC may be extended by the Secretary or his

10 delegate.

11 " (h) TREATMENT Or. QUAI.TFYINO DISTRIBUTIONS.-

12 " (1) IN ORENEAL.-Except as provided in para-

13 graph (2), any qualifying distribution made during a

14 taxable year shall be treated as made-

15 "(A) first out of the undistributed income of

16 the immediately preceding taxable year (if the pri-

17 vate foundation was subject to the tax imposed by

is this section for such preceding taxable year) to the

19 extent thereof,

20 "(B) second out of the undistributed income

21 for the taxable year to the extent thereof, and

22 " (C) then out of corpus.

23 For purposes of this paragraph, distributions shall be

24 taken into account in the order of time in which made.
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"(2) OO. N OF P PEICIENT DISTRIBUTIONS

2 FOR PRIOR TAZABLD TEARS, BT.-In the case of any

a qualifying distribution which (under paragraph (1) ) is

4 not treated as made out of the undistributed income of

5 the immediately preceding taxable year, the taxpayer

6 may elect to treat any portion of such distribution as

7 made out of the undistributed ir come of a designated

8 prior taxable year or out of corpus. The election shall

9 be made by the taxpayer at such time and in such

10 manner as the Secretary or his delegate shall by regu-

11 lations prescribe.

12 "(i) ADJUSTMENT OF DISTRIBUTABLE AMOUNT

13 WHERE DISTRIBUTIONS DURING PRECEDING 5-YEAR

14 PERIOD HAVE EXCEEDED INCOME.-If, for the 5 taxable

15 years immediately preceding the taxable year-

16 "(1) the aggregate qualifying distributions treated

17 (under subsection (h)) as made out of the undistributed

18 income for such preceding taxable years or as made out

19 of corpus (except to the extent section 170 (e) (3) (B)

20 applies) during such preceding taxable years, exceed

21 "(2) the distributable amounts for such preceding

22 taxable years,

23 then, for purposes of this section (other than subsection (h))

24 the distributable amount for the taxable year shall be re-

25 duced by an amount equal to such excess.
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I "(j) OTHmR DEFNITIONS.--For purposes of this sec-

2 tion-

3 "(1) Tx LB PRIOD.-The term 'taxable period'

4 means, with respect to the undistributed income for any

5 taxable year, the period beginning with the taxable

6 year and ending on the date of mailing of a notice of

7 deficiency with respect to the tax imposed by subsection

8 (a) under section 6212._

9 "(2) COUnCTION PEBJOD.-The term 'correction

10 period' means, with respect to any foundation for any

11 taxable year, the period beginning with the taxable year

12 and ending 90 days after the date of mailing of a notice

13 of deficiency (with respect to the tax imposed by

14 subsection (b)) under section 6212, extended by-

15 "(A) any period in which a deficiency cannot

16 be assessed under section 6213 (a), and

17 "(B) any other period which the Secretary or

18 his delegate determines is reasonable and necessary

19 to permit a distribution of undistributed income

20 under this section.

21 "(3) OPBRATINo FOUNDATON.-For purposes of

22 this. section, the term 'operating foundation' means any

23 organization-

24 "(A) substantially all of the income of which
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1 is expended directly for the active conduct of the

2 activities constituting the purpose or function for

3 which it is organized and operated, and

4 " (B) (i) substantially more than half of the

5 assets of which are devoted directly to such activi-

6 ties or devoted to functionally related activities de-

7 scribed in section 4943 (d) (4) or both, or

8 "(ii) substantially all of the support (other

9 than gross investment income as defined in section

10 506 (b) (2)) of which is normally received from 5

11 or more exempt organizations which are not de-

12 scribed in section 4946 (a) (1) (H) with respect

13 to each other or the recipient foundation, or from

14 the general public, and not more than 25 percent of

15 the support of which is normally received from any

16 orie such exempt organization.

17 '-SEC. 4943. TAXES ON EXCESS BUSINESS HOLDINGS.

18 "(a) INInIA TAx.-

19 "(1) IMPOSITIO.-There is hereby imposed on

20 the excess business holdings of any private foundation

21 in a business enterprise during any calendar year which

22 ends during the taxable period a tax equal to 5 percent

23 of the value of such excess holdings.

24 "(2) SPECIAL RULES.-The tax imposed by para-

25 graph (1)-
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1 "(A) shall be imposed on the last day of the

2 calendar year, but

3 "(B) with respect to the private foundation's

4 holdings in any businew enterprise, shall be deter-

5 mined as of that day during the year when the

6 foundation's excess holdings in such enterprise were

7 the greatest.

8 "(b) ADDITIONAL TAx.-In any case in which an

9 initial tax is imposed under subsection (a) with respect to

10 the holdings of a private foundation in any business enter-

11 prise, if, at the close of the correction period with respect

12 to such holdings the foundation still has excess business

13 holdings in such enterprise, there is hereby imposed a tax

14 equal to 200 percent of such excess business holdings.

15 _"(c) ExcEss BusI esS HOLDINGS.-For purposes of

16 this section-

17 "(1) IN oBNERAL.-The term 'excess business

18 holdings' means, with respect to the holdings of any

19 private foundation in any business enterprise, the amount-

20 of stock or other interest in the enterprise which the

21 foundation would have to dispose of to a person other

22 than a disqualified person in order for the remaining

23 holdings of the foundation in such enterprise to be per-'

24 mitted holdings.
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1 "(2) PERMITTED HOLDINGS IN A CORPORATION.-

2 "(A) IN GENERAL.-The permitted holdings

3 of any private foundation in an incorporated busi-

4 ness enterprise are-

5 "(i) 20 percent of the voting stock, re-

duced by

7 "(ii) the percentage of the voting stock

8 owned by all disqualified persons.

9 In any case in which all disqualified persons to-

10 gether do not own more than 20 percent of the vot-

11 ing stock of an incorporated business enterprise, non-

12 voting stock held by the private foundation shall

13 also be treated as permitted holdings.

14 "(B) 35 PERCENT RULE WHERE THIRD PER-

15 SON HAS EFFECTIVE CONTROL OF ENTERPRISE.-

16 If-

17 "(i) the private foundation and all dis-

18 qualified persons together do not own more than

19 35 percent of the voting stock of an incorporated

20 business enterprise, and

21 "(ii) it is established to the satisfaction of

22 the Secretary or his delegate that effective con-

23 trol of the corpomtion is in one or more persons

24 who are not disqualified persons with respect

25 to the foundation,
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1 then subparagraph (A) shall be appliel by sub-

2 stituting 35 percent for 20 percent.

3 " (C) 2 PERCENT DE MINIMIS EULE.-A pri-

4 vate foundation shall not be treated as having exccs

5 business holdings in any corporation in which it

6 (together with all other private foundations which

7 are described in section 4946 (a) (1) (IT)) owns

8 not more than 2 percent of the voting stock and

9 not more than 2 percent in value of all outstanding

10 shares of all classes of stock.

11 "(3) PERMITTED HOLDINGS IN PARTTNERSHIPS,

12 ETC.-Tbe permitted holdings of a private foundation

13 in any business enterprise which is not incorporated

14 shall be determined under regulations prescribed by the

15 Secretary or his delegate. Such regulations shall be con-

16 sistent in principle with paragraph (2), except that-

17 "(A) in the case of a partnership or joint

18 venture, 'profits interest' shall be substituted for

19 'voting stock', and 'capital interest' shall be substi-

20 tuted for 'nonvoting stock',

21 "(B) in the case of a proprietorship, there

22 shall be no permitted holdings, and

23 "(0) in any other case, 'beneficial interest'

24 shal be substituted for 'voting stock'.
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1 "(4) 10-YEAR PERIOD TO DISPOSE OF PRESENT

2 HOLDINGS.-

3 "(A) In applying this section, any interest in

4 a business enterprise which a private foundation

5 holds on May 26, 1969, if the private foundation

6 on such date has excess business holdings, shall

7 (while held by the foundation) be treated as held

8 by a disqualified person (rather than by the private

9 foundation) during the 10-year period beginning

10 on such date.

11 " (B) Subparagraph (A) shall cease to apply

12 with respect to such business holdings unless, at the

13 close of the 2-year period beginning on May 26,

14 1969, the private foundation has disposed of at

15 least one-tenth of such excess business holdings in

16 such enterprise to a person other than a disqualified

17 person. The preceding sentence shall not apply

18 if-

19 " (i) such disposition would create severe

20 hardship for the foundation or such business en-

21 terprise (including a. severe depressive effect on

22 the value of any interest in such enterprise),

23 and

24 "(ii) it is established to the satisfaction of

25 the Secretary or his delegate that, during the re-
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1 tention of such one-tenth interest, control of

2 such interest will be exercised by persons other

3 than the foundation, or disqualified persons (as

4 defined in section 4946) with respect thereto,

5 or a plan has been adopted to assure that the

6 value of any interest in such enterprise will not

7 be jeopardized.

8 "(C) Subparagraph (A) shall cease to apply

9 with respect to such business holdings unless, at

10 the close of the 5-year period beginning on May 26,

11 1969-

12 "(i) the private foundation has disposed

13 of at least one-third of such excess business

14 holdings in such enterprise to a 1 rson other

15 than a disqualified person, and

16 "(ii) the private foundation and all dis-

17 qualified persons have less than a 50 percent

18 voting stock interest (or less than a 50 per-

19 cent profits interest in the case of any unin-

20 corporated enterprise) in such business enter-

21 prise.

22 , "(D) Any period prescribed in subparagraph

23 (A), (B), or (C) for the'disposition of excess

24 business holdings shall be suspended during the

25 pendency of any judicial proceeding by the private
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1 foundation which is necessary to refon its govern-

2 ing instrument to allow disposition of such holdings.

3 "(5) 10-YRAR 'EIOD To D),1SPI)HU OF HOLDINOS

4 ACQUIRED BY wILL.-Paragraph (4) shall apply to any

5 interest in a business enterprise which a private founda-

6 tion acquires Under tie terms of a will executed on or

7 before July 28, 1969, which arc in effect on such date

8 and at all ties thereafter, except that 'the date of ac-

9 quisition by will' shall be substituted for 'May 26, 1969'

10 wherever it appears in paragraph (4).

11 " (6) 5-YI.AfR l'IO) TO I)lSPOS I , (OIF'TS, lI1,-

12 QUESTS, LE.-Except as provided in paragraph (5),

13 if, after May 26, 11969, there is a change in the holdiuigs

14 in a business enterprise (other titan by purchs e by the

15 private foundation or by a disqualified person) which

16 causes the private foundation to have-

17 " (A) excess business holdings in such enter-

18 prise, the interest of the foundation in sueh enter-

19 prise (immediately after such change) shall (while

20 held by the foundation) be treated as held by a dis-

21 qualified person (rather than by the foundation)

22 during the 5-year period beginning on the date of

23 such change in holdings; or

24 "(B) an increase in excess business holding

25 in such enterprise determinedd without regard to
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1 subpam ph (A)), pubpara ph (A) shall

2 apply, except that the excess holdings immediately

3 preceding the increase therein shall not be treated,

4 solely because of such increase, as held by a dis-

5 qualified person (rather than by the foundation).

6 "(d) DzPINITIONS; SpuciAL RuLmi.-For purposes of

7 this section-

8 " (1) BuSINIS 1IOLWNo.-In computing the

9 holdings of a private foundation, or a disqualified person

10 (as defined in section 4946) with respect thereto, in anv

11 business enterprise, any stock or other interest owned.

12 directly or indirectly, by or for a corporation, partner-

13 ship, estate, or trust shall be considered as being owned

14 proportionately by or for its shareholders, partners, or

1 beneficiaries.

16 "(2) TAXABL, PE IOD.-The term 'taxable period'

17 means, with respect to any excess business holdings of a

18 private foundation in a business enterprise, the period

19 beginning on the first day on which there are such excess

20 holdings and ending on the date of mailing of a notice of

21 deficiency with respect to the tax imposed by subsection

22 (a) under section 6212 in respect of such holdings.

23 "(3) CoRuwoIoN PRmo.--The term 'correction

24 period' means, with respect to excess business holdings of
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1 a private foundation in a business enterprise, the period

2 ending 90 days after the date of wailing of a notiee of

3 deficiency (with respect to the tax imposed by subset-

4 tion (b)) under section 6212, extended by-

5 " (A) any period in which a deficiency cannot

6 be assessed under section 6213 (a) , and

7 " (B) auiy other period which the Secretary

8 or his delegate determines is reasonable and neces-

9 sary to permit orderly disposition of such excess

10 btiness holdings.

11 "44) FUNCTIONALLY RELATED IIUSIN&s.-Tie

12 term 'business enterprise' does not include a trade or

13 business-

14 " (A) which is not an unrelated trade or busi-

15 ness as defined in section 513, or

16 " (B) which is carried on within a larger aggre-

17 gate of similar activities or within a larger complex

18 of other endeavors which is rela:,ed (aside from the

19 need of such organization for income or funds or the

20 use it makes of the profits derived) to the exempt

21 purposes of the organization.

22, "SEC. 4944 INVESTMENTS WHICH JEOPARDIZE CHARI-

23 TABLE PURPOSE.

24 "a) TAx ON THB PWIVATB FoUNDATION.-If a pri-

25 vate foundation invests any amount in such a manner as to
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1 jeopardize the carrying out of any of its exempt purposes,

2 there is hereby imposed on the making of such investment

3 a tax equal to 100 percent of the amount so invested. The

4 tax imposed by this subsection shall be paid by the private

5 foundation.

6 "(b) TAx ON TIHE MANAGEMENT.-In any case in

7 which a tax is imposed under subsection (a), there is hereby

8 imposed on any foundation manager who participates in the

9 making of such investment knowing that it is jeopardizing

10 the carrying out of any of the foundation's exempt purposes,

11 a tax equal to 50 percent of the amount so invested. Where,

12 under the preceding sentence, more than one foundation

13 manager is liable for a tax with respect to the same invest-

14 ment, the liability of such managers for tax under this sub-

15 wtlon shall be joint and several.

16 -SEC. M TAXES ON TAXABLE EXPENDITURES.

17 "d(a) GENERAL RULE.-

18 "(1) TAx ON THE PRIVATE FOUNDATION.-Thcre

19 is hereby imposed on each taxable expenditure a tax

20 equal to 100 percent of the amount thereof. The tax im-

21 posed by this paragraph shall be paid by the private

2 foundation.

23 "(2) TAx ON PoV)NATOx )&NAGE.-There

24 is hereby imposed on any foundation manager who

25 agrees to the making of an expenditure, knowing
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I that it is a taxable expenditure, a tax equal to 50

2 percent of the amount thereof. Where, under the

3 preceding sentence, more than one foundation man-

4 ager is liable for a tax with respect to the same

5 expenditure, the liability of such managers for tax

6 under this paragraph shall be joint and several.

7 "(b) TAXABLE ExPENDITuRE.-For purposes of this

8 section, the term 'taxable expenditure' means any amount

9 paid or incurred by a private foundation-

10 "(1) to carry out propaganda, or otherwise attempt

11 to influence legislation,

12 "(2) to influence the outcome of any public elec-

13 tion (including voter registration drives carried on by

14 or for such foundation),

15 "(3) as a grant to an individual for travel, study,

16 or other similar purposes by such individual, unless

17 such grant satisfies the requirements of subsection (e),

18 "(4) as a grant to another organization (other than

19 an organization described in paragraph (1) , (2), or (3)

20 of section 509 (a)), unless the private foundation exer-

21 cises expenditure responsibility with respect to such

22 grant in accordance with subsection (f), or

23 "(5) for any purpose other than for a purpose

24 specified in section 501 (c) (3).

25 "(a) O=BA7Fn AoTIVIms EXPREMLY INCLUDED
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1 Wrrmw SuaoTrxox (b) (1) .- For 'purposes of subsec-

2 tion (b) (1), the term 'taxable expenditures' includes (but

3 is not limited to)-

4 "(1) any attempt to influence legislation through

5 an attempt to affect the opinion of the general public

6 or any segment thereof, and

7 "(2) any attempt to 'influence legislation through

8 private communication with any member or employee

9 of a legislative body, or with any other person who may

10 participate in the formulation of the legislation,

11 other than through making available the results of ron-

12 partisan analysis or research. Paragraph (2) of this subsec-

13 tion shall not apply to any amount paid or incurred in con-

14 nection with an appearance before, or communication to,

15 any legislative body with respect to a possible decision of

16 such body which might affect the existence of the private

17 foundation, its powers and duties, its tax-exempt status, or

18 the deduction of contributions to such foundation.

19 "(d) NONPARTISAN AoTivrrnre CAuIuND ON BY CHEl-

20 TAIN OBANIZATIONS.--Subsection (b) (2) shall not apply

21 to any amount paid or incurred by an organization-

22 "(1) which is exempt from taxation under section

23 501(c) (3),

24 "(2) the principal activity of which is nonpartisan

25 political aaivity in 5 or more Stts,
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1 "(3) substantially all of the income of which is ex-

2 pended directly for the active conduct of the activities

3 constituting the purpose or function for which it is

4 organized and operated,

5 "(4) substantially all of the support (other than

6 gross investment income as defined in section 506 (b)

7 (2)) of which is normally received from 5 or more

8 exempt organizations which are not described in section

9 4946 (a) (1) (H) with respect to each other or the

10 recipient foundation, or from the general public, and not

11 more than 25 percent of the support of which is normally

12 received from any one such exempt organization, and

13 "(5) contributions to which for voter registration

14 drives are not subject to conditions that they may be

15 used only in specified States, possessions of the United

16 States, or political subdivisions or other areas of any of

17 the foregoing, or the District of Columbia.

18 Subsection (b) (4) shall not apply to any grant to an or-

19 ganization which meets the requirements of the preceding

20 sentence.

21 "(e) INDIVMUAL GRMNTS.--Subsection (b) (3) shall

22 not apply to an individual grant awarded on an objective and

23 nondiscriminatory basis pursuant to a procedure approved

24 in advance by the Secretary or his delegate, if it is demon-

25 strated to the sasfaction of the Secretary or his delegate
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1 that it constitutes a scholarship or fellowship grant at an eda-

2 cational institution described in section 170 (b) (1) (B)

3 (ii) or that the purpose of the grant is to achieve a specific

4 objective, produce a report or other similar product, or im-

5 prove or enhance a literary, artistic, musical, scientific, or

6 other similar capacity, skill, or talent.

7 "(f) EXPENDITURE RESPONSIBILITY.-The expendi-

8 ture responsibility referred to in subsection (b) (4) means

9 that the private foundation is fully responsible-

10 " (1) to see that the grant is spent solely for the

11 purpose for which made,

12 "(2) to obtain full and complete reports from

13 the grantee on how the funds are spent, and to verify

14 the accuracy of such reports, and

15 " (3) to make full and detailed reports with respect

16 to such expenditures to the Secretary or his delegate.

17 "SEC. 494K DEFINITIONS AND SPECIAL RULES.

18 "(a) DISqUALFIED PERso.-

19 "(1) IN GENERAL.-For purposes of this chapter,

20 the term 'disqualified person' means, with respect to a

21 private foundation, a person who is-

22 "(A) a substantial contributor to the founda-

23 tion,

24 "(B) a foundation manager (within the mean-

25 ingof subsectica (b) (1)),

88-8 0-"t 1-12
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1 "(0) an individual who-

2 (i) owns more than 20 percent of the

3 total combined voting power of a corporation,

4 or

5 "(ii) is a general partner in a partnership,

6 or

7 "(iii) holds more than 20 percent of the

8 beneficial interest of a trust or unincorporated

9 enterprise,

10 which is a substantial contributor to the foundation,

11 "(D) a member of the family (within the

12 meaning of section 341 (d)) of any person described

13 in subparagraph (A), (B), or (C),

14 "(E) a corporation of which persons described

15 in subparagraph (A), (B), (C), or (D) own

16 more than 35 percent of the total combined voting

17 power,

18 "(F) a partnership in which persons described

19 in subparagraph (A), (B), (C), or (D) own

20 more than 35 percent of the profits interest,

21 "(G) a trust or estate in which persons de-

22 scribed in subparagraph (A), (B), (C), or (D)

23 hold more than 35 percent of the beneficial interest,

24 "(H) only ior purposes of section 4943, a

25 private foundation-
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1 "(i) which is effectively controlled (di-

2 rectly or indirectly) by the same person or

3 persons who control the private foundation in

4 question, or

5 "(ii) substantially all of the contributions

6 to which were made (directly or indirectly) by

7 th3 same person or persons described in sub-

8 paragraph (A), (B), or (C), or members of

9 their families (within the meaning of subpara-

10 graph (D)), who made (directly or indirect-

11 ly) substantially all of the contributions to the

12 private foundation in question, and

13 "(I) only for purposes of section 4941, a gov-

i4 ernment official (as defined in subsection (c)).

15 "(2) SUBSTANTIAL CONTRIBUTORS.-For purposes

16 of paragraph (1), the term 'substantial contributor'

17 means a person who is described in section 507 (b) (2).

18 "(3) STOCKHOLDINGs.-For purposes of para-

19 graphs (1) (C) (i) and (1) (E), there shall be taken

20 into accotmt indirect stockholdings which would bo taken

21 into account under section 267 (c).

22 "(b) FOUNDATION MAAOERG.-For purposes of this

23 chapter, the term loutdation manager' meaus, with respect

24 to any p ivate foundation-
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1 "(1) an officer, director, or trustee of a foundation

2 (or an individual having powers or responsibilities sir-

3 ilar to those of officers, directors, or trustees of a foun-

4 dation), and

5 "(2) with respect to any aet (or failure to act),

6 the employees of the f, mndation having authority or re-

7 sponsibility with respect to such act (or failure to act).

8 "(c) GOVMWMBNT OncuL.--For purposes of sub-

9 section (a) (1) (1) and section 4941, the term 'government

10 official' means, with respect to an act of self-dealing described

11 in section 4941, an individual who, at the time of such act,

12 holds any of the following offices or positions (other than as

13 a 'special Government employee', as defined in section 202

14 (a) of title 18, United States Code) :

15 " (1) an elective public office in the executive or

16 legislative branch of the Government of the United

17 States,

18 " (2) an office in the executive or judicial branch

19 of the Government of the United States, appointment

20 to which was made by the President,

2! "(3) a position in the executive, legislative, or

22 "judicial branch of the Government of the United

23 Ste.

24 "A) which is listed in schedule 0. of rule VI

2of the Civil Service Rules, or
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1 "(B) the compensation for which is equal to

2 or greater thar the lowest rate of compensation pre-

3 scribed for GS-16 of the General Schedule under

4 section 5332 of title 5, United States Code,

5 "(4) a position under the House of Representa-

6 tives or the Senate of the United States held by an

7 individual receiving gross compensation at an annual

8 rate of $15,000 or more,

9 "(5) an elective or appointive public office in the

10 executive, legislative, or judicial branch of the Govern-

11 ment of a State, possession of the United States, or

12 political subdivision or other area of any of the fore-

13 going, or of the District of Columbia, held by an in-

14 dividual receiving gross compensation at an annual rate

15 of $15,000 or more, or

16 "(6) a position as personal or executive assistant

17 or secretary of any of the foregoing.

18 "SEC. 4947. APPLICATION OF TAXES TO CERTAIN NON-

19 EXEMPT TRUSTS.

20 "(a) APPLICATION OF TA.-

21 " (1) IN GENEAL.-The taxes imposed by section

22 506 (relating to tax on private foundation investment in-

23 come) and this chapter shall apply to any trust which

24 is not exempt from tax under section 501 (a), all of the

25 unexpired interests of which are devoted to one or more
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1 of the purposes described in section 170 (c) (2) (B),

2 and for which a deduction was allowable under section

3 170, 545(b) (2), 642(c), 2055, 2106(a) (2), or

4 2522.

5 " (2) LIMITATION TO CHARITABLE PORTION.-In

6 the case of a trust which is not exempt from tax under

7 section 501 (a), not all of the unexpired interests of

8 which are devoted to one or more of the purposes de-

9 scribed in section 170(c) (2) (B), and which has

10 amounts in trust for which a deduction was allowable

11 under section 170, 545(b) (2), 642 (c), 2055, 2106

12 (a) (2), or 2522, the taxes imposed by section 4941

13 (relating to taxes on self-dealing), section 4943 (relat-

14 ing to taxes on excess business holdings), section 4944

15 (relating to investments which jeopardize charitable pur-

16 pose), and section 4945 (relating to taxes on taxable

17 expenditures) shall apply as if such trust were a private

18 foundation. This subsec ion shall not apply with respect

19 to--

20 "(A) any amounts payable under the terms

21 of such trust to income beneficiaries, unless section

22 170(b) (1) (11) applies, or

23 "(B) any amounts in trust for which a deduc-

24 tion was not allowable under section 170, 545 (b)

25 (2), 642 (c), 2055, 2106 (a) (2), or 2522, if such
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1 amounts are segregated from amounts for which

2 such deduction was allowable.

3 "(3) For purposes of subsection (a) (2) (B), a

4 trust with respect to which amounts are segregated shall

5 separately account for the various income, deduction,

6 and other items properly attributable to each of such

7 segregated amounts.

8 "(b) ADDITIONAL TAx.-

9 "(1) AMOUNT OF TA.-There is hereby imposed

10 upon a trust described in subsection (a) which is noti-

11 fled by the Secretary or his delegate that he is invoking

12 this subsection as to it, and with respect to which there

13 have been either willful repeated acts (or failures to

14 act), or a willful and flagrant act (or failure to act), giv-

15 ing rise to liability for tax under this chapter, a tax equal

16 to the lower of-

17 "(A) the amount which such trust substanti-

18 ates by adequate records or other corroborating evi-

19 dence as the aggregate tax benefit described in para-

20 graph (2), or

21 "(B) the value of the net assets of such trust

22 (limited by the value of assets segregated for charity

23 in accordance with subsection (a) (2) (B)).

24 " (2) AGGREGATE TAX BENEFI.-For purposes of
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1 subsection (b) (1), the aggregate tax benefit is the sum

2 of-

3 "(A) the aggregate increases in tax under

4 chapters 1, 11, and 12 (or the corresponding provi-

5 sions of prior law) which would have been imposed

6 with respect to all substantial contributors (as de-

7 fined in section 507 (b) (2)) to the trust if deduc-

8 tions for all contributions made by such contributors

9 to the trust after February 28, 1913, had been dis-

10 allowed, and

11 "(B) the aggregate increases in tax under

12 chapter 1 (or the corresponding provisions of prior

13 law) which would have been imposed with respect

14 to the income of the trust for taxable years begin-

15 nling after December 31, 1912, if deductions under

16 section 642 (c) (or the corresponding provisions of

17 prior law) had been limited to 20 percent of the

18 taxable income of the trust (computed without the

19 benefit of section 642 (c) "but with the benefit of

20 section 170(h) (1) (B)),and

21 "(C) interest on the increases in tax deter-

22 mined under subparagraphs (A) and (B) from the

23 first date on which each such-increase would have

24 been due and payable to the date on which the trust

25 pays the tax imposed by this subsection.
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1 "(3) 8PWIA l'E.--Fo purposes of paragriph

2 (2), the value of %he net assets shall be detertninvd at

3 whichever time such value i,; ltiglier:

4 "(A) the first day on which action is taken

5 by the trust which culminates in the imposition of

6 tax under this subsection, or

7 " (B) the day on which the tax prescribed hy

8 this subsection is imposed.

9 " (4) LIAIIJTY IN CASE OF TIRANSFIIS OF ASSETS

10 FRIOM TrUSTS.-For purposes of determining liability

I I for the tax imposed by this subsection in the case of as-

12 sets transferred by the t(rust, such twx shall be deemed

13 to have been imposed on the first day on which action

14 is taken by the tnst which culmninntes in the imposition

15 of tax under thi: subs.-tion.

16 " (5) AIIATEMENT OF TAX WIKEI A, e,-h AUIE.

17 DISTRlIBUTED T1)IX 111,11C VIIARItTIFS.-Tlie Sevretirv

18 or his delegate may abate the unpaid portion of the

19 assessment of any tax imposed by this subsection, or any

20 liability with respect thereto, if the trust distributes all

21 of its net assets (lmited by the value of assets segregated

22 for charity in accordane with subsection (a) (2) (B) )

23 to one or more organizations specified in section 170 (b)

24 (1) (B) each of which haa been in existence and met
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1 the requirements of section 170 (b) (1) (B) for a con-

2 tenuous period of at least 60 calendar months.

3 "(c) SPECIAL RULE.-For purposes of this section,

4 'nonexempt trust' shall be substituted for 'private founda-

5 tion' in sections 506, 507 (b) (2), 4941, 4942, 4943, 4944,

6 4945, and 4946.

7 "(d) REGuLATIONMS.-The Secretary or his delegate

8 shall prescribe such regulations as may be necessary to carry

9 out the purposes of this section."

10 (c) ASSESSABLE PENALTIES FOR ]REPEATED, OR

11 WILLFUL AND FLAGRANT, AcTs UNDER CHAPTER 42.-

12 Subbapter B of chapter 68 (relating to assessable penalties)

13 is amended by adding at the end thereof the following new

14 section:

15 " SEC. 6684. REPEATED LIABILITY FOR TAX UNDER

16 CHAPTER 42.

17 "If any person becomes liable for tax under any section

18 of chapter 42 (relating to private foundations) by reason of

19 any act or failure to act which is not due to reasonable cause

20 and either-

21 "(1) such person has theretofore been liable for

22 tax under such chapter, or

23 "(2) such act or failure to act is both willful and

24 flagrant,
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1 then such person shall be liable for a penalty equal to the

2 amount of such tax."

3 (d) INFORMATION RETURNS OF EXEMPT ORGANIZA-

4 TIONS.-

5 (1) IN GENERAL.-Section 6033 (a) (relating to

6 information returns by exempt organizations) is amended

7 to read as follows:

8 "(a) ORGANIZATIONS RuQUIRED To FILE.-

9 " (1) IN OENERAL.-Every organization exempt

10 from taxation under section 501 (a) shall file an annual

11 return, stating specifically the items of gross income, re-

12 ceipts, and disbursements, and such other information for

13 the purpose of carrying out the internal revenue laws as

14 the Secretary or his delegate may by forms or regulations

15 prescribe, and shall keep such records, render under oath

16 such statements, make such other returns, and comply

17 with such rules and regulations as the Secretary or his

18 delegate may from time to time prescribe; except that,

19 in the discretion of the Secretary or his delegate, any or-

20 ganization described in section 401 (a) may be relieved

21 from stating in its return any information which is re-

22 ported in returns filed by the employer which established

23 such organization.

24 " (2) EXCEPTIONS FROM FILIN.-The Secretary
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1 or his delegate may relieve any organization required

2 under paragraph (1) to file an formationn return from

3 filing such a return where he determines that such filing

4 is not necessary to the efficient administration of the in-

5 ternal revenue laws."

6 (2) ADDITIONAL INFBMATION.--Section 6033

7 (b) (relating to certain organizations described in

8 section 501 (c) (3)) is amended-

9 (A) by striking out in paragraph (3) "out

to of income",

11 (B) by striking out paragraphs (4), (5),

12 (6), and (8), and by redesignating paragraph (7)

13 as paragraph (4), and

14 (C) by adding after paragraph (4) (as re-

15 designated) the following new paragraphs:

16 "(5) the total of the contributions and gifts re-

17 ceived by it during the year, and the names and ad-

18 dresses of all substantial contributors,

19 "(6) the names and addresses of its foundation

20 managers (within the meaning of section 4946 (b) (1))

21 and highly compensated employees, and

22 "(7) the compensation and other payments made

23 during the yeajr to each individual described in para-

2 graph (6)."

25 (8) PENALTY FOB LATE FILING OF CEroAIN IN-
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1 FORMATION RETURNS.--Seotion 6652 (relating to fail-

2 ure to file certain information returns) is amended by

3 relettering subsection (d) as subsection (e) and in-

4 serting immediately after subsection (c) the following

5 new subsection:

6 " (d) RETURNS BY EXEMPT ORGANIZATIONS AND BY

7 CERTAIN TRUSTS.-

8 "(1) PENALTY ON ORGANIZATION OR TRUST.-In

9 the case of a failure to file a return required under sec-

10 tion 6033 (relating to returns by exempt organizations)

11 and section 6034 (relating to returns by certain trusts)

12 on the date and in the manner prescribed therefor (de-

13 terniined with regard to any extension of time for filing),

14 unless it is shown that such failure is due to reasonable

15 cause, there shall be paid (on notice and demand by the

16 Secretary or his delegate and in the same manner

17 as tax) by the exempt organization or trust failing

18 so to file, $10 for each day during which such failure

19 continues, but the total amount imposed hereunder on

20 any organization for failure to file any return shall not

21 exceed $5,000.

22 "(2) PENALTY ON MANAGERs.-The Secretary or

23 his delegate may make written demand upon an orga-

24 nization failing to file under paragraph (1) specifying

25 therein a reasonable future date by which such filing shall
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1 be made, and if such filing is not made on or before such

2 date, and unless it is shown that failure so to file is due

3 to reasonable cause, there shall be paid (on notice

4 and demand by the Secretary or his delegate and in

5 the same manner as tax) by the person failing so to

6 file, in addition to the penalty proscribed in paragraph

7 (1), a penalty of $10 for each day after the expiration

8 of the time specified in the witten demand during

9 which such failure continues, but the total amount im-

10 posed hereunder on all persons for such failure to file

1l shadl not exceed $5,000. If more than one person is liable

12 under this paragraph for a failure to file, all such

13 persons shall be jointly and severally liable with respect

14 to such failure. The term 'person' as used herein means

15 any officer, director, trustee, employee, member, or other

16 individual who is under a duty to perform the act in

17 respect of which the violation wcurs."

18 (e) PUBLICITY OF INFORMATION REQUIRED BY

19 C0iu xE mPT 0BcANizATIoNS.--Section 6104 (re-

20 lating to publicity of information required from certain ex-

21 empt organizations and certain tnsts) is amended by insert-

22 ing immediately after subsection (b), the following new

23 subsection:

24 "(c) PUBLICATION TO STATE OrFFCI&M.-

25 "(1) GmuAL RULB.-In the case of any organi-
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1 zation which is exempt from taxation under section

2 501 (a), or has applied for recognition of exemption

3 under such section on or after May 26, 1969, the Secre-

4 tary or his delegate at such times and in such manner as

5 he may by regulations prescribe shall-

6 "(A) notify the appropriate State officer of a

7 refusal to recognize exemption or the operation of

8 such organization in a manner which does not meet,

9 or no longer meets, the requirements of its ex-

10 eruption,

11 " (B) notify the appropriate State officer of the

12 mailing of a notice of deficiency of tax under sec-

13 tion 507 or chapter 42, and

14 "(C) at the requi-st of such appropriate State

15 officer, make available for inspection and copying

16 such returns, filed statements, records, reports, and

17 other information, relating to a determination under

18 subparagraph (A) or (B) as are relevant to any

19 determination under State law.

20 "(2) APPROPRIATE STATE OFFICER.-For pur-

21 poses of this section, the term 'appropriate State officer'

22 means the State attorney general, State tax officer, or

23 any other State official charged with overseeing charit-

24 able organizations."
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1 (f) PETITION TO TAX COURT; DEFICIENCY PWOCE-

2 DURES MADE APPLICABLE.-

3 (1) Section 6211 (a) (definition of a deficiency)

4 is amended-

5 (A) by striking out "and gift taxes" and in-

6 srting in lieu thereof "gift, and excise taxes,",

7 (B) by striking out "subtitles A and B," and

8 inserting in lieu thereof "subtitles A and B, and

9 chapter 42,", and

10 (C) by striking out "subtitles A or B" and

11 inserting in lieu thereof "subtitle A or B or chap-

12 ter 41".

13 (2) Section 6212(c) (1) (relating to further de-

14 ficiency letters restricted) is amended by striking out

15 "or" before "of estate tax" and by inserting after "the

16 same decedent," the following: "or of chapter 42 tax

17 with respect to any act (or failure to act) to which

18 such petition relates,".

19 (3) Section 6213 (relating to restrictions appli-

20 cable to deficiencies; petition to Tax Court) is amended

21 by relettering subsection (e) as subsection (f) and in-

22 serting immediately after subsection (d) the following

23 new subsection:

24 "(e) SUPsNION OF FILINo PERED FOR CERTAIN

25 CHAPTER 42 TxFs.-The ninuhig of the time prescribed
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1 by subsection (a), for filing a petition in the Tax Court with

2 respect to the taxes imposed by section 4.941 (relating to

3 taxes on self-dealing), 4942 (relating to taxes on failure to

4 distribute income), or 4943 (relating to taxes on excess

5 business holdings) shall be suspended for any period during

6 which the Secretary or his delegate has extended the time

7 allowed for making correction under section 4941 (e) (4),

8 4942 (j) (2), or 4943 (d) (3)."

9 (g) LIMITATIONS ON ASSESSMENT AND COLLEC-

10 TION.-

11 (1) Section 6501 is amended by adding at the end

12 thereof the following new subsection:

13 "(n) SPECIAL RULE FOR CHAPTER 42 TAxES..-For

14 purposes of any tax imposed by chapter 42 (other than sec-

15 tion 4942), the return referred to in this section shall be the

16 return filed by the private foundation for the year in which

17 the act (or failure to act) giving rise to liability for such tax

18 occurred. For purposes of section 4942 (relating to taxes on

19 failure to distribute income), such return is the return filed

20 by the private foundation for the taxable year in which a

21 distribution of undistributed income under section 4942 is

22 required to be made."

23 (2) Section 6501 (e) is amended by adding the

24 following new paragraph at the end thereof:

25 "(7) TRMIATION OF PwvATE FOUNDATION

WSW O-69--pt. 1-13
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1 STATUS.-In the case of a tax on termination of private

2 foundation status under section 507, such tax may be

3 assessed, or a proceeding in court for the collection c

4 such tax may be begun without assessment, at any time."

5 (3) Section 6503 (relating to suspension of running

6 of period of limitation) is amended by relettering sub-

7 section (h) as subsection (i) and inserting immediately

8 after subsection (g) the following new subsection:

9 "(h) SUSPENSION PENDING CORRECTION.-The run-

10 ning of the period of limitations provided in sections 6501

11 and 6502 on the making of assessments or the collection

12 by levy or a proceeding in court in respect of any tax im-

13 posed by chapter 42 or section 507 shall be suspended for

14 any period during which the Secretary or his delegate has

15 extended the time for making correction under section 4941

16 (e) (4), 4942 (j) (2), or 4943 (d) (3)."

17 (h) LIMITATIONS ON CREDITS OR REFUNDS.--Section

18 6511 (relating to limitations on credits or refunds) is

19 amended by reletering subsection (f) as subsection (g) and

20 inserting immediately after subsection (e) the following

21 new subsection:

22 "(f) SPECIAL RULE FOB CHAPTER 42 TAxEs.-For

2, purposes of any tax imposed by chapter 42, the return re-

24 ferred to in subsection (a) shall be the return specified in

25 section 6501 (n)."
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1 (i) Ovm AC ON F o RU ,NDI.-7Section 7422 (re-

2 lating to civil actions for refund) is amended by relettering

3 subsection (g) as subsection (h) and by inserting immedi-

4 ately after subsection (f) the following new subsection:

5 " (g) SPECIAL RULES FOR CERTAIN EXCISE TAXES

6 IMPOSED BY Ci APTFR 42.-

7 "(1) RIGHT TO BRING ACTIONS.-With respect to

8 any act (or failure to act) giving rise to liability under

9 section 4941, 4942, or 4943, payment of the full amount

10 of tax imposed under section 4941 (a) (relating to initial

11 taxes on self-dealing), section 4942 (a) (relating to

12 initial tax on fjilurq to di tribute income), section 4943

13 (a) (relating to initial tax on excess business holdings),

14 section 4941 (b) (relating to additional taxes on self-

15 dealing), section 4942 (b) (relating to additional tax on

16 failure to distribute income), or section 4943 (b)

17 (relating to additional tax on excess business holdings)

18 shall constitute sufficientlpayment in order to maintain

19 an action under this secti on with respect to such act.

20 " (2) LIMITATION O)N SUIT FOR REFUND.-No suit

21 may be maintained under this section for the credit or

22 refund of any tax imposed under section 4941, 4942, or

23 4943 with respect to any act (or failure to act) giving

24 rise to liability for tax under such sections, unless no
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1 other suit has been maintained for credit or refund, and

2 no petition has been filed in the Tax Court with respect

3 to a deficiency of tax, for any other tax imposed under

4 such sections with respect to such act (or failure to act).

5 " (3) FINAL DETERMINATION OF ISSULES.-For pur-

6 poses of this section, any suit for the credit or refund

7 of any tax imposed under section 4941, 4942, or 4943

8 with respect to any act (or failure to act) giving rise to

9 liability for tax under such sections, shall constitute a

10 suit to determine all questions with respect to any other

11 tax imposed with respect to such act (or failure to act)

12 under such sections, and failure by the parties to such

13 suit to bring any such question before the Court shall

14 constitute a bar to such question.

.15 (j) TECHNICAL, CONFORMING, AND CLERICAL

16 AMENDMENTS.-

17 (1) Section 101 (b) (2) (B) (iii) (relating to non-

18 forfeitable rights) is amended by striking out "section

19 503 (b) (1), (2), or (3)" and inserting in lieu there-

20 of "section 170(b) (1) (B) (ii) or (iii) or which is a

21 religious organization (other than a trust) ".

22 (2) Section 170(c) (2) (B) (relating'to the defi-

23 nition of .charitable contributions) is amended by in-

24 sorting after "animals" the phrase ", or for the provid-

-25 ing of hospital care".
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1 (3) Section 170(c) (4) (relating to contributions

2 to frter societies) is amended by insertg after

3 "animals" the phrase ", or for the providing of hospital

4 care.

5 (4) F action 170(i) (1) (relating to disallowance

6 of deductions in certain- cases) (as redesigned) is

7 amended by striking out "section 503 (e)" and inserting

8 in lieu thereof sc

9 (5) on 501 (a) (relating to he ton from

10 a ) is amended by out "502, ,tor

2a "a , ns e in eu th f" or 503".

12 (6) on 501 to tax unela

13 business icome) is d- to as lows\

14 "(b) T U A BuT INi AND

15 C AIN B A TB.fi)on exempt

16 fro taxation ndey 1ubs.on 4 to tax to

17' the e tntprovided inp d of this pter

18 but (no tstandin 41 an mn sM'ubchp )
19 shall be 6onere an organization exempt from taxes

20 for the purpose ylaw which reeo n

21 exempt from income taxes."t

22 (7) Seci n501 (c) (3) (relaing to the definition

23 of exompt organizations) is -amihed'by inserting after

24 "afninais the pbhfts 14, or for: the providing 'Of hospitals

25 care,.
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1 (8) Section 501 (c) (16) (relating to list of ex-

2 empt organizations) is amended by striking out "part

3 III" and inserting in lieu thereof "part IV".

4 (9) Section 501 (e) (elating to cooperative hos-

3 pital service organizations) is amended by striking out

6 in the last sentence thereof "section 503 (b) (5) ." and

7 inserting in lieu thereof "section 170 (b) (1) (B) (iii) .".

43 (10) Section 503 (a) (1) (relating to general rule)

9 is amended to read as follows:

10 "(1) GENERAL BULE.-

11 "(A) An organization described in section 501

12 (c) (17) shall not be exempt from taxation under

13 section 501 (a) if it has engaged in a prohibited

14 transaction after December 31, 1959.

15 "(B) An organization described in section 401

16 (a) shall not be exempt from taxation under section

17 501 (a) if it has engaged in a prohibited transaction

18 after March 1, 1954."

19 (11) Section 503 (a) (2) (relating to taxable years

20 affected by denial of exemption) is amended by striking
21 out "section 501 (c) (3) or (17)" and inserting in lieu
22 ', i

thereof "section 501 (c) (17)".
23 (12) Section 503 (d) (relating to future status of

organizations denied exemption) is amended by striking
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1 out "section 501 (o) (3) or (17)" and inserting in lieu

2 thereof "section 501 (c) (17) ".

3 (13) Section 503 (g) (relating to special rule for

4 loans) is amended by striking out "subsection (c) (1),"

5 and inserting in lieu thereof "subsection (b) (1) ,".

6 (14) Section 503 (h) (relating to special rules

7 relating to lending by section 401 (a) and section 501

8 (c) (17) trusts to certain persons) is amended-

9 (A) by striking out in the title thereof "SPB-

10 CIAL RULES RELATING TO LENDING BY SECTION

11 40 1(a) AND SECTION 501(CX17) TRUSTS TO CERTAIN

12 PEBONS.-", and inserting in lieu thereof "SPECIAL

13 RULES.- ",

14 (B) by striking out "subsection (c) (1)," and

15 inserting in lieu thereof "subsection (b) (1),",

16 (C) by striking out "acquired by a trust de-

17 scribed in section 401 (a) or section 501 (c) (17)",

18 and

19 (D) by striking out in paragraph (3) "subsec-

20 tion (c)" and inserting in lieu thereof "subsection

21 (b)".

2 (15) Section 508(i) (relating to loans with re-

2sped to which employers are prohibited from pledging

24 certain assets) is amended-
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1 (A) by'strikng out "Subsection (e) (1)" and

2 inserting in lieu thereof "Subsection (b) (1)", and

3 (B) by striking out "subsection (it) " and in-

4 sorting in lieu thereof "subsection (e) ".

5 (16) Section 503 (j) (1) (relating to prohibited

6 transactions) is amended by striking out "subsection

7 (c) " and inserting in lieu thereof "subsection (b) ".

8 (17) Section 503 (relating to requirements of ex-

9 emption) is amended by striking out subsections (b),

10 (e), and (f) and by redesignating subsections (c),

11 (d), (g), (h), (i), and (j) (as amended) as sub-

12 sections (b), (c), (d), (e), (f), and (g), respectively.

13 (18) Section 504 (relating to denial of exemption)

14 is repealed.

15 (19) Section 542 (a) (2) (relating to stock own-

16 ership requirement) is amended-

17 (A) by striking out in the second sentence

18 "503 (b)" and inserting in lieu thereof "section

19 401 (a), 501 (c) (17), or 509 (a) ", and

20 (B) by amending the third sentence to read as

21 follows: "The preceding sentence shall not apply in

22 the case of an organization or trust organized or cre-

23 Med before July 1, 1950, if at all times on or after

24 July 1, 1950, and before the close of the taxable

25 year such organization or trust has owned all of the
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1 common stock and at least 80 percent of the total

2 number of shares of all other classes of stock of the

3 corporation."

4 (20) Section 663 (a) (2) (relating to charitable,

5 etc., distributions) is amended by striking out "section

6 681" and inserting in lieu thereof "sections 681 and

7 507 (f) ".

8 (21) Section 681 (b) and (c) (relating to oper-

9 ations of trusts and accun ulated income) is repealed.

10 (22) Section 681 (d) (relating to cross reference)

it is redesignated as subsection (b), and as so redesignated

12 is amended by striking out "section 503 (e)" and in-

13 serting in lieu thereof "section 507 (f) ".

14 (23) Section 2039 (c) (3) (relating to exemption

15 of annuities under certain trusts and plans) is amended

16 by striking out "section 503(b) (1), (2), or (3),"

17 and inserting in lieu thereof "section 170(b) (1) (B)

18 (ii) or (vi), or which is a religious organization (other

19 than a trust),".

20 (24) Section 2055 (a) (relating to general rule for

21 transfers for public, charitable, and religious uses) is

22 amended by-

28 (A) inserting in paragraph (2) after "an-

24 mals" the phrase ", or for the providing of hospital

25 care", and
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1 (B) inserting in paragraph (3) after "ani-

2 mals" the phrase ", or for the providing f hospital

3 care".

4 (25) Section 2106 (a) (2) (A) (relating to gen-

5 eral rule for transfers for public, charitable, and religious

6 uses) is amended by-

7 (A) inserting in clause (ii) after "animals"

8 the phrase ", or for the providing of hospital care",

9 and

10 (B) inserting in clause (iii) after "animals"

11 the phrase ", or for the providing of hospital care".

12 (26) Section 251.7 (a) (3) (relating to general

13 rule for certain annuities uvder qualified plans) is

14 amended by striking out "section 503 (b) (1), (2), or

15 (3) ," and inserting in lieu thereof "section 170 (b) (1)

16 (B) (ii) or (vi), or which is a religious organization

17 (other than a trust) ,".

18 (27) Section 2522 (relating to charitable and Mim-

19 ilar gifts) is amended by:

20 (A) inserting in subsection (a) (2) after

21 "animals" the phrase ", or for the providing of

22 hospital care",

23 (B) inserting in subsection (a) (3) after

24 "animals" the phrase ", or for the providing of

25 hospital care",
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1 (C) inserting in subsection (b) (2) after

2 "animals" the phrase ", or for the providing of

3 hospital care",

4 (D) inserting in subsection (b) (3) after

5 "animals" the phrase ", or for the providing of

6 hospital care", and

7 (E) inserting in subsection (b) (4) after

8 "animals" the phrase ", or for the providing of

9 hospital care".

10 (28) Section 4057 (b) (relating to the definition

11 of nonprofit educational organization) is amended by

12 striking out "section 503 (b) (2)" and inserting in lieu

13 thereof "section 170(b) (1) (B) (ii)".

14 (29) Section 4221 (d) (5) (relating to the defini-

15 tion of nonprofit educational organization) is amended

16 by striking out "section 503 (b) (2)" and inserting in

17 lieu thereof "section 170(b) (1) (B) (ii) ".

18 (30) Section 4253 (h) (relating to nonprofit hos-

19 pitals) is amended by striking out "section 503 (b)

20 (5)" and inserting in lieu thereof "section 170 (b) (1)

21 (B) (iii)".

22 (31) Section 4294(b) (relating to the definition

23 of nonprofit educational organization) is amended by

24 striking out "section 03 (b) (2)" and inserting in lieu

25 thereof "section 170(b) (1) (B) (ii)".
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1 (32) Section 5214(a) (3) (A) (relating to pur-

2 poses for withdrawal of distilled spirits from bonded

3 premises free of tax or without payment of tax) is

4 amended by striking out "section 503 (b) (2)" and in-

5 seating in lieu thereof "section 170 (b) (1) (B) (ii)".

6 (33) Section 6033 (b) (7) (relating to certain

7 balance sheet items on returns by exempt organizations)

8 is amended by striking out "and".

9 (34) Section 6034 (relating to returns by certain-

10 trusts) is amended by striking out all of such section be-

ll fore paragraph (1) of subsection (a) and inserting in

12 lieu thereof the following:

13 "SEC. 6034. RETURNS BY TRUSTS DESCRIBED IN SECTION

14 4947(a) OR CLAIMING CHARITABLE DEDUC-

15 TIONS UNDER SECTION 642(c).

16 "(a) GENERAL RULE.-Every trust described in sec-

17 tion 4947 (a) or claiming a charitable, etc., deduction under

18 section 642 (c) for the taxable year shall furnish such infor-

19 mation with respect to such taxable year as the Secretary

20 or his delegate may by forms or regulations prescribe as

21 necessary to carry out the provisions of the internal revenue

22 laws, including-".

23 (35) Section 6034 (a) (1) (relating to returns by

24 certain trusts) is amended by striking out "(showing

25 separately the amount of such deduction which was paid
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1 out and the amount which was permanently set aside

2 for charitable, etc., purposes during such year)".

3 (36) Section 6104 (b) (relating to inspection of

4 annual information returns) is amended by striking

5 out "sections 6033 (b) and 6034," and inserting in lieu

6 thereof "sections 6033 and 6034,".

7 (37) Section 6161 (b) (relating to the amount

8 determined as a deficiency when granting an extension

9 of time) is amended-

10 (A) 11y striking out in paragraph (1) "chap-

11 ter I or 12," and inserting in lieu thereof "chapter

12 1, 12, or 42,", and

13 (B) by striking out "chapter 1," the last time

14 it appears and inserting in lieu thereof "chapter 1

15 or 42,".

16 (38) Section 6201 (d) (relating to deficiency pro-

17 ceedings) is amended by striking out "and gift taxes",

18 and inserting in lieu thereof "gift, and chapter 42 taxes".

19 (39) Section 6211 (b) (2) (relating to the term

20 "rebate") is amended by striking out "subtitles A or B"

21 and inserting in lieu thereof "subtitle A or B or chapter

22 42".

23 (40) Section 6,12 (a) (relating to notice of deft-

ciency) is amended by striking out subtitleh A or B"
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1 and inserting in lieu thereof "subtitle A or B or chapter

2 42".

3 (41) Section 6212(b) (1) (relating to address for

4 notice of deficiency) is amended-

5 (A) by striking out in the title thereof "AND

6 GIFT TAXES" a-.l inserting in lieu thereof "AND

7 GIFT TAXES AND TAXES IMPOSED BY CHAPTER

8 42",

9 (B) by striking out "subtitle A or chapter

10 12," and inserting in lieu thereof "subtitle A, chap-

11 ter 12, or chapter 42,", and

12 (C) by inserting "chapter 42," after "chapter

13 12," the last place it appears.

14 (42) Section 6213 (a) (relating to restrictions ap-

15 plicable to deficiencies; petition to Tax Court) is

16 amended by inserting "or chapter 42" after "subtitle

17 A or B".

18 (43) Section 6214 (relating to determinations by

19 the Tax Court) is amended by relettering subsection

20 (o) as subsection (d) and by inserting after subsection

21 (b) the following new subsection:

22 "(c) TAXEs IMPOSED BY SECTION 507 OR CHAPTER

23 42.-The Tax'Court, in redetermining a deficiency of any

24 tax imposed by section 507 or chapter 42 for any period,

25 act, or failure to act, shall consider such facts with relation
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1 to the taxes under chapter 42 for other periods, acts, or

2 failures to act as may be necessary correctly to redetermine

3 the amount of such deficiency, but in so doing shall have no

4 jurisdiction to determine whether or not any other tax has

5 been overpaid or underpaid."

6 (44) Section 6214 (d) (as relettered) is amended

7 by inserting ", chapter 42," after "chapter".

8 (45) Section 6344(a) (1) (relating to certain

9 cross references) is amended by inserting "and taxes

10 imposed by chapter 42," after "gift taxes,".

11 (46) Section 6503(a) (1) (relating to issuance of

12 statutory notice of deficiency) is amended by striking

13 out "and gift taxes" and inserting in lieu thereof "gift,

14 and chapter 42 taxes".

15 (47) Section 6512 (a) (relating to effect of peti-

16 tion of Tax Court) is amended-

17 (A) by striking out "and gift taxes" and insert-

18 ing in lieu thereof "gift, and chapter 42 taxes", and

19 (B) by striking out "or of estate tax in respect

20 of the taxable estate of the same decedent," and in-

21 aerting in lieu thereof "of estate tax in respect of the

taxable estate of the same decedent, or of tax im-
23 posed by chapter 42 with repet to any act (or

24 flu to act) to which uch petition relaes,".
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1 (48) Section 6512 (b) (1) (relating to jurisdiction

2 to determine overpayment determined by Tax Court) is

3 amended by striking out "or of estate tax in respect of

4 the taxable estate of the same decedent," and inserting in

5 lieu thereof "of estate tax in respect of the taxable estate

6 of the same decedent, or of tax imposed by chapter 42

7 with respect to any act (or failure to act) to which such

8 petition relates,".

9 (49) Section 6601 (d) (relating to suspension of

10 interest in certain cases) is amended-

11 (A) by striking out in the title thereof "AND

12 GIFT TAX CASES." and inserting in lieu thereof

13 "GrP, AND CHAPTER 42 TAX CASES.", and

14 (B) by striking out "and gift taxes" and insert-

15 ing in lieu thereof "gift, and chapter 42 taxes".

16 (50) Section 6653 (c) (1) (relating to definition

17 of overpayment) is amended-

18 (A) by striking out in the title thereof "AND

19 GIFT TAXES." and inserting in lieu thereof "GiCT,

20 AND CHAPTER 42 TAXES.", and

21 (B) by striking out "and gift taxes" the last

22 time it appears and inserting in lieu thereof "gift,

23 and chapter 42 taxes".

24 (51) Section 6659(b) (relating to procedure for

25 assessing certain additions to tax) is amended by strik-



205

79

1 ing out "and gift taxes" and inserting in lieu thereof

2 "gift, and chapter 42 taxes".

3 (52) Section 6676 (b) (relating to deficiency pro-

4 cedures not to apply) is amended by striking out "and

5 gift taxes" and inserting in lieu thereof "gift, and chapter

6 42 taxes".

7 (53) Section 6677 (b) (relating to deficiency pro-

8 cedures not to apply) is amended by striking out "and

9 gift taxes" and inserting in lieu thereof "gift, and chapter

10 42 taxes".

11 (54) Section 6679 (b) (relating to deficiency pro-

12 cedures not to apply) is amended by striking out "and

13 gift taxes" and inserting in lieu thereof "gift, and chapter

14 42 taxes".

15 (55) Section 6682 (b) (relating to deficiency pro-

16 cedures not to apply) is amended by striking out "and

17 gift taxes" and inserting in lieu thereof "gift, and chap-

18 ter 42 taxes".

19 (56) Section 7422 (e) (relating to stay of pro-

20 ceding in civil actions for refund) is amended by strik-

21 ing out "or gift ax" the first time it appears and insert-

22 ing in lieu there "gift tax, or tax imposed by chapter

23 42'

24 (57) The table of parts for subchapter F of chapter

25 1 iL amended to read as follows:

*8-865 O--9-pt. 1- 14
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"Subehapter F-Exempt Organizations

"Part I. General rule.
"Part II. Private foundations.
"Part III. Taxation of business income of certain exempt

organizations.
"Part IV. Farmers' cooperatives.
"Part V. Shipowners' protection and indemnity associa-

tion."

2 (58) The table of chapters for subtitle D is amended

3 by adding at the end thereof the following new item:

"Chapter 42. Private foundations."

4 (59) The table of sections for subchapter B of

5 chapter 68 is amended by adding at the end thereof

6 the following new item:

"Sec. 6684. Repeated liability for tax under chapter 42.."

7. (k) EFFCTiVE DATES.-

8 (1) IN GBNzRAL.--Except as otherwise provided

9 in this subsection, the amendments made by this section

10 shall apply for taxable years beginning after Decem-

11 ber 31, 1969.

12 (2) SECTION 4941.--Section 4941 shall not apply

13 to-

14 (A) any trannaction-between a private founda-

15 tion and a corporation which is a disqualified per-

18 son (as defined in section 4946), pursuant to the

17 terms of securities of such corporation in existence

18 at the time acquired by the foundation, if such se-
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1 curities were acquired by the foundation before

2 May 27, 1969;

3 (B) the sale of property which is owned by a

4 private foundation on May 26,. 1969, to a disquali-

5 fled person, if such foundation is required to dispose

6 of such property in order not to be liable for tax

7 under section 4943 (relating to taxes on excess busi-

8 ness holdings), and it receives in return ar amount

9 which equals or exceeds the fair market value of

10 such property; and

11 (C) the use of property in which a private

12 foundation and a disqualified person have a joint

13 or common interest, if the interests of both in such

14 property were acquired before May 27, 1969.

15 (3) SEcTIoN 4942.-In the case of organizations

16 organized before May 27, 1969, section 4942 shall-

17 (A) for taxable years beginning before Jan-

18 uary 1, 1972, apply without regard to the minimum

19 investment return provision (as defined in section

20 4942 (e) as added by this Act) ; and

21 (B) not apply to an organization to the extent

22 its income is required to be accumulated pursuant-to

23 the mandatory terms (as in effect on May 27, 1969,
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1and ast all tim. thereafter) of an Inutrwnent

2 executed before May 27, 1969, with respect to the

s trmsfer of income producing property to such orga-

4 niastlon, except that section 49 0 shall apply to sueh

5 organization If the organisation would have been

6 denied exemption if section 504 (a) had not been

Repealed by this Act, or would have had Its deduo-

8 tions under section 642 (o) limited if section 681 (o)

9 had not been repealed by this Act. In applying

10 the preceding sntence, in addition to th limitations

11 contained in section 504 (a) or 681 (e) before its

12 repeal, section W04(a) (1) or 681 (c) (1) shall be

13 treated as nt4 applying to income attributable to

14 property transferred to an organisation before Jan-

15 uary 1, 1951, if the trander was irrevomble on such

16 date aid if such hicome Is required to be acumu-

17 lated pursuant to the mandatory terms (as in effect

18 on such date and at all times thereafter) of an in-

19 strument relating to such transfer executed before

20 such date.

21 With respect to taxable years beginning afer December

22 81, 1971, subpamgaph (B) shall apply only with

28 respect to table yeam for which it is Impossible for

24 such organiatlon to reform its governing Instrument
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1 (by tanocndinotit, judicial protn'tnliiig, or otherwiso) to

2 meeit tlie nqiromnts of section 508$ (g) (I) (A).

3(4) SHOI~trON 4943.-~SubjteO to tho provi~ioi of

4 pariagnrit (b) , n~lioni 41143 Aitoll not apply with rt,,-

5 spoltt to-

6 (A) an organization eti by an inti-r-vivoti

7 trust mwivh wase irrevoonlot on Di)nnbr 3 . 19391,

8 and whivili, togetI~tr with all disqu~alified persii (as

9 dd'hned in sIMtioII 49)46) with rv.ipei't tlicrott, owneod

10 on .1ul1y 28, 11)(11, not mort, thani N5' JWrIV'tA of t110

it stotlek of it txrporaltwna, thv teomnion st-twk of which

12 wvas traded on at public ttook 'xehiatigo at all tiii

13 after 11160, or

14 (It) an organization invorponmed lbefoix, Doe

15 vetuber 31, 1944, which ownN stock lit a ishlq

16 t'ntorprive 11t pierce tif the gross inoino tit whivih

17 (for tho 10-yvAr peujod ending on lleembor :31,

18 1969) was derived from~ dividends, interests royal-

19 tie, incme in the ntare of royalties, and eapiWa

20 pains, and whivih, for eachk taxable year beginning

21 after Decmber 31, 1989, makes qualifying dis-

22 tribtltons (within the meaning of section 4942 (g)

23 (1) and (2) ) of substantially more titan half of
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1 is income for i u o purposes descibed in

2 section 170(a) (2) (B).

a For purposes of subparagraph (B), income in the nature

4 of royalties means income of a corporation derived from

5 the sale of any product under a contract between such

6 corporatio and a buyer of such product designating

7 such buyer as the corporation's exclusive customer of

8 such product within a specified geographical area, or

9 from charges or costs passed on to such customer at cost,

10 if such corporation does not manufacture, produce, physi-

11 cally receive, or deliver or maintain inventories in such

12 product, and income of a corporation received in settle-

13 ment of a dispute concerning, or in lieu of the exercise

14 of, its right to sell a product within a specified geographi-

15 cal area.

16 (5) SPci BULE.-An organization is within the

17 meaning of paragraph (4) onlyif-

18 (A) at least 80 percent of its net income in

19 each of the last 4 taxable years ending on or before

20 December 31, 1969, is derived from the stock in a

21 business enterprise described in subparagraph (A)

22 or (B) of paragraph (4),

23 (B) no donor to such organization of the stock

24 in a business enterprise described in subpaagraph

25 (A) or (B) of paragraph (4), or a member of
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1 his family (as defined in section 341 (d)), is a

2 foundation manager (as defined in section

3 4946 (b)) with respect thereto or a member of

4 the board of directors or other managing body of

5 such business enterprise on July 28, 1969, and

6 (C) it does not purchase any stock or other

7 interest in such business enterprise after July 28,

8 1969, and it does not acquire any stock or other

9 interest in any other business enterprise which

10 would constitute excess business holdings if the

11 organization were subject to the provisions of

12 section 4940.

13 (6) SECTION 4947.-Section 4947 (a) (2) shall

14 not apply with respect to amounts transferred in trust

15 before May 27, 1969.

16 Subtitle B-Other Tax Exempt
17 Organizations
18 SEC. 121. TAX ON UNRELATED BUSINESS INCOME.

19 (a) ORGANIZATIONS SUBJECT TO TAX.-

20 (1) CoiRoiuTB RATM.-Section 511 (a) (2) (A)

21 (relating to certain organizations subject to tax on unre-

22 lated business income at corporate rates) is amended to

23 read as followsY-

24 "(A) ORANzAo S DESCRED rs SECTIONS

25 401 (a) AND 501 (c).-The taxes imposed by para-
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1 graph (1) shall apply in the ase of any orgaaiza-

2 tion (other than a trust described in subsection (b)

8 or an organization described in section 501 (c) (1))

4 which is exempt, except as provided in this part or

5 part II (relating to private foundations), from tax-

6 nation under this subtitle by reason of section 501

7 (a) .",

8 (2) INDI DuAL BATE.--Setion 511 (b) (2) (re-

9 rating to charitable, etc., trusts subject to tax on un-

10 related business income) is amended to read as follows:

1 1"(2) CHAITABLB, ITo., TarusTs SU"w T To

12 TAx.-The tax imposed by paragraph (1) shall apply

13 in the case of any trust which is exempt, except as pro-

14 vided in this part or part II (relating to private founda-

15 tions) ,. from taxation under this subtitle by reason of

16 section 501 (a) and which, if it were not for such exemp-

17 tion, would be subject to subchapter J (see. 641 and

18 following,. relating to estates, trusts, beneficiaries, and

19 decedents) ."

20 (b) Dmx. ,To" or UmiAT BUSInmes TAxAr

21 NoM.-

2(1) I OMAL .--Seoa 512(a) (reln to

2 definition of unrelated business taxable income) is

24 amended to read as follows:

2 "(a) P ownno.--For purposes of this title--
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1 "(1) GENERAL RUL.-Except as otherwise )ro-

2 vided in this subsection, the term 'unrelated business

3 taxable income' means the gross income derived by any

4 organization from any unrelated trade or business (as

5 defined in section 513) regularly carried on by it, less

6 the deductions allowed by this chapter which arc directly

7 connected with the carrying on of such trade or business,

8 both computed with the modifications provided in sub-

9 section (b).

10 "(2) SiEcIAL RULE FOR FOREIGN ORoANIZA-

11 TIONS.-In the case of an organization described in see-

12 tion 511 which is a foreign organization, the unrelated

13 business taxable income shall be-

14 "(A) its unrelated business taxable income

15 which is derived from sources within the United

16 States and which is not effectively connected with

17 the conduct of a trade or business within the United

18 States, plus

19 "(B) its unrelated business taxable income

20 which is effectively connected with the conduct of

21 a trade or business within the United States.

22 "(3) SPECIAL RULEM APPLIOABLE TO ORGANIZA-

23 TIONS DESCRIBED IN SECTION 601(() (7), (8), (9), OR (10).-

24 "(A) GENERL BULE.-In the case of an or-

25 ganization described in section 501 (c) (7), (8),
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1 (9), or (10), the term 'unrelated business taxable

2 income' meant the gross income (excluding any ex-

3 empt function income), less the deductions allowed

4 by this chapter which are directly connected with

5 the production of the gross income (excluding ex-

6 empt function income), both computed with the

7 modifications provided in paragraphs (6), (10),

8 (11) and (12) of subsection (b).

9 "(B) ExzMn FUNCTION mcoA.-For pur-

10 poses of subparngraph (A), the term 'exempt

11 function income' means the gross income from dues,

12 fees, charges, or similar amounts paid by members

13 of the organization as consideration for providing

14 such members or their guests goods, facilities, or

15 services in furtherance of the purposes constituting

16 the basis for the exemption of the organization to

17 which such income is paid. In the ase of an organi-

18 zation described in section 501 (c) (8), (9), or

19 (10), the ten 'exempt function income' also in-

20 eludes all income (other than an amount equal to

21 the gross income derived from any unrelated trade

22 or business regularly carried on by such organiza-

23 tion computed as if the organization were subject to

paragraph (1)), which is permanently committed--
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I"(i) for a purpose specified in section

2 170(c) (4), or

3 "(ii) to providing for the payment of life,

4 sick, accident, or other benefits under section

5 501 (c) (8) (B), (9), or (10).

6 If during the taxable year, an amount which is

7 attributable to income so permanently committed

8 is used for a purpose other than that described in

9 clause (i) or (ii), such amount shall be inclhided,

10 under subparagraph (A), in unrelated business tax-

11 able income for the taxable year.

12 " (0) APPLICABILITY TO CERTAIN CORPOPA-

13 TIONS DESCRIBED IN SECTION 501(c"2).:-In the

14 case of a corporation described in section 501 (o)

15 (2), the income of which is payable to an organiza-

16 tion described in section 501 (c) (7), (8), (9), or

17 (10), the rules of subparagraphs (A) and (B)

18 shall apply as if such corporation were the organiza-

19 tion to which the income were payable, and in com-

20 puting exempt function income amounts paid by

21 the organization to which such corporation's income

22 is payable as well as by members of such organiza-

23 tion shall be taken into account."



216

90

1 (2) MoDMcATIoNS.-

2 (A) DInT-F=Acm PRoPEmET.--Section

3 512(b) (4) (relating to modifications with re-

4 spect to business leases) is amended to read as

5 follows:

6 "(4) Notwithstanding paragraph (1), (2), (3),

7 or (5), in the case of debt-financed property (as de-

8 fined in section 514) there shall be included, as an item

9 of gross income derived from an unrelated trade or

10- business, the amount ascertained under section 514 (a)

11 (1), and there shall be allowed, as a deduction, the

12 amount ascertained under section 514 (a) (2) ."

13 (B) LIMIT ON SPECIC DRDUTION.--Section

14 512 (b) (12) (relating to allowance of specific de-

15 duction) is amended to read as follows:

16 "(12) Except for purposes of computing the net op-

17 erating loss under section 172 and paragraph (6), there

18 shall be allowed a specific deduction of $1,000."

19 (0) SPBIAL zULES FOa CErAIN OROANIZA-

20 TIoN.-Seotion 512 (b) (relating to modifications

21 in determining unrelated business taxable income) is

22 further amended by adding at the end thereof the

28 following:

24 "(15) Notwithstanding paragraph (1), (2), or

25 (8), amounts of interests, annuities, royalties, and rents
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1 derived from an organization of which the organization

2 deriving such amounts has control (as defined in section

3 368 (c)) shall be included as an item of gross income

4 (whether or not the activity from which such amounts

5 are derived represents a trade or business or is regularly

6 carried on), and there shall be allowed all deductions

7 directly connected with such amounts.

8 "(16) Except as provided in paragraph (4), in the

9 case of a church, or convention or association of church-

10 es, for taxable years beginning before January 1, 1976,

11 there shall be excluded all gross income derived from a

12 trade or business and all deductions directly connected

13 with the carrying on of such trade or business if such

14 trade or business was carried on by such organization or

15 its predecessor before May 27, 1969."

16 (D) TECHNICAL AMENDMENT.-Section 512

17 (b) (relating to exceptions, addition, and limita-

18 tions in determining unrelated business taxable in-

19 come) is amended by striking out so much thereof

20 as precedes paraph (1) and inserting in lieu

21 thereof the following:

22 "(b) MODxIoAnOos--The modifications referred to in

2 mabsection (a) are the following:"

2(A) Part IX of wbchater B of chapter 1
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1 (rehat to items not deductible) is amended by

2 adding at the end thereof the following:

3 *MM 278 DEDUCTIONS INCURRED BY CERTAIN MEMBER..

4 SHIP ORGANIZATIONS IN TRANSACTIONS

5 WITH MEMBERS.

6 "(a) GmB AiL RuLB.-In the case of a social club or

7 other membership organization which is operated primarilyT

8 to furnish services or goods to members and which is not

9 exempt from taxation, deductions for the taxable year in

10 furnishing services, insurance, goods, or other items of value

11 to members shall be allowed only to the extent of income

12 derived during such year from members or transactions with

13 members.

14 "(b) ExcmToNs.--Subsection (a) shall not apply to

15 any organization which for the taxable year is subject to

16 taxation under subchapter H or L."

17 (B) The table of sections for part IX of sub-

18 chapter B of chapter 1 is amended by adding at the

1A end thereof the following:

"Sec. 218. Deductimis incurred by certain memberahip org -
nistona In transotions with members"

20 (4) LocAL EMPLo Y ASSOOIATioN.-Section 513

21 (a) (2) (relating to exception to definition of unrelated

22 trade or business) is amended by striking out "em-

23 ployees; or" and inserting in lieu thereof the following:
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1 "employees, or, in the case of a local association of em-

2 ployees described in section 501 (c) (4), organized be-

., fore May 27, 1969, is the selling by the organization of

4 items normally sold through vending machines, through

5 food dispensing facilities, or by snack bars, for the con-

6 venience of its members at their usual places of employ-

7 ment; or

8 (5) VOLUNTARY EMPLOYEES' BENEFICIARY AS-

9 SOIATiONS.-Section 501 (c) (9) (relating to certain

10 voluntary employees' beneficiary associations) is amend-

11 ed to read as follows:

12 " (9) Voluntary employees' beneficiary associations

13 providing for the payment of life, sick, accident, or other

14 benefits to the members of such association or their de-

15 pendents, if no part of their net earnings inures (other

16 than through such payments) to the benefit of any pri-

17 vate shareholder or individual."

18 (c) ACTIVITIES INCLUDED AS UNRELATED TRADE OR

19 BusiNsm.--Section 513 (relating to unrelated trade or

20 business) is amended by striking out subsection (c) and

21 inserting in lieu thereof the following new subsection:

22 "(c) ADVERTISING, ETC., AOTirVII.-For purposes

23 of this section, the term 'trade or business' includes any activ-

24 ity which is carried on for the production of income from
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1 the sale of goods or the performance of services For pur-

2 poses of the preceding sentence, an activity does not lose

3 identity as a trade or business merely because it is carried

4 on within a larger aggregate of similar activities or within a

5 larger complex of other endeavors which may, or may not,

6 be related to the exempt purposes of the organization."

7 (d) UiumA&m) D -Fnw~ cm Irooxm-

8 (1) It ORmEAL.-Section 514 (relating to buzi-

9 ness leases) is amended by striking out so much thereof

10 as precedes subsection (b) and inserting in lieu thereof

11 the following:

12 "SEC. SI4 UNRELATED DBT-FINANCED INCOME.

13 "(a) Ul IATzD DEBT-FnANmD INCoME AND

14 Dmzucro.-In computing under section 512 the unre-

15 late business taxable income for any taxable year-

16 "(1) PEWrENTAGB OF INCOME TAKEN INTO AO-

17 OOUNT.-There shall be included with respect to each

18 debt-financed property as an item of gross income de-

19 rived from an unrelated trade or business an amount

20 which is the same percentage (but not in excess of 100

21 percent) of the total gross income derived during the

22 taxable year from or on account of such property as

23 (A) the iav e acquisition indebtedness (as defined in

24 uosection (o) (7)) for the table year with respect

25 to the property-is of (B) the average amount (deter-
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1 mined under regulations prescribed by the Secretary or

2 his delegate) of the adjusted basis of such property dur-

3 ing the period it is held by the organization during such

4 taxable year.

5 "(2) PERCENTAOE OF DEDUCTIONS TA KN INTO

6 ACOUNT.-There shall be allowed with respect to each

7 debt-financed property, as a deduction to be taken into

8 account in computing unrelated debt-financed income,

9 an amount determined by applying (except as provided

10 in the last sentence of this subsection) the percentage

11 derived under paragraph (1) to the sum determined

12 under paragraph (3). The percentage derived under

13 this paragraph shall not be applied with respect to the

14 deduction of any capital loss resulting from the carryover

15 under section 1212 of unused losses in prior taxable

16 years.

17 "(3) DEIuoTioNs ALLowBL.-The sum referred

18 to in paragraph (2) is the sum of the deductions under

19 this chapter which are directly connected with the debt-

20 financed property or the income therefrom, except that

21 if the debt-financed property is of a aracter which is

22 subject to the allowance for depreciraon provided in 3-

23 o 167, the alowance sal be omputed only by ue of

24 the straight-line method.

33-M CN--4 " +. 1 - 11 tj ---
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1 "(b) DErnIToN or DsT-FiwANc= PRoPEmm.-

2 "(1) IN z m mL.-The term 'debt-financed prop-

s arty' means any property which is held to produce

4 income and with respect to which there is an acquisition

5 indebtedness (as defined in subsection (c)) at any time

6 during the taxableyear (or, if the property was disposed

7 of during the taxable year, with respect to which there

8 was an acquisition indebtedness at any time during the

9 12-month period ending with the date of such disposi-

10 tion), except that such term does not include--

11 "(A) any property all the use of which is

12 related (aside from the need of the organization for

13 income or funds) to the exercise or performance by

14 such organization of its charitable, educational, or

15 other purpose or function constituting the basis for

16 its exemption under section 501 (or, in the case of

17 an organization described in section 511 (a) (2)

18 (B), to the exerise or performance of any purpose

19 or function designated in section 501 (c) (8)) ;

20 "(B) except in the case of income excluded

21 under section 512(b) (5), any property all the

22 income from which is taken into account in com-

23 puting the grow income of any unrelated trade or

24 business;

25 "(0) any property all the income from which
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1 is excluded by reason of the provisions of pargaph

2 (7), (8), or (9) of section 512(b) in computing

3 the gross income of any unrelated trade or business;

4 or

5 "(D) any property all the use of which is in

6 any trade or business described in paragraph (1),

7 (2) or (3) of section 513 (a).

8 "(2) SPECIAL RULES WHrN LAND IS ACQU R

9 FOR EXEMPT USE WITHINF 10 YEARS.-

10 "(A) NRIOmORiOOD LA.-If an organiza-

11 tion acquires real property for the principal purpose

12 of using the land (commencing within 10 years of

13 the time of acquisition) in the manner described in

14 paragraph (1) (A) and at the time of acquisition

15 the property is in the neighborhood of other prop-

16 erty owned by the organiztion which is used in such

17 manner, the real property acquired for such hture

18 use shall not be treated as debt4inanced property so

19 long as the organization does not abandon its intent

20 to so use the land within the 10-year period. The

21 preceding sentence shall not apply for any period

22 after the expiration of the 10-year period, and shall

23 'apply after the first 5 years of the 10-year period

only if the organiation establishes to the satisfaction
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1 of the Secretary or his delegate that it is reasonably

2 certain that the land will be used in the described

3 manner before the expiration of the 10-year period.

4 "(B) OTHER CASME.-If the first sentence of

5 subparagraph (A) is inapplicable only because-

6 " (i) the acquired land is not in the neigh-

7 borhood referred to in subparagraph (A), or

8 "(ii) the organization (for the period after

9 the first 5 years of the 10-year period) is unable

10 to establish to the satisfaction of the Secretary or

it his delegate that it is reasonably certain that the

12 land will be used in the manner described in

13 paragraph (1) (A) before tihe expiration of the

14 10-year period,

15 but the land is converted to such use by the orqnni-

16 zation within the 10-year period, the real property

17 (subject to the provisions of subparagraph (D) )

18 shall not be treated as debt-financed property for

19 any period before such conversion. For purposes of

20 this subparagraph, land shall not be treated as used

21 in the manner described in paragraph (1) (A) by

22 resch of the use made of any structtre which was

23 on the land whea acquired by the organization.

24 "(0) IammxT oNs.-Subparagraphs (A) and

5 (B)-
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1 "(i) shall apply with respect to any struc-

2 ture on the land when acquired by the orga-

3 nization, or to the land occupied by the structure,

4 only if (and so long as) the intended future use

5 of the land in the manner described in para-

6 graph (1) (A) requires that the structure be

7 demolished or removed in order to use the land

8 in such manner;

9 "(ii) shall not apply to structures erected

10 on the land after the acquisition of the land; and

11 "(iii) shall not apply to property subject

12 to a lease which is a business lease as (defined

13 in subsection (f)).

14 " (D) REFUND OF TAXES WHEN SUBPARA-

15 GRAPH (B) APPLTES.-If an organization for any tax-

16 able year has not used land in the manner to satisfy

17 the actual use condition of.subparagraph (B) before

18 the time prescribed by law (including extensions

19 thereof) for filing the retuni for such taxable year,

20 the tax for such year shall be computed without

21 regard to the application of subparagraph (B), but

22 if and when such use condition is satisfied, the pro-

23 visions of subparagraph (B) shall then be applied

24 to such taxable year. If the actual use condition of

25 subparagraph (B) is satisfied for any taxable year
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1 after such time for filing the return, and if credit or

2 refund of any overpayment for the taxable year

3 resulting from the satisfaction of such use condition

4 is prevented at the close of the taxable year in

5 which the use condition is satisfied, by the operation

6 of any law or rule of law (other than chapter 74,

7 relating to closing agreements and compromises),

8 credit or refund of such overpayment may neverthe-

9 less be allowed or made if claim therefor is filed

10 before the expiration of 1 year after the close of

11 the taxable year in which the use condition is satis-

12 fled. Interest on any overpayment for a taxable year

13 resulting from* the application of subparagraph (B)

14 after the actual use condition is satisfied shall be

15 allowed and paid at the rate of 4 percent per annum

16 in lieu of 6 percent per annum.

17 " (E) SPEWOLL RULE FOR CHURCHS.--In ap-

18 plying -this paragraph to a church or convention or

19 association of churches, in lieu of the 10-year period

20 referred to in subparagraphs (A) and, (B) a 15-

21 year period shall be applied, and subparagraphs

22 (A) and (B) (ii) ul"Il apply whether or not the

23 acquired laud meets the neighborhood test.

24 "(c) AoQuIeITIoiox INDEBTDIIES.-

25 "(1) Gm wmPL RUL.-The term 'acquisition in-
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1 debtedness' means, with respect to any debt-fnanced

2 property, the unpaid amount of-

3 "(A) the indebtedness incurred by the orga-

4 nization in acquiring or improving such property;

5 "(B) the indebtedness incurred before the so-

6 quisition or improvement of such property if such

7 indebtedness would not have been incurred but for

8 such acquisition or improvement; and

9 "(0) the indebtedness incurred after the ac-

10 quisition or improvement of such property if such

11 indebtedness would not have been incurred but for

12 such acquisition or improvement and the inourrence

13 of such indebtedness was reasonably foreseeable at

14 the time of such acquisition or improvement,

15 except that in the case of any taxable year beginning

16 before January 1, 1972, any indebtedness incurred before

17 June 28, 1966, shall not be taken into account. In

18 the case of an organization (other than a church or con-

19 vention or association of churches) such indebtedness

20 incurred before Jue 28, 1966, shall be taken into ac-

21 count if such indebtedness constitutes business lease

22 indebtedness (as defined in subsection (g)).

23 "4(2) PEOPETy '-AcqUIRE sUBjET TO MOET-

24 GAGE, VT.- *

25 "(A) Gmuna&L iuiu-Where property (no
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J matter how acquired) is acquired subject to a mort-

2 gage or other similar lien, the amount of the in-

3 debtedness secured by such mortgage or lien shall

4 be considered as an indebtedness of the organization

5 incurred in acquiring such property even though the

6 organization did not assume or agree to pay such in-

7 debtedness.

8 "(B) Exc~eTiows.-Where property subject

9 to a mortgage is acquired by an organization by

10 bequest or devise, the indebtedness secured by the

11 mortgage shall not be treated as acquisition indebt-

12 edness during a period of 10 years following the date

13 of the acquisition. If an organization acquires prop-

14 erty by gift subject to a mortgage which was placed

15 on the property more than 5 years before the gift,

16 which property was held by the donor more than 5

17 years before the gift, the indebtedness secured by

18 such mortgage shall not be treated as acquisition in-

19 debtedness during a period of 10 years following

20 the date of such gift. This subparagraph shall not

21 apply ;f the organization, in order to acquire the

22 equity in the property by bequest, devise, or gift,

23 awqmes and agrees to pay the indebtedness secured

24 by the mortgage, or if the organization makes any
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I payment for the equity in the property owned by

2 the decLdent or the donor.

3 "(3) EXTENSION OF OBLIGATIONS.-An extension,

4 renewal, or refinancing of an obligation evidencing a pre-

5 existing indebtedness shall not be treated, for the pur-

6 pose of this section, as the creation of a new indebtedness.

7 " (4) INDEBTEDNESS INCURRED IN PERFORMING

8 EXEMPT PiURPOs.-The term 'acquisition indebted-

9 ness' does not include indebtedness the incurrencoe of

10 which is inherent in the performance or exercise of the

11 purpose or function constituting the basis of the organiza-

12 tion's exemption, such as the indebtedness incurred by

13 a credit union (exempt from tax under section 501 (c)

14 (14)) in accepting deposits from its members.

15 "(5) ANNurrra.-The term 'acquisition indebted-

16 ness' does not include an obligation to pay an annuity

17 which-

18 "(A) is the sole consideration (other than a

19 mortgage to which paragraph (2) (B) applies)

20 issued in exchange for property if, at the time of the

21 exchange, the value of the annuity is less than

22 90 percent of the value of the property received

23 in te e age

24 "(B) is payable over the life of ofte individual
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1 in being at the time the annuity is issued, or over

2 the lives of two individuals in being at such time,

3 and

4 "(0) is payable under a contract which-

5 "(i) does not guarantee a minimum amount

6 of payments or specify a maximum amount of

7 payments, and

8 "(ii) does not provide for any adjustment

9 of the amount of the annuity payments by ref-

10 erence to the income received from the trans-

11 ferred property or any other property.

12 "(6) CERTAIN FEDERAL FIN.NCING.--The term

13 'acquisition indebtedness' does not include an obligation,

14 to the extent that it is insured by the Federal Housing

15 Administrton, to finance the purchase, rehabilitation,

16 or construction of housing for low and moderate income

17 persons.

18 "(7) AVERAGE ACQUISiTION INDEBTEDNESS.-The

19 term 'average acquisition indebtedness' for any taxable

20 year with respect to a debt-financed property means the

21 average amount determined under regulations prescribed

22 by the Secretary or his delegate, of the acquisition in-

23 debtedneas during the period the property is held by the

2 organiaton during the taxable year, except that for

25 the purpose of computing the percentage of any gain
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I or los to be taken into account on a sale or other dl-

2 position of debt-financed property, such te'rm means the

3 highest amount of the awiulsition indebtedness with re-

4 spect to such property daring the 12-month period end-

5 ing with the date of te sale or other disposition.

6 "(d) BABs op Dxw,-FiNa ro PwoPmBY AccAvum

7 IN OoRPO ,Tz LIqUIDATION.-If the property was acquired

8 in a complete or partial liquidation of a corporation in ex-

9 change for its stock, the basis of the property, for the pur-

10 poses of this subtitle, shall be the same as it would be in the

11 hands of the transferor corporation, increased by the amount

12 of gain recognized to the transferor corporation upon such

13 distribution and by the amount of any gain to the organiha-

14 tion which was included, on account of such distribution,

15 in its unrelated debt-financed income.

16 "(e) ALLo.oAnmO RULBS.-Where debt-finanoed prop-

17 erty is held for purposes described in subsection (b) (1)

18 (A), (B), (C), or (D) as well as for other purposes,

19 proper allocation shall be made with respect to basis, in-

20 debtedness, and income and deductions. The allocations and

21 exclusions required by this section shall be made in acord-

22 ance'with regulations prescribed by the Secretary or his

23 delegate to the extent proper to carry out the purposes of

24 this section."
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1 (2) RATED AMENDMENTS.-

2 (A) Section 48 (a) (4) (relating to definition

3 of section 38 property) is amended by adding at the

4 end thereof the following new sentence: "If the

5 property is debt-financed property (as defined in

6 section 514 (c) ) the basis or cost of such property

7 for purposes of computing qualified investment

8 under section 46 (c) shall include only that per-

9 centage of the basis or cost which is the same per-

10 centage as is used under section 514 (b), for the

11 year the property is placed in service, in comput-

12 ing the amount of gross income to be taken into

13 account during such taxable year with respect to

14 such property."

15 (B) The second sentence of section 681 (a)

16 (relating to limitation on charitable deduction of

17 taxable trusts) is amended by striking out the

18 words "certain leases" and inserting in lieu thereof

19 "certain property acquired with borrowed funds".

20 (C) Section 1443 (relating to withholding

21 of tax on payments to foreign tax-exempt organiza-

22 tions) is amended by striking out "rents" and in-

23 setting in lieu thereof "income".

24 (3) TECHNICAL AND CONFORMTNO AMBND-

25 MU .
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1 (A) Subsections (b), (c), and (d) of section

2 514 (relating to business leases) are relettered as

3 subsections (f), (g), and (h), respectively.

4 (B) New subsection (f) (1) (old subsection

5 (b) (1), relating to general rule for definition of

6 business lease) is amended by striking out "subsec-

7 tion (c)" and inserting in lieu thereof "subsection

8 (g)".

9 (C) The table of sections for part III of sub-

10 chapter F of chapter 1 (as redesignated by section

11 101 (a) of this Act) is amended by sticking out

"See. 514. Business leases."

12 and inserting in lieu thereof the following:

"Sec. 514. Unrelated debt-financed income!'

13 (e) RETURNs.-

14 (1) IN OEEAL.-Subpart B of part I1 of sub-

15 chapter A of chapter 61 is amended by adding at the

16 end thereof the following new section:

17 "SEC. 606 RETURNS RELATING TO CERTAIN TRANSFERS

18 TO EXEMPT ORGANIZATIONS.

19 "(a) GBEBAL Ruu.--On or before the 90th day after

20 the transfer of income producing property, the transferor shall

21 make a return in compliance with the provisions of subsection

22 (b) if the transferee is known by the tranderor to be an

23 organization referred to in section 511 (a) or (b) and the
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1 property (without regard to any lien) has a fair market value

2 in excess of $50,000.

3 "(b) FoRM AND CONTENTS OF RJruRNs.-The return

4 required by subsection (a) shall be. in such form and shall

5 set forth, in respect of the transfer, such information as the

6 Secretary or his delegate prescribes by regulations as neces-

7 sary for carrying out the provisions of the income tax laws."

8 (2) TECHNICAL AMENDMENT.-The table of see-

9 tions for subpart B of part III of subchapter A of chap-

10 ter 61 is amended by adding at the end thereof the

11 following:

"See. 6050. Returns relating to certain transfers to exempt
organizations."

12 (f) RESTRICTION ON EXAMINATION OF CHURCHES.-

13 Section 7605 (relating to time and place of examination)

14 is amended by adding at the end thereof the following new

15 subsection:

16 "(c) RESTRICTION ON EXAMINATION OF CHURCHES.-

17 No examination of the books of account of a church or con-

18 vention or association of churches shall be made to determine

19 whether such organization may be engaged in the carrying

20 on of an unrelated trade or business or may be otherwise en-

21 gaged in activities which may be subject to tax under part

22 III of subchapter F of chapter 1 of this title (sec. 511 and

23 following, relating to taxation of business income of exempt
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1 organizations) unless the Secretary or his delegate (such

2 officer being no lower than a principal internal revenue officer

3 for an internal revenue region) believes that such organiza-

4 tion may be so engaged and so notifies the organization in

5 advance of the examination."

6 (g) EFFECTIVM DATE.-The amendments made by this

7 section shall apply to taxable years beginning after December

8 31,1969.

9 TITLE 11-INDIVIDUAL DEDUCTIONS
lo Subtitle A-Charitable Contributions
11 SEC. 201. CHARITABLE CONTRIBUTIONS.

12 (a) LimrTATox.-

13 (1) IwrnDwuALs.--Section 170(b) (1) (relating

14 to limitations on individuals) is amended to read as

15 follows:

16 "(1) INDIVIDUALS.-

17 "(A) GBN AL BUL.-In the case of an in-

18 dividual, the deduction provided in subsection (a)

19 shall be limited as provided in the succeeding sub-

20 paragraphs of this paragraph.

21 "(B) SB uou ULn.--Any charitable con-

22 tribution to--

23 "(i) a church or a convention or assocla-

24 tion of churches,
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1 "(ii) an educational organiation which

2 normally maintains a regular faculty and cur-

8 riculum and normally has a regularly enrolled

4 body of pupils or students in attendance at the

5 place where its educational activities are regu-

6 laly carried on,

7 "(iii) an organization the principal pur-

8 poses or functions of which are the providing of

9 medical or hospital care or medical education or

10 medical research, if the organization is a hos-

11 pita, or if the organization is a medical research

12 organization directly engaged in the continuous

13 active conduct of medical research in conjunc-

14 tion with a hospital and during the calendar

15 year in which the contribution is made such

16 organization is committed to spend such con-

17 tributions for such research before January 1

18 of the fifth calendar year which begins after

19 the date such contribution is made,

20 "(iv) an organization which normally re-

21 ceives a substantial part of its support (exclu-

22 ive of income received in the exercise or

23 performance by such organization of its char-

24 itable, educational, or other purpose or function

25 constituting the basis for its exemption under
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1 section 501 (a)) from the United States or any

2 State or political subdivision thereof or from

3 direct or indirect contributions from the general

4 public, and which is organized and operated

5 exclusively to receive, hold, invest, and admin-

6 ister property and to make expenditures to or

7 for the benefit of a college or university which

8 is an organization referred to in clause (ii) of

9 this subparagraph and which is an agency or

10 instrumentality of a State or political subdivi-

11 sion thereof, or which is owned or operated by

12 a State or political subdivision thereof or by an

13 agency or instrumentality of one or more States

14 or political subdivisions,

15 "(v) a governmental unit referred to in

16 subsection (c) (1), or

17 "(vi) an organization referred to in sub-

18 section (c) (2) which normally receives a sub-

19 stantial part of its support (exclusive of income

20 received in the exercise or performance by such

2t organization of its charitable, educational, or

22 other purpose or function constituting the basis

23 for its exemption under section 501 (a)) from

24 a governmental unit referred to in wbseon

83-465 0-U0-pt. 1-18



238

112

1 (c) (1) or from direct or indirect contributions

2 from the general public,

3 shall be allowed to the extent that the aggregate of

4 such contributions does not eioeed 30 percent of the

5 taxpayer's contribution base.

6 "(0) GNmAi LIXTATxoN.--The total de-

7 ductions under subsection (a) for any taxable year

8 shall not exceed 20 percent of the taxpayer's con-

9 tribution base. For purposes of this subparagraph,

10 the deduction under subsection (a) shall be com-

11 puted without regard to any deduction allowed

12 under subparagraph (B) but shall take into ac-

13 count any charitable contributions described in sub-

14 paragraph (B) which are in excess of the amount

15 allowable as a deduction under subparagraph (B).

16 "(D) UNLIMfTED DIDUOTION FOR CERTAIN

17 INDiDUALS.--The limitation in subparagraph (C)

18 shall not apply in the case of an individual for a tax-,

19 able year beginning before Janary 1, 1975, if

20 in such taxable year and in 8 of the 10 preceding

21 taxable years, the amount of the charitable contri-

22 butions, plus the amount of income tax (determined'

23 witmo , regard to chapter.2, relating to tax on self-

24. employment income) paid during such year in

25 respect of'such year or preceding taxable years,
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1 exceeds the transitional deduction percentage (de-

2 termined under subparagraph (F)) of the tax-

3 payer's taxable income for such year, computed

4 without regard to-

5 "(i) this section,

6 "(ii) section 151 (allowance of deductions

7 for personal exemption), and

8 "(iii) any net operating loss carryback to

9 the taxable year under section 172.

10 In lieu of the amount of income tax paid during any

11 such year, there may be substituted for that year

12 the amount of income tax paid in respect of such

13 year, provided that any amount so included in the

14 year in respect of which payment was made shall

15 not be included in any other year.

16 " (E) PARTIAL REDUCTION OF UNLIMITED DR-

17 DUCTIO.-In the case of an individual, if the limi-

18 nations in subparagraph (C) do not apply because

19 of the application of subparagraph (D), the amount

20 otherwise allowable as a deduction under subsection

21 (a) shall be reduced by the amount by which the

22 taxpayer's taxable income computed without re-

23 gard to thi subparagraph is less than the transitional

24 income percentage (determined under subparagraph
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1 (0)) of the taxpayer's ad4-ted gross income.

2 However, in no case shall a taxpayer's deduction

S91 under this section be reduced below the amount al-

4 lowable as a deduction under this section without the

5 applicability of subparagraph (D).

6 "(F) TRANSITIONAL DEDUCTION PRICENT-

7 AGH.-For purposes of applying subparagraph (D),

8 the term 'transitional deduction percentage' means--

9 "(i) in the case of a taxable year beginning

10 before 1970, 90 percent, and

11 "(ii) in the case of a taxable year begin-

12 ning in-

1970 ------------------------------------- 80 percent
1971 ------------------------------------- 7 4 percent
19-9 ------------------------- 68 percent
19Th -------------------------------------- percent
1974 ------------------------------------- 5 percent.

13 " (G) TRANSITIONAL INCOME] PERCRNTAGE.-

14 For purposes of applying subparagraph (E), the

15 term 'transitional income percentage' means, in the

16 case of a taxable year beginning in-

1970 ------------------------------------- 90 percent
191 ---------------------------------- 96 peroemt
1979 ---------------------------- 89 percent
19Ma ...--- ---------------- -88 percent
1974 -------------------------------- 44 percent.

17 "(H) DENIAL Op DIDUOION IN oASE OF

18 OUTIW~ TANSER f TRUST.-NO deduction shall

19 be allowed under this section for the value of any
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1 interest in income from property transferred after

2 April 22, 1969, to a trust unless-

3 " (i) the interest is in the form of a guaran-

4 teed annuity or the trust instrument specifies

5 that the interest shall receive a fixed percentage

6 yearly of the fair market value of the trust

7 property (determined yearly) and the grantor

8 is t d as the owner of such interest for pur-

9 poses of applying section 671, or

10 "(ii) a deduction would be allowed under

11 this section for the donor's entire interest in such

12 property.

13 If the donor ceases to be treated as the owner of

14 such an interest for purposes of applying section 671,

15 at the time the donor ceties to be so treated, the

16 donor shall for purposes of this chapter be con-

17 sidered as having received an amount of income

18 equal to the amount of any deduction he received

19 under this section for the contribution reduced by

20 the discounted value of all amounts of income earned

21 by the trust and taxable to him before the time

22 at which he oeases to be treated the owner of the

23 interest. Such amounts of comee shall be discounted

24 to the date of the eontributiea the BSer y or Is
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1 delegate shall prescribe such regulations as may be

2 necessary to carry out the purposes of this subpara-

3 graph.

4 "(I) DENIAL OF DEDUCTION IN CASE OF PAY-

5 MENTS BY CERTAIN TRUSTS.- n any case where a

6 deduction is allowed urder this section for the value

7 of an interest in income from property transferred

8 after April 22, 1969, to a trust, no deduction shall be

9 allowed under this section to the grantor or any other

10 person for the amount of any contribution made by

11 the trust with respect to such income interest.

12 "(J) SPECIAL LIMITATION ON CONTuIB-

13 TIONS OF APPRECIATED PROPERTY.-

14 "(i) In the. case of appreciated property

15 to which subsection (e) does not apply, the

16 total deduction for contributions of such prop-

17 erty under subsection (a) for any taxable year

18 shall not exceed 30 percent of the taxpayer's

19 contribution base. For purposes of the percent-

20 age limitations in subparagraphs (B) and (0),

21 such contributions shall be allowable as a deduc-

22 tion only to the extent that the amount of such

28 contributions plu any other contribution under

S oh subpankgraphs does not exceed such

25 imitations.
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1 "(ii) For purposes of paragraph (5), if

2 the amount of charitable contributions described

3 in subparagraph (B) which consists of appreci-

4 ated property (to which clause (i) applies) ex-

5 ceeds 30 percent of the taxpayer's contribution

6 base for a contribution year, the excess shall be

7 carried over the same as any other amount car-

8 ied over under paragraph (5) whether or not

9 the taxpayer's charitable contributions described

10 in subparagraph (B) exceed 50 percent of his

11 contribution base. The amount of any carryover

12 under paragraph (5) of property to which

13 clause (i) applies shall be added to contribu-

14 tions of appreciated property in future contri-

15 bution years for purposes of determining the 30-

16 percent limitation in clause (i) for a future

17 year and computing any further carryover under

18 paragraph (5).

19 "(i4i) For purposes of this subparagraph,

20 the term 'appreciated property' means property
21 which has a £d'r market value (at the time of

2the contribution) which exceeds the taxpayer's

23 adjusted basis in such property.

24 "(iv) The Secretary or his delegate shall
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1 prescribe such regulations as may be necessary

2 to carry out the purposes of this subparagraph."

3 (2) CARRYovEi.--Section 170(b) (5) (relating

4 to carryover of certain excess contributions by individ-

5 uals) is amended by striking out that portion of -ub-

6 paragraph (A) which precedes clause (ii) and insert-

7 ing in lieu thereof the following:

8 "(A) In the case of an individual, if the amount

9 of charitable contributions described in paragraph

10 (1) (B) payment of which is made within a tax-

11 able year (hereinafter in this paragraph referred

12 to as the 'contr*oution year') beginning before Jan-

13 uary 1, 197C, exceeds 30 percent of the taxpayer's

14 adjusted gross income for such year (computed with-

15 out regard to any net operating loss carryback to

16 such year under section 172), or within a eontribu-

17 tion year beginning after December 31, 1969, ex-

18 ceeds 50 percent of the taxpayer's contribution base

19 for such year, such excess shall be treated as a

20 charitable contribution described in paragraph (1)

21 '(B) paid in each of the 5 succeeding taxable

22 years in order of time, but, with respect to any such

23 succeeding taxable year, only to the extent of the

24 lesser of the two following amounts:

25 "(i) for taxable years beginning before
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1 January 1, 1970, the amount by which 30 per-

2 cent of the taxpayer's adjusted gross income for

3 such succeeding taxable year (computed with-

4 out regard to any net operating loss carryback

5 to such succeeding taxable year under section

6 172), or for taxable years beginning after De-

7 cember 31, 1969, the amount by which 50 per-

8 cent of the taxpayer's contribution base for such

9 succeeding taxable year, exceeds the sum of the

10 charitable contributions described in paragraph

11 (1) (B) payment of which is made by the tax-

12 payer within such succeeding taxable year

13 (determined without regard to this subpara-

14 graph) and the charitable contributions de-

15 scribed in paragraph (1) (B) payment of

16 which was made in taxable years (beginning

17 after December 31, 1963) before the contribu-

18 tion year which are treated under this sub-

19 paragraph as having been paid in such succeed-

20 ing taxable year; or"

21 (3) FURTHER LIMITATIONS.-ection 170 (b)

22 (relating to limitation on amount of deduction for chari-

23 table contributions) is amended by adding at the end

24 thereof the following new paragraphs:

25 "(6) OONmBIUTIoN BA DEFnX.-For pur-
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1 :]poses of this section, the term 'contribution base' means

2 adjusted gross income (computed without regard to any

S n met operating loss carryback to the taxable year tinder

4 section 172) increased by the allowable tax preferences

5 as determined under section 277 (c) (2).

6 "(7) D wALwANcB oi DBUooN iN omAi-n

7 cAmS.-No deduction shall be allowed under this see-

8 tion-

9 "(A) for a contribution to or for the use of an

10 organization described in section 501 (c) (3) (re-

11 Wating to exempt organizations) unless the organi-

12 zation-

13 "(i) is exempted from the requirements of

14 section 508 (a) and (b) (relating to special

15 rules with respect to section 501 (c) (3) orga-

16 nizations) pursuant to subsection (c) thereof,

17 or

18 "(ii) complies wit section 508 (a), (b),

and (g), or

20 "(B) for a transfer in trust (other than one to

21 which the provisions of subparagraph (A) of this

22 paragraph apply) unless the governing instrument

23 of the trust includes provisions, the effects of which

24 are to proliit the trust from-

25 "(i) engaging in any act of se-dealing

26 (as defined in umion 494l (d)),
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1 "(ii) retaining any excess business hold-

2 jngs (as defined in action 4943 (c)),

3 "(iii) making any speculative investments

4 in such manner as to subject the trust to tax

5 under section 4944, and

6 "(iv) making any taxable expenditures

7 (as defined in section 4945 (b)).

8 "(8) DBwiAL OF DEDUCTION rIs CASE OF CO-NTE-

9 BUTION OF PARTIAL INTEREST IN PROPERTY.-In a Case

10 where a taxpayer makes a charitable contribution of less

11 than his entire interest in property to, and not in trust

12 for, an organization described in subsection (c), a deduc-

13 tion shall be allowed under tis section only to the extent

14 that the value of the interest contributed would be

15 allowed as a deduction under this section if such interest

16 had been transferred in trust. For purposes of this para-

17 graph, the charitable contribution by a taxpayer of the

18 right to use property shall be treated as a charitable con-

19 tribution of less than the taxpayer's entire interest in such

20 property."

21 (4) CO(MF NIN AMEDMENTS.-

22 (A) Subsectons (b) (5) (A) (ii) and (g) of

23 section 170 attach amended by striking out "170

24 (b) (1) (A)" eah ploe it appearsandiserting

25 in lin thereof. "170(b) (1) (B)-.
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(B) Section 170(g) (1) is amended by strik-

ing out "subsection (b) (1) (0)" each place it

appears and inserting in lieu thereof "subsection

(b) (1) (D)"

(C) Sections 512(b) (11), 545(b) (2), and

556 (b) (2) are each amended by striking out "170

(b) (1) (A) and (B)" each place it appears and

inserting in lieu thereof "170(b) (1) (B) and

(0)".

(b) PoIOMAL AOTMvTMa.--ection 170(c) (2) (D)

(relating to definition of charitable contributions) is amended

to read as follows:

" (D) no substantial part of the activities of

which is carrying on propaganda, or otherwise at-

tempting, to influence legislation, and which does

not participate in, or intervene in (including the

publishing or distributing of statements), any po-

litical campaign on behalf of any candidate for

public office."

(0) CIHAmTABLB CONTRIBUTIONS op APPRwuTr

P9oPEBWM.-

(1) IN GowE .-Section 170 (e) (relating to

special rule for charitable contributions of certain prop.

erty) is amended to read as follows:

"(e) CoNTRmUToS oF APPz uTD PoPnETY.-
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1 "(1) GENERAL EUL.-In the case of a charitable

2 contribution of property to which paragraph (2) ap-

3 plies or a charitable contribution of any property di-

4 rectly or indirectly to or for the use of an organization

5 to which paragraph (3) applies, if (at the time of the

6 contribution) the fair market value of the property ex-

7 ceeds the taxpayer's adjusted basis (for purposes of

8 determining gain) in the property, the taxpayer shall

9 elect (at such time and in such manner as the Secre-

10 tary or his delegate by regulations prescribes) to treat

11 either:

12 " (A) the fair market value of the property, or

13 " (B) such adjusted basis of the property,

14 as the amount of the charitable contribution to be taken

15 into account under subsection (a).

16 "(2) CERTAIN APPRECIATED PROPErY.-Para-

17 graph (1) shall apply to charitable contributions of-

18 "(A) property any portion of the gain on

19 which, if the property were sold for its fair market

20 value at the time of the contribution, would have

21 constituted or been treated as a gain other than a

gain from the sale or exchange of a capital asset

23 held for more than 12 months,

24 "(B) tangible personal property, and

25 "(C) a future interest in property.
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1 For purposes of the preceding sentence, a fixture which

2 is intended to be severed from real property shall be

3 treated as tangible personal property.

4 "(3) CEUTAIN OUANZATIONS.-Paragraph (1)

5 shall apply to charitable contributions to a private founda-

6 tion (a defined in sdtion 509 (a)) unless--

7 "(A) it ho an operating foundation (as defined

8 in section 4942 (j) (3)), or

9 "(B) not later than the close of the organiza-

10 tion's first year after its taxable year in which such

11 contributions are received, such organization makes

12 a qualifying distribution (as defined in section 4942

13 (g)) which is treated (in accordance with section

14 4942 (h)) as a distribution out of corpus in an

15 amount equal to 100 percent of all such contribu-

16 tions.

17 Subparagrph (B) shall not apply to a contribution to

18 an organization described in subparagrnph (B) unless

19 the taxpayer obtains adequate records or sufficient

20 evidence from the organization showing that the orga-

21 nization made the distributions as required therein.

22 "(4) ALx nom oF As .- In the case of a

23 charitable contribution of less than the taxpayer's entire

4 interest in the property contributed, the taxpayer's ad-

25 justed basis in such property shall be allocated between



251

125

1 the interest contributed and any interest not contributed

2 in accordance with regulations prescribed by the Secre-

3 tary or his delegate.

4 "(5) CRoss RBFBRHNC.-

"For treatment of gain in a cae where the taxpayer
elects to treat the fair market value ef property as te
amount to be taken Into account, see section 8S.

5 (2) GIFTS TREATED AS A -AL-Part II of subehap-

6 ter B of chapter 1 of such Code (relating to items spe-

7 cifically included in gross income) is amended by adding

8 at the end thereof the following new section:

9 "SEC. 8. CERTAIN GIFTS TO CHARITY TREATED AS SALES

10 OF PROPERTY.

11 "(a) COMPUTATION AND RRO0NITION OF GAIN.-

12 If a taxpayer-

13 "(1) has made a charitable contribution of property,

14 and

15 "(2) has elected to treat the fair market value of

16 the property as the amount of the charitable contribu-

17 tion pursuant to section 170 (e),

18 the contribution shall be treated for purposes of this subtle

19 as a sale (at the time of the contribution) of the property

20 to the donee for an amount equal to the fir market value

21 of such property, and the gain on such are shall be

22 recognized.
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1 "(b) LIMMTATIO.-Tn the case of a charitable con-

2 tribution to an organization to which section 170 (e) (1)

3 does not apply of property-

4 "(1) which is described in section 170 (e) (2)

5 (A), and

6 " (2) to which subparagraphs (B) and (C) of sec-

7 tion 170(e) (2) do not apply,

8 only that portion of the gain which would not be treated as

9 gain from the sale of a capital asset held for more than 12

10 months shall be recognized.

11 "(c) ADJUSTMENTS TO BASM.-The basis of the prop-

12 erty acquired by gift to which this section applies shall be

13 the donor's adjusted basis (for purposes of determining gain)

14 increased by the amount of any gain recognized by the

15 donor on the contribution under this section."

16 (3) CLERICAL AMENDMENT.-The table of sec-

17 tons for part fl of subchapter B of chapter I is amended

18 by adding at the end thereof the following item:

"See. 83. Certain gifts to charity treated as alee of
property "

19 (d) BARON SALES TO CHARTABLB OROANIZA-

20 TioNs.-Section 1011 (relating to adjusted basis for deter-

21 mining gain or low) is amended-

22 (1) by striking out "The" at the beginning and

23 inserting in lieu thereof:
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1 "(a) GENERL RULM.-he", and

2 (2) by adding at the end thereof the following

3 new subsection:

4 "(b) BARGAIN BALM TO A CHARITABLE OROANIZA-

5 TION.-If a deduction is allowable under section 170 (relat-

6 ing to charitable contributions) by reason of a sale, then the

7 adjusted basis for determining the gain from such sale shall

8 be that portion of the adjusted basis which hears the n ui,

9 ratio to the ndjuted basis as the amount realized bears 141

10 the fair iunrket value of the property."

11 (e) SILIT-INTEF'AT TitTsm.-Section 170 is amended

12 by redesignating subsetions (h) and (i) a subsections (i)

13 and (j), respectively, and by inserting after subsection (g)

14 the following new subsection:

15 " (h) LIMITATION ON (NTRIBUTIONS OF REMAINDER

16 INT.IIERT IN PROPErr" PLACED IN TrsT.-

17 "11) G(H RA, RILE.-In the case of property

18 transferred in trust, no deduction shall be allowed un-

19 der this section for the value of a contribution of a re-

20 mainder interest unless the trust is a charitable remain-

21 der annuity trust, or charitable remainder unitrust de-

22esribed in action 664 (d).

23 "(2) ExcEPTION.-This mibsection shall not ap-

o&4= O-.-f--pt. 1-iT
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1 ply in a am where the value of all interests in property

2 transferred in trust are deductible under subsection (a) ."

a (f) CHAXTABLE CONTM-IUTIONS By ESTATES AND

4 Twuom.-

5 (1) IN owwo.-x--ubsetion (c) of section 642

6 (relating to deduction for amounts paid or permanently

7 set aside for a charitable purpose) is amended to read

8 as follows:

9 () DiDUCTION FOR AMOUNTS PAID FOR A CHTAJ-

10 TABLE PuRPOR.-In the case of an estate or trust (other

11 than a trust meeting the specifications of subpart B) there

12 shall be allowed as a deduction in computing its taxable in-

13 come (Lu lieu of the deductions allowed by section 170 (a),

14 relating to deduction for charitable, etc., contributions and

15 gifts) any amount of the gross income, without limitation,

16 which pursuant to the terms of the governing instrument is,

17 during the taxable year, paid for a purpose specified in sec-

18 tion 170 (a). If a charitable contribution is paid after the

19 close of such taxable year and on or before the last day of

2D the year following the cloee of such taxable year, then the

21 trustee or administrator may elect to treat such contribution

22 as paid during such taxable year. The election shall be made

2 at such time and in such manner as the Secretary or his

24 delegate by regulations prescribes. To the extent that the

25 amount otherwise allowable as a deduction under this parm-
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i graph consists of gain from the sale or exchange of capital

2 assets held for more than 12 months, proper adjustment shall

3 be made for any deduction allowable to the estate or trust

4 under section 1202 (relating to deduction for excess of

5 capital gains over capital losses). In the case of a trust, the

6 deduction allowed by this subsection shail be subject to

7 section 681 (relating to unrelated business income) and

8 section 507 (f) (relating to prohibited transactions)."

9 (2) CONFORMING AMEN-DAIENs.--

10 (A) Section 643 (a) (relating to definition of

11 distributable net income) is amended:

12 (i) by striking out ", pernanetly set

13 aside, or to be used" in the first sentence of

14 paragraph (3); and

15 (ii) by striking out ", permanently set

16 aside, or to be used" in that portion which fol-

17 lows paragraph (7) thereof.

18 (B) Section 651 (a) (2) (relating to deduc-

19 tion for trusts distributing current income only) is

20 amended by striking out ", permanently set aside,

21 or used".

922 (0) Section 668(a) (2) (relating to special

23 rules applicable to setios 661 and 682) is

24 amended by striking out "or permanently set aie
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1 or otherwise qualifying for the deduction" and in-

2 serting "as" in lieu thereof.

3 (g) TWO-YzAR CHARITABLE TRUSTS.-Section 673

4 (b) (relating to trusts where the income is payable to a

5 charitable beneficiary for at least a two-year period) is re-

6 pealed.

7 (h) DISALLOWANCE OF ESTATE AND GIFT TAX

8 D DUCTONS IN CERTAIN CASES.--

9 (1) ESTATES OF eizENs OR RESIDENSJ.-Sub-

10 section (e) of section 2055 (relating to disallowance of

11 charitable deductions in certain cases) is amended to

12 read as follows:

13 "(e) DISALLOWANCE OF DEDUCTIONS IN CERTAIN

14 C&SE.-

15 "(1) No deduction shall be allowed under this

16 section-

17 "(A) for a transfer to or for the use of an orga-

18 nization described in section 501 (c) (3) (relating

19 to exempt organizations) unless the organization-

20 "(i) is exempted from the requirements of

21 section 508 (a) and (b) pursuant to subsection

22 (c) thereof, or

28 (i() complies with "etion 508 (a), (b),

24 and (g) ; or

25 "(B) for a trander in trust (other thA one
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1 to which the provisions o paragraph (A) of

2 this paragraph apply) unless the governing instru-

3 ment of the trust includes provisions, the effects of

4 which are to prohibit the trust from-

5 "(i) engaging in any act of self-dealing

6 (as defined in section 4941 (d)),

7 "(ii) retaining any excess business hold-

8 ings (as defined in section 4943 (c)),

9 "(iii) making any speculative iuvestitcis~

10 in such manner as to subject the trust to tax

11 under section 4944, and

12 "(iv) making any taxable expenditures

13 (as defined in section 4945 (b)).

14 "(2) Where an interest in property passes or has

15 passed from the decedent to a person, or for a use, de-

16 scribed in subsection (a), and an interest in the same

17 property passes or has passed (for less than an adequate

18 and full consideration in money or money's worth) from

19 the decedent to a person, or for a use, not described in

20 subsection" (a), no deduction shall be allowed under this

21 section for the interest which passes or has passed to the

22 person, or for the use, described in subsection (a) unless

23 the interest is in the form of a remainder interest in a

24 trust which is a charitable remainder annuity trust or a
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1 charitable remainder unitrust described in section 664

2 (d) ."

3 (2) ESTATES OF NONRSIDENTS NOT CITIZENS.-

4 Subparagraph (E) of section 2106 (a) (2) (relating to

5 disallowance of deductions in certain cases) is amended

6 to read as follows:

7 "(E) DISALLOWANCE OF DEDUCTIONS Ii CER-

8 TArN CASES.-The provisions of section 2055 (e)

9 also shall be applied in the determination of the

10 amount allowable as a deduction under this para-

11 graph."

12 (3) GIFT TA.-Subsection (c) of section 2522

13 (relating to disallowance of charitable deductions in

14 certain cases) is amended to read as follows:

15 "(c) DISALLOWANCE OF DEDUCTIONS IN CERTAIN

16 (AmS.-

17 "(1) No deduction shall be allowed under this

18 section-

19 "(A) for a transfer to or for the use of an

20 organization described in section 501 (c) (3) (re-

21 ]sting to exempt organizations) unless the organiza-

22 tion-

23 "(i) is exempted from the requirements of

24 section 508 (a) and (b) pursuant to subsec-

.25 tion (c) thereof, or
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1 "(ii) complies with section 508 (a), (b),

2 and (g) ; or

3 "(B) for transfer in trust (other than one to

4 which the provisions of subparagraph (A) of this

5 paragraph apply), unless the governing instrument

6 of the trust includes provisions the effects of which

7 are to prohibit the trust from-

8 "(i) engaging in any act of self-dealing

9 as defined in section 4941 (d)),

10 "(ii) retaining any excess business hold-

11 ings (as defined in section 4943 (c)),

12 "(iii) making any speculative investments

13 in such manner as to subject the trust to tax

14 under section 4944, and

15 "(iv) making any taxable expenditures

16 (as defined in section 4945 (b)).

17 "(2) (A) Where a donor transfers an interest in

18 property to a person, or for a use, described in subsection

19 (a) or (b) and an interest in the same property is trans-

20 ferred or has been transferred (for less than an adequate

21 and full consideration in money or money's worth) front

22 the donor to a person, or for a use, not described in sub-

23 section (a) or (b), the deduction allowed under this seo-

24 tion for the interest which is, or has been transferred to

2.5 the person, or for the use, described in subsection (a) or
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1 (b) shall not be greater than the amount allowed to the

2 donor as a deduction under section 170 in respect of such

$ interest, determined without regard to the percentage

4 limitation in subsection (b) thereof. For purposes of this

5 subparagraph, where the donor has elected the alterna-

6 tive set forth in subparagraph (B) of section 170 (e)

7 (1) (relating to electing valuation of gifts of appreci-

8 ated property), the deduction allowed under section 170

9 shall be deemed to be the deduction that would have

10 been allowed had the alternative set forth in subpara-

11 graph (A) been elected.

12 "(B) Where any readjustment under section 170

13 (b) (1) (H) is made in the donor's income, at the time

14 the readjustment is made the donor shall, for purposes

15 of this chapter, be considered as making a gift (which

16 is not a gift of a present interest in property and for

17 which no deduction shall be allowed undr this section)

18 of property in an amount equal to the amount required

19 to be included in income as a result of the readjustment,

20 except that if the alternative set forth in subparagraph

21 (B) of section 170 (e) (1) had been elected, the amount

22 of such gift shall be considered to be in an amount equal

23 -. to the amount which would have been required to be

24 included in income as a result of the readjustment if the
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1 alternative set forth in subparagraph (A) of such section

2 had been elected.

3 (i) CHARITABLE REMAINDER TRUSTs.-

4 (1) Subpart C of part I of subchapter J of chapter

5 1 (relating to estates and trusts which may accumulate

6 income or which distribute corpus) is amended by add-

7 ing at the end thereof the following new section:

8 "SEC. 664 CHARITABLE REMAINDER TRUSTS.

9 "(a) GENERAL RULE.-Notwithstanding any other pro-

10 vision of this subchapter, the provisions of this section shall,

11 in accordance with regulations prescribed by the Secretary

12 or his delegate, apply in the case of a charitable remainder

13 annuity trust and a charitable remainder unitrust.

14 " (b) CHA.ACTER OF DiS'IBUvONS.-Amounts dis-

ib tributed by a charitable remainder annuity trust or by a

16 charitable remainder unitrust shall be considered as having

17 the following characteristics in the hands of the beneficiary

18 to whom is paid the annuity described in subsection (d) (1)

19 (A) or the payment described in subsection (d) (2) (A) :

20 "(1) First, as amounts of income includible in

21 gross income to the extent of such income of the trust

22 for the year and such undistributed income of the trust

Xi, for prior years;
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1 "(2) Second, M a capital gain to the extent of the

2 capital gain of the trust for the year and the undistrib-

3 uted capital gain of the trust for prior years;

4 "(3) Third, as other income to the extent of such

5 income of the trust for the year and such undistributed

G income of the trust for prior years; and

7 "(4) Fourth, as a distribution of trust corpus.

8 For lrroses of this section the trust shall determine the

9 amount of its undistributed capital gain on a cumulative net

10 basis.

11 "(c) ExlMION OF TRUST FROM TAXATION.-A

12 charitable remainder annuity trust and a charitable remain-

13 der unitrnit shali not be subject to any tax imposed by

14 this subtitle.

15 "(d) DEFINITIONS.-

16 " (1) CITARrrABLE REMAINDER ANN1UITY TRUST.-

17 A charitable remainder annuity trust is a trust-

18 "(A) From which a sum certain is t be paid,

19 not less often than annually, to a person who is not

20 a person or organization described in section 170

21 (c), for a term of years or for the life of the person,

22 and

23 "(B) Following the termination of the annuity

24 described in subparagraph (A) the remainder in-

25 terest in the trust is to be transferred to, or for the
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1 use of, an organization decrbed in section 170 (c)

2 or is to he retained by the trust for such a use.

3 " (2) CAwiTABLB KMmA E UNTaUnT.-A

4 charitable remainder unitrust is a trust-

5 "(A) From which a fixed percentage of the

6 net fair market value of its assets, valued annually,

7 is to be paid, not less often than annually, to a per-

8 son who is not a person or organization described

9 in section 170 (c), for a term of years or for the

10 life of the person, and

11 "(B) Following the termination of the interest

12 described in subparagraph (A) the remainder in-

13 terest in the trust is to be transferred to, or for the

14 use of, an organization described .in section 170(c)

15 or is to be retained by the trust for such a use."

16 (2) The table of sections for subpart C of part I

17 of subchapter J of chapter 1 (relating to estates and

18 trusts which may accumulate income or which distrib-

19 ute corpus) is amended by adding at the end thereof

"Sew 664. Charitable remainder trust,"

20 (j) EFoT DATw.-

21 (1) The amendments made by subsection (a) shall

22 apply to contributions paid in taxable years beginning

23 after December 31, 1969, with the following exceptions:

24 1 (A) the amendments made in sections 170
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1 (b) (1) (H) and (I) shall apply with respect to

2 transfer in mt and contributions made after April

8 22, 199, and

4 (B) the amendment made in section 170(b)

5 (8) shall apply to contributions made after April 22,

6 1969.

7 (2) The amendment made by subsection (b) shall

8 apply to contributions which are paid (or treated as

9 paid under section 170(a) (2)) after December 31,

10 1969.

11 (3) The amendments made by subsection (c) shall

12 apply with respect to contributions which are paid (or

13 treated as paid under section 170 (a) (2)) after Decem-

14 ber 31, 1969.

15 (4) The amendments made by subsection (d) shall

16 apply to sales made after May 26, 1969.

17 (5) The amendments made by subsections (e) and

18 (g) shall apply to transfers in trust made after April

19 22, 1969.

20 (6) The amendment made by subsection (f) shall

21 apply to amounts paid, permanently set aside, or to be

22 used for a charitable purpose after the date of enactment

23 of this Act.

24 (7) (A) The amendments made by paragraphs (1)

23 and (2) of subsection (h) shall apply in the case of
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1 decedents dying after the date of ematemft of this

2 Act.

3 (B) The amendment made by pwMrph (S) of

4 subsection (h) shall apply to gifts made after April

5 22, 1969.

6 (8) The amendnwat made by subsection (i) shall

7 apply to transfers in trust made after the date of enact-

8 ment of this Act.

9 Subtitle B-Farm Losses, Etc.
10 SEC. 1. GAIN FROM DISPOSITION OF PROPERTY USED

11 IN FARMING WHERE FARM LOSSES OFFSET

12 NONFARM INCOME.

13 (a) Iw GE'E~RAL.-Part IV of subchapter P of chapter

14 1 (relating to special rules for determining capital gains and

15 losses) is amended by adding at the end thereof the follow-

16 ing new section:

17 "SEC. 1251. GAIN FROM DISPOSITION OF PROPERTY USED

18 IN FARMING WHERE FARM LOSSES OFFSET

19 NONFARM INCOME.

20 "(a) O1RCuM8rANCR UwDE WmcH fStmioN AP-

21 PL=u.--This section shall apply with respect to any taxable

22 year only if-

23 "(1) theie is a farm net los for the taxable year, or

24 "(2) there is a balance in the excess deductions
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1 aooount as of the close of the taxable year after applying

2 subsection (b) (8) (A).

3 "(b) Excas DEDuoTroNs ACCOUNT.-

4 " (1) RQUxMENT.-Each taxpayer subject to

5 this section shall, for purposes of this section, establish

6 and maintain an excess deductions account.

7 "(2) ADDITIONS TO ACCOUNT.-

8 "(A) GENERAL BULB.-There shall be added

9 to the excess deductions account for each taxable

10 year an amount equal to the farm net loss.

11 "(B) EXCEPTION FOB INDIVIDUAL.-In the

12 case of an individual, subparagraph (A) shall not

13 apply for a taxable year-

14 "(i) unless his nonfarm adjusted gross in-

15 come for such year exceeds $50,000, and

16 "(ii) only to the extent his farm net loss

17 exceeds $25,000.

18 "(C) MARRIED INDIVIDUALS.-In the case of

19 a husband or wife who files a separate return, the

20 amount specified in subparagraph (B) (i) shall be

21 $25,000 in lieu of $50,000, and in subparagraph

22 (B) (ii) shall be $12,500 in lieu of $25,000. This

23 subparagraph shall not apply if the spouse of the

24 taxpayer does not have any nonfarm adjusted gross

25 income for the taxable year.
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1 "(D) NOxFm ADUSE 0m0 mooX.-

2 For purposes of this section, the term 'nonfarm ad-

3 justed gross income' means the adjusted gross in-

4 come computed without regard to income or deduc-

5 tions attributable to farming.

6 "(3) SUBTrCTIONS FROM AVCOUNT.-If there

7 is any amount in the excess deductions account at the

8 close of any taxable year (determined before any amount

9 is subtracted under this paragraph for such year) there

10 shall be subtracted from the account-

11 "(A) an amount equal to the farm net income

12 for such year, plus the amount (determined as pro-

13 vided in regulations prescribed by the Secretary or

14 his delegate) necessary to adjust the account for

15 deductions which did not result in a reduction of the

16 taxpayer's tax under this subtitle for the taxable

17 year or any preceding taxable year (including such

18 amounts which did not result in a reduction of tax

19 because of the application of section 84 (relating to

20 limit on tax preferences) ), aad

21 "(B) after applying paragraph (2) or sub-

22 paragraph (A) of this paragraph (as the case may

23 be), an amount equal to the sum of the amounts

treated under subsection (o) as gain from the sale
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1 or exchange of property which is neither a capital

2 asset nor property described in section 1231.

a "'(4) EKCEMON MOE TAXPAYEM UsrNG CMRTA -

4 AOO0UNTINO METHOD.-

5 "(A) GENEaL DULE.-Except to the extent

6 that the taxpayer has succeeded to an excess deduc-

7 tions account as provided in paragraph (5), addi-

8 tions to the excess deductions account shall not be

9 required by a taxpayer who elects to compute tax-

10 able income from farming (i) by using inventories,

11 and (ii) by charging to capital account all expendi-

12 tures paid or incurred which are properly chargeable

13 to capital account (including such expenditures

14 which the taxpayer may, under this chapter or regu-

15 lations prescribed thereunder, otherwise treat or

16 elect to treat as expenditures which are not charge-

17 able to capital account).

18'% "(B) TiMs, MANNER, AND BFFCT OF ELEC-

19 TOx.-An election under subparagrph (A) for

20 any taxable year shall be filed within the time pre-

21 scribed by law (including extensions thereof) for

22' filing the return for such taxable year, and shall be

made and filed in such manner as the Secretary or

24 his delegate shall prescribe by regulations. Such

election shall be binding on the taxpayer for such
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1 taxable year and for all subsequent taxable yelir

2 and may not be revoked except with the consent

3 of the Secretary or his delegate.

4 "(C) CHANGE OF METHOD OF ACCOUNTING .

5 me.-If, in order to comply with the election made

6 under subparagraph (A), a taxpayer changes hi,

7 method of accounting in computing taxable income

8 from the business of farming, such change shall be

9 treated as having been made with the consent of

10 the Secretary or his delegate and for purposes of

11 section 481 (a) (2) shall be treated as a change not

12 initiated by the taxpayer.

13 "(5) TRSER OF ACCOUNT.-

14 "(A) CURTAIN CORPORATE TRANSACTIONS.-

15 In the case of a transfer described in subsection

16 (d) (3) to which section 371 (a), 374(a), or 381

17 applies, the acquiring corporation shall succeed to

18 and take into account as of the close of the day of

19 distribution or transfer, the excess deductions

20 account of the transferor.

21 "(B) CERTAIN oiirS.-If--

22 "(i) farm recapture property is disposed

23 of by gift, and

24 "(ii) the potential gain (as defined in sub-

25 section (e) (5)) on farm recapture property

58-8e 0----pt. 1- 18
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1 dispoed of by gift during any one-year period

2 in which any suth gift oocurs is more than 80

3 percent of the potential gain on farm recapture

4 property held by the donor immediately prior

5 to the first of such gifts,

6 the donees of the property shall succeed (as of the

7 close of the donor's taxable year in which the first

8 of such gifts is made) to the donor's excess deduc-

9 tions account (or in the case of more than one

10 donee, to his ratable share of such account) deter-

11 mined, after the application of paragraphs (2) and

12 (3) with respect to the donor, as of the close of

13 such taxable year.

14 "(6) JOINT iErUN.-In the case of an addition

15 to an excess deductions account for a taxable year for

16 which a joint return was filed under section 6013, for

17 any subsequent taxable year for which a separate return

18 was filed the Secretary or his delegate shall provide

19 rules for allocating any remaining amount of such addi-

20 tion in a manner consistent with the purposes of this

21 section.

2 "(c) OBNAJY INCO&E.-

23 "(1) GENERAL lU .-- Except as otherwise pro-

24 vided in this section, if farm recapture property (as de-

25 fined in subsection (e) (1)) is disposed of during a
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1 taxable year beginning after December 81, 1969, the

2 amount by which-

3 "(A) in the case of a sale, exchange, or in-

4 voluntary conversion, the amount realized, or

5 "(B) in the case of any other disposition, the

6 fair market value of such property,

7 exceeds the adjusted basis of such property shall be

8 treated as gain from the sale or exchange of property

9 which is neither a capital asset nor property described

10 in section 1231. Such gain shall be recognized notwith-

11 standing any other provision of this subtitle.

12 "(2) IMITATIOM.-

13 "(A) AMOUNT IN EXCESS DEDUCTIONS AC-

14 OOUNT.-The aggregate of the amounts treated

15 under paragraph (1) as gain from the sale or ex-

16 change of property which is neither a capital asset

17 nor property described in section 1231 for any tax-

18 able year shall not exceed the amount in the excess

19 deductions account at the close of the taxable year

20 after applying subsection (b) (3) (A).

21 "(B) DopOeITowS TAKX IMTO AOOOUNT.-

22 If the aggregae of the amune to whi& paragraph

23 (1) applied limited by the application of sub-
24 paragph (A),p ara& (1) aapply in re-
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1 aspect of such dispositions (and in such amounts)

2 as provided under regulations prescribed by the

3 Secretary or his delegate.

4 ."(C), SPECIAL RULE FOR DISIO'SITIONS OF

5 L .- In applying subparagmph (A), any gain

6 on the sale or exchange of land sball be taken into

7 account only to the extent of its potential gain (as

8 defined in subsection (e) (5)).

9 "(d) FxczlIOWs AND SPRcYAI RULE.-

10 " (1) GIi.rs.-Subection (c) shall not apply to a

11 disposition by gift.

12 "(2) TRANSFER AT DRAT.-EXCept as provided

13 in section 691 (relating to income in respect of a

14 decedent), subsection (c) shall not apply to a transfer

15 at death.

16 "(3) CERTAIN CORPORATE TEAKSAoONS.-If

17 the basis of property in the hands of a transferee is

18 determined by reference to its basis in the hands of the

19 tnderor by reason of the application of section 332,

20 351, 361, 371 (a), or 374 (a), then the amount of

21 gain taken into acowAt by the transferor under sub-

22 section (c) (1) shall not exceed the amount of gain

28 reognized to the tra eror on the transfer of such

24 property (determined without regard to this section).

2 This paragaph shall not apply to a disposition to an
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1 *a (odie tm a Slooperave described in

2 sedlou 521) which is exempt from the tax imposed by

s this chapter.

4 " (4) Lu. im i 1OHuxoza; InVOLUxTAzY

5 OONVERMON, MrO.-If property is disposed of and gain

6 (determined without regard to this section) is not

7 recognized- in whole or in part under section 1031 or

8 1033, then the amount of gain taken into count by the

9 transferor under subsection (c) (1) shall not exceed

10 the sum of-

11 " (A) the amount of gain recognized on such

12 disposition (determined without regard to this sec-

13 tion), plus

14 "(B) the fair market value of property ac-

15 quired with respect to which no gain is recognized

16 under subparagraph (A), but which is not farm

17 recapture property.

is "(5) PA'Ni mM.-

19 "(A) IN sGENz .- In the cas of a part-

20 nership, each partner shall take into account sep-

21 arately his distributive share of the partnership's

22 farm net losses, gains from dspostions of farm re-

23 eaptare property, and other items in applyiNg ti

24 eion to the partner.
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1 U(B) Tz ammi 2o P.* u aP.--If farm

2 recapture property is oontibuted to partnership

8 and gain (determined without regard to this see-

4 tion) is not recognized under section 721, then the

5 amount of gain taken into account by the transferor

6 under subsection (c) (1) shall not exceed the ex-

7 cess of the fair market value of farm recapture prop-

8 erty transferred over the fair market value of the

9 partnership interest attributable to suoh property.

10 If the partnership agreement provides for an allo-

11 cation of gain to the contributing partner with re-

12 spect to farm recapture property contributed to the

1 partnership (as provided in section 704 (c) (2)),

14 the partnership interest of the contributing partner

15 shall be deemed to be attributable to such property.

16 "(6) PnoPMrY AWSMWEM TO CONTROLLED

17 oom'OiATxoNs.-1Except for ansactions described in

18 subsection (b) (5) (A), in the case of a transfer, de-

19 scribed in paragraph (8), of farm recapture property'

20 to a corporation, stock received by atransferor in the

21 exchange shall be farm recapture property to the ex-

22 tent attributable to the fair market value of farm recap-

23 ture propery (or if less, the adjusted basis plus the

24 potential gain (a* delined in subsection (a) (5) ) on
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1 farm recapture property) contributed to the corpora-

2 tion by such transferor.

3 "(e) DzFmIrrloNs.-For purposes of this section-

4 " (1) FARM CAPTURE PROPETY.-The term

5 'farm recapture property' means any property (other

6 than section 1250 property) described in paragraph

7 (1) (relating to business property held for more than

8 12 months), (3) (relating to livestock), or (4) (re-

9 lating to an unharvested crop) of section 1231 (b)

10 which is or has been used in the trade or business of

11 farming by the taxpayer or by a transferor in a trans-

12 action described in subsection (b) (5).

13 "(2) FARX NET Loss.-The term 'farm net loss'

14 means the amount by which-

15 "(A) the deductions allowed or allowable by

16 this chapter which are directly connected with the

17 carrying on of the trade or business of farming,

18 exceed

19 "(B) the gross income derived from such trade

20 or business.

21 Gains and losses on the disposition of farm recapture

22 property referred to in section 1231 (a) (determined

23 without regard to this section or section 1245 (a))

24 shall not be taken into account.
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1 "(3) FAx mnZ INCoM.-The term 'farm not

2 income' means the amount by which the amount r-

3 ferred to in paragraph (2) (B) exceeds the amount re-

4 ferred to in paragraph (2) (A).

5 "(4) TRADE OR BUSINESS OF FARMING.-

6 "(A) HOSE RACIN.-In the case of a tax-

7 payer engaged in the raising of horses, the term

8 'trade or business of farming' includes the racing of

9 horses.

10 "(B) SEVERAL BUSINESSES OF FARMING.-If

11 a taxpayer is engaged in more than one trade or

12 business of farming, all such trades and businesses

13 shall be treated as one trade or business."

14 " (5) POTENTIAL OAIN.-The term 'potential gain'

15 means an amount equal to the excess of the fair market

16 value of property over its adjusted basis, but limited in

17 the case of land to the extent of the deductions allow-

18 able in respect to such land under sections 175 (relat-

19 ing to soil and water conservation expenditures) and

20 182 (relating to expenditures by farmers for clearing

21 land) for the taxable year and the 4 preceding taxable

22 years."

23 (b) OomvwoIwil AmENDMENTs.-

24 (1) Section 301 (b) (1) (B) (ii) relatingn to oor-

25 porate distributions of property) is amended by striking
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1 out "or 1250 (a)" and inserting in lieu thereof "1250

2 (a), or 1251 (c)".

3 (2) Section 301 (d) (2) (B) (relating to the basis

4 of property distributed by a corporation) is amended by

5 striking out "or 1250 (a)" and inserting in lieu thereof

6 "1250(a), or 1251 (c)".

7 (3) Section 312 (c) (3) (relating to adjustment

8 to corporate earnings and profits) is amended by strik-

9 ing out "or 1250 (a)" and inserting in lieu thereof "1250

10 (a), or 1251 (c)".

11 (4) Section 341 (e) (12) (relating to nonapplica-

12 tion of section 1245 (a) with respect to collapsible cor-

13 porations) is amended by striking out "and 1250 (a)"

14 and inserting in lieu thereof "1250 (a), and 1251 (c) ".

15 (5) Section 453 (d) (4) (B) (relating to distribu-

16 tion of inoallment obligations under certain liquidations)

17 is amended by striking out "or 1250 (a) " and inserting

18 in lieu thereof "1250 (a), or 1251 (c) ".

19 (6) Section 751 (c) (relating to unrealized receiv-

20 ables in partnership transactions) is amended by striking

21 out "section 1250(c)" and inserting in lieu thereof

22 "section 1250 (c), and farm recapture property (as

23 defined in section 1251 (e) (1))"; and by striking out

24 "1250 (a)" and inserting in lieu thereof "1250 (a), or

25 1251 (c)".
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1 (7) Th. tale of sections for part IV of subehapter

2 P of chapter I is amended by adding at the end thereof

3 the following:

"Se. 1251. Gain from disposition of property used in farm-
ing where farm losses offset nonferm income."

4 (o) EF CrTVE DATE.-The amendments made by

5 this section shall apply to taxable years beginning after

6 December 31, 1969.

7 SEC. 212. LIVESTOCK.

8 (a) DEPiECiATioN RECAPTURE.-

9 (1) GENERAL RULE.-Section 1245(a) (2) (re-

10 lating to recomputed basis with respect to gain from

11 disposition of certain depreciable property) is amended

12 by str ting out "or" at the end of subparagraph (A),

13 by adding "or" at the end of subparagraph (B), and

14 by inserting immediately after subparagraph (B) the

15 following:

16 "(C) with respect to livestock, its adjusted

17 basis recomputed by adding thereto all adjustments

18 attributable to a period after December 31, 1969,"

19 (2) CONFORMING AMENDMENT.-Section 1245

20 (a) (3) (relating to section 1245 property) is amended

21 by striking out "(other than livestock) ".

22 (3) EFFECTIVE DATE.-The amendments made by

23 paragraphs (1) and (2) shall apply with respect to tax-

24 able years beginning after December 31, 1969.



279

153

(b) LIvESTOCK USED IN TaAD OR BusuiNuss-

(1) AMENDMENT OF MOTION 1231.-8eotion

1231 (b) (3) (relating to property used in a trade or

business) is amended to read as follows:

"(3) LDvEsm.-Such term includes livestock

regardless of age, held by a taxpayer for draft, breeding,

sporting, or dairy purposes, but only if held by him for

at least 365 days after such animal normally would have

first been used for any of such purposes. Such term does

not include poultry."

(2) EIFFTrVE DATE.-The amendments made by

paragraph (1) shall apply to !ivehtock acquired after

December 31, 1969.

SEC. 213. HOBBY LOSSES.

(a) Section 270 (relating to limitation on deductions

allowable to individuals in certain cases) is amended to read

as follows:

"SEC. 27&. LIMITATION ON DEDUCTIONS IN CERTAIN

CASES.

"(a) GElmEAL RULE.-Items attributable to an activity

shall be allowed only to the extent of the gross income from

such activity unless such activity is carried on with a reason-

able expectation of realizing a profit.

"(b) REmuTABLu PRIDuMP'roN.-If the deductions

attributable to an activity exceed the gross incom,. from such
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1 activity by $25,000 or more for any 3 of 5 consecutive years

2 ending with the taxable year, then unless the taxpayer estab-

8 lihes to the contrary, the activity shall be deemed to have

4 been carried on without a reasonable expectatimi of realizing

5 a profit."

6 (b) (1) Section 6504 (relating to cross references with

7 respect to limitations on assessment and collection) is

8 amended by striking out paragraph (8).

9 (2) The table of sections for part IX of subchapter

10 B of chapter 1 is amended by striking out-

"See. 270. Limitation on deductions allowable to individuals
in certain cases."

11 and inserting in lieu thereof the following:

"Sec. 270. Limitation on deductions in certain cases "

12 (c) The amendment made by this section shall apply

13 to taxable years beginning after December 31, 1969.

14 Subtitle C-Interest
15 SEC. 221. INTEREST.

16 (a) LIMITATION ON INTRREST DEDUCTION ATTIB-

17 UTABLB TO INVESTMENT INDEBTEDNWE.-Section 163

18 (relating to interest) is amended by redesignating subsec-

19 tion (d) as (e), and by inserting after subsection (c) the

20 following new subsection:

21 "(d) LIMITATION ON INTEREST ON INVESTMENT IN-

22 DUD'm)NEss.-

23 "(1) IN OENERAL.-In the case of a taxpayer



281

156

I other than a oorporaion (except an electing small bui-

2 ness oorporiton as defined in section 1371 (b)), the

3 amount of investment interest allowable as a deduction

4 under subsection (a) shall not exceed the sum of-

5 "(A) $25,000 ($12,500, in the case of a sep-

6 rate return by a married individual),

7 "(B) the amount of the net investment income

8 (as defined in paragraph (3) (C)), and

9 "(0) an amount equal to the amount by which

10 the net long-term capital gain exceeds the net short-

11 term capital loss for the taxable year.

12 "(2) CAMYnORWA R Or DIALOWED INVT-

1 MBNT INTERET.-The amount of disallowed investment

14 interest for any taxable year shall be treated (except

15 for purposes of paragraph (1) (A)) as investment in-

16 terest paid or accrued in the succeeding taxable year.

17 "(3) Dm~iNrrioNs.--For purposes of this sub-

18 "on-

19 "(A) Ixv=nsTxmT rNoomi.-The term 'in-

20 vestment income' means the gross amount of income

21 from interest, dividends, rents, and royalties and net

2shorWerm capital gains derived from the disposition

23 of property held for investment, but only to the

24 extent that such gross income or such gains are not

25 derived from the conduct of a trade or business.
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1 U(B) r r muiu--The term In-

2 vestment expenses' men &l deductions allowable

$ under section 164(a) (1) or (2), 166, 167, 171,

4 212, or 611 directly connected with the produo-

5 tion of investment income.

6 " (C) NM fiV M'rEwT INOOMX.-The term

7 'net investment income' means the excess, if any, of

8 investment income over investment expenses.

9 " (D) INVESTMENT INTERRT.-The term 'in-

10 vestment interest' means interest paid or accrued on

11 indebtedness incurred or continued to purchase or

12 carry property held for investment.

13 "(E) DisALLowED INVESTMENT iNTEEsr.-

14 The term 'disallowed investment interest' moans,

15 with respect to any taxable year, the amount dis-

16 allowed as a deduction solely by reason of the limi-

1.7 station in paragraph (1).

19 "(4) SPEIAL RULm.-

19 "(A) PAzwrNuamP.-In the case of a part-

20 nership, the provisions of this subsection shall apply

21 with respect to the partnership and with respect to

22 each partner.

28 "(B) NBT oPmERTwo LOS oP z IRTro

SMALL BUSINESS ooPORATIONs.-The not operat-

25 ing loss deduction allowed to shareholders of an
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1 eleting mwl business corporation under section

2 1374 shall be deemed an investment interest deduo-

3 tion to the extent such investment interest is al-

4 lowed as a deduction to the corporation. Section

5 1374(d) shall be disregarded to the extent such

6 net operating loss deduction is deemed to be an in-

7 vestment interest deduction.

8 "(C) RiNT.-Gross income derived from

9 rents shall not be considered as gross income de-

10 rived from the conduct of a trade or business unless

11 (i) the sum of the deductions with respect to the

12 rent producing property which are allowable under

13 section 162 (relating to trade or business expenses)

14 equals or exceeds 15 percent of the rental income

15 produced by such property, and (ii) the taxpayer

16 is neither guaranteed a specified return nor is guar-

17 anteed in whole or in part against loss of income."

18 (b) CAPITAL GANs DRDucTION.-The first sentence

19 of section 1202 (relating to deduction for capital gains) is

20 amended by striking out "exceeds the net short-term capital

21 lose" and inserting in lieu thereof "exceeds the sum of the

2 net short-term capital loss and the amount of investment

23 interest allowable as a deduction under section 163 (d) (1)

24 (C) ".

25 (c) Epwayrwvu DATm.-The amendments made by this
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1 section shall apply to tumble years beginning after Deoem-

2 bet 31, 1969.

3 Subtitle D-Moving Expenses
4 SEC. 231. MOVING EXP NSES.

5 (a) DEDUCTION FOR MOVING ExPEBNM.-Section 217

6 (relating to moving expenses) is amended to read as

7 follows:

8 "SEC. 217. MOVING EXPENSES.

9 "(a) DEDucTIoN ALLOWED.-There shall be allowed

10 as a deduction moving expenses paid or incurred during the

11 taxable year in connection with the commencement of work

12 by the taxpayer as an employee at a new principal place of

13 work.

14 "(b) DEFINITION OF MovrNo EXPENSE.-

15 "(1) IN oEnA.-For purposes of this section,

16 the term 'moving expenses' means only the reasonable

17 expenses-

18 "(A) of moving household goods and personal

19 effects from the former residence to the new

20 residence,

21 "(B) of traveling (including meals and lodg-

22 ing) from the former residence to the new place of

23 residence,

24 "(C) of traveling (including meals and lodg-

25 ing), after obtaining employment, from the former
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residence to the general location of the new princi-

pal place of work and return, for the principal pur-

pose of searching for a new residence,

"(D) of meals and lodging while occupying

temporary quarters in the general location of the

new principal place of work during any period of

30 consecutive days after obtaining employment, or

(E) constituting qualified residence sale, pur-

chase, or lease expenses.

"(2) QUALIFIED E-I-USIENCE SALE, ETC., EX-

PENI3ES.-For purposes of par graph (1) (E), the term

'qualified residence sale, purchas, , or lease expenses'

means only reasonable expenses, incident to-

" (A) the sale or exch nge by the taxpayer or

his spouse of the taxpayer's former residence (not

including expenses for work performed on such

residence in order to assist in its sale) which (but

for this subsection and subsection (e)) would be

taken into account in det arminiug the amount real-

ized on the sale or exchange,

"(B) the purchase by the taxpayer or his

spouse of a new residence in the general location of

the new principal place of work which (but for this

subsection and subsectin (e)) would be taken

into account in determining-

33-865 O-C-9---pt. 1-19
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1 a(i) the adj bami of the new resi-

2 deuce, or

3 "(ii) the cost of a loan (but not including

4 any amounts which represent payments or pre-

5 payments of interest),

6 "(C) the settlement of an unexpired lease on

7 property used by the taxpayer as his former resi-

8 dence, or

9 "(D) the acquisition of a lease by the taxpayer

10 or his spouse on property used by the taxpayer as

11 his new residence in the general location of the new

12 principal place of work (not including amounts

13 which are payments or prepayments of rent).

14 "(3) LIMITATIONS.-

15 "(A) DOLLAR LIMIT.-The aggregate amount

16 allowable as a deduction under subsection (a) in

17 connection with a commencement of work which is

18 attributable to expenses described in subparagraph

19 (C) or (D) of paragraph (1) shall not exceed

20 $1,000. The aggregate amount allowable as a deduc-

21 tion under subsection (a) which is attributable to

22 qualified residence sale, purchase, or lease expenses

23 shall not exceed $2,500, reduced by the aggregate

24 amount so allowable which is attributable to ex-
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1 penses described in subparagraph (C) or (D) of

2 paragraph (1).

3 " (B) HUSBAND AND WIFi.-In the Case of

4 a husband and wife filing separate returns, sub-

5 paragraph (A) shall be applied by substituting

6 '$500' for '$1,000', and by substituting '$1,250'

7 for '$2,500'.

8 "(C) INDIVIDUALJ3 OTHER THAN TAX-

9 PAYER.-In the case of any individual other than

10 the taxpayer, expenses referred to in subparagraphs

11 (A) through (D) of paragraph (1) shall be taken

12 into account only if such individual has both the

13 former residence and the new residence as his prin-

14 cipal place of abode and is a member of the tax-

15 payer's household.

16 "(c) CONDITIONS FOR ALLOWANCE.-NO deduction

17 shall be allowed under this section unless--

18 "(1) the taxpayer's new principal place of work-

19 "(A) is at least 50 miles farther from his

20 former residence than was his former princijl, A place

21 of work, or

22 "(B) if he had no former principal place of

23 work, is at least 50 miles from his former residence,

24 and
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1 "(2) during the 12-month period immediately fol-

2 lowing his arrival in the general location of his new

3 principal place of work, the taxpayer is a full-time em-

4 ployee, in such general location, during at least 39

5 weeks.

6 " (d) RULES FOR APPLICATION OF SUBSECTION (c)

7 (2).-

8 "(1) The condition of subsection (c) (2) shall not

9 apply if the taxpayer is unable to satisfy such condition

10 by reason of-

11 "(A) death or disability, or

12 ." (B) involuntary separation (other than for

13 willful misconduct) from the service of, or trans-

14 fer for the benefit of, an employer aftei obtaining

15 full-time employment in which the taxpayer could

16 reasonably have been expected to satisfy such con-

17 dition.

18 "(2) If a taxpayer has not satisfied the condition of

19 subsection (c) (2) before the time prescribed by law

20 (including extensions thereof) for filing the return for

21 the taxable year during which he paid or incurred mov-

22 ing expenses which would otherwise be deductible under

23 this section, but may still satisfy such condition, then

24 such expenses may (at the election of the taxpayer) be
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1 deducted for such taxable year notwithstanding subsec-

2 tion (c) (2).

3 "(3) If-

4 " (A) for any taxable year moving expenses

5 have been deducted in accordance with the rule

6 provided in paragraph (2), and

7 "(B) the condition of subsection (c) (2) (as

8 modified by paragraph (1) of this subsection)

9 cannot be satisfied at the close of a subsequent tax-

10 able year,

11 then an amount equal to the expenses which were so

12 deducted shall be inchided in gross income for the first

13 such ,tibsequent taxable year.

14 "(e) DE, .IAL OF DOUBLE BENEFIT.-The amount rea-

15 lized on the sale of the residence described in subparagraph

16 (A) of subsection (b) (2) shall not be decreased by the

17 amount of any expenses described in such subparagraph

18 which are allowed as a deduction under subsection (a), and

19 the basis of a residence described in subparagraph (B) of

20 subsection (b) (2) shall not be increased by the amount of

21 any expenses described in such subparagraph which are

22 allowed as a deduction under subsection (a). This subsec-

23 tion shall not apply to any expenses with respect to which
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1 an amount is included in gross income under subsection

2 (d) (3).

3 "(f) REGULATIONS.-The Secretary or his delegate

4 shall prescribe such regulations as may be necessary to carry

5 out the purposes of this section."

6 (b) INCLUSION IN GBoss INCOME OF MOVING Ex-

7 PENSE REIMBUTSEMENTS.-Part 11 of subchapter B of

8 chapter 1 (relating to items specifically included in gross

9 income) is amended by adding after section 81 the follow-

10 ing new section:

11 "SEC. 82. REIMBURSEMENT FOR EXPENSES OF MOVING.

12 "There shall be included in gross income (as compen-

13 sation for services) any amount received or accrued, directly

14 or indirectly, by an individual from his employer as a pay-

15 ment for or reimbursement of expenses of moving from one

16 residence to another residence."

17 (c) CLERICAL AMEND rEnTS.-The table of sections

18 for part H of subchapter B of chapter 1 is amended by add-

19 ing at the end thereof the following:

"Ser 82. Reimbursmmt for epenb of moving."

20 (d) EF FETVE DAm.--The amendments made by this

21 section shall apply to taxable years beginning after Decem-

22 ber S1, 1969, except that section 217 of the Inteal Reve-

23 nue Code of 1954 (as amended by subsection (a)) shall

24 not apply to any item to the extent that the taxpayer received
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1 reimbursement or other expense allowance for such item

2 on or before December 31, 1969, which was not included in

3 his gross income.

4 TITLE I--OTHER ADJUSTMENTS
5 PRIMARILY AFFECTING INDI-
6 VIDUALS
7 Subtitle A-Limit On Tax Preferences
8 An4Allocation Of Deductions
9 SEC. 301. MTONTAXOJ

10 EST AND TRUSTS.

12 1) Part su te Bofchater I (re

13 items a fclly cigross me) is

14 ended by adding at en er the o new615 tinew.

18 (other than a corporation), shall iclud grow

19 income the ta ar tOf

20 preferences.

22 of this motn the amount tax Prdereno" ior

23 a stable year is the amount by whioh the -am of the iteas

24 .i tax- ppredernce exceedg than lmit a tax ie a.
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1 "(c) ITEMS OF TAX PREFERENCE.-

2 "(1) GENE RAL RULE.-For purposes of this see-

3 tion, the items of tax preference are:

4 " (A) CHARITABLE CONTRIBUTION OF APPRE-

5 CIATED PTROPERTY.-The amount of the deduction

6 (determined without regard to section 277) for

7 charitable contributions under section 170 or 642

8 (c) allowable for the taxable year which is attribut-

9 able to appreciation in the value of property not

10 included in gross income (determined without regard

11 to this section).

12 " (B) ACCELERATED DEPRECIATIO.-With

13 respect to each section 1250 property (as defined

14 in section 1250 (c)), the amount by which the de-

15 duction allowable for the taxable year for exhaus-

16 tion, wear and tear, obsolescence, or amortization

17 exceeds the depreciation deduction which would

18 have been allowable for the taxable year had the

19 taxpayer depreciated the property under the method

20 described in section 167 (b) (1) (relating to the

21 straight line method of depreciation) for each tax-

22 able year of its useful life for which the taxpayer

23 has heldjthe property.

24 "(C) INTBPST ON CERTAIN GOVERNMENTAL

25 OBIoATIONs.--The excess (if any) of interest on
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1 obligations which is excludable from gross incOme

2 for the taxable year under section 103 over the

3 sum of-

4 "(i) the amount of the proper adjustment

5 to basis required to be made for the taxable year

6 under section 1016 (a) (5) or (6), and

7 "(ii) the amount of deductions allocable to

8 such interest which is disallowed by applica-

9 tion of section 265(a) (1) (relating to ex-

10 penses relating to tax-exempt income),

11 multiplied by the transitional percentage as deter-

12 mined under paragraph (5).

13 "(D) FARM LOSSE.-The amount by which

14 the farm net loss (as defined tder section 1251 (e)

15 (2) but not including any item of tax preference

16 specified in subparagraph (B)) exceeds the amount

17 of the farm loss (if any) which would have been

18 determined under the accounting methods described

19 in section 1251 (b) (4).

20 "(E) CAPITAL GAINS DEDUCTION.-The

21 amount allowable as a deduction for long-term

22 capital gams under section 1202.

23 "(2) NowmES NT ALIHNS.-In the case of a non-

24 resident alien, the items of tax preference shall include

25 only those items of income which are effectively con-
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1 neoted with the conduct of a trade or business within the

2 United States and those items of deductions which are

3 allowable as deductions in determining taxable income

4 which is effectively connected with the conduct of a trade

5 or business within the United Statp

6 " (3) SPECIAL RULE FOR COMPUTING NET OPER-

7 ATING LOSS.-For purposes of computing the amount of

8 a net operating loss or the amount of a net operating loss

9 carryover, the items of tax preference shall be deter-

10 mined without regard to paragraph (1) (E).

11 " (4) SPECIAL RULE FOR SHAREHOLDERS OF AN

12 ELECTING SMALL BUSINESS CORPOATION.-Under reg-

13 ulations prescribed by the Secretary or his delegate, the

14 items of tax preference of an electing small business

15 corporation (as defined in section 1371 (b)) for each

16 taxable year of the corporation shall be treated as items

17 of tax preference of the shareholders of such corporation

18 and shall be apportioned pro rata among such share-

19 holders in a manner consistent with section 1374 (c) (1).

20 For purposes of the preceding sentence, this section

21 shall be treated as applying to such corporation.

22 " (5) TRANSITIONAL PERCENTAGE APPLICABLE

23 TO INTEREST ON CERTAIN GOVERNMENTAL OBLIGA-

24 TIONS.--The transitional percentage referred to in par-

25 graph (1) (C) is 10 percent multiplied by the number of
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1 taxable years beginning on or after January 1, 1970

2 (but not in excess of 100 percent).

3 "(d) ITMIT ON TAx PamEmENoa.-For purposes

4 of this section, the limit on tax preferences is an amount

5 equal to the greater of-

6 " (1) one-half of the sum of (A) the items of tax

7 preference, and (B) the adjusted gross income computed

8 without regard to this section and section 218 (a), or

9 "(2) $10,000 ($5,000 in the case of a married

10 individual filing a separate return).

11 "(e) AMOUNTS INCLUDED IN INCOM.-For purposes

12 of this chapter, the amount included in gross income under

13 this section shall be considered derived proportionately from

14 each item of tax preference.

15 "(f) CRoss REFERNCE.-

"For rules relating to adjustments for amounts dis
allowed as tax preferences by this section, se section
21&V

16 (2) Part VII of subchapter B of chapter 1 (relat-

17 ing to additional itemized deductions for individuals) is

18 amended by renumbering section 218 as 219, and by

19 inserting after section 217 the following new section:

20 "SEC. 21& ADJUSTMENTS FOR DISALLOWED TAX PREFER-

21 ENCES.

22 "(a) GBzRA L RuB..- f in any taxable year a tax-

23 payer has included disallowed tax preferences (as deter-
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1 mined under section 84 (b)) in gross income, the amount

2 thereof shall be allowed, subject to subsection (b), as a

3 deduction in each of the 5 succeeding taxable years to the

4 extent not used as a deduction in earlier taxable years

5 which are subsequent to the taxable year in which the dis-

6 allowed tax preferences arose. For purposes of the pre-

7 ceding sentence, the amount of disallowed tax preferences

8 to which this section applies shall be reduced by the amount

9 of any basis adjustments resulting from application of sub-

10 section (c) during the taxable year to which this section

11 is being applied and any prior taxable years which are sub-

12 sequent to the taxable year in which the disallowed tax

13 preferences arose.

14 "(b) LIMITATION.-The deduction under subsection

15 (a) for any taxable year shall not exceed the amount of the

16 limit on tax preferences (as defined in section 84 (d)) for

17 such taxable year reduced by-

18 "(1) the items of tax preference for such taxable

19 year, and

20 "(2) the deduction under subsection (a) for such

21 taxable year resulting from application of this section to

22 disallowed tax preferences arising in taxable years pre-

23 ceding the taxable year in which the disallowed tax pref-

24 erences being applied arose.

25 " W. ADJWmnWmm To 3&ML-
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1 "(1) I GENERAL.-Except as provided in para-

2 graph (2)-

3 "(A) disallowed tax preferences which relate

4 to items of tax preference described in section 84 (c)

5 (1) (B) shall increase the basis of the asset to

6 which they relate, and

7 "(B) disallowed tax preferences which relate

8 to items of tax preference described in section 84

9 (e) (1) (D) shall increase the basis of any farm

10 asset other than section 1250 property (as defined

11 in section 1250 (c)),

12 to the extent not allowed as a deduction or as an addi-

13 tion to basis under this section for an earlier taxable year.

14 Such increase shall not be taken into account for pur-

15 poses of the deduction allowed by section 167.

16 " (2) FAIR AmSET.-The increase in basis of farm

17 assets provided in paragraph (1) shall apply to such

18 assets in the order of disposition and shall not increase

19 the basis of an asset to an amount greater than-

20 "(A) the amount which the basis would have

21 been had the taxpayer used the accounting methods

22 described in section 1251 (b) (4), or

23 "(B) if the taxpayer so chooses, an amount de-

24 termined by use of reasonable estimates of the unit

25 costs of the different classes of assets."
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1 (b) TECHNICAL AMENDMENTS.-

2 (1) Section 62 (relating to definitions of adjusted

3 gross income) is amended by inserting after paragraph

4 (9) the following new paragraph:

5 " (10) ADJUSTMENTS FOR DISALLOWED TAX PREF-

6 EREz CE.-The deduction allowed by section 218."

(2) Section 1016 (relating to adjustments to basis)

8 is amended by redesignating subsection (c) as subsec-

9 tion (d) and by inserting after subsection (b) the fol-

i0 lowing new subsection:

11 " (c) LIMIT ON TAX PREPERENCE.-Adjustments to

12 basis shall be computed under this section without regard to

13 section 84 and section 218 except as otherwise provided in

14 section 218 (c) ."

15 (c) CLERICAL AMENDMENTS.-

16 (1) The table of sections for part II of subchapter

17 B of chapter I is amended by adding at the end thereof

18 the following:

"See. 84. Disallowed tax preferences."

19 (2) The table of sections for part VII of subchap-

20 ter B of chapter 1 is amended by striking out the 1 vit

21 item and inserting in lieu thereof the following:

"Se. 218. Adjustnests for dinalowed tax prefer~nzoes.
"See. 219. Cron reersuoss"
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1 (d) EFFECTIVE DATE.-The amendments made by this

2 section shall apply to taxable years beginning after Decem-

3 ber 31, 1969.

4 SEC. 302. ALLOCATION OF DEDUCTIONS.

5 (a) IN GENERAL.-Part IX of subchapter B of chapter

6 1 (relating to items not deductible) is amended by adding

7 at the end thereof the following new section:

8 "SEC. 277. LIMITATION ON DEDUCTIONS FOR INDIVIDUALS

9 "(a) GENERAL RULE.-If a taxpayer (other than a

10 corporation) has allocable expenses for a taxable year, the

11 deduction otherwise allowable under this chapter for such ex-

12 penses shall be disallowed to the extent of an amount equal

13 to the lesser of--

14 "(1) the aggregate of such expenses multiplied by

15 the section 277 fraction, or

16 "(2) the allowable tax preferences.

17 "(b) SwcTioN 277 FiRAcTiox.-For purposes of this

18 section, the section 277 fraction is the fraction the numera-

19 tor of which is the allowable tax preferences and the denomi-

20 nator of which is the sum of the allowable tax preferences

21 plus modified adjusted gross income.

22 "(c) DwNrTmONs.-For purposes of this section-
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1 "(1) ALLOCABLE EXPENSES.-

2 "(A) IN OENERAL.-The term 'allocable ex-

3 penses' means the sum of the amounts allowable as

4 deductions (without regard to this section and sec-

5 tion 172 (d)) by application of the following provi-

6 sions (to the extent not otherwise disallowed as a

7 deduction under section 265) :

8 "(i) section 163 (relating to interest),

9 determined without regard to section 163

10 (d) (1),

11 "(i) section 164 (relating to taxes),

12 "(iii) section 165 (relating to losses), but

13 only with respect to a loss described in section

14 165 (c) (3) (relating to casualty losses),

15 "(iv) section 170 (relating to charitable

16 contributions),

17 "(v) section 172 (relating to net operat-

18 ing loss deduction), but only to the extent that

19 the amount allowable (without regard to this

20 section) as a deduction is attributable to a loss

21 described in section 165 (c) (3),

22 "(vi) section 213 (relating to medical,

23 dental, etc., expenses), and

24 "(vii) section 216- (relating to deduction
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1 of certain amounts by cooperative housing cor-

2 portion tenant-stockholders).

3 "(B) ExcEpTioN.-Subparagraph (A) shall

4 not apply to interest and taxes paid or incurred in

5 the conduct of a trade or business (other than for

6 investment interest, as defined in section 163 (d)

7 (3) (D)).

8 "(C) TAXABLE YEARS BEGINNING IN 19 70.-

9 For taxable years beginning in 1970, the allocable

10 expenses shall be one-half of the amount determined

11 under subparagraph (A).

12 "(2) ALLOWABLE TAX PREFERENCES.-

13 "(A) GENERAL RULE.-The term 'allowable

14 tax preferences' means the excess (if any) of the

15 total of the items of tax preference determined under

16 section 84 (c).. (but only to the extent that such

17 items are not included in gross income under section

18 84), as modified in subparagphs (B), (C), and

19 (D), over $10,000 ($5,000 in the cme of a mar-

20 tried individual filing a oeparat return).

21 " (B) INTEET ON oEETAIN aovEaNMENAL

22 OBIGATIO.-For purposes of subparagraph (A),

23 interest excludable from gross income under etiou

8-86e O-*;--Pt. 1-20
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1 103 on obligations issued before July 12, 1969, shall

2 not be taken into account.

3 " (C) DEPLETION AND INTANGIBLE DRILLING

4 AND DEVELOPMENT COTSs.-With respect to each

5 property (as defined in section 614), there shall

6 be added to the items of tax preference (as deter-

7 mined under subparagraph (A)) the amount by

8 which the sum of the deduction for depletion allow-

9 able under section 611 for the taxable year, plus

10 the deduction for intangible drilling and develop-

11 ment costs allowable by application of the provi-

12 sions of section 263 (c) for the taxable year, exceeds

13 the sum of the amounts which would have been

14 allowable for the taxable year for depletion and

15 depreciation under section 611 if no deductions were

16 allowable in any taxable year by reason of the appli-

17 cation. of section 613 or 263 (c). Intangible drilling

18 and development costs incurred in drilling a nonpro-

19 ductive well shall not be tc.'en into accoubi.

20 "(D) ADUSTmENTs FOR DISALLOWED TAX

21 PBmEmBNOE.-There shall be added to the items

22 otax preference (as determined in subparagraph

23 (A)) the amount of the deduction allowable for the
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1 taxable year under section 218 (relating to adjust-

2 ments for disallowed tax preferences).

3 "(3) MODIFIED ADJUSTED GROSS INCOME.-

4 "(A) GENERAL RULE.-For purposes of this

5 'section, the term 'modified adjusted gross income'

6 means taxable income (determined without regard

7 to this section) plus allocable expenses, but in no

8 case shall modified adjusted gross income be less

9 than zero.

10 "(B) NET OPERATING LOS COMPUTATION.-

11 Taxable income and allocable expenses shall be

12 modified in computing modified adjusted gross in-

13 come, for purposes of determining the amount of a

14 net operating loss or a net operating loss carryover

15 by making the modifications specified in subsections

16 (b) (2) (A) and (d) of section 172.

17 "(d) AMOUNT DISALLOWED FROM EACH ALLOCABLE

18 EXPENSE.-For purposes of this chapter, the amount of de-

19 ductions disallowed by this section shall be disallowed pro-

20 portionately from each allocable expense.

21 "(e) LImT oN DIAlL LwBD INTEREST EXPENSE.-

22 For purposes of this section, the amount of investment
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1 interest (as defined in section 168 (d) (8) (D) disallowed by

2 application of subsection (a) shall be reduced, but not below

3 zero, by the amount of such interest expense disallowed as a

4 deduction during the taxable year by application of section

5 163(d)(1)."

6 (b) TEChNICAL AMENDMENTS.-

7 (1) Section 265 (relating to expenses and interest

8 relating to tax-exempt interest) is amended-

9 (A) by inserting "(a) GR AEnL RULE.--"

10 before "No deduction",

11 (B) by amending paragraph (1) of subsection

12 (a) of section 265, as amended by subparagraph

13 (A) of this paragraph, to read as follows:

14 "(1) ExPeNm .- Any amount otherwise allow-

15 able as a deduction (without regard to section 277)

16 which is allocable to one or more classes of income other

17 than interest (whether or not any amount of income of

18 that class or classes is received or accrued) wholly

19. exempt from the taxes imposed by this subtitle, or any

20 amount otherwise allowable under section 212 (relating

21 to expenses for production of income) which is allocable

22 to interest (whether or not any amount of such interest

23 is received or accrued) wholly exempt from the taxes

24 imposed by this subtitle (without regard to section

25 84) .",
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1 (C) by amending paragraph (2) of subsection

2 (a) of section 265, as amended by subparagraph

3 (A) of this paragraph, by inserting "(without re-

4 gard to section 84)" immediately after "taxes im-

5 posed by this subtitle" each time it appears, and

6 (D) by adding at the end thereof the following

7 new subsection:

8 "(b) SPECIAL RULE FOR OBLIGATIONS DESCRIBED IN

9 SECTION 103.-In the case of a taxpayer (other than a cor-

10 portionn, subsection (a) (2) shall not apply to that portion

11 of any interest on indebtedness (other than interest paid or

12 incurred in the conduct of a trade or business) incurred or

13 continued to purchase or carry an obligation, the interest on

14 which is wholly exempt from the taxes imposed by this sub-

15 title by application of section 103 (without regard to section

16 84), which bears the same ratio to the total amount of such

17 interest on indebtedness as the excess (if any) of the amount

18 of interest income determined under section 84(c) (1) (C)

19 as modified by section 277 (c) (2) (B) over $10,000

20 ($5,000 in the case of a married individual filing a.separate
21 return) bears to the amount of interest income wholly

22 exempt from the taxes imposed by this subtitle by appli-

23 cation of section 103 (without regard to section 84) ."
'21 (2) Section 643(a) (6) (A.) (relating to the defi-
25 nition of distributable net income in the case of the in-
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1 come of a foreign trust) is ameuded by itisertiig - (a)"

2 immediately after "section 265".

3 (a) CLiUUOAL AmHiNDMRNIT.-The table of setiomis for

4 part IX of subchapter B of chapter 1 is amended by adding

5 at the end thereof the following new item:

"8mc. 977. Limitation on deductions for individuals."

6 (d) EFFyirvTi DATHB.-The amendments made by this

7 stion shall apply to taxable years beginning after Decem-

8 ba' 81, 1969.

9 Subtitle B-Income Averaging
10 SEC. 311. INCOME AVERAGING.

(a) IaMTATxoN or TAx.--Seotion 1301 (relating to
12 limitation on tax) in amended by striking out "20 percent

of such income" and all that follows and inserting in lieu

14 thereof "20 percent of such income to 120 percent of av-

15 erage base period income."

16 (b) AvmuoAmD INooM.-Section 1302 (relating

17 to the definition of averagable income and related defini-

18 tiona) is amended to read as follows:

19 "8C. 180, DEFINITION OF AVIDRAGABLE INCOME; RE-

20 LATED DEFINITIONS.

1 "(a) AvnAOnaiz Is oMJ.-For purposes of this

part, the term 'averagable income' means the amount (if

28 any) by which taxable income for the computation year (de-

24 ereased by the amount (if any) to which section 72 (m) (5)
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1 applies) exceeds 120 percent of average hmne period in-

2 come.

3 "(b) AvE'itAG BASi IERIOD INX)UM.-For lrposes

4 of this part-

5 " (1) IN OHNICRAt,.-The tern 'average base period

6 income' means one-foarth of the siun of the base period

7 incomes for the base period.

8 "(2) BASE i~xImOt IoME.-Tlie base period in-

9 come for any taxable year is the taxable income for such

10 year increased by the amount (if any) equal to the ex-

11 cess of-

12 "(A) the amount. excluded from gross income

13 under section 911 (relating to earned income from

14 sources without the United States) and subpart D

15 of part III of subchapter N (see. 931 and follow-

16 ing, relating to income from sources within posses-

17 sions of the United States). over

18 " (B) the deductions which would have been

19 properly allocable to or chargeable against such

20 amount but for the exclusion of such amount from

21 gross income.

22 "(c) OTHER PtLATED DRFIrNmoNs.-For purposes of

23 this part-

24 " (1) COMPUTATION YzAR.-The term 'computa-
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1 i. on year' menns the taxnble year for which the taxpayer

2 chooses the benefits of this part.

3 "(2) BAS34 PE~io.-The term 'base period' means

4 the 4 taxable years immediately preceding the computa-

5 tion year.

6 "(3) BASF. PEImOD Y AR.-The term 'base period

7 year' means any of the 4 taxable years immediately

8 preceding the computation year.

9 "(4) JOINT RETURN.-The term 'joint return'

10 means the return of a husband and wife made under

11 section 6013."

12 (C) SPECIAL RULLE-s.-Section 1304 (b) (relating to

13 special rules applicable to income averaging) is amendc--

14 (1) by striking out '45,000" in paragraph (1) anzd

15 inserting in lieu thereof "$6,100";

16 (2) by striking out "and" at the end of paragraph

17 (3);

18 (8) by striking out the period at the end of parni-

19 graph (4) and inserting in lieu thereof k comma; and

20 (4) by adding at the end thereof the following new

21 paragraph.:

22 "(5) section 668 (b) (relating to limitation on tax

28 with respect to amounts deemed distributed by a tnst

24 in preceding yemr), and
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1 "(6) section 1348 (relating to 50-percent maxi-

2 mum rate on earned income) ."

8 (d) CONFORMING AMRNDMHDNT.-

4 (1) Section 1303 (c) (2) (B) is amended by strik-

5 ing out "adjusted".

6 (2) Section 1804 is amended-

7 (A) by striking out paragraph (3) of subsc-

8 tion (c) and by redesignating pagrmphs (4) and

9 (5) of such subsection as paragraphs (8) and (4),

10 respectively;

11 (B)" by striking out "Paragraphs (2), (3),

12 and (4)" in subsection (c) (1) and inserting in lieu

13 thereof "Paragraphs (2) and (3) ";

14 (C) by striking out "paragraph (4)" in sub-

15 section (c) (1) (B) and inserting in lieu thereof

16 "paragraph (3)";

17 (D) by striking out "adjusted" in subpam-

18 graph (B) of subsection (c) (3) (as redesignated) ;

is (E) by striking out "section 143" in subsection

20 (c) (4) (as redesignated) and inserting in lieu

21 thereof "section 158";

22 (F) by striking out in subsection (d) ", and

23 the $8,000 figure contained in section 1802 (b) (2)

24 (0) shall be applied to the aggregae net incomes";
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1 (0) by striking out subsections (e) and (f)

2 and inserting in lieu thereof the following:

3 "(e) T.&Tm1CNT OF CERTAIN OTHER ITEMS.-

4 "(1) SJWuTION 72mXIf).--Seotion 72 (m) (5) (re-

5 lating to penalties applicable to certain amounts received

6 by owner-employees) shall be applied as if this part had

7 not been enacted.

8 "(2) OTHIER ITM.-Except as otherwise pro-

9 vided in this part, the order and manner in which items

10 of income or limitations )n tax shall be taken into ac-

11 count in computing the tax imposed by this chapter on

12 the income of any eligible individual to whom section

13 1301 applies for any computation year shall be deter-

14 mined under regulations prescribed by the Secretary or

15 his delegate."; and

16 (H) by redesignating subsection (g) as (f).

17 (3) Section 6511 (d) (2) (13) (ii) is amended-

18 (A) by striking out "1302 (e) (1) " and insert-

19 ing in lieu thereof "1302 (c) (1) "; and

20 (B) by striking out "1302 (e) (3)" and insert-

21 ing in lieu thereof "1802 (c) (3) ".

22 (e) mTivu DATz.--The amendments made by this

23 setion shall a'ply with respect to computation years (within

24 the meani of section 1802 (c) (1) of the Internal Revenue

25 Code of 1954) beginning after December 81, 1969, and to
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1 base period years (within the meaning of section 1302 (c)

2 (3) of such Code) applicable to such computation years.

3 Subtitle C-Restricted Property
4 SEC. M21. RESTRICTED PROPERTY.

5 (a) IN G0NJRFAL.-Part II of subchapter B of chapter 1

6 (relating to items specifically included in gross income) is

7 amended by adding at the end thereof the following new

8 section:

9 "SEC. 85. RESTRICTED PROPERTY.

10 "(a) GENERAL RULE.-If, in connection with the per-

11 formanee of services, property is transferred to any person

12 other than the person for whom such services are performed,

13 the excess of-

14 "(1) the fair market value of such property (de-

15 termined without regard to any restriction other than a

16 restriction which by its terms will never lapse) at the

17 first time the rights of the person having the beneficial

18 interest in such property are transferable or are not sub-

19 ject to a substantial risk of forfeiture, whichever occurs

20 earlier, over

21 "(2) the amount (if any) paid for such property,

22 shall be included in gross income in the first taxable year

23 in which the rights of the person having the beneficial in-

24 tereet in such property are tranferable or are not subject

to a substantial risk c forfeiture, whichever is applicable.
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I "(b) SuBSTxTIAL Rmx oF FOPZEITUB.-For pur-

2 poses of this section, the rights of a person in property are

3 subject to a substantial risk of forfeiture if the transferee's

4 rights to full enjoyment of such property are conditioned

5 upon the future performance of substantial services.

6 " (o) CERAT2N RESTRICTONS WHICH WILL NEvEiR

7 LAPsE.-

8 "(1) VALUATION.-In the case of property sub-

9 ject to a restriction which by its terms will never lapse,

10 and which allows the transferee to sell such property

11 only at a price determined under a formula, such for-

12 mula price shall be deemed to be the fair market value

13 of the property unless established to the contrary by

14 the Secretary or his delegate, and the burden of proof

15 shall be on the Secretary or his delegate with respect to

16 such value.

17 "(2) CANCELLATION.-If, in the case of property

18 subject to a restriction which by its terms will never

19 lapse, the restriction is canceled, then, unless the tax-

20 payer establishes--

21 "(A) that such cancellation was not oompensa-

22 tory, and

23 "(B) that the peron, if any, who would be

24 allowed a deduction if the eaicelltio were treated

25 as compenswory, will treat the manao a not
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1 compensatory, as evidenced in such manner as the

2 Secretary or his delegate shall prescribe by

3 regulations,

4 the excess of the fair market value of the property (con-

5 puted without regard to the restrictions) at the time of

6 cancellation over the sum of-

7 "(0) the fair market value of such property

8 (computed by taking the restriction into account)

9 immediately before the cancellation, and

10 "(D) the amount, if any, paid for the

11 cancellation,

12 shall be treated as compensation for the taxable year

13 in which such cancellation occurs.

14 "(d) APPLICABILITY OF SI]coyzoI.-This section shall

i5 not apply to-

16 "(1) a transaction to which section 421 applies,

17 "(2) a transfer to a trust described in section

18 401(a),

19 "(3) the transfer of an option without a readily

20 ascertainable fair market value, or

21 "(4) the transfer of property pursuant to the ex-

22 ercise of an option with a readily ascertainable fair

23 market value at the date of grant.

24 "(e) HOLINo PmoOD.-In determining the period for

25 which the taxpayer has held property to which this section



314

188

1 applies, there shall be included only the period begiunihig

2 at the first time his rights in such property are transferable

3 or are not subject to h substantial risk of forfeiture, which-

4 ever occurs earlier.

5 " (f) TRANSITION RULES.-This section shall apply to

6 property transferTed after June 30, 1969, except that this

7 section shall not apply to property transferred-

8 "(1) pursuant to a binding. written contract en-

9 tered into before April 22, 1969,

10 "(2) upon the exercise of an option granted before

11 April 22, 1969, or

12 "(3) before February 1, 1970, pursuant to a writ-

13 ten plan adopted and approved before July 1, 1969."

14 (b) NON-nxEMPTV TRUSTS AND NONQUALIFIED AN-

15 NUITMES.-

16 (1) BENEFICIARY OF NON-EXEMPT TRUST.-Sec-

17 tion 402 (b) (relating to taxability of beneficiary of non-

18 exempt trust) is amended to read as follows:

19 "(b) TAxAmTY oF BENEFICIARY OF NON-EXEmPT

20 TBUST.---Contributions to an employees' trust made by an

21 employer during a taxable year of the employer which ends

22 within or with a taxable year of the trust for which the

23 trust is not exempt from tax under section 501 (a) shall be

24 included in the gross income of the employee in accord-

25 ance with section 85 (relating to restricted property). The
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1 amount actually distributed or made available to any dis-

2 tributee by any such trust shall be taxable to him in the

3 year in which so distributed or made available, under see-

4 tion 72 (relating to annuities), except, that distributions of

5 income of such trust before the annuity starting date (as

6 defined in section 72 (c) (4)) shall be included in the gross

7 inL-ome of the employee without regard to section 72 (e)

8 (1) (relating to amount not received as annuities). A bene-

9 ficiary of any such trust shall not be considered the owner

10 of any portion of such trust under subpart E of part I of

11 subchapter J (relating to grantors and others treated as

12 substantial owners)."

13 (2) BENEFICIARY UNDER NONQUALIFIED ANNU-

14 ITY.--Section 403 (relating to taxation of employee

15 annuities) is amended by striking out subsections (c)

16 an,1 (d) and inserting in lieu thereof the following

17 new subsection:

18 "(c) TAXABILITY OF BENEFICIARY UNDER NON-

19 QUALIzIED ANNUITIES OR UNDER ANNUITIES PURCHASED

20 BY ExEMPT OGAN ZATIONS.-Premiums paid by an em-

21 ployer for an annuity contract which is not subject to subseo-

22 tion (a) shall be included in the gross income of the

23 employee in accordance with section 85 (relating to re-

24 stricted property) . If the employer is exempt from tax under

2.5 section 501 (a) or 521 (a), the preceding sentence shall
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1 apply only to that portion of the premiums paid which is not

2 excluded from gross income under subsection (b). The

3 amount actually paid or made available to any beneficiary

4 under such contract shall be taxable to him in the year in

5 which so paid or made available under section 72 (relating

6 to annuities)."

7 (e) CLERICAL AmE.-DMEUT.-The table of sections for

8 part II of subchapter B of chapter 1 is amended by adding at

9 the end thereof the following ne .v item,

"Sec. 85. Restricted property."

10 (d) EFFECTIVE DATE.-The amendments made by

11 subsections (a) and (c) shall take effect upon the date of

12 enactment of this Act. The amendments made by subsection

13 (b) shall apply to transfers made and to premiums paid

14 after August 4, 1969.

15 Subtitle D--Other Deferred Compensation
16 SEC. 331. DEFERRED COMPENSATION.

17 (a) IN G mB BA.-Subchapter Q of chapter 1 (relating

18 to readjustment of tax between years and special limitations)

19 is amended by adding at the end thereof the following new

20 part:

21 "PART VIII-DEFERRED COMPENSATION

"Sec. 14. Deferred compensation.

22 NSEC. 1354 DEFERRED COMPENSATION.

23 "(a) MnnxuM TAx.-If an individual receives a de-
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i erred compensation payment during the taxable year, the

2 tax imposed by section 1 for the taxable year which is at-

3 tributable to the excess (if any) of such payment over

4 $10,000 shall not be less than the lower of-

5 "(1) the aggregate increase in tax resulting from

6 adding to the employee's taxable income (as modified

7 under subsection (c)) for each taxable year in which

8 such ,excess is deemed to have been earned the portion

9 of such excess deemed to have been earned in each such

10 year, or

11 . "(2) the tax determined by multiplying by the

12 number of taxable years in the period during which

13 such excess is deemed to have been earned, the average

14 of the increase in tax resulting from adding to the em-

15 ployee's taxable income (as modified under subsection

16 (c) ), for the 3 taxable years during the last 10 years

17. of such period for which his taxable income is highest,

18 the portion of such excess deemed to have been earned

19 in each such year.

20 "(b) YE" IN WHinH E.RNED.-A deferred compen-

21 sation payment shall be deemed to have been earned

22 ratably over (1) the employee's entire period of service

23 with the employer (or any predecessor or successor of the

24 employer or a parent or subsidiary corporation of the em-

8-BO O-0--pt. 1--1
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1 ployer), or (2) a portion of such period if, under regula-

2 tions prescribed by the Secretary or his delegate, such pay-

3 ment is properly attributable to such portion.

4 " (c) EFFECT OF PRIOR DEFERRED COMPENSATION

5 PAYMENTr.-For purposes of applying subsection (a) with

6 respect to a deferred compensation payment, the employee's

7 taxable income for any taxable year referred to in subsection

8 (a) shall be first increase by any amount added to the

9 taxable income for such taxable year with respect to any

10 deferred compensation payment previously received.

11 "(d) EMPLOYEE.-For purposes of this section, the term

12 'employee' includes any individual who performs services

13 for any person, notwithstanding the fact that such individual

14 is not regarded as the employee of such person for any other

15 purpose of this title.

16 "(e) INFORMATION REQUIREMET.--Subsection (a)

17 (1) shall not apply unless the taxpayer supplies such in-

18 formation as the Secretary or his delegate may by regulations

19 prescribe with respect to his income for each taxable year

20 in which the deferred compensation payment is deemed to

21 have been earned.

22 " (f) APPLICABILITY OF SIwTION.-This section shall

23 not apply to any deferred compensation payment made under

24 a written plan-
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1 "(1) which meets the requirements of section

2 401(a) (3) (4), (5), (6), (7),and (8),

3 "(2) which would meet such requirements but for

4 the fact that such plan is unfunded, or

5 "(3) in the case of a plan in existence on August

6 4, 1969, which is amended before January 1, 1972, so

7 as to meet the requirements of paragraph (1) or (2).

8 "(g) TRANSITION RULES.-The minimum tax imposed

9 by subsection (a) shall not apply to the ratable portion of

10 any deferred compensation payment attributable to a taxable

11 year-

12 "(1) beginning before January 1, 1970, or

13 "(2) beginning before January 1, 1974, if paid

14 or made available pursuant to an obligation which was,

15 on July 11, 1969, and at all times thereafter, binding

16 (without regard to the effect of any possibility of for-

17 feiture by the employee) ."

18 (b) CLwCAL AMENDMZT.-The table of parts for

19 subchapter Q of chapter 1 's amended by adding at the end

20 thereof the following new item:

"Part VIII. Deferred completionn"

21 (c) EFFIOTV DATE.-The amendments made by sub-

22 sections (a) and (b)shall apply with respect to taxable

23 years ending after June 30, 1969.
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1 Subtitle E-Accumulation Trusts,
2 Multiple Trusts, Etc.

3 SEC. 341. TREATMENT OF EXCESS DISTRIBUTIONS BY

4 TRUSTS.

5 (a) DEFINrIoIrO.-

6 (1) Subsections (b) and (c) of section 665 (re-

7 lating to definitions applicable to subpart D) are

8 amended to read as follows:

9 "(b) ACCUMULATION DISTRBUTiONS.-For purposes

10 of this subpart, the term 'accumulation distribution' means,

11 for any ta.xNble year of the trust, the amount by which-

12 "(1) the amounts specified in paragraph (2) of

13 section 661 (a) for such taxable year, exceed

14 "(2) distributable net income reduced (but not

15 below zero) by the amounts specified in paragraph (1)

16 of section 661 (a).

17 "(c) SPzouxI, RULE APPLICABLE TO DISTRIBUTIONS

18 BY CEHTA.N FoiEmoN TnUSTS.-Any amount paid to a

19 United States person which is from a payor who is not a

20 United States person and which is derived directly or in-

21 directly from a foreign trust created by a United States

22 person shall be deemed in the year of payment to have been

23 directly paid by the foreign trust."

24 (2) Subsection (d) of such section is amended
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1 by striking out "sections 667 and" and insertig in lieu

2 thereof "section".

3 (3) Subsection (e) of such section is amended to

4 read as follows:

5 "(e) PRCEIwNo TAXABLE YEAR.-In the cue of a

6 trust (other than a foreign trust created by a United States

7 person), the term 'preceding taxable year' does not include

8 any taxable year of the trust ending before April 23, 1964.

9 In the case of a foreign trust created by a United States

10 person, the term does not include any taxable year of the

11 trust to which this part does not apply. In the case of a

12 preceding taxable year with respect to which a trust qualifies

13 (without regard to this subpart) under the provisions of sub-

14 part B, for purposes of the application of this subpart to such

15 trust for such taxable year, such trust shall, in accordance

16 with regulations prescribed by the Secretary or his delegate,

17 be treated as a trust to which subpart 0 applies."

18 (b) AccuMuLITON DismTBUTioN ALLOCATED TO

19 PRECEDING YEA.-

20 (1) So much of section 666 as precedes subsection

21 (b) is amended to read as follows:

22 XC. N& ACCUMULATION DISTRIBUTION ALLOCATED TO

23 PRECEDING YE.ARS

24 "(a) AMOUNT ALLOcATD.-In the case of a tust
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1 which is subject to subpart 0, the amount of the accumula-

2 tion distribution of such trust for such taxable year shall be

3 deemed to be an amount within the meaning of paragraph'

4 (2) of section 661 (a) distributed on the last day of each

5 of the preceding taxable years to the extent that such amount

6 exceeds the total of any undistributed net incoines for any

7 taxable years intervening between the taxable year with

8 respect to which the accumulation distribution is deter-

9 mined and such preceding taxable year. The amount deemed

10 to be distributed in any such preceding taxable year under

11 the preceding sentence shall not exceed the undistributed

12 net income of such preceding taxable year. For purposes

13 of this subsection, undistributed net income for each of such

14 preceding taxable years shall be computed without regard

15 to such accumulation distribution and without regard to

16 any accumulation distribution determined for any succeed-

17 ing taxable year."

18 (2) Section 666 is amended by adding at the end

19 thereof the following new subsection:

20 "(d) SPECIAL RULE FOR DISTRIBUTIONS COVERED

21 BY SECTION 665 (b) BEFORE APRIL 23, 1969.-For the

22 purpose of determining the undistributed net income for any

23 preceding taxable year of a trust, amounts distributed before

24 April 23, 1969, which were excluded from the definition of

25 an accumulation distribution under section 665 (b) as in ef-
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1 fect before such date shall reduce the undistributed net income

2 of the preceding taxable year or years of the trust on the last

3 day of which they are deemed to have been distributed under

4 this subpart."

5 (c) DznItAL OF REFUND TO TRUSTS.--Section 667 is

6 amended to read as follows:

7 "SEC. 667. DENIAL OF REFUND TO TRUST.

8 "No refund or credit shall be allowed to a trust for any

9 preceding taxable year by reason of a distribution deemed

10 to have been made by such trust in such year under section

11 666."

12 (d) AMOUNTS TREATED As DISTRIBUTED IN PRIOR

13 YEAR.-Section 668 is amended to read as follows:

14 "SEC. 66& TREATMENT OF AMOUNTS DEEMED DISTRIB-

15 UTED IN PRECEDING YEARS

16 "(a) GENERA, RuL.-The total of the amounts which

17 are treated under section 666 as having been distributed by

18 the trust in a preceding taxable year shall be included in the

19 income of a beneficiary or beneficiaries of the trust when

20 paid, credited, or required to be distributed to the extent

21 that such total would have been included in the income of

22 such beneficiary or beneficiaries under section 662 (a) (2)

23 and (b) if such total had been paid to such beneficiary or

24 beneficiaries on the last day of such preceding taxable year.
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1 T (b) LIrMTATioN oz TAx.-

2 "(1) ALTEMNATIVE MRrODs.-The tax attribut-

3 able to the amounts treated under subsection (a) as hay-

4 ing been received by the beneficiary from a trust on the

5 last day of a preceding taxable year of the trust shall not

6 be greater than-

7 "(A) the aggregate of the taxes attributable to

8 those amounts had they been included in the gross

9 income of the beneficiary on such day in accordance

10 with section 662 (a) (2) and (b), or

11 "(B) the tax determined by multiplying by the

12 number of preceding taxable years of the trust, on

1 the last day of each of which an amount is deemed

14 under section 666 (a) to have been distributed, the

15 average of the increase in tax attributable to recom-

16 puting the beneficiary's gross income for the taxable

17 year and each of his 2 taxable years immediately

18 preceding the year of the accumulation distribution

19 by adding to the income of each of such years an

20 amount determined by dividing the amount required

21 to be included in income under subsection (a) by

Asuch number of preceding taxable years of the trust.

23 The recomputation for the taxable year shall be

2 tl made without regard to the inclusion in income
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1 required by subsection (a) of the accumulation dis-

2 tribution to which the limitation is being applied.

3 "(2) EXCmTIONB.-

4 " (A) When an accumulation distribution is

5 deemed under section 666 (a) to have been dis-

6 tributed on the last day of less than 3 taxable years

7 of the trust, the taxable years of the beneficiary for

8 which a recomputation is made under paragraph

9 (1) (B) shall equal the number of years to which

10 section 666 (a) applies, commencing with the most

11 recent taxable year of the beneficiary.

12 "(B) If a beneficiary was not alive on the last

13 day of each preceding taxable year of the trust with

14 respect to which a distribution is deemed made under

15 section 666(a), paragraph (1) (A) shall not apply.

16 In applying paragraph (1) (B), no recomputation

17 shall be made for a beneficiary for a taxable year

18 for which he was not alive.

19 " (3) EFFECT OF PRIOR ACCUMULATION DISTRIBU-

'0TIONS.-In computing the limitations on tax under pan-

21 graph (1) for any beneficiary to whom a prior

22 accumulation distribution or distributions have been paid,

23 credited, or required to be distributed (whether from the

24 same trust or another trust), the income of the bene-
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1 ficiary for each of his preceding taxable years shall in-

2 clude -amounts previously deemed distributed to such

3 beneficiary for such year under section 666 as a result

4 of prior accumulation distributions.

5 " (4) MULTIPLE DISTRIBUTIONS IN THE SAME

6 TAXABLE YEAR.-In the case of accumulation distribu-

7 tions made from more than one trust which are includ-

8 able in the income of a beneficiary in the same taxable

9 year, the di.,tributions shall be deemed to have been

10 made consecutively in whichever order the beneficiary

11 shall determine.

12 "(5) INFORMATION REQUIREMET.-

13 "(A) The limitation on tax provided in para-

14 graph (1) (A) shall not be effective unless the

15 beneficiary supplies such information with respect

16 to his income, for each taxable year on the last

17 day of which an amount is deemed distributed under

18 section 666(a), as the Secretary or his delegate

19 may by regulations prescribe.

20 " (B) In addition, in the case of a foreign trust

21 created by a United States person, the limitation

22 on tax provided in paragraph (1) shall not be

23 effective unless the beneficiary supplies such infor-

24 mation with respect to the operation and accounts

25 of the trust, for each taxable year on the last day
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1 of which an amount i deemed 6stributed under

2 section 666 (a), as the Secretary or his delegate

3 may by regulations prescbe.

4 "(c) CREDIT FOR TAx] PAID BY TRUST.-The tax

5 imposed on a beneficiary under this chapter shall be credited

6 with the amount of taxes deemed distributed to him under

7 section 666 (b) and (c)."

8 (e) DELETION OF SPECIAL RuLEa APPLICABLE TO

9 CERAINr FoRmGN TRUSTS.-Section 669 (relating to spe-

10 cial treatment of beneficiaries of certain foreign trusts) is

11 repealed.

12 (f) TECHNICAL AMENDMENTs.:-The table of sections

13 for subpart D of part I of subchaer J of chapter 1 (relat-

14 ing to treatment of excess distributions by trusts) is

15 amended-

16 (1) by striking out

"See. 666. Accumulaon distribution allocated to 5 preced-
ing yosis"

17 and inserting in lieu thereof

"See. 666. Accumulation distribution alloested to preceding
years."

18 (2) by striking out

"Sec 69. Special rules applicable to certain foreign trusta."

19 (g) Fxswmv DATE AND TRwsmor.AL RULEI.-

20 (1) Except for amounts credited or required to be

21 distributed before April 23, 1969, and except as pro-
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1 vided in paragraph (2), the amendments made by this

2 section shall apply with respect to all distributions by

3 trusts paid, credited, or required to be distributed after

4 April 22, 1969.

5 (2) For the taxable year of the trust in which

6 April 23, 1969, occurs--

7 (A) DiSTRBUTIONS NOT EXCEEDING $2,-

6000.-If the total of the amounts specified in para-

9 graph (2) of section 661 (a) of the Internal Reve-

10 nue Code of 1954 do not exceed distributable net

11 income of the trust reduced by the amounts specified

12 in paragraph (1) of section 661 (a) of such Code

13 by more than $2,000, there shall be deemed to be

14 no accumulation distribution for such taxable year.

15 (B) If amounts were paid, credited, or were

16 required to be distributed by a trust during the

17 portion of the year occurring before April 23, 1969,

18 the accumulation distribution for the year shall be

19 the total of--

20 (i) The accumulation distribution for the

21 portion of the year before April 23, 1969, de-

22 termined in accordance with the law in effect

23 before the enactment of this Act, and

24 (ii). The accumulation distribution for the
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I portion of the year after April 22, 1969, deter-

2 mined in accordance with the kw as amended

3 by this Act.

4 In making these determinations, there shall be al-

5 located to the portion of the year after April 22,

6 1969, the distributable net income of the trust ex-

7 cept to the extent it exceeds the amounts specified

8 in section 661 (a) of such Code for such portion of

9 the year. The remainder, if any, of the distributable

10 net income shall be located to the portion of the

11 year before April 2V., 1969.

12 SEC. 342. TRUST INCOME FOR BENEFIT OF A SPOUSE.

13- (a) INCOME FOR BENEMIT OF GRANTOR'S SPOUSE.-

14 (1) Paragraphs (1), (2),and (3) of section 677

15 (a) (relating to income for benefit of grantor) are

16 amended by striking out "the grantor" each place it

17 appears and inserting in lieu thereof "the grantor or the

18 grantor's spouse".

19 (2) Section 677 (b) is amended by striking out

20 "beneficiary" and inserting in lieu thereof "beneficiary

21 (other than the granr's spouse) ".

22 (b) Emmo VB DATB.-The amendments made by

23 subsection (a) shall apply in respe t of property trnsferred

24 in trust after April 22, 1969.
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1 TITLE IV-ADJUSTMENTS PRIMAR-
2 ILY AFFECTING CORPORATIONS
3 Subtitle A-Multiple Corporations
4 SEC. 40L MULTIPLE CORPORATIONS.

5 (a) IN GzYBmuL.-

6 (1) Section 1561 (relating to surtax exemptions

7 in case of certain controlled corporations) is amended

8 to read as follows:

9 "SEC. 156L LIMITATIONS ON CERTAIN MULTIPLE TAX

10 BENEFITS IN THE CASE OF CERTAIN CON.

11 TROLLED CORPORATIONS.

12 "(a) GENMEAT RuLE.-The component members of a

13 controlled group of corporations on a December 31 shall,

14 for their taxable years which include such December 31, be

15 limited for purposes of this subtitle to-

16 "(1) one $25,000 surtax exemption under section

17 11 (d),

18 "(2) one $100,000 amount for purposes of com-

19 putting the accumulated earnings credit under section

20 535(c) (2) and (3), and

21 "(3) one $25,000 amount for purposes of com-

22 punting the limitation on the small business deduction of

23 life insurance companies under sections 804 (a) (4) and

24 809 (d) (10).

25 The amowat specified in paragraph (1) shall be divided
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1 equally among the component members of such group on such

2 December 31 unless all of such component members consent

3 (at such time and in such manner as the Secretary or his

4 delegate shall by regulations prescribe) to an apportionment

5 plan providing for an unequal allocation of such amount. The

6 amounts specified in paragraphs (2) and (3) shall be

7 divided equally among the component members of such group

8 on such December 31 unless the Secretary or his delegate

9 prescribes regulations permitting an unequal allocation of

10 such amounts.

11 "(b) CEitAiN SHORT TAxABLE YBa.-If a corpo-

12 ration has a short taxable year which does not include a

13 December 31 and is a component member of a controlled

14 group of corporations with respect to such taxable year, then

15 for purposes of this subtitle-

16 "(1) the surtax exemption under section 11 (d),

17 "(2) the amount to be used in computing the

18 accumulated earnings credit under section 585 (c) (2)

19 and (3), and

20 "(3) the amount to be used in computing the limi-

21 tation on the small business deduction of life insurance

22 companies under sections 804 (a) (4) and 809 (d) (10),

23 of such corporation for such taxable year shall be the amount

24 specified in subsection (a) (1), (2),or (8) a the cue may
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1 be, divided by the number of corporations which are com-

2 ponent members of such group on the last day of such tax-

3 able year. For purposes of the preceding sentence, section

4 1563 (b) shall be applied as if such last day were substituted

5 for December 31."

6 (2) Section 1562 (relating to privilege of groups

7 to elect multiple surtax exemptions) is repealed.

8 (b) TRANSITIONAL RULES FOR CONTROLLED GROUPS

9 OF CORPORATIONS.-

10 (1) Part II of subchapter B of chapter 6 (relating

11 to certain controlled corporations) is amended by add-

12 ing at the end thereof the following new section:

13 "SEC. 1564 TRANSITIONAL RULES IN THE CASE OF CER-

14 TAIN CONTROLLED CORPORATIONS.

15 "(a) LIMITATION ON ADDITIONAL BENEFITS.-

16 "(1) IN GENEIRAL.-With respect to any Decem-

17 ber 31 after 1968 and before 1976, the amount of-

18 "(A) each additional $25,000 -urtax exemp-

19 tion under section 1562 in exces uf the first such

20 exemption,

21 "(B) each additional $100,000 amount under

22 section 535(c) (2) and (3) in excess of the first

23 such amount, and

24 "(C) each additional $25,000 limitation on the

25 small business deduction of life insurance companies
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1 under sections 804 (a) (4) and 809 (d) (10) in

2 excess of the first such limitation,

3 otherwise allowed to the component members of a con-

4 trolled group of corporations for their taxable years

5 which include such December 31 shall be reduced to

6 the amount set forth in the following schedule:

Amwst vadgi Smill hadmas
"Tbls rS at"- mm w e fndo 4

Da 3. in$ ................ ...................i2 s 50 821,i7
0.6L3L 117 ......................................... 15,750 7500 1,750
0o I............................................ TS 37,00 3o

OL 31: 1974 ........... 2.......................... l 50 o M
OL, II 117$ ............. ............................. A5l.

7 "(2) ELECTION.-With respect to any Decem-

8 ber 31 after 1968 and before 1976, the component mem-

9 bers of a controlled group of corporations shall elect (at

10 such time and in such manner as the Secretary or his

11 delegate shall by regulations prescribe) which compo-

12 nent member of such group shall be allowed for its tax-

13 able year which includes such December 31 the surtax

14 exemption, the amount under section 535 (c) (2) and

15 (3), or the small business deduction limitation which is

16 not reduced under paragraph (1).

17 "(b) DIvmDNDS RECEIVED BY CORPORATIONS.-

18 "(1) GENERAL RULB.-If-

19 "(A) an election of a controlled group of cor-

20 porations (as defined in section 1563 (a) (1) or

21 (4)) under section 1562 (a) (relating to privilege

88-865 0-69--pt. 1-22
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1 of a controlled group of corporations to elect to have

2 each of its component members make its returns

3 without regard to section 1561) was made on or

4 before April 22, 1969, and

5 "(B) such election is effective with respect to

6 the taxable year of each component member of such

7 group which includes December 31, 1969,

8 then, with respect to a dividend distributed on or before

9 December 31, 1978, out of earnings and profits of a

10 taxable year including a Ievemer 31 after 19(18 and

11 before 1976, subsections (a) (3) and (b) of section

12 243 (relating to dividends received by corporations)

13 shall be applied to the members that comprise an aflili-

14 ated group (as defined In section 243 (b) (5)) in the

15 manner set forth in paragraph (2).

16 "(2) SPECIAL IRULIM.-

17 "(A) An election under section 243 (b) (2)

18 may be made for a taxable year including a Dc-

19 member 31 after 1968 and before 1976, notwith-

20 standing that an election under section 1562 (a) is

21 in effect for the taxable year.

22 "(B) Section 243(b) (1) (B) (ii) shall not

23 apply with respect to a dividend distributed on or

24 before December 31, 1978, out of earnings and
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1 profits of a taR~hle year including a I)ecmber 31

2 after 1968 and before 1976 for which an election

3 under section 1512 (a) is in effect, and in lieu of the

4 percentage specified in section 243 (a) (3) with re-

5 spevt to such dividend, the perentage shall be the

6 percentage set forth in the following schedule:

"I the dividend Is distributed out of
earnings and profts of the diatrib.

mting corporation.. taxable year The percentage
which includes- shl be-

IDwmnbtor 3 t, iI TO-------------------------------- 89 p'r"cn
Deenmbe tro, 1 h------------------------------ 91 eiont

Do umber se, 7 ------------- --- ------------- e t 24""
D (31, 197 --- --- i------------ ---------- 1mrit
Ienb~r 8, 194 --------- --------- 97peri tt
Pwember31, 9Th---------------------------- 0) por"cnt.

7 " (C) For taxable years which include a

8 Deember 31 after 1908 for which an election

9 under section 1t502 (a) is in effect, section 243 (b)

10 (.%.) (01) (v) shall not be applied to limit the niun-

11 ber of surtax exemptions.

12 "(c) CUR wrN BnoRI TAxAlnx Yan s.-If-.

13 " (1) a corporation has a short taxable year begin-

14 ring after December 31, 1968 and ending before De-

15 comber 31, 1975, which does not include a December

16 31, and

17 "(2) such corporation isa component member of

18 a controlled group of corporatio with repec to such
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1 taxable year (detenined by plydig seciioi 1.56:1

2 (b) as if the last day of such taxahhe yer were stisti-

3 tuted for December 31),

4 then subsections (a) and (b) shall be applied as if the last

5 day of such taxable year were the uiearvt December 31 to

6 such day."

7 (2) If-

8 (A) an election of a controlled group of cor-

9 porations (as defined in section 1563 (a) (I) of

10 the Internal Revenue Code of 1954) under section

11 1562 (a) of such Code (relating to privilege of a

12 controlled group of corporations to elect to have

13 each of its component members make its returns

14 without regard to section 1561) was made on or

15 before April 22, 1969,

16 (B) such election is effective with respect to

17 the taxable year of each component member of

18 such group which includes December 31, 1969,

19 (0) one or more component members of such

20 group sustains a net operating loss (within the

21 meaning of section 172 of such Code) in a taxable

22 year ending on or after December 31, 1969, for

23 which the election under section 1562 (a) is in

24 effect, and

25 (D) such net operating loss is a carryover to
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1 a subsequent taxable year for which the members

2 of such group join in the filing of a consolidated

2 return,

4 then, under regulations prescribed by the Secretary or

5 his delegate, such not operating loss shall be allowed

6 (if it would have been allowable had the election under

7 section 1562 (a) not been in effect) as a deduction

8 against the income of other members of such group in

9 the same proportion as the additional surtax exemptions

10 of such group were reduced under section 1564 (a) of

11 such Code for the taxable year in which such net operat-

12 ing loss was sustained.

13 (3) (A) The first of sentence of section 1562 (b)

14 (1) is amended by striking out "$25,000" and insert-

15 ing in lieu thereof "the amount of such corporation's

16 surtax exemption for such taxable year".

17 (B) Section 11 (d) is amended by striking out

18 "section 1561" and inserting in lieu thereof "section

19 1561 or 1564".

20 (C) Section 535(c) (5) is amended by striking

21 out "section 1551" and inserting in lieu thereof "see-

22 tion 1551, and for limitation on such credit in the case

23 of certain controlled corporations, see section 1564".

24 (D) Section 804 is amended by adding after sub-

25 section (c) the following new subsection:
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1 "(d) ONose RZnMr .-

"For reduction of the $54000 amount provided in sub-
section (a)(4) in the ear of certain controlled corporal.
tlou see section 1564.'

2 (E) The table of sections for part II of subchapter

3 B of chapter 6 is amended by adding at the end thereof

4 the following:

"Sec. 1564. Tramnitional rules in the case of certain om-
trolled corporations."

5 (c) BOTHEM-SISTEE CONT)OLL D GROUPS.--Section

6 1563 (a) (2) is amended to read as follows:

7 " (2) BBOT]a-mSTER CONTROLLED (ROUP.-Two

8 or more corporations if 5 or fewer persons who are indi-

9 viduals, estates, or trusts own (within the meaning of

10 subsection (d) (2)) stock possessing--

11 "(A) at least 80 percent of the total combined

12 voting power of all classes of stock entitled to vote

13 or at least 80 percent of the total value of shares of

14 all classes of the stock of each corporation, and

15 "(B) more than 50 percent of the total com-

, 16 bined voting power of all classes of stock entitled

17 to vote or more than 50 percent of the total value

18 of shares of all classes of stock of each corporation,

19 taking into account the stock ownership of each such

20 person only to the extent such stock ownership is

21 identical with respect to each such corporation."
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1 (d) EXCLUDED STOCK RuEs.-

2 (1) Section 1563 (c) (2) (A) is amended by strik-

3 ing out "or" at the end of clause (ii) ; striking out

4 "stock." at the end of clause (iii) and inserting in lieu

5 thereof "stock, or"; and adding after clause (iii) the

6 following new clause:

7 "(iv) stock in the subsidiary corporation

8 owned (within the meaning of subsection (d)

9 (2)) by an organization (other than the parent

10 corporation) to which section 501 (relating to

11 certain educational and charitable organizations

12 which are exempt from tax) applies and which

13 is controlled directly or indirectly by the parent

14 corporation or subsidiary corporation, by an

15 individual, estate, or trust that is a principal

16 stockholder (within the meaning of clause (ii))

17 of the parent corporation,. by an officer of the

18 parent corporation, or by any combination

19 thereof."

20 (2) Section 1563 (e) (2) (B) is amended-

21 (A) by striking out "a person who is an indi-

22 vidual, estate, or trust (referred to in this paragraph

23 a 'common owner) owns" and inserting in lieu

24 thereof "5 or fewer persons who are individuals,
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1 estates, or tusts referredd to in thi paragraph m

2 commonn owners') own";

3 (B) by striking out "or" at the end of claun

4 (i);

5 (C) by striking out in clause (ii) "such corn-

6 mon owner", "the common owner", and "stock."

7 and inserting in lieu thereof "any of such common

8 owners", "any of the common owners", and "stock,

9 or", respectively; and

10 (D) by adding after clause (ii) the following

11 new clause:

12 "(iii) stock in such corporation owned

13 (within the meaning of subsection (d) (2))

14 by an organization to which section 501 (relat-

15 ing to certain educational and charitable or-

16 ganizations which are exempt from tax) applies

17 and which is controlled directly or indirectly by

18 such corporation, by an individual, estate, or

19 trust that is a principal stockholder (within the

20 meaning of subparagraph (A) (ii)) of such

21 corporation, by an officer of sich corporation, or

22 by any combination thereof."

23 (e) INVMsMNT C rr.-

24 (1) Section 46 (a) (5) is amended to read a
25 follows:
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1 "(5) CONTROLLED (IROUP.-In the case of a con-

2 trolled group, the $25,000 amount specified under para-

3 graph (2) shall be reduced for each component mere-

4 ber of such group by apportioning $25,000 among the

5 component members of such group in such manner as

6 the Secretary or his delegate shall by regulations pre-

7 scribe. For purposes of the preceding sentence, the

8 term 'controlled group' has the meaning assigned to such

9 term by section 1563 (a)."

10 (2) Section 48(c) (2) (C) is amended .to read as

11 follows:

12 " (C) CONTROLLED oROU1.-In the case of

13 a controlled group, the $50,000 amount specified

14 under subpamgraph (A) shall be reduced for each

15 component member of the group by apportioning

16 $50,000 among the component members of such

17 group in accordance with their respective amounts

18 of used section 38 property which may be taken into

19 account."

20 (3) Section 48(c) (3) (C) is amended to read as

21 follows:

22 "(C) CONTROLLED oRouP.-The term 'con-

23 trolled group' has the meaning signed to such

24 term by section 1568 (a), except that the phrase

25 'more than 50 percent' shall be substituted for the
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1 phrase 'at least 80 percent' each place it appears in

2 setion 1563 (a) (1)."

3 (4) Section 48(d) (2) is amended by striking

4 out "member" and "affiliated. group" wherever they ap-

5 pear and inserting in lieu thereof "component member"

6 and "controlled group", respectively.

7 (f) ADDrrIONAL FIRST-YFAn DEPRECIATION.--Sec-

8 lion 179 (d) is amended-

9 (1) by striking out in paragraph (2) (B) "mem-

10 ber" and "affiliated group" wherever they appear and

11 inserting in lieu thereof "component member" i.nd "con-

12 trolled group", respectively, and

13 (2) by amending paragraphs'(6) and (7) to read

14 as follows:

15 "(6) DOLLAR LIMITATION OF CONTROLLED

16 GROUP.-For purposes of subsection (b) of this sec-

17 tion-

18 "(A) all component members of a controlled

19 group shall be treated as one taxpayer, and

20 "(B) the Secretary or his delegate shall appor-

21 tion the dollar limitation contained in such subsec-

22 tion (b) among the component members of .nch

23 controlled group in such manner as he shall by

24 regulations prescribe.

25 "(7) CONTROLLED GROUP DEFINED.-For pur-
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1 poses of paragraphs (2) and (6), the term 'controlled

2 group' has the meaning assigned to it by section

3 1563 (a), except that, for such purposes, the phrase

4 'more than 50 percent' shall be substituted for the phrase

5 'at least 80 percent' each place it appears in section

6 1563 (a) (1) ."

7 (g) MUTUAL INSURANCE COMPANIES.-

8 (1) Section 821 (relating to tax on mutual in-

9 surance companies to which part II applies) is amended

10 by redesignating subsection (f) as subsection (g) and

11 by inserting after subsection (e) the following new

12 subsection:

13 " (f) CERTAIN CONTROLLED CORPORATION..-In the

14 case of a controlled group of corporations (as defined in sec-

15 tion 1563 (a)), each of the stated dollar amounts in sub-

16 sections (a) (1) and (c) shall be apportioned, under

17 regulations prescribed by the Secretary or his delegate,

18 among the corporations subject to taxation under this see-

19 tion which are component members (determined without

20 the application of section 1563 (b) (2) (D)) of such

21 group."

22 (2) Section 823 (c) (relating to special deduction

23 for small company having gross amount of less than

24 $1,100,000) is amended by adding at the end thereof

25 the following new paragraph:
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1 "(a) O AIN CONTROLLED COHPORAT'IONS.-IIn

2 the case of a controlled group of corporations (as defined

3 in section 1 I (a)), each of the stated dollar anounts

4 in paragraph (1) shall be apportioned, under regulatious

5 prescribed -by the Secretary or his delegate, anong the

6 corporations subject to taxation under section 821 which

7 are component member (determined without the appli-

8 cation of section 1563 (b) (2) (D)) of such group."

9 (3) Section 501 (c) (15) (relating to exemption

10 from tax of certain mutual insurance companies) is

11 amended by striking out "$150,000" and inserting in

12 lieu thereof "the smaller of (A) $150,000, or (B) if

13 any amount i4 apportioned to such corporation in ac-

14 cordance with section 821 (f), such amount".

15 (h) EFFEJcT' DATR.-

16 (1) The mendments made by subsection (a) shall

17 apply with respect to taxable years beginning after

18 December 31, 1975.

19 (2) The amendments made by paragraphs (1)

20 and (3) of subsection (b) shall apply with respect to

21 table years beginning after December 31, 1968.

22 (3) Paragraph (2) of subsection (b) shall apply

23 with respect to net operating losses sustained in taxable

24 years ending on or after December 31, 1969.

25 (4) The amendments made by subsections (c)
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1 through (f) shall apply with respect to taxable years

2 ending on or after December 31, 1969.

3 (5) The amendments made by subsection (g) shall

4 apply with respect to taxable years beginning after

5 December 31, 1971.

6 Subtitle B-Debt-Financed Corporate
7 Acquisitions and Related Problems
8 SEC. 411. INTEREST ON INDEBTEDNESS INCURRED BY

9 CORPORATIONS TO ACQUIRE STOCK OR ASSETS

10 OF ANOTHER CORPORATION.

11 (a) DISALLOWANCE OF INTEREST DEDUCTION.-Part

12 IX of subchapter B of chapter 1 (relating to items not

13 deductible) is amended by adding at the end thereof the

14 following new section:

15 "SEC. 279. INTEREST ON INDEBTEDNESS INCURRED BY

16 CORPORATIONS TO ACQUIRE STOCK OR

17 ASSETS OF ANOTHER CORPORATION.

18 "(a) GENERAL RULE.-No deduction shall be allowed

19 for any interest paid or inicurred by a corporation during the

20 taxable year with respect to its corporate acquisition indebted-

21 ness to the extent that such interest exceeds--

22 "(1) $5,000,000, reduced by

23 "(2) the amount of interest paid or incurred by

24 such corporation during such year on obligations which
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1 are described in subsection (b) (1) but which are not

2 corporate acquisition indebtedness.

3 "(b) CORPORATE ACQUISITION INDIBTEDNMS.-For

4 purposes of this section, the term 'corporate acquisition in-

5 debtedness' means any obligation evidenced by a bond, de-

6 benture, note, or certificate or other evidence of indebtedness

7 issued by a corporation (hereinafter in this section referred

8 to as the 'issuing corporation') if-

9 " (1) such obligation is issued to provide considera-

10 tion for the acquisition of the stock in, or assets of, an-

11 other corporation (hereinafter referred to in this section

12 as the 'acquired corporation'), except that, where the

13 obligation is issued to provide consideration for the ac-

14 quisition of assets, at least two-thirds of the total value

15 of all the assets of the acquired corporation are acquired

16 pursuant to a plan of acquisition,

17 "(2) such obligation is subordinated to the claims

18 of trade creditors of the issuing corporation generally,

19 "(3) the bond or other evidence of indebtedness is

20 either-

21 " (A) convertible directly or indirectly into

22 stock of the issuing corporation, or

23 "(B) part of an investment unit or other ar-

24 rangement which includes, in addition to such bond

25 or other evidence of indebtedness, an option to ao-
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1 quire, directly or indirectly, stock in the issuing cor-

2 portion, and

3 "(4) as of a day determined under subsection (c)

4 (1), either-

5 "(A) the ratio of debt to equity (as defined in

6 subsection (c) (2)), of the issuing corporation ex-

7 ceeds 2 to 1, or

8 "(B) the projected earnings (as defined in sub-

9 section (c) (3)), do not exceed 3 times the an-

10 nual interest to be paid or incurred (determined

11 under subsection (c) (4) ).

12 "(c) RULES FOR APPLICATION OF SUBSECTION (b)

13 (4) .- For purposes of subsection (b) (4) -

14 "(1) TIME OF DETRMINATION.-Determinations

15 are to be made as of the last day of any taxable year of

16 the issuing corporation in which it issues any obligation

17 to provide consideration for an acquisition described in

18 subsection (b) (1) of stock in, or assets of, the acquired

19 corporation.

20 '" (2) RATIO OF DEBT TO EQUITY.-The term 'ratio

21 of debt to equity' means the ratio which the total indebt-

22 edness of the issuing corporation bears to the sum of its

23 money and all its assets (in an amount equal to their

24 adjusted basis for determining gain) less such total in-

25 debtedness.
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1 "(8) PRoWuoBMW BARntoa-

2 "(A) The term 'projected aring' mens d

3 'average annual earnings' (as defined in ubpar

4 graph (B)) of-

5 "(i) the issuing corporation only, if clam

6 (ii) does not apply, or

7 "(ii) both the issuing corporation and the

8 acquired corporation, in any case where the is-

9 suing corporation has acquired control (as de-

10 fined in section 368 (c)), or has acquired sub-

11 stantially all of the properties, of the acquired

12 corporation.

13 "(B) The average annual earnings referred to

14 in subparagraph (A) is, for any corporation, the

15 amount of its earnings and profits for any 3-year

16 period ending with the last day of a taxable year

17 of the issuing corporation described in subsection

18 (c) (1), computed without reduction for-

19 "(i) interest paid or incurred,

20 "(ii) liability for tax under this chapter,

21 and

22"(iii) distributions to which section 801

23 (c) (1) applies (other than such distributions

24 from the acquired to the issuing corporation),

25 and reduced to an annual average for such 8-year
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1 period pursuant to regulations prescribed by the

2 Secretary or his delegate. Such regulations shall in-

3 olude rules for cases where any corporation was not

4 in existence for all of such 3-year period or such

5 period includes only a portion of a taxable year

6 of any corporation.

7 "(4) ANNUAL INTRRDST TO BB PAID OR IN-

8 ouu~m.-The term 'annual interest to be paid or in-

9 cured' shall be-

10 "(A) if mbparagmph (B) does not apply, the

11 annual interest to be paid or incurred by the issuing

12 corporation only, determined by reference to its total

13 indebtedness outstanding, or

14 "(B) if projected earnings are determined un-

15 der clause (ii) of paragraph (3) (A) because

16 the issuing corporation ha acquired control of the

17 acquired corporation, the annual interest to be paid

18 or incurred by both the issuing corporaton and the

19 acquired corpomtion, determined by reference to

20 their combined total indebtedness outstanding.

21 "(d) TAxAins YuAs To WmoR APMOADBL.-In

22 applying this setion-

23 "(1) The deduction of interest on any obligation

24 shal not be disllowed under subsection (a) before the

25 fi taxable yeaw of the issuing corporation as of the
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1 lat day of which the application of either subparagraph

2 (A) or subparagraph (B) of subsection (b) (4) re-

a suits in such obligation being corporate acquisition

4 indebtedness.

5 "(2) Except as provided in paragraph (3), if an

6 obligation is determined to be corporate acquisition in-

7 debtedness as of the last day of any taxable year of

8 the issuing corporation, it shall be deemed to be cor-

9 porate acquisition indebtedness for such taxable year

10 and all subsequent taxable years.

11 "(3) If an obligation is determined to be corporate

12 acquisition indebtedness as of the close of a taxable year

13 of the issuing corporation in which clause (i) of subsec-

14 tion (c) (3) (A) applied, but would not be corporate

15 acquisition indebtedness if the determination were made

16 as of the close of the first taxable year of such corpora-

17 tion thereafter in which clause (ii) of subsection (c)

18 (3) (A) could apply, such obligation shall be considered

19 not to be corporate acquisition indebtedness for such later

20 taxable year and all taxable years thereafter.

21 "(e) NONTAXABLE TRAWSACTIOS.-An acquisition of

22 stock of a corporation of which the issuing corporation is in

23 control (as defined in section 368 (c)) in a transaction in

24 which gain or loss is not recognized shall not be deemed an

25 acquisition described in subsection (b) (1) unless immedi-
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1 ately before such transaction (1) the acquired corporation

2 was in existence, and (2) the issuing corporation was not in

3 control (as defined in section 368 (c) ) of such corporation.

4 "(f) EXEMPTION FOR CERTAIN ACQUISITIONS OF

5 Foti~Gm CORPORATIoNs.-Subsection (a) shall not apply

6 to interest paid or incurred on any indebtedness issued to any

7 person to provide consideration for the acquisition of stock

8 in, or assets of, any foreign corporation substantially all of

9 the income of which, for the 3-year period ending with the

10 date of such acquisition or for such part of such period as the

11 foreign corporation was in existence, is from sources without

12 the United States.

13 " (g) AFFILIATED GRouPs.-In any case in which the

14 issuing corporation is a member of an affiliated group, the

15 application of this section shall be determined, pursuant to

16 regulations prescribed by the Secretary or his delegate, by

17 treating all of the members of the affiliated group in the

18 aggregate as the issuing corporation, except that the ratio of

19 debt to equity, projected earnings, and annual interest to be

20 paid or incurred of any corporation (other than the issuing

21 corporation detennined without regard to this subsection)

22 shall be included in the determinations required under sub-

23 paragraphs (A) and (B) of subsection (b) (4) as of any

24 day only if such corporation is a member of the affiliated
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1 group on such day, and, in determining projected earnings of

2 such corporation under subsection (c) (3), there shall be

3 taken into account only the earnings and profits of such cor-

4 poration for the period during which it was a member of the

5 affiliated group. For purposes of tile preceding sentence, the

6 term 'affiliated group' has the meaning assigned to such term

7 by section 1504 (a), except that all corporations other than

8 the acquired corporation shall be treated as includible cor-

9 porations (without any exclusion under section 1504 (b) )
10 and the acquired corporation shall not be treated as an in-

11 cludible corporation.

12 "(h) CIIANGES IN OBIAATION.-For purposes of this

13 section-

14 " (1) Any extension, renewal, or refinancing of an

15 obligation evidencing a preexisting indebtedness shall

16 not be deemed to be a new obligation.

17 "(2) Any obligation which is corporate acquisition

18 indebtedness of the issuing corporation is also corporate

19 acquisition indebtedness of any corporation which be-

20 comes liable for such obligation as guarantor, endorser,

21 or indemnitor or which assumes liability for such obliga-

22 tion in any transaction.

23 "(i) EFFECT ON OTHER PBOVISION.-No inference

24 shall be drawn from any provision in this section that any

25 intrament designated as a bond, debenture, note, or certill-
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1 cate or other evidence of indebtedness by its issuer represents

2 an obligation or indebtedness of such issuer in applying any

3 other provision of this title."

4 (b) CLERCAL AMEUNDMNT.-The table of sections for

5 part IX of subchapter B of chapter 1 is amended by adding

6 at the end thereof the following new item:

"See. 279. Inteivst on indebtednm incurred by corpora-
tions to acquire stock or amets of another cor-
poration."

7 (C) EFFECTIvIi DATE.-The amendments made by this

8 section shall apply to the determination of the allowability

9 of the deduction of interest paid or incurred with respect to

10 indebtedness iiicun'ed after May 27, 196).

11 SEC. 412. INSTALLMENT METHOD.

12 (a) INSTAL,, IMNT MNTIo.-Section 453 (b) (1)

13 (relating to sWles of realty and casual sales of persoialty) is

14 amended by inserting before the period at the end thereof the

15 following: ", but only if such sale or other disposition quali-

16 Aies as an installment transaction (as defined in paragraph

17 (3))."

18 (b) SPECIL RULL-Section 453 (b) (relating to sales

19 of realty and casual sales of personalty) is amended by add-

20 ing at the end thereof the following new paragraphs:

21 " (3) INSTALLMENT TRANSACTION DBFinED.-For

22 purposes of subsection (b), the term installment trans-

22 action' means a transaction in which the payments of
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1 principal or principal and interest are required to be paid

2 periodically and in such amounts over the installment

3 period as prescribed under regulations by the Secretary

4 or his delegate. The requirement stated in the preceding

5 sentence shall be deemed to be satisfied if-

6 " (A) such payments are required to be made

7 at least once every 2 years in relatively even or

8 declining amounts over the installment period; or

9 "(B) at least 5 percent of the principal is re-

10 quired to have been paid by the end of the first

11 quarter of the installment period, at least 15 percent

12 of the principal is required to have been paid by the

13 end of the second quarter of the installment period,

14 and at least 40 percent of the principal is required

15 to have been paid by the end of the third quarter

16 of the installment period.

17 "(4) RULE FOR APPLYING PARAGRAPH (2) (A)

18 (ii).-In applying clause (ii) of paragraph (2) (A),

19 a bond or other evidence of indebtedness issued by a

20 corporation or a government or political subdivision

21 thereof with interest coupons attached, in registered

22 form, or in any other form designed to render such bond

23 or other evidence of indebtedness readily tradable on an

24 established securities market shall not be treated as an

25 evidence of indebtedness of a purchaser."
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1 (c) E'FFCT1vE DArT.-The aiendinents made by this

2 weetion shall apply to sales .r other dispositions occurring

3 after May 27, 1969.

4 SEC. 41& BONDS AND OTHER EVIDENCES OF INDEBTED-

NESEL

6 (a) BoN)DS AND OTHER EVIDENCE% OF INDEBTED-

7 NBs.-Section 1232 (a) (relating to general rule) is

8 amended to read as follows:

9 "(a) (JENEAL PvLm.-For purposes of this subtitle,

10 in the case of bonds, debentures, notes, oi certificates or

11 other evidences of indebtedness, which are capital assets

12 in the hands of the taxpayer, and which are issued by any

13 corporation, or by any government or political subdivision

14 thereof-

15 "(1) RET EMENT.-Amounts received by the

16 holder on retirement of such bonds or other evidences

17 of indebtedness shall be considered as amounts received

18 in exchange therefor (except that in the case of bonds

19 or other evidences of indebtedness issued before Janu-

20 ay 1, 1955, this paragraph shall apply only to those

21 issued with interest coupons or in registered form, or

k>2 to those in such form on Mareh 1, 1954).

23 "(2) SALH on 3zxO EuNc.-

24 "(A) ConOuA BONDS ISSUED AmTEE mAy

25 27, ioeo.-xBiept as provided in subparagraph
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1 (C), on the sale or exchange of bonds or other

2 evidences of indebtedness issued by a corporation

3 after May 27, 1969, held by the taxpayer more

4 than 6 months, any gain shall (except as provided

5 in the following sentence) be considered gain from

6 the sale or exchange of a capital asset held for more

7 than 6 months. If at the time of original issue there

8 was an intention to call the bond or other evidence

9 of indebtedness before maturity, any gain realized

10 on sale or exchange thereof which does not exceed

11 an amount equal to the original issue discount (as

12 defined in subsection (b)) shall be considered as

13 gain from the sale or exchange of property which

14 is not a capital asset.

15 " (B) CORPORATE BONDS ISSUED ON OR BE-

16 FORE MAY 27, 1969, AND GOVERNMENT BONDS.-

17 Except as provided in subparagraph (C), on sale

18 or exchange of bonds or other evidences of indebted-

19 ness issued by a government or political subdivision

20 thereof after December 31, 1954, or by a (orpora-

21 tion after December 31, 1954, and on or before

22 May 27, 1969, held by the taxpayer more than 6

23 months, any gain realized which does not exceed-

24 "(i) an amount equal to the original issue

25 diwoon(a defied in ubsection (b)), or
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1 "(ii) if at the time of ogial issue there

2 was no intention to call the bond or other evi-

3 dence of indebtedness before maturity, an

4 amount which bears the same ratio to the origi-

5 nal issue discount (as defined in subsection

6 (b)) as the number of complete months that

7 the bond or other evidence of indebtedness was

8 held by the taxpayer bears to the number of

9 complete months from the date of original issue

10 to the date of maturity,

11 shall be considered as gain from the sale or ex-

12 change of property which is not a capital asset. Gain

13 in excess of such amount shall be considered gain

14 from the sale or exchange of a capital asset held

15 more than 6 months.

16 " (0) EXOMITIONS.-This paragraph shall not

17 apply to--

18 "(i) obllgiptns the interest on which is

19 not ineludible in gross income under section 103
20 (relating to certain governmental obligations),

21 or

22 "(ii) any holder who has purchased the

23 bond or other evidence of indebtedness A a

24 pre

25 "(D) DOUBLE iNoLusiOO IN INoom NoT?
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REQUIRED.-This section shall not require the in-

clusion of any amount previously includible in gross

income.

"(3) INCLUSION IN INCOME OF ORIGINAL ISSUE

DISCOUNT ON CORPORATE BONDS ISSUED AFTER MAY

27, 1969.-

"(A) GENERAL RULE.-There shall be in-

cluded in the gross income of the holder of any bond

or other evidence of indebtedness issued by a cor-

poration after May 27, 1969, the ratable monthly

portion of original is-sue discount multiplied by

the number of complete months (plus any fractional

part of a month determined in accordance with the

last sentence of this subparagraph) such bolder held

such bond or other evidence of indebtedness during

the taxable year. Except as provided in subpara-

graph (B), the ratable monthly portion of original

issue discount shall equal the original issue discount

(as defined in subsection (b) ) divided by the num-

ber of complete months from the date of original

issue to the stated maturity date of such bond or

other evidence of indebtedness. For purposes of this

section, a complete month commences with the date

of original issue and the corresponding day of each

succeeding calendar month (or the last day of a
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1 calendar month in which there is no corresponding

2 day) ; and, in any case where a bond or other evi-

3 denoe of indebtedness is acquired on any other day,

4 the ratable monthly portion of original issue discount

5 for the complete month in which such acquisition

6 occurs shall be allocated between the transferor and

7 the transferee in accordance with the number of days

8 in such complete month each held the bond or other

9 evidence of indebtedness.

10 "(B) REDUCON TN CASE OF ANY SUBS-

11 QUENT HOLDER.-For purposes of this paragraph,

12 the ratable monthly portion of original issue discount

13 shall not include an amount, determined at the time

14 of any purchase after the original issue of such bond

15 or other evidence of indebtedness, equal to the ex-

16 cess of-

17 "(i) the cost of such bond or other evi-

18 dence of indebtedness incurred by such holder,

19 over

20 "(ii) the issue price of such bond or other

21 evidence of indebtedness increased by the por-

22 tion of original discount previously includible in

23 the gross income of any holder (computed with-

24 out regard to this subparagraph),

25 divided by the number o complete months "(plu
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1 any fractional part of & month commencing with the

2 date of purchase) from the date of such purchase to

3 the stated maturity date of such bond or other evi-

4 dence of indebtedness..

5 " (C) PURCHASE DEFINED.-For purposes of

6 subparagraph (B), the term 'purchase' means any

7 acquisition of a bond or other evidence of indebted-

8 ness, but only if the basis of the bond or other evi-

9 dence of indebtedness is not determined in whole or

10 in part by reference to the adjusted basis of such

11 bond or other evidence of -indebtedness in the hands

12 of the person from whom acquired, or under section

13 IC 14 (a) (relating to property acquired from a de-

14 cement).

15 "(D) ExcEPTIO.-This paragraph shall not

16 ,.pply to any holder who has purchased the bond

17 or other evidence of indebtedness at a premium.

18 "(E) BASIS ADJSTMENTS.-The basis of

19 any bond or other evidence of indebtedness in the

20 hands of the holder thereof sb~ll be increased by

21 the amount included in his gross income pursuant to

22 subparagraph (A)."

23 (b) IssuB Pmc.--Section 1232 (b) (2) (relating to

24 issue price) is amended by adding at the end thereof the

25 following:
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1 "In the case of a bond or other evidence of ii.debtedness

2 and an option or other security issued togetbr as an in-

3 vestment unit, the issue price for such investment unit

4 shall be determined in accordance with the rules stated

5 in this paragraph. Such issue price attributable to each

6 element of the investment unit shall be that portion

7 thereof which the fair market value of such element

8 bears to the total fair market value of all the elements

9 in the investment unit. The issue price of the bond or

10 other evidence of indebtedness included in such invest-

11 ment unit shall be the portion so allocated to it. In the

12 case of a bond or other evidence of indebtedness, or an

13 investment unit as described in this paragraph, issued

14 for property, the issue price of such bond or other evi-

15 dence of indebtedness or investment unit, as the case

16 may be, shall be the fair market value of such property."

17 (c) REQUIREMENT OF REPORTING.--Section 6049 (a)

18 (1) (relating to requirements of reporting interest) is

19 aknended to read as follows:

20 "(a) REQUrEMENT OF REPowwno.-

21 IN"(1) h GEEmA..-Every person-

22 "(A) who makes payments of interest (as de-

23 T fined in subsection (b)) aggregating $10 or more

24 to any other person during any calendar year,

25 "(B) who receives payments of interest as a
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1 nominee and who makes pay nments aggregating $10

2 or more daring any calendar year to any other per-

3 son with respect to the interest so received, or

4 " (C) which is a corporation that has outstand-

5 ing any bond, debenture, note, or certificate or other

6 evidence of indebtedness in registered form as to

7 which there is during any calendar year an amount

8 of original issue discount aggregoting $10 or more

9 ineludible in the gross income of any holder under

10 section 1232 (a) (3) without regard to subpara-

11 graph (B) thereof,

12 shall make a return according to the forns or regida-

13 tons prescribed by the Secretary or his delegate, setting

14 forth the aggregate amount of such payments and such

15 aggregate amount ineludible in the gross income of any

16 holder and the name and address of the person to whom

17 paid or such holder."

18 (d) 8TATrMENTS To .Bu FURNISHuD TO PERSoNS

19 WITH REPWINT TO WHOM INFORMATION Is FURNISNID.-

20 Section 6049 (c) (relating to statements to be furnished to

21 persons with respect to whom information is fumished) is

22 amended to read as follows:

23 "(0) STATEMENT To BB Fu Sl) To IsNsoqs

24 WITH RE8sP(T To WHoM INFOMATIoN Is FuRNISKED.-
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1 Every person ing a return under subsetion (a) (1) shall

2 furnish to each person whose name is set forth in such return

3 a written statement showing-

4 "(1) the name and address of the peron making

5 such return, and

6 "(2) the aggregate amount of payments to, or the

7 aggregate amount ineludible in the gross income of, the

8 person as shown on such return.

9 The written statement required under the preceding sentence

10 shall be furnished to the person on or before January 31 of

11 the year following the calendar year for which the return

12 under subsection (a) (1) was made. No statement shall be

13 required to be furnished to any person under this subsection

14 if the aggregate amount of payments to, or the aggregate

15 amount ineludible in the gross income of, such person shown

16 on the return made under subsection (a) (1) is les than

17 $I0."

18 (e) EmoTurvx DAT.-The amendments made by this

19 section shall apply with respect to bonds and other evidences

20 of indebtednem imed after May 27, 1989.

21 SlC. 41. LIMITATION ON DEDUCTION OF BOND PRIUM

22 ON RMPUICRASL

23 (a) LIMAIo o DmwuoTox o BOND Pumum

24 ox RnuwcA -L-Part VIII of subchpt B of chapter
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1 1 of the Internal Revenue Code (relating to special deduo-

2 tions for corporations) is amended by adding at the end

3 thereof the following new section:

4 -SEC. 249. LIMITATION ON DEDUCTION OF BOND PREMIUM

5 ON REPURCHASE.

6 "(a) GENERAL RULE.-No deduction shall be allowed

7 to a corporation for any premium paid or incurred upon

8 the repurchase of a bond, debenture, note, or certificate or

9 other evidence of indebtedness which is convertible into the

10 stock of the issuing corporation, or a corporation in control

! of, or controlled by, the issuing corporation, to the extent the

12 repurchase price exceeds an amount equal to the adjusted

13 issue price plus a normal call premium on bonds or other

14 evidences of indebtedness which are not convertible. The

15 preceding sentence shall not apply to the extent that the

16 corporation can demonstrate to the satisfaction of the Secre-

17 tary or his delegate that such excess is attributable to the

18 cost of borrowing and is not attributable to the conversion

19 feature.

20 "(b) SPwiAL Rums.-For purposes of subsec-

21 tion (a)-

22 " (1) ADJUSTED imSu PEICE.-The adjusted issue

23 price is the issue price (as defined in section 1232 (b))

24 inred by any ai of dsoount deducted prior to

25 repurchase, or, in. the case of bonds or other evidences of
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1 indebtedness issued subsequent to February 28, 1913,

2 decreased by any amount of premium included in gross

3 income prior to repurchase by the issuing corporation.

4 "(2) CONTROL.-The term 'control' has the mean-

5 ing assigned to such term by section 368 (c) ."

6 (b) CLEwIcAL AMENDMENT.-The table of sections for

7 part VIII of subchapter B of chapter 1 is amended by add-

8 ing at the end thereof the following new item:

"Sec. 249. Limitation on deduction of bond premium on
repurchase."

9 (c) EFFEcTivE DA.-The amendments made by this

10 section shall apply to a convertible bond or other convertible

11 evidence of indebtedness repurchased after April 22, 1969,

12 other than such a bond or other evidence of indebtedness

13 repurchased pursuant to a binding obligation incurred on or

14 before April 22, 1969, to repurchase such bond or other evi-

!'r dence of indebtedness at a specified call premium, and no

16 inference shall be drawn from the fact that subsection (a)

17 does not apply to the repurchase of such convertible bond or

18 other convertible evidence of indebtedness.

19 Subtitle C-Stock Dividends
20 SEC. 42. STOCK DIVIDENDS

21 (a) IN GINERL.-Section 805 (relating to distribu-

22 tions of stock and stock rights) in amended to read as

2:3 follows:

*" K f% - nt I a,
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1 SUC. UM DISTRIB ONS OF STOCK AND STOCK RIGHTS

2 "(a) GENmAT RuLB.-Exept as otherwise provided

3 in this section, gross income does not include the amount of

4 any distribution made by a corporation to its shareholders,

5 with respect to the common stock of such corporation, in its

6 stock or in rights to acquire its stock.

7 "(b) ExcEPTio.--Subsection (a) shall not apply to

8 a distribution by a corporation of its stock (or rights to ac-

9 quire its stock), and the distribution shall be treated as a dis-

10 tribution of property to which section 301 applies--

11 "(1) DmTm UTIONS IN LIE OF MONE--If the

12 distribution is, at the election of any of the shareholders

13 (whether exercised before or after the declaration there-

14 of), payable either-

15 "(A) in its stock (or in rights to acquire its

16 stock), or

17 "(B) in property.

18 "(2) D1BPBOPOMTONATB DISTRIBUIONS.-If

19 the distribution (or a series of distributions of which

20 mch distribution is one) has the result of-

21 "(A) the receipt of property by some share-

2 holders, and

23 "(B) an increase in the proportionate inter-

24 eas of other shareholders in the ames or earnings

25 and profits of the corporation.
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1 "(3) CONVMTIBLE PREFERRED STOCK.-If the

2 distribution is of convertible preferred stock, unless it

3 is established to the satisfaction of the Secretary or his

4 delegate that such distribution will not have the re-

5 sult described in paragraph (2).

6 For purposes of paragraphs (1) and (2), section 306 stock

7 shall be treated as property which is not stock.

8 " (C) CERTAIN REDEMPTIONS, ETC., TIuEATED As Dts-

9 TmIBUTIONS.-For purposes of this section and section 301,

10 the Secretary or his delegate shall prescribe regulations under

11 which a change in conversion ratio, a change in redemption

12 price, a redemption which is treated as a section 301 distri-

13 bution, or any transaction having a similar effect on the

14 interest of any shareholder (or a holder of rights or convert-

15 ible securities) shall be treated as a distribution with respect

16 to any shareholder (or a holder of rights or convertible

17 securities) whose proportionate interest in the earnings and

18 profits or assets of the corporation is increased by such

19 change, redemption, or similar transaction.

20 "(d) CRoss REFERNCB.-

"For special rules-

"(1) Relating to the receipt of stock and stock
rights in corporate organizations and reorganla.
tlons, see part III (se. 351 and following).

"(2) In the case of a distribution which results in
a gift, see section 2501 and following.

"(3) In the case of a distribution which has the
effect of the payment of compensation, see section
61(a)(1)
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1 (b) Coi mme AxsmwxNT.--Section 317 (a) (re-

2 lating to certain definitions) is amended to read as follows:

3 "(a) PsoPwrTY.-For purposes of this part, the term

4 'property' means money, securities, and any other property:

5 except that such term does not include stock (or rights to

6 acquire stock) in the corporation making the distribution

7 distributed with respect to the common stock of such

8 corporation."

9 (c) EFF=TIVB DATE.-

10 (1) Except as otherwise provided in this subsec-

11 tion, the amendments made by subsections (a) and (b)

12 shall apply with respect to distributions made or con-

13 sidered as made after January 10, 1969, in taxable years

14 ending after such date.

15 (2) The amendments made by subsections (a) and

16 (b) shall not apply to a distribution of stock (or rights

17 to acquire stock) made or considered as made before

18 January 1, 1991, with respect to stock outstanding on

19 January 10, 1969 (or with respect to stock issued pur-

20 suant to a contract binding on January 10, 1969, on the

21 distributing corporation).

22 (3) In cases to which Treasury Decision 6990

23 (promulgated January 10, 1969) would not have ap-

24 plied, in applying paragraphs (1) and (2) of this sub-
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1 section April 22, 196C9, shall be substituted for Janu-

2 ary 10, 1969.

3 Subtitle D-Foreign Tax Credit
4 SEC. 431. FOREIGN TAX CREDIT REDU4qTION IN CASE OF

5 FOREIGN LOSSES.

6 (a) REDUCTION IN FOREIGN TAx CREDIT LIMITA-

7 TIoN.-Section 904 (a) (relating to limitation on credit)

8 is amended by adding at the end thereof the following new

9 paragraphs:

10 " (3) REDUCTION IN LJMITATION.-In the case of a

11 taxpayer who in a prior taxable year sustains a loss in a

12 foreign country or possession of the United States and

13 chooses the limitation provided in paragraph (1) for

14 such prior year, the amount of the taxpayer's taxable

15 income from sources within such country or possession

10 for the taxable year (but not the taxpayer's entire

17 taxable income for the same taxable year) shall, solely

18 for purposes of determining the applicable limitation

19 under paragraph (1) or (2), be determined without

20 regard to section 172 (relating to net operating loss

21 deduction) and be reduced by the lesser of-

22 "(A) (i) the amount of such loss, decreased by

23 "(ii) the amount of any reduction previously
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1 made under this paragraph with respect to such los,

2 or

3 "(B) an amount which is equal to 50 percent

4 of the taxpayer's taxable income for the taxable year

5 (determined without regard to this paragraph and

6 section 172) from sources within such country or

7 possession.

8 "(4) ALLOCATION OF LOSS.-In applying par-

9 graph (3) for any taxable year to which subsection (f)

10 or (g) applies, a loss sustained in a foreign country or

11 possession of the United States shall be allocatd to the

12 separate limitation (if any) under such subsection pur-

13 suant to regulations prescribed by the Secretary or his

14 delegate.

15 " (5) SPECIAL LIMITATION ON OARYPACKS AND

16 cA YoVEas.-For purposes of subsection (d), the

17 amount by which tax paid or accrued to any foreign

18 country or possession of the United States for any tax-

19 able year exceeds the applicable limitation under this

20 subsection shall be determined without regard to para-

21 graph (3).

22 "(6) COUTAIN DI8POSITIONB OF PROPERTY.-

23 "(A) Under regulations prescribed by the

24 Secretary or his delegate, if during any taxable year

25 property which is used in the trade or business
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1 which gives rise to the loss referred to in paragraph

2 (3) is.disposed of and such loss exceeds the amount

3 by which the taxpayer's taxable income was re-

4 duced under paragraph (3) for such taxable year

5 and preceding taxable years by reason of such loss,

6 an amount equal to such excess shall be included in

7 gross income for such taxable year.

8 "(B) No amount shall be included in gross

9 income under subparagraph (A) in any case in

10 which-

11 "(i) the property which is disposed of is

12 not a material factor in the realization of the

13 income (or loss) from the trade or business in

14 which such property is used or is not a substan-

15 tial portion of the assets used in, or held for use

16 in, the conduct of such trade or business,

17 "(ii) the property is disposed of on ac-

18 count of its destruction or damage by fire,

19 storm, shipwreck, or other casualty, or by rea-

20 son of its theft,

21 "(iii) the property is transferred by reason

22 of death, or

23 "(iv) the property is transferred in a

24 transaction to which section 381 (a) applies."
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1 (b) EFFECTIVE DATE.-The amendments made by this

2 section shall apply with respect to losses sustained in taxable

3 years beginning after December 31, 1969.

4 SEC. 412. SEPARATE LIMITATION ON FOREIGN TAX

5 CREDIT WITH RESPECT TO FOREIGN MINERAL

6 INCOME.

7 (a) LIMITATIONS ON AMOUNT oiF FonIGN TAXES To

8 BE TAKEN INTO AccouNT.-Section 904 (relating to limi-

9 tation on credit) is amended by redesignating subsection (g)

10 as subsection (h), and by inserting after subsection (f) the

11 following new subsection:

12 " (g) APPLICATION OF SECTION IN CASE OF FOREIGN

13 MINERAL INCOME.-

14 "(1) IN OGNERAL.-If any foreign country or pos-

15 session of the United States, or any agency or instru-

16 mentality of such country or possession-

17 "(A) requires the payment of any bonus or

18 royalty with respect to property which gives rise

19 to foreign mineral income,

20 "(B) holds substantial mineral rights with

21 respect to such property, or

22 "(C) imposes any income, war profits, or ex-

23 cess profits taxes on such income at an effective rate

24 higher than on other income,

25 subseotions (a), (c), (d), and (e) of this section shall
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1 be applied separately with respect to foreign mineral

2 income from sources within such country or possession.

3 "(2) FOREIGN MINERAL INCOME DEFINED.-

4 "(A) GENERAL RULE.-For purposes of para-

5 graph (1), the term 'foreign mineral income' means

6 taxable income from mines, wells, and other natural

7 deposits within any foreign country or possession

8 of the United States, to the extent such taxable in-

9 come constitutes 'taxable income from the property'

10 within the meaning of section 613. Such term in-

11 eludes, but is not limited to-

12 "(i) dividends received from a foreign

13 corporation in respect of which taxes are deemed

14 paid under section 902, to the extent such divi-

15 dends are attributable to foreign mineral income,

16 and

17 "(ii) that portion of the taxpayer's dis-

18 tributive share of the income of a partnership

19 attributable to foreign mineral income.

20 "(B) SPECIAL RULES.-

21 "(i) For purposes of subparagraph (A), if

22 for the taxable year a taxpayer's (or, where a

23 consolidated income tax return is filed, the affili-

24 ated group's) foreign mineral income is less

25 than $10,000, no part of the taxable income
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I for such year shall be treated as foreign mineral

2 income.

3 "'(ii) For purposes of clause (i) of sub-

4 paragraph (A), if les than 30 percent and

5 less than $100,000, of the accumulated profits

6 of the year or years from which dividends are

7 paid, as determined under section 902 (c), are

8 attributable to foreign mineral income, no part

9 of the dividends shall be treated as foreign min-

10 eral income.

11 "(3) OVERALL LIMITATION NOT TO APPLY.-The

12 limitation provided by subsection (a) (2) shall not ap-

13 ply with respect to foreign mineral income. The See-,

14 retary or his delegate shall by regulations prescribe the

15 manner of application of subsection (e) with respect to

16 cases in which the limitation provided by subsection (a)

17 (2) applies with respect to income other than foreign

18 mineral income.

19 "(4) TRANSITIONAL BULES FOR CAIBYBACKS AND

21 "(A) C TRar s To YEAS w*BB 'A

22 woRM Ao OF 1969.-If, after applying absee-

23 tion (d), taxes pid or accrued to any foreign

24 country or o o the United States in any

25 taxable year beginning after the date of the enact-
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1 ment of the Tax Rdorm Act of 1969 are deemed

2 paid or accrued in one or more taxable years begin-

3 ning on or before such date, then the amount of

4 such taxes deemed paid or accrued in such taxable'

5 year or years shall be determined without regard to

6 the provisions of this subsecton. To the extent the

7 taxes paid or accrued to a foreign country or posses-

sio n 4he in any taxable year begin-

9 ning after thedate of the ena ent of such Act are

10 not, after a p "the preceding ntence, deemed

Id o ace ed ini a taxable year eginning on

12 " or bef re of th 'ectment o such Act,

13 s uch es- hall, or utos of appIi g sub-

14 sect o , dee id accrued a tax-

115 abyear be~~ ter the date of the ent

16 suiO cik Act i mine income,

17 and with resp ct to come o er than reign min-

inpcome, *the .08aio as amount of

19 such taxes pal or accrued wi0 pect to foreign

20 o ral income, and th~e tof such'taxes paid

21 or accru respect to income other than for-

22 eign mineral income, respectively, bear to the total

23 amount of such taxes paid or accrued to such for-

24 eign country or possession of the United States.

25 "(B) CAEMYOVMS TO TYM AP= TAX RD-
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1 FORM AOT ow 1969.-Where under the provisions

2 of subsection (d) taxes paid or accrued to any for-

3 eign country or possession of the United States iii

4 any taxable year beginning on or before the date of

5 the enactment of the Tax Reform Act of 1969

6 are deemed paid or accrued in one or more taxable

7 years beginning after such date, the amount of

8 such taxes deemed paid or accrued in any year

9 beginning after such date shall, with respect to

10 foreign mineral income, be an amount which bears

11 the same ratio to the amount of such taxes deemed

12 paid or accrued as the amount of the taxes paid or

13 accrued to such foreign country or possession for

14 such year with respect to foreign mineral income

15 bears to the total amount of taxes paid or accrued

16 to such foreign country or possession for such year;

17 and the amount of such taxes deemed paid or ac-

18 crued in any year beginning after such date with

19 respect tu income other than foreign mineral income

20 shall be an amount which bears the same ratio

21 to the amount of such taxes deemed paid or ac-

22 crued for such year as the amount of taxes paid or

23 accrued to such foreign country or possession for

24 such year with respect to income other than foreign

25 mineral income bears to the total amount of the
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1 taxes paid or accrued to such foreign country or

2 possession for such year."

3 (b) CONFORMING AMENDMENTS.-Section 904 (b)

4 (relating to election of overall limitation) is amended-

5 (1) by striking out "with the consent of the

6 Secretary or his delegate with respect to any tax-

7 able year" in paragraph (1) and inserting in lieu

8 thereof "(A) with the consent of the Secretary or

9 his delegate with respect to any taxable year, or

10 (B) for the taxpayer's first taxable year beginning

11 after the date of the enactment of the Tax Reform

12 Act of 1969", and

13 (2) by striking out "If a taxpayer" in para-

14 graph (2) and inserting in lieu thereof "Except in

15 a case to which paragraph (1) (B) applies, if the

16 taxpayer".

17 (c) EFFECTIVE DATE.-The amendments made by this

18 section shall apply with respect to taxable years beginning

19 after the date of enactment of this Act.

20 Subtitle E-Financial Institutions
21 SEC. 441. RESERVE FOR LOSSES ON LOANS; NET OP.

22 ERATING LOSS CARRYBACKS.

23 (a) BAD DEBT D13DUCTIONS OF FINANCIAL INSTITU-

24 TIONS.-Part I of sL Ichapter H of chapter 1 (relating

25 to rules of general apPlication to banking institutions) is
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1 amended by adding at the end thereof the following new

2 section:

3 'SEC. 58 RESERVES FOR LOSSES ON LOANS OF FINAN-

4 CIAL INSTITUTIONS.

5 "(a) INsTrITmTIONS To WHICH SECTION APPLIM.-

6 This section shall apply to the following financial institu-

7 tions--

'8 "(1) to any-

9 "(A) bank (as defined in section 581) other

10 than an organization to which section 593 applies, or

11 " (B) corporation to which subparagraph (A)

,12 would apply except for the fact thtt it is a foreign

13 corporation and in the case of such foreign corpora-

14 tion this section shall apply only with respect to

15 loans outstanding, the interest on which is effec-

16 tively connected with the conduct of a banking

17 business within the United States,

18 "(2) to a small business investment company oper-

19 eating under the Small Business Investment Act of

20 1958, and

21 "(3) to a business development corporation, which

22 shall mean a corporation which was created by or pur-

23 suant to an act of a State legislature for purposes of

24 promoting, maintaining, and assisting the economy and

25 industry within such State on a regional or statewide
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1 basis by making loans which would generally not be

2 made by banks (as defined in section 581) within such

3 region or State in the ordinary course of their business

4 (except on tile basis of a partial participation), and

5 which is operated primarily for such purpose.

6 "(b) ADDITION TO RESERVES FOR BAD DEBTS.-

7 " (1) GENEJiAL RILE.-For purposes of section 166

8 (e), except as provided in paragraph (2) the rea-

9 sonable addition to the reserve for bad debts of any

10 financial institution to whieh thiq section applies shall

1t not exceed the amount necessary to increase the balance

12 of the reserve for had debts (as of the close of the

13 taxable year) to the greater of-

14 " (A) the amount which bears the same ratio

15 to loans outstanding at the close of the taxable

16 year as (i) the total bad debts sustained during the

17 taxable year and the 5 preceding taxable years (or,

18 with the approval of the Secretary or his delegate,

19 a shorter period), adjusted for recoveries of bad

20 debts during such period, bears to (ii) the sum

21 of the loans outstanding at the close of such 6 or

'22 fewer taxable years, or

23 "(B) the lower of-

24 " (i) the balance in the reserve as of the

25 close of the base year, or
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I "(ii) if the amount of loans outstanding

2 at the close of the taxable year is less than

3 the amount of loans outstanding at the close

4 of the base year, the amount which bears the

5 same ratio to loans outstanding at the close of

6 the taxable year as the balance of the reserve

7 as of the close of the base year bears to the

8 amount of loans outstanding at the close of the

9 base year.

10 For purposes of this subparagraph, the term 'bade

11 year' means the last taxable year beginning on or

12 before July 11, 1969.

13 "(2) NEW FINANCIAL INSTITUTION.-In the

14 case of any taxable year beginning not more than 10

15 years after the day before the first day on which a finan-

16 cial institution (or any predecessor) was authorized to do

17 business as a financial institution described in subsection

18 (a), the reasonable addition to the reserve for bad debts

19 of such financial institution shall not exceed the larger

20 of the amount determined under paragraph (1) or the

21 amount necessary to increase the balance of the reserve

22 for bad debts as-of the close of the taxable year to the

23 amount which bears the same ratio (as determined by

24 the Secretary or his delegate) to loans outstanding at

25 the close of the taxable year as (i) the total bad debts
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1 sustained by all institutions described in the applicable

2 paragraph of subsection (a) during the 6 preceding tax-

3 able years (adjusted for recoveries of bad debts during

4 such period), bears to (ii) the sum of the loans by all

5 such institutions outstanding at the close of such taxable

6 years."

7 (b) 10-YEAR NET OPERATING Loss CAIVRYBACK.-

8 Section 172 (b) (1) (relating to net operating loss deduc-

9 tion) is amended by striking out in subparagraph (A) (i)

10 thereof "and (E)" and inserting in lieu thereof ", (E) and

11 (F) ", and by adding at the end thereof the following new

12 subparagraph:

13 "(F) In the case of a financial institution to

14 which section 585 or 593 applies, a net operating

15 loss for any taxable year beginning after July 11,

16 1969, shall be a net operating loss carryback to

17 each of the 10 taxable years preceding the taxable

18 year of such loss and shall be a net operating loss

19 carryover to each of the 5 taxable years following

20 the taxable year of such loss."

21 (c) TECHNICAL AND CLERICAL AMENDMENTS.-

22 (1) Subsection (h) of section 166 (relating to

23 bad debts) is amended by adding at the end thereof

24 the following new paragraph:

33-865 0-69--pt 1- 25
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1 "(4) For special rule for bad debt reserves of cer-

2 tain financial institutions other than certain mutual say-

3 ings banks, domestic building and loan associations and

4 cooperative banks, see section 585."

5 (2) The table of sections for part I of subchapter

6 H of chapter 1 is amended-

7 (A) by striking out:

"Se. A582. Bad debt and loss deduction with respect to se-
curities held by banks."

8 and inserting in lieu thereof:

"Sec. 582. Bad debts, losses, and gains with respect to se-
curities held by financial institutions."

9 (B) by adding at the end thereof the following:

"See. 585. Reserves for losses on loans of financial institu-
tions."

10- (d) EFFECTIVE DATE.-The amendments made by this

11 section shall apply with respect to taxable years beginning

12 after July 11, 1969.

13 SEC. 442. MUTUAL SAVINGS BANKS, ETC.

14 (a) RESERVE FOR LOSSES ON LOANS.-Section 593 (b)

15 (relating to addition to reserves for bad debts) is amended-

16 (1) by striking out subparagraph (A) of para-

17 graph (1) and inserting in lieu thereof the following:

18 "(A) the amount determined to be a reason-

19 able addition to the reserve for losses on nonqualify-

20 ing loans, cormputed in the same manner u pro-

21 vided with respect to additions to reserves for bad
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1 debts of financial institutions under section 585 (b)

2 (1) (A), plus"

3 (2) by striking out paragraphs (2), (3), (4),

4 and (5) and inserting in lieu thereof the following:

5 " (2) PERCENTAGE OF TAXABLE INCOME

6 METHOD.-The amount determined under this paragraph

7 for the taxable year shall be the excess of-

8 "(A) an amount equal to the applicable per-

9 centage of the taxable income for such year (deter-

10 mined under the following table), over:

"For a taxable year The applicable percentage under
beginning in- this paragraph shall be-.

190 0------------------------ percent.
1970 ------------------------- 57 percent.
1971 ------------------------- 54 percent.
1972 ------------------------. 51 percent.
1973 ------------------------ 48 percent.
1974 ------------------------- 45 percent.
1975 ------------------------ 42 percent.
1976 ------------------------- 39 percent.
1977 ------------------------- 36 percent.
1978 ------------------------- 33 percent.
1979 or thereafter -------------- 30 percent.

11 " (B) that portion of the amount referred to in

12 paragraph (1) (A) for such year (not in excess of

13 100 percent) which bears the same ratio to such

14 amount as (i) 18 percent (28 percent in the

15 case of mutual savings banks) bears to (ii) the

16 percentage of the assets of the taxpayer which are

17 not assets described in section 7701 (a) (19) (C),

18 but the amount determined under this paragraph shall
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t not exceed the amount necessary to increase the balance

2 (as of the close of the taxable year) of the reserve for

3 losses on qualifying real property loans to 6 percent of

4 such loans outstanding at such time. For purposes of

5 this paragraph, taxable income shall be computed-

6 "(i) by excluding from gross income any

7 amount included therein by reason of subsection

8 (f),

9 " (ii) without regard to any deduction allowable

10 for any addition to the reserve for bad debts,

11 "(iii) by excluding from gross income an

12 amount equal to the net capital gain for the taxable

13 year arising from the sale or exchange of stock of

14 a corporation, or obligations described in section

15 103 (a) (1),

16 " (iv) by excluding from gross income an

17 amount equal to the lesser of I of the net long-term

18 capital gain for the taxable year or I of the net long-

19 term capital gain for the taxable year from the sale

20 or exchange of property other than property de-

21 scribed in clause (iii), and

22 "(v) by excluding from gross income divi-

23 dends with respect to which a deduction is allowed

24 by part VIII of subchapter B.

25 " (3) LIMITATIONS.-If the percentage of the assets
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1 of a taxpayer described in subsection (a), which are

2 assets described in section 7701 (a) (19) (0), is less

3 than-

4 "(A) 82 percent of the total assets in the case

5 of a taxpayer other than a mutual savings bank, the

6 percentage provided by paragraph (2) (A) shall

7 be reduced (i) for taxable years beginning before

8 January 1, 1972, by 1 percentage point for each 1

9 percentage point of such difference, (ii) for taxable

10 years beginning after December 31, 1971, but be-

ll fore Januaiy 1, 1977, by I percentage point for

12 each 1* percentage points of such difference, and

13 (ill) for taxable years beginning after December 31,

14 1976, by 1 percentage point for each 2 percentage

15 points of such difference, or

16 "(B) 72 percent of the total assets in the case

17 of a mutual savings bank, the percentage provided

18 by paragraph (2) (A) shall be reduced (i) for

19 taxable years beginning before January 1, 1972, by

20 2 percentage points for each 1 percentage point of

21 such difference, (ii) for taxable years beginning

22 after December 31, 1971, but before January 1,

23 1977, by I percentage points for each I percentage

24 point of such difference, and (ill) for taxable years

25 beginning after December 31, 1976, by 1 percent-
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1 age point for each 1 percentage point of such

2 difference.

3 If the percentage of such assets is less than 60 percent

4 of the total assets of such taxpayer, no amount shall be

5 allowed under paragraph (2).

6 "(4) EXPERIENCE METHOl.-

7 "(A) Except as provided in subparagraph

8 (B), the amount determined under this paragraph

9 to be a reasonable addition to the reserve for losses

10 on qualifying real property loans shall be computed

11 in the same manner as is provided with respect to

12 additions to reserves for bad debts of financial insti-

13 tutions under section 585 (b) (1).

14 "(B) For any taxable year of an organization

15 to which this section applies, beginning not more

16 than 10 years after the day before the first day on

17 which it (or any predecessor) was authorized to

18 do business as an organization described in subsec-

19 tion (a), the amount determined under this para-

20 graph for such organization shall be computed in

21 the kame manner as is provided with respect to

2St additiong to reserves for bad debts of financial insti-

23 rations under section 585 (b) (2)."

24 (b) INVESTMENT STANDARr.-Section 7701 (a) (19)

25 is amended to read as follows:
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1 "(19) DOMETIO BUILDING AND LOAN ASOCIA-

2 TION.-The term 'domestic building and loan association'

3 means a domestic building and loan association, a

4 domestic savings and loan association, and a Federal say-

5 ings and loan association-

6 "(A) which either (i) is an insured institution

7 within the meaning of section 401 (a) of the

8 National Housing Act (12 U.S.C., sec. 1724(a)),

9 or (ii) is subject by law to supervision and exami-

10 nation by State or Federal authority having super-

11 vision over such associations;

12 "(B) substantially all of the business of which

13 consists of acquiring the savings of the public and

14 investing in loans; and

15 "(0) at least 60 percent of the amount of the

16 total assets of which (as of the close of the taxable

17 year) consists of-

18 "(i) cash,

19 "(ii) obligations of the United States or of

20 a State or political subdivision thereof, and stock

21 or obligations of a corporation which is an in-

22 strumentality of the United States or of a State

23 or political subdivision thereof, but not includ-

24 ing obligations- the interest on which is ex-

25 cludable from gross income under action 103,
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1(iii) oertifcates of deposit in, or obliga-

2 tions of, a corporation organized under a State

law which specifically authorizes such corpora-

4 tion to insure the deposits or share accounts of

5 member associations,

6 "(iv) loans secured by a deposit or share

of a member,

8 "(v) loans secured by an interest in real

9 property which is (or, from the proceeds of the

10 loan, will become) residential real property or

11 real property used primarily for church pur-

12 poses, loans made for the improvement of resi-

13 dential real property or real property used pri-

14 marily for church purposes, provided that for

15 purposes of this clause, residential real property

16 shall include single or multifamily dwellings,

17 facilities in 'residential developments dedicated

18 to public use or property used on a nonprofit

19 basis for residents, and mobile homes not used

20 on a transient basis,

21 "(vi) loans made for the improvement of

23, real property located within any. urban renewal

29- rea (a denied in motion 110 (a) of the Hous-

24 inag AA of 1949, As amended) or in any are

25 eaveed by a program eligible for assistance
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1 under setion 108 of the Demonstration cities

2 and Metropolitan Development Act of 1966, as

3 amended,

4 "(vii) loas secured by an interest in

5 educational, health, or welfue institutions or

6 facilities, including structures designed or used

7 primarily for residential purposes for students,

8 residents, and persons under care, employees, or

9 rsofthestaff tions or faeil-

10

11

12 oemr e i -

13

14

15

16

17

is "
19 ytnein

the conductbf the buinessinsb

21()

22 At the election of -Le txpsyer, the perwetag-

23 - pe - d in tOWbmgrapk u be apple Ow
24 the basis of te &vamp a d

2he y ithebeyainhenofA*e ofO able
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1 year, computed under regulations prescribed by the

2 Secretary or his delegate."

3 (c) CONFORMING AMENDMENTS.-SeCton 7701 (a)

4 (32) is amended-

t (1) by striking out in subparagraph (B) ", (C.),

6 (D), (E), and (F)" and inserting in lieu thereof

7 "and (C)", and

8 (2) by striking out the third sentence thereof.

9 (d) EFFECTIVE DATE.-The amendments made by this

10 section shall be effective for taxable years beginning after

11 July 11, 1969.

12 SEC. 443. TREATMENT OF BONDS, ETC, HELD BY FINAN-

13 CIAL INSTITUTIONS.

14 (a) GAIN ON SECURITIES HELD BY FINANCIAL INSTI-

"5 TUTIONS.--Subsection (c) of section 582 (relating to bad

16 debt and loss deduction with respect to securities held by

17 financial institutions) is amended by striking out such sub-

18 section and inserting the following in lieu thereof:

19 "(o) BOND, ETC., LOSSES AND GAINS OF FINANCIAL

20 INSTITUTIONS.-For purposes of this subtitle, in the case of

21 a financial institution to which section 585 or 593 applies, the

22 sale or exchange of a bond, debenture, note, or certificate,

23 or other evidence of indebtedness, shall not be considered

24 a sale or exchange of a capital asset."

25 (b) COmTOBMINO AMENDMINT.-Paragraph (1) of
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1 section 1243 (relating to Iva of a small business investment

2 company) is amended to read as follows:

3 "(1) a loss is on stock received pursuant to the

4 conversion privilege of convertible debentures acquired

5 pursuant to section 304 of the Small Business Invest-

6 ment Act of 1958, and".

7 (c) CLERICAL AMENDMENT.-The heading for section

8 582 is amended to read as follows:

9 -SEC. 582. BAD DEBTS, LOSSES, AND GAINS WITH RESPECT

10 TO SECURITIES HELD BY FINANCIAL INSTI-

11 TUTIONS"

12 (d) EFFECTIVE DATz.-The amendments made by this

13 section shall apply with respect to taxable years beginning

14 after July 11, 1969.

15 SEC. 444. FOREIGN DEPOSITS IN UNITED STATES BANKS.

16 Sections 861 and 2104 are amended by striking out

17 "1972" wherever it appears in such sections and inserting

18 in lieu thereof "1975".

'9 Subtitle F-Depreciation Allowed Regu-
lated Industries; Eanings and Profits

21 Adjustment for Depreciation
22 SEC. 451. PUBLIC UTILITY PROPERTY.

23 (a) Ix GENERA.-Section 167 (rplating to deprecia-

24 tion) is amended by insert:g after subsection (k) (added

25 by section 521) the following new subsetion:
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1 "(1) SPECIAL RULES IN CASB OF PUBLIC UTILITY

2 PROPERTY.-

3 " (1) EXISTING PUBLIC UTILITY PIROPERTY.-In

4 the case of existing public utility property (as defined in

5 paragraph (5) (A)), the term 'reasonable allowance'

6 as used in subsection (a) means an allowance computed

7 under the straight-line method unless-

8 "(A) with respect to such property (or with

9 respect to property of the same kind as such prop-

10 erty) the taxpayer for his latest taxable year for

11 which a return was filed on or before July 22, 1969,

12 used a method other than the straight-line method,

13 and

14 "(B) the requirement of paragraph (2) (if ap-

15 plicable) is met with respect to such property.

16 " (2) CONTINUATION OF NORMALIZATIO.-In

17 the case of public utility property described in paragraph

18 (1) with respect to which (or with respect to property

19 of the same kind) the taxpayer as of July 22, 1969,

20 used the normalization method of accounting, the tax-

21 payer may use, with respect to such property, for pur-

22 poses of computing taxable income, a method of depre-

23 ciation other than the straight line method only if lie

24 continues to use the normalization method of accounting

2,) with respect to such property.
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1 (3) OTHER PUBLIC UTILrTY PwOP J.-I the

2 case of public utility property other than existing public

3 utility property, the term 'reasonable allowance' as used

4 in subsection (a) means an allowance computed under

5 the straight-line method unless--

6 "(A) the taxpayer uses the normalization

7 method of accounting with respect to such property,

8 or

9 "(B) with respect to property of the same

10 kind as such property, the taxpayer for his latest

11 taxable year for which a return was filed on or be-

12 fore July 22, 1969, used a method other than the

13 straight-line method, and computed his tax expense

14 for the purposes of est. lishing his cost of service

15 (or of reflecting operating results in his regulated

16 books of account) by using the method of deprecia-

17 tion he used for purposes of computing his allowance

18 for depreciation under this section.

19 "(4) PuBmo u nrr PSOPXarY.-For purpose

20 of this subsection, the term 'public utility property'

21 means property used predominantly in the trade or buui-

22 ness of the furnishing or sale of-

23 "(A) electrical energy, water, or sewage ai-
24 posal services, or
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1 "(B) gas through a local distrib-tion system,

2 or

3 "(C) telephone services (other than those.pro-

4 vided by the Communications Satellite Corpora-

5 tion for purposes authorized by the Communica-

6 tions Satellite Act of 1962 (76 Stat. 419; 47 U.S.C.

7 701) ), or

8 "(D) transportation of gas, oil (incl ding shale

9 oil), or petroleum products by pipeline,

10 if the rates for such furnishing or sale, as the case may

11 be, have been established or approved by a State or
/

12 political subdivision thereof, by any agency or instru-

13 mentality of the United States, or by a public service

14 or public utility commission or other similar body of any

15 State or political subdivision thereof.

16 " (5) OTHER DEFINITIONS.-For purposes of this

17 subsection-

18 "(A) EXISTING PUBLIC UTILITY PROPERTY.-

19 The term 'existing public utility property' means

20- public utility property-

21 "(i) the construction, reconstruction, or

4-r- -erection of which is completed by the taxpayer

23 on or before December 31, 1969 (or if con-

24 stmction, reconstruction, or erection is com-

25 pleted after December 31, 1969, that portion.
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1 of the basis of such property which is properly

2 attributable to construction, reconstruction, or

a erection by the taxpayer on or before December

4 31, 1969), or

5 "(ii) which was acquired by the taIpayer

6 and the use of which commences with the tax-

7 payer on or before December 31, 1969.

8 "(B) NORMALIZATION METHOD OF AOO0UNT-

9 mwo.-A taxpayer uses the normalization method of

10 accounting if, and only if, he-

ll "(i) computes his tax expense for purposes

12 of establishing his cost of service (or of reflect-

13 ing operating results in his regulated books of

14 account) by using a method of depreciation

15 other than the method he used for purposes of

16 computing his allowance for depreciation under

17 this section, and

18 "(ii) makes adjustments to a reserve for

19 deferred taxes to reflect the ddea of taxes

2D resulting from the use of such different methods

21 of depredation.

22 "(0) STRa Ume U mm oo.-The term

23 'saight line method' includes any method deter-

24 mined by the Semetary or his delegate to remit in

2 a reasonable alowace under subeection (a), other
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1 than (i) a declining balance method, (ii) the sum

2 of the years-digits method or, (iii) any other

3 method allowable solely by reason of the application

4 of subsection (b) (4) or paragraph (1) (C) of cub-

5 section (j)."

6 (b) EFFECTIvE DATE.-The amendment made by sub-

7 section (a) shall apply with respect to taxable years ending

8 after July 22, 1969.

9 SEC. 452. EFFECT ON EARNINGS AND PROFITS.

10 Section 312 (relating to effect on earnings and profits)

11 is amended by adding at the end thereof the following new

12 subsection:

13 "(M) EFFECT ON EARNINGS AND PROFITS OF DEPRE-

14 01ATION.-

15 "(1) For the purpose of computing its earnings and

16 profits with respect to any taxable year beginning after

17 June 30, 1972, a corporation shall use the aggregate

18 amount of depreciation which would be allowable with

19 respect to such year if depreciation had been computed

20 under-

21 "(A) the straight line method, or

22 "(B) a method determined by the Secretary or
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1 his delegate to result in a reasonable allowance

2 under section 167 (a) , not including-

3 "(i) any declining balance method,

4 "(ii) the sum of the years-digits method;

5 or

6 " (iii) any other method allowable solely

7 by reason of the application of subsection (b)

8 (4), (j) (1) (C), or (m) of section 167.

9 "(2) The provisions of paragraph (1) shall apply

10 notwithstanding the use, by a corporation, of methods

11 of depreciation otherwise allowable under section 167 or

12 179, and notwithstanding an election, by a corporation,

13 of the amortization deduction under section 168."

14 Subtitle G-Alternative Capital Gain
15 Rate for Corporations
16 SEC. 46L INCREASE OF RATE.

17 (a) IN GEN1 BAl.-Section 1201 (a) (relating to alter-

18 native tax in the case of corporations) is amended by striking

19 out the last sentence of subsection (a), and by amending

20 paragraph (2) to read as follows:

21 "(2) an amount equal to 30 percent of such excess"

22 (b) CONFORMING AMENDMENTS.--

83-866 0--49--pt. 1- 26
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1 (1) Section 802 (a) (2) (B) (relating to alterna-

2 tive tax in case of capital gains of life insurance corn-

a ponies) is amended by striking out "25 percent" and

4 inserting in lieu thereof "30 percent".

5 (2) Section 852 (b) (3) (relating to method of

6 taxation of regulated investment companies and their

7 shareholders in the case of capital gains) is amended:

8 (A) by striking out "25 percent", wherever

9 it appears in subparagraphs (A) and (D) (ii) of

10 such section, and inserting in lieu t'ereof "30 per-

il cent", and

12 (B) by striking out "75 percent", in sub-

13 paragraph (D) (iii) of such section, and inserting

14 in lieu thereof "70 percent".

15 (3) Section 857 (b) (3) (A) (relating to imposi-

16 tion of tax in the case of capital gains of real estate in-

17 vestment trusts) is amended by striking "25 percent"

18 and inserting in lieu there "30 percent".

19 (c) Fm WoTV DAT.--The amendments made by this

20 section shall apply to sales and other dispositions after July

21 81, 1989. In the case of a taxable year beginning before and

22 ending after July 81, 1909, the amendments made by this

23 section shall be applied in a manner to be prescribed by the

24 Secretary of the Treasury or his delegate.
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1 TITLE V-ADJUSTMENTS AFFECT-
2 ING INDIVIDUALS AND CORPO-
3 RATIONS
4 Subtitle A-Natural Resources
5 SEC. 501. NATURAL RESOURCES.

6 (a) PERCENTAGE DEPLETION.-

7 (1) RATES.-Subsection (b) of section 613 (re-

8 lating to percentage depletion) is amended to read as

9 follows:

10 "(b) PERCENTAGE DEPLETION RATFa.-The mines,

11 wells, and other natural deposits, and the percentages, re-

12 ferred to in subsection (a) are as follows:

13 "(1) 20 percent-oil and gas wells located in the

14 United States, in its possessions, in the Commonwealth

15 of Puerto Rico, or on the Outer Continental Shelf

16 (within the meaning of section 2 of the Outer Conti-

17 nental Shelf Lands Act, as amended and supplemented;

18 43 U.S.C. 1331).

19 "(2) 17 percent- -

20 "(A) sulfur and uranium; and

21 "(B) if from deposits in the United States-

22 anorthosite, clay, laterite, and nephelite syenite (t4W

23 the extent that alumna an alminum oompounds
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1 are extracted therefrom), asbestos, bauxite, celestite,

2 chromite, corundum, fluorspar, graphite, ihnenite,

3 kyanite, mica, olivine, quartz crystals (radio grade),

4 rutile, block steatite talc, and zircon, and ores of the

5 following metals: antimony, beryllium, bismuth,

6 cadmium, cobalt, columbium, lead, lithium, manga-

7 nese, mercury, nickel, platinum and platinum group

8 metals, tantalum, thorium, tin, titanium, tungsten,

9 vanadium, and zinc.

10 "(3) 15 percent--if the mines or deposits are

11 located in the United States-

12 "(A) gold, silver, copper, and iron ore mines,

is and

14 "(B) oil shale.

15 "(4) 11 percent-

16 "(A) metal mines (if paragraphs (2) (B) or

17 (3) (A) do not apply), rock asphalt, and vermic-

18 ulite; and

19 "(B) if neither paragraph (2) (B), (6), or

20 (7) (B) applies, ball cay, bentonite, china clay,

21 agger clay, and clay used or sold for use for pur-

22 poe dependent on its refatory properties.

23 "(5) 7 percent- (if prgmph (2) (B)
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1 does not apply), brucite, coal, lignite, perlite, sodium

2 chloride, and wollastonite.

3 "(6) 5 percent--clay and shale used or sold for use

4 in the manufacture of sewer pipe or brick, and clay,

5 shale, and slate used or sold for use as sintered or burned

6 lightweight aggregates.

7 "(7) 4 percent-

8 " (A) gravel, peat, pumice, sand, scoria, shale

9 (except sbmle described in paragraphs (3) (B) and

10 (6)), and stone (except stone described in para-

11 graph (8));

12 "(B) clay used, or sold for use, in the manufac-

13 ture of drainage and roofing tile, flower pots, and

14 kindred products; and

15 "(C) if from brine wells--bromine, calcium

16 chloride, and magnesium chloride.

17 "(8) 11 percent-all other minerals (including,

18 but not limited to, aplite, barite, borax, calcium carbon-

19 ates, diatomaceous earth, dolomite, feldspar, fullers earth,

20 garnet, gilsonite, granite, limestone, magnesite, mag-

21 nesium carbonates, marble, mollusk shells (including

2 clam shells and oyster shells), phosphate rock, potash,

23 quartzite, slate, soapstone, stone (used or sold for use
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1 by the mine owner or operator as dimension atone or

2 ornamental stone), thenardite, tripoli, trona, and (if

3 paragraph (2) (B) does not apply) bauxite, flake

4 graphite, fluorspar, lepidolite, mica, spodumene, and talc

5 (including pyrophyllite), except that, unless sold on bid

6 in direct competition with a bona fide bid to sell a

7 mineral listed in paragraph (4), the percentage shall be

8 4 percent for any suh other mineral (other than slate to

9 which paragraph (6) applies) when used, or sold for

10 use, by the mine owner or operator as rip rap, ballast,

11 road material, rabble, concrete aggregates, or for similar

12 purposes. For purposes of this paragraph, the term 'all

13 other minerals' does not include-

14 "(A) soil, sod, dirt, turf, water, or mosses;

15 "(B) minerals from sea water, the air, or

16 similar inexhausble sources; or

17 "(0) oil and gas wells."

18 (2) Ei'TIva DATB.-The amendments made by

19 this subsection shall apply to taxable years beginning

20 alter July 22, 1969.

21 (b) MInmu P0DunT oN P iYx Ts.--

22 (1) IN owm x.-SubhapterI chapter I (re-

23 Wing to natural resources) is amended by adding at the

24 end thereof the following new part:
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1 "PART IV-MINERAL PRODUCTION PAYMENTS

"Seo. 86. Income tax treatment -f mineral production pay-
ment&

2 "BBC. U. INCOME TAX TREATMENT OF MINERAL PRO.

3 DUCTION PAYMEN4TSL

4 "(a) CARVED-OUT MINERAL PAYMET.-A produc-

5 tion payment carved out of mineral property shall be treated,

6 for purposes of this subtitle, as if it were a mortgage loan

7 on the property, and shall not qualify as an economic interest

8 in the mineral property. In the case of a production payment

9 carved out for exploration or development of a mineral prop-

10 erty, the preceding sentence shall apply only if and to the

11 extent gross income from the property (for purposes of

12 section 613) would be realized, in the absence of the appli-

13 cation of such sentence, by the person creating the production

14 payment.

15 " (b) RETAINED PRODUCTION PAYMENT ON SALE OF

16 MINERAL PROPERTY.-A production payment retained on

17 the sale of a mineral property shall be treated, for purposes

18 of this subtitle, as if it were a purchase money mortgage loan

19 and shall rot qualify as an economic interest in the mineral

20 property.

21 "(c) RETAINED PRODUCTION PAYMENT ON LEASE OF

22 MINERAL PRoPmRTY.-A production payment retained in a

23 mineral property by the lessor in a leasing transaction shall
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1 be treated, for purposes of this subtitle, insofar as the lessee

2 (or his successors in interest) is concerned, as if it were a

3 bonus granted by the lessee to the lessor payable in install-

4 ments. The treatment of the production payment in the hands

5 of the lessor shall be determined without regard to the pro-

6 visions of this subsection.

7 "(d) DFINITION.-As used in this section, the term

8 'mineral property' has the meaning assigned to the term

9 'property' in section 014 (a).

10 "(e) RMIULATIONS.-The existence and amount of

11 any production payment for purposes of this section and its

12 treatment under this subtitle shall be determined under regu-

13 lations prescribed by the Secretary or his delegate."

14 (2) CLERICAL, AMENIMEN'T.-The table of parts

15 for subchapter I of chapter 1 is amended by adding at

16 the end thereof the following:

"Part IV. Minerl production payments."

17 (3) EFFOTIVE DATES.-

18 (A) GENFRAL RULE.-The amendments made

19 by this subsection shall be applicable to mineral

20 production payments created on or after April 22,

21 1969.

22 (B) SPECIAL RULB.-If a taxpayer during the

23 taxable year which includes April 22, 1969, made

24 expenditures prior to such date which are deductible

25 under section 263 (e), 615, 616, or 617 of the
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1 Internal Revenue Code of 1954, the amendment

2 made by paragraph (1) of this subsection shall

3 apply to proceeds of carved-out minend production

4 payments sold during such taxable year on or after

5 April 22, 1969, to the extent the proceeds do not

6 exceed the aggregate of such expenditures, only for

7 the purposes of section 613 of such Code (relating to

8 percentage depletion) and section 904 of such Code

9 (relating to limitations on foreign tax credit).

10 (C) EXCEPTIo .- The amendments made by

11 this subsection shall not apply to a mineral produc-

12 tion payment created prior to January 1, 1971,

13 pursuant to a binding contract entered into before

14 April 22, 1969.

15 (0) EXPLOATI N ExNINI)TL RES.-

16 (1) AMENDMENT TO SECTION 615.--Section 615

17 (relating to exploration expenditures) is amended by

18 adding new subsection (h) at the end thereof:

19 "(h) RECAPTUUE FO CItTAIN Exisimmuw m.-The

20 rules set forth in subsections (b) through (g), inclusive, of

21 section 617 (relating to additional exploration expenditures

22 in the case of domestic mining) shall apply to expenditures

23 to which this section applies and which are made after

24 July 22, 1969."

25 (2) AMENDMENTS TO SOWTIOX 617.-Section 617
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1 (relating to additional exploration expenditures in the

2 ease of domestic mining) is amended-

3 (A) by striking out the heading and inserting

4 in lieu thereof:

5 "SEC. 617. DEDUCTION AND RECAPTURE OF CERTAIN

6 MINING EXPLORATION EXPENDITURES"

7 (B) by redesignating subsection (h) as sub-

8 section (i), and

9 (C) by inserting a new subsection (h) as

10 follows:

11 "(h) Excm'TIo.-If the taxpayer's deductions tnder

12 thib section and section 615 total less than $400,000, then

13 to the extefit of the difference between $400,000 and such

14 total, a deduction shall be allowed under this section for

15 expenditures paid or incurred during the taxable year if paid

16 or incurred after July 22, 1969, for the purpose of ascer-

17 taining the existence, location, extent, or quality of any

18 deposit of ore or mineral not located in the United States

19 or on the Outer Continental Shelf (within the meaning of

20 section 2 of the Outer Continental Shelf Lands Act, as

21 amended and supplemented; 43 U.S.C. 1881) ."

22 (d) CLaICA, AMuNDmmR.-The table of sections

23 for part I of subchapter I of chapter 1 is amended by striking

24 out:

"Ser. 61T. Additional xploatli m expenditure in the can. of
domn e mht u."
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1 and inserting in lieu thereof:

"Sec. 647. Deduction and recapture of certain mining ex-
ploration expenditures."

2 (e) TREATMENT PROCESssS IN THE CASE OP OIL

3 SnIALB.-Sction 613 (c) (4) (relating to treatment proc-

4 esses considered as nuining) is amended by striking out

5 "and" at the end of subparagraph (G), by redesignating

6 subparagraph (H) a subparagraplph (I), and by inserting

7 after subparagraph (G) the following new subparagraph:

8 "(H) in the case of oil shal--extraction from

9 the ground, crushing, loading into the retort, and

10 retorting, but not hydrogenation, refining, or any

11 other process subsequent to retorting; and".

12 Subtitle B-Capital Gains and Losses
13 SEC. 511. REPEAL OF ALTERNATIVE CAPITAL GAINS TAX

14 FOR INDIVIDUALS.

15 (a) IN GENRAL.-Seetion 1201 (relating to alterna-

16 tive tax) is amended by striking out subsection (b), and by

17 redesignating subsection (c) as (b).

18 (b) CONFORMING AMENDMEiNTS.-

19 (1) Section 5 (a) (relating to cross references

20 relating to tax on individuals) is amended by striking

21 out paragraph (3), and by renumbering paragraph (4)

22 as .

23 (2) Section 871 (b) (1) (relating to tax on non-
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1 resident alien individuals) is amended by striking out

2 "or 1201 (b)".

3 (3) Section 877 (b) (relating to expatriation to

4 avoid tax) is amended by striking out "or section 1201

5 (b)".

6 (c) EFFwTV DATx.-The amendments made by this

7 section shall apply to sales and other dispositions after

8 July 25, 1969. In the case of a taxable year beginning

9 before and ending after July 25, 1969, the alternative tax

10 imposed by section 1201 (b) of the Internal Revenue Code

11 of 1954 shall be computed in a manner to be presnbd

1 by the Secretary of the Treasury or his delegate.

13 BZC. uS CAPITAL LOSSS OF INDIYIDUALs

14 (a) LMTATioN oN ALLw~ow C or CArTAL

15 LoOs.-Seotion 1211 (b) (relating to limitation on capital

16 losses of taxpayers other than corporations) is amended to

17 read as follows:

18 "(b) OTnM TAXPAY .--

19 "(1) IN G B ALt.--In the eas f a taxpayer other

20 than a corporation, losses from sales or exchanges of

21 capital assets shall be allowed only to the extent of the

22 sains from such sle or exchage, plus (if such losses

23 exeed o& gan) whoever of the following is

24 inlet

25"(A) the table inome for the taxable year,

U "(B) #1,O0Oo
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1 "(0) the sum of-

2 "(i) the excess of the net short-term

3 capital loss over the net long-term capital gain,

4 and 1

5 "(ii) one-half of the excess of the net long-

6 term capital loss over the net short-term capital

7 gain.

8 "(2) MARMD INDIVmIDALs.-In the case of a

9 husband or wife who files a separate return, the amount

10 specified in paragraph (1) (B) shall be $500 in lieu

11 of $I,000.

12 " (3) COMPUTATION OF TAXABLE INOOMB.--For

13 purposes of paragraph (1), taxable income shall be corn-

14 puted without regard to gains or losses from sales or

15 exchanges of capital assets and without regard to the de-

16 ductions provided in section 151 (relating to personal

17 exemptions) or any deduction in lieu thereof. If the

18 taxpayer elects to pay the optional tax imposed by seo-

19 tion 3, 'taxable income' as used in this subsection shall

20 read as 'adjusted gross income'."

21 (b) CAPITAL Loss CAim mov.-Section 1212(b)

22 (relating to capital loss carryover of taxpayers other than

23 corporations) is amended by -striking out "beginning after

24 December 31, 1983" at the beginning of pararph (1),

25 by striking out the last sentence of paragraph (1), and by
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1 striking out paragraph (2) and inserting in lieu thereof the

2 following new paragraphs:

3 "(2) Spio"L BULES-

4 "(A) For purposes of determining the excess

5 referred to in paragraph (1) (A), an amount equal

6 to the amount allowed for the taxable year under

7 section 1211 (b) (1) (A), (B), or (C) shall be

8 treated as a short-term capital gain in such year.

9. "(B) For purposes of determining the excess

10 referred to in paragraph (1) (B), an amount equal

11 to the sum of-

12 "(i) the amount allowed for the taxable

13 year under section 1211 (b) (1) (A), (B), or

14 (0), and

15 "(ii) the excess of the amount described

16 in clause (i) over the net short-term capital

17 loss (determined without regard to this subsec-

18 tion) for such year,

19 shall be treated as a short-term capital gain in such

20 year.

21 "(3) TWI NIONAL BULE.-In the case of any

22 amount which, under paragraph (1) and section 1211

23 (b) (as in effect for taxable years beginning before

24 July 26, 1969), is treated as a capital los in the first

25 taxable year beginning after July 25, 1969, paragraph

26 (1) and secdoui 1211(b) (a in effect for taxable years



411

288

1 beginning before July 2e, 1969) shall apply (and

2 paragraph (1) and section 1211 (b) as in effect for

3 taxable years beginning after July 25, 1969, shall not

4 apply) to the extent such amount exceeds the total of

5 any net capital gains (determined without regard to this

6 subsection) of taxable years beginning after July 25,

7 1969."

8 (C) CONFORMING AMEwDMuiNT.--Section 1222 (9)

9 (defining net capital gain) is amended by striking out "In

10 the case of a corporation, the" and inserting in lieu thereof

11 "The".

12 (d) EPFECTIVE DATE.-The amendments made by this

13 section shall apply to taxable years beginning after July 25,

14 1969.

15 SEC. 51& LETTERS, MEMORANDUMS, ETC.

16 (a) TREATMENT AS PROPERTY WHICH Is NOT A

17 CAPITAL Assm.-Section 1221 (3) (relating to definition

18 of capital asset) is amended to read as follows:

19 "(3) a copyright, a literary, musical, or artistic

20 composition, a letter or memorandum, or similar prop-

21 erty, held by-

22 "(A) a taxpayer whose personal efforts created

23 such property,

24 "(B) in the case of a letter, memorandum, or

25 similar property, a taxpayer for whom such prop-

26 erty was prepared or produced, or
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1 "(0) a taxpayer in whose hands the basis of

2 such property is determined, for purposes of deter-

3 mining gain from sale or exchange, in whole of

4 part by reference to the basis of such property in

5 the hands of a taxpayer described in subparagraph

6 (A) or (B) ;".

7 (b) CoN1o Bino AMENDMENTS.-

8 (1) Section 341 (e) (5) (A) (iv) (relating to defi-

9 nation of subsection (e) asset in the case of collapsible

10 corporations) is amended to read as follows:

11 "(iv) property (unless included under

12 clause (i), (ii), or (iii)) which consists of a

13 copyright, a literary, musical, or artistic com-

14 position, a letter or memorandum, or similar

15 property, or any interest in any such property,

16 if the property was created in whole or in part

17 by the personal efforts of, or (in the case of a

18 letter, memorandum, or similar property) was

19 prepared or produced in whole or in part for,

20 any individual who owns more than 5 percent in

21 value of the stock of the corporation."

22 (2) Section 1231 (b) (1) (0) (relating to defini-

23 tion of property used in the trade or business) is amended

24 by inserting ", a letter or memorandum" before ", or

25 similar property".

26 (e) EmOB DAT.-The amendments made by
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1 this section shall apply to sales and other dispositions oo-

2 curring after July 25, 1969.

3 SEC. 514. HOLDING PERIOD OF CAPITAL ASSETS.

4 (a) CAPITAL GAINS AND LossE..--Section 1222 (re-

5 lating to other terms relating to capital gains and losses) is

6 amended by striking out "6 months" wherever it appears

7 therein and inserting in lieu thereof "12 months".

8 (b) CoNFOtMINo AMENDMENT.-The following see-

9 tions are amended by striking out "6 months" wherever it

10 appears therein and inserting in lieu thereof "12 months":

11 (1) Section 166 (d) (1) (relating to nonbusiness

12 debts) ;

13 (2) Section 333(g) (1) and (2) (relating to

14 special nile as to liquidations in the case of the election

15 a, t.- recognition of gain)

16 * 'j Section 341 (a) (relating to treatment of gain

11 to sha. t'olders in the case of collapsible corporations) ;

18 (4) Section 342 (a) (relating to liquidation of cer-

19 tain foreign personal holding companies);

20 (5) Section 402 (a) (2) (relating to capital gains

21 treatment for certain distributions in the case of a bene-

22 ficiary of an exempt employees' trust) ;

23 (6) Section 403 (a) (2) (relating to capital gain.

24 treatment for certain distributions in the case of a bene-

25 ficiary under a qualified annuity plan) ;

88850-8-t. 1--.7
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1 (7) Section 423 (a) (1) (relating to employee

2 stock purchase plans);

3 (8) Section 424 (a) (1) and (c) (1) and (2) (re-

4 lating to restricted stock options) ;

5 (9) Section 584(c) (1) (A) and (B) (relating

6 to inclusions in taxable income of participants in corn-

7 mon trust funds) ;

8 (10) Section 631 (relating to gain or loss ih the

9 case of timber, coal, or domestic iron ore) ;

10 (11) Section 702(a) (1) and (2) (relating to

11 income and credits of partner) ;

12 (12) Section 817 (a) (1) (A) (relating to treat-

13 xnent of capital gains and losses, etc., in the case of life

14 insurance companies) ;

15 (13) Section 852(b) (3) and (4) (relating to

16 treatment of capital gain dividends by shareholders of

17 regulated investment companies) ;

18 (14) Section 856 (c) (4) (relating to definition

i9 of real estate investment trust) ;

20 (15) Section 857 (b) (3) (B) (relating to treat-

21 meant of capital gain dividends by shareholders of real

22 estate investment trusts) ;

23 (16) Section 1231 (relating to property used in

24 the trade or business and involuntary conversions) ;
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1 (17) Section 1232(a) (2) (relating to sale or

2 exchange in the case of bonds and other evidences of

3 indebtedness) ;

4 (18) Section 1233 (b), (d), and (e) (relating

5 to gains and losses from short sales) ;

6 (19) Section 1234(c) (1) (relating to special

7 rule for gain on lapse of an option granted as part of

8 a straddle) ;

9 (20) Section 1235 (a) (relating to sale or ex-

10 change of patents) ;

11 (21) Section 1240 (relating to taxability to em-

12 ployee of termination payments) ;

13 (22) Section 1246 (a) (4) (relating to holding

14 period in the case of gain on foreign investment company

15 stock)

16 (23) Section 1247 (i) (relating to loss on sale or

17 exchange of certain stock in the case of foreign invest-

18 ment companies electing to distribute income currently);

19 and

20 (24) Section 1248 (b) and (f) (relating to gain

21 from certain sales or exchanges of stock in certain foreign

22 corporations).

23 (a) TimmB--Section 631 (a) (relating to election to
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treat cutting of timber as a sale or exchange) is amended

by striking out "before the beginning of such year" in the

first sentence.

(d) EFFETrIvE DATE.-The amendments made by this

section shall apply to taxable years beginning after July 25,

1969.

SEC. 515. TOTAL DISTRIBUTIONS FROM QUALIFIED PEN-

SION, ETC., PLANS.

(a) LIMITATION ON CAPITAL GAINS TREATMENT.-

(1) EMPLOYEES' TRUST.-Section 402 (a) (relat-

ing to taxability of beneficiary of exempt trust) is

amended by adding at the end thereof the following new

paragraph:

"(5) LIMITATION ON CAPITAL GAINS TREAT-

MENT.-The first sentence of paragraph (2) shall apply

to a distribution paid after December 31, 1969, only to

the extent that it does not exceed the sum of-

"(A) the benefits accrued by the employee on

behalf of whom it is paid during plan years begin-

ning before January 1, 1970, and

"(B) the portion of the benefits accrued by

such employee during plan years beginning after De-

cember 31, 1969, which the distributee establishes

does not consist of the employee's allocible share of
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1 employer contributions to the trust by which such

2 distribution is paid.

3 The Secretary or his delegate shall prescribe such regu-

4 nations as may be necessary to carry out the purposes of

5 this paragraph."

6 (2) EmPmO ANN1rrIE.--Section 403 (a) (2)

7 (relating to capital gains treatment for certain distribu-

8 tions under a qualified annuity plan) is amended by

9 adding at the end thereof the following new subpara-

10 graph:

11 "(0) LIMITATION ON CAPITAL GAINS TREAT-

12 XMNT.--Subparagraph (A) shall apply to a pay-

13 ment paid after December 31, 1969, only to the ex-

14 tent that it does not exceed the sum of-

15 "(i) the benefits accrued by the employee

16 on behalf of whom it is paid during plan years

17 beginning before January 1, 1970, and

18 "(ii) the portion of the benefits accrued

19 by such employee during plan years 'eginning

20 after December 81, 1969, which the payee

21 establishes does not consist of the employee's

22 allocable share of employer contributions under

23 the plan under which the annuity contract is

24 purchased.
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1 The Secretary or his delegate shall prescribe such

2 regulations as may be necessary to carry out the

3 purposes of this subparagraph."

4 (b) LIMITATION ON TAx.-Section 72 (n) (relating

5 to treatment of certain distributions with respect to contribu-

6 tions by self-employed individuals) is amended-

7 (1) by striking out so much thereof as precedes

8 paragraph (2) and inserting in lieu thereof the fol-

9 lowing:

10 "(n) TREATMENT OF TOTAL DISTRIBUTIONS.-

11 "(1) APPLICATION OF 8UBSECTION.-

12 "(A) GENERAL RULE.-This subsection shall

13 apply to amounts-

14 "(i) distributed to a distributee, in the

15 case of an employees' trust described in section

16 401 (a) which is exempt from tax under see-

17 tion 501 (a), or

18 "(ii) paid to a payee, in the case of an

19 annuity plan described in section 403 (a),

20 if the total distributions or amounts payable to the

21 distributee or payee with respect to an employee

22 (including an individual who is an. employee within

23 the meaning of section 401 (c) (1)) are paid to

24 the distributed or payee within one taxable year of

25 the distributed or payee, but only to the extent that
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1 section 402 (a) (2) or 403 (a) (2) does not apply

2 to such amounts.

3 "(B) DISTRIBUTIONS TO WHICH APPLI-

4 c&BLE.-This subsection shall apply only to distri-

5 butions or amounts paid-

Li " (i) on account of the employee's death,

7 "(ii) with respect to an individual who is

8 an employee without regard to section 401

9 (c) (1), on account of his separation from the

10 service,

IL "(il) with respect to an employee within

12 the meaning of section 401 (c) (1), after he has

13 attained the age of 591 years, or

14 "(iv) with respect to an employee within

15 the meaning of section 401 (c) (1), after he has

16 become disabled (within the meaning of sub-

17 section (m) (7)).

18 "(C) MINIMUM PERIOD OF SBRVICE.-This

19 subsection shall apply to a distribution from or under

20 a plan to an employee only if he has been a partici-

21 pant in such plan for 5 or more years before such

22 distribution.

23 "(D) AMOUNTS SUBJECT TO PnNALTY.--This

24 subsection shall not apply to amounts described in

25 clauses (ii) and (iii) of subparagraph (A) of sub-
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1 section (m) (5) (but, in the case of amounts

2 described in clause (ii) of such subparagraph, only

3 to the extent that subsection (m) (5) applies to

4 such amounts)."; and

5 (2) by adding at the end thereof the following new

6 paragraph:

7 "(4) REFUND OF TAX WITH RESPECT TO CERTAIN

8 DITRmUTONS.-Notwithstanding any other provision

9 of this title, if the limitation of tax provided in paragraph

10 (2) on the total distributions or amounts payable with

11 respect to an individual who is an employee without

12 regard to section 401 (c) (1) exceeds-

13 "(A) the aggregate increase in tax that would

14 result from the inclusion in gross income of the re-

15 cipient of 20 percent of the amount to which this

16 subsection applies for the taxable year in which such

17 amount is received and each of his 4 succeeding tax-

18 able years, or

19 "(B) if the recipient dies within the 4-year pe-

20 riod beginning on the last day of the taxable year in

21 which such amount is received, 5 times the average

22 of the increase in tax that would result from the in-

23 clusion in gross income of the recipient of 20 percent

24 of the amount to which this subsection applies for

25 such taxable year and each succeeding taxable year
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1 other than the taxable year ending with his death,

2 such excess shall be deemed to be an overpayment of the

3 tax imposed by this chapter for the last taxable year

4 referred to in subparagraph (A) or (B), whichever is

5 applicable."

6 (c) TECHNICAL AND CONFORMING AMENDMENTS.-

7 (1) Section 405 (e) (relating to capital gains treat-

8 ment not to apply to bonds distributed by trusts) is

9 amended-

10 (A) by striking out "CAPTTAL GAINS TREAT-

11 MENT" in the heading and inserting in lieu thereof

12 "CAPITAL GAINS TREATMENT AND LIMITATION

13 OF TAx";

14 (B) by striking out "Section 402 (a) (2)" and

15 inserting in lieu thereof "Section 72 (n) and section

16 402 (a) (2) "; and

17 (C) by striking out "section" and inserting in

18 lieu thereof "sections".

19 (2) Section 406 (c) (relating to termination of

20 status as deemed employee not to be treated as separa-

21 tion from service for purposes of capital gain provisions)

2 is amended-

23 (A) by striking out "P'tmaoNs." in the

24 heading and inserting in lieu thereof 'PnoTvmoiq

25 AND LMTATON Or TAX."; and



422

296

1 (B) by striking out "section 402 (a) (2)" and

2 inserting in lieu thereof "section 72 (n), section

3 402 (a) (2),".

4 (3) Section 407 (c) (relating to termination of

5 status as deemed employee not to be treated as sepa-

6 ration from service for purposes of capital gain provi-

7 sions) is amended-

8 (A) by striking out "PROVISIONS." in the

9 heading and inserting in lieu thereof "PROvISIONS

10 AND LIMITATION OF TAX."; and

11 (B) by striking out "section 402 (a) (2)" and

12 inserting in lieu thereof "section 72 (n), section

13 402 (a) (2),".

14 (4) Suction 1304 (b) (2) (relating to certain pro-

15 visions inapplicable) is amended to read as follows:

16 "(2) section 72 (n) (2) (relating to limitation of

17 tax in case of total distribution) ".

18 SEC. 516. OTHER CHANGES IN CAPITAL GAINS TREAT.

19 MENT.

20 (a) SALES OF TERM INTEREST.-Secton 1001 (re-

21 lating to determination of amount of and recognition of gain

22 or loss) is amended by adding at the end thereof the fol-

23 lowing new subsection:

24 "(e) CERTAIN TERM INTERESTS.-

25 "(1) IN GBNERAL.-In determining gain or loss



423

297

1 from the sale or other disposition of a term interest in

2 property, that portion of the adjusted basis of such in-

3 terest which is determined pursuant to section 1014 or

4 1015 (to the extent that such adjusted basis is a portion

5 of the entire adjusted basis of the property) shall be

6 disregarded.

7 " (2) TERM INTEREST IN PROPERTY DEFINED.-

8 For purposes of paragraph (1), the term 'term interest

9 in property' means-

10 "(A) a life interest in property,

11 "(B) an interest in property for a term of

12 years, or

13 "(C) an income interest in a trust.

14 "(3) ExcTIo.-Paragraph (1) shall not apply

15 to a sale or other disposition which is a part of atrans-

16 action in which a fee interest is transferred to any person

17 or persons."

18 (b) CERTAIN CASUALTY IMSES UNDER SECTION

19 1281.-Section 1231 (a) (relating to property used in the

20 trade or business and involuntary conversions) is amended

21 by striking out all that follows paragraph (1) and inserting

22 in lieu thereof the following:

23 "(2) losses (including losses not compensated for

24 by insurance or otherwise)" upon the destruction, in

25 whole or in part, theft or seizure, or requisition or con-
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1 damnation of (A) property used in the trade or business

2 or (B) capital assets held for more than 12 months shall

3 be considered losses from a compulsory or involuntary

4 conversion.

5 In the case of any involuntary conversion (subject to the pro-

6 visions of this subsection but for this sentence) arising from

7 fire, storm, shipwreck, or other casualty, or from theft, of any

8 property used in the trade or business or of any capital asset

9 held for more than 12 months and held for the production of

10 income, this subsection shall not apply to such conversion

11 (whether resulting in gain or loss) if, during the taxable

12 year, the recognized losses from such conversions exceed the

13 recognized gains from such conversions."

14 (c) TRANSFER OF FRANCHISES.-

15 (1) IN oENERAL.-Part IV of subchapter P of

16 chapter 1 (relating to special rules for determining capi-

17 tal gains and losses) is amended by adding at the end

18 thereof the following new section:

19 "SEC. 1252. TRANSFER OF FRANCHISES.

20 " (a) GENERAL RULE.-A transfer of a franchise shall

21 not be treated as a sale or exchange of a capital asset or of

22 property to which section 1231 applies, if the transferor re-

23 tains any significant power, right, or continuing interest with

24 respect to the subject matter of the franchise.

25 "(b) DBFINITIoNS.-For purposes of this section-
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1 "(1) FR&NrnisE.-The term 'franchise' means a

2 franchise, distributorship, or other like interest.

3 "(2) SIGNMFxOAiNT POWER, RIGHT, OR CONTINU-

4 ING INTEEET.-The term 'significant power, right, or

5 continuing interest' includes, but is not limited to-

F "(A) a right to disapprove any assignment of

7 the franchise, .

8 "(B) a right to disapprove any subcontract

9 made by the holder of the franchise, and

10 "(C) a right to terminate the franchise at will.

11 "(c) Excmvow.-Subsection (a) shall not apply with

12 respect to amounts received or accrued, in connection with

13 a transfer of a franchise, which are attributable to the trans-

14 fer of all substantial rights to a patent, trademark, or trade

15 name (or an undivided interest therein which includes a

16 part of all such rights), to the extent such amounts are

17 separately identified and are reasonable in amount."

18 (2) CLERICAL AMENDMENT.-The table of sec-

19 tions for part IV of subchapter P of chapter I is amended

20 by adding at the end thereof the following:

"Se. IM Traf.r of frachiam."

21 (d) EFFECTIVE DATE.-The amendments made by

22 subsections (a) and (c) shall apply with respect to sales

23 and other dispositions, and transfers, alter July 25, 1969.
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1 The amendment made by subsection (b) shall apply to

2 taxable years beginning after July 25, 1969.

3 Subtitle C-Real Estate Depreciation
4 SBC. 51 DEPRECIATION OF REAL ESTATE.

5 (a) SOTIoN 1250 PEOPEETY AND RMBILITATION

6 PBOPEwRY.-Section 167 (relating to depreciation) is

7 amended by redesignating subsection (j) as subsection (n),

8 and by inserting after subsection (i) the following new

9 subsections:

10 "(j) SPExIA Ruizm FOR SECTION 1250 PROPERTY.-

11 "(1) GiNEA BuLE.-Except as provided in

12 paragraphs (2) and (3), in the case of section 1250

13 property, subsection (b) shall not apply and the term

14 'reasonable allowance' as used in subsection (a) shall

15 include an allowance computed in accordance with regu-

16 lations prescribed by the Secretary or his delegate, under

17 any of the following methods:

18 "(A) the straight line method,

19 "(B) the declining balance method, using a

20 rate not exceeding 150 percent of the rate which

21 would have been used had the annual allowance

22 been computed under the method described in sub-

23 paragraph (A), and

24 "(0) any other consistent method productive

25 of an annual allowance which, when added to all
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1 allowances for the period commencing with the tax-

2 payer's use of the property and including the tax-

$ able year, does not, during the first two-thirds of

4 the useful life of the property, exceed the total of

5 such allowances which would have been used had

6 such allowances been computed under the method

7 described in subparagraph (B).

8 Nothing in this paragraph shall be construed to limit or

9 reduce an allowance otherwise allowable under subsec-

10 tion (a) except where allowable solely by reason of

11 paragraph (2), (3), or (4) of subsection (b).

12 "(2) HousniG.-Paragmph (1) of this subsection

13 shall not apply, and subsection (b) shall apply in any

14 taxable year, to a building or structure which is residen-

15 tial rental housing the original use of which commences

16 with the taxpayer. For purposes of the preceding sen-

17 tence, a building or structure shall be considered to be

18 residential rental housing with respect to any taxable

19 year if and only if 80 percent or more of the gross in-

20 come from such building or structure for such year is

21 derived from the use of dwelling unite (within the mean-

22 ing of subsection (k) (3) (0)) in such building or

23 structure to provide living accommodations on a rental

24 basis. Any change in the computation of the allowance

25 for depreciation for any taxable year, permitted or re-
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1 quired by reason of the application of this paragraph,

2 shall not be considered a change in a method of ao-

3 counting.

4 "(3) PROPERTY CONSTRUCTED, ETC., BEFORE

5 JULY 25, 1969.-Paragraph (1) of this subsection shall

6 not apply, and subsection (b) shall apply, in the case of

7 property-

8 "(A) the construction, reconstruction or erec-

9 tion of which was begun before July 25, 1969, or

10 "(B) for which a written contract entered into

11 before July 25, 1969, with respect to any part of the

12 construction, reconstruction, or erection or for the

13 permanent financing thereof, was at all times there-

14 after binding on the taxpayer.

15 Under regulations prescribed by the Secretary or his

16 delegate, rules similar to the rules provided in para-

17 graphs (5), (9), (10), and (13) of section 48(h)

18 shall be applied for purposes of subparagraphs (A)

19 and (B).

20 "(4) USED SECTION 1250 PROPERTY.-In the case

21 of section 1250 property acquired after July 24, 1969,

22 the original use of which does not commence with the

23 taxpayer, the allowance for depreciation under this seo-

24 tion shall be limited to an amount computed under-

25 " (A) the straight line method, or
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1 "(B) any other method determined by the

2 Secretary or his delegate to result in a reasonable

3 allowance under subsection (a), not including-

4 "(i) any declining balance method,

5 "(I) the sum-of-the-years digits method, or

6 "(iii) any other method allowable solely

7 by reason of the application of subsection

8 (b) (4) or paragraph (1) (C) of this

9 subsection.

10 "(k) DEPRECIATION OF REHABILITATION PROPERTY

11 CONSISTING OF LOW-COST RENTAL HOUSING.-

12 "(1) 60-MONTH RUL.-The taxpayer may at any

13 time elect in accordance with regulations prescribed by

14 tLe Secretary or his delegate to compute a depreciation

15 deduction in subsection (a) attributable to rehabilitation

16 expenditures made after July 24, 1969, under the

17 straight-line method using a useful life of 60 months.

18 Such method shall be in lieu of any other method of

19 computing the depreciation deduction under subsection

20 (a) and in lieu of any deduction for amortization.

21 "(2) LIMITATIONS.-

22 "(A) The aggregate amount of expenditures

23 with respect to any low-cost rental housing which

24 are eligible for the method provided by paragraph

38-865 O-9-pt. 1- 28
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1 (1) shall not exceed $15,000 per dwelling unit in

2 such housing.

3 "(B) ExoEP IoN.-Expenditures in any tax-

4 able year shall be taken into account for purposes of

5 paragraph (1) only if the sum of the rehabilitation

6 expenditures over a period of two consecutive tax-

7 able years, including the taxable year, exceeds

8 $3,000 per dwelling unit of low-cost housing.

9 " (3) DBFiNrrIoNs.-For purposes of this subsec-

10 tion-

11 " (A) REHABILITATION EXPENDITURES.-The

12 term 'rehabilitation expenditures' means amounts

13 chargeable to capital account and incurred for prop-

14 erty or additions or improvements to property (or

15 related facilities) with a useful life of 5 years or

16 more, in connection with the rehabilitation of an

17 existing building for low-cost rental housing; but

18 such term does not include the cost of acquisition of

19 k ich building or any interest therein.

20 "(B) Low-coT RENTAL HOUSINO.-The term

21 'low-cost rental housing' means any building the

22 dwelling units in which are held for occupancy on

23 a rental basis by families and individuals of low or

24 moderate income, as determined by the Secretary

25 or his delegate in a manner consistent with the poll-
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1 cles of the Housing and Urban Development Act of

2 1968 pursuant to regulations prescribed under this

3 subsection.

4 "(0) DWELLING UNIT.-The term 'dwelling

5 unit' means a house or an apartment in a building

6 or structure, but does not include a unit in a hotel,

7 motel, inn, or other establishment more than one-

8 half of the units in which are used on a transient

9 basis."

10 (b) RECAPTURE OF ADDITIONAL DEPRECIATION.-

11 Section 1250 (a) (relating to gain from dispositions of cer-

12 tain depreciable realty) is amended to read as follows:

13 "(a) GENERAL RULE.-Except as otherwise provided

14 in this section-

15 " (1) ADDITIONAL DEPRECIATION AFTER JULY 24,

16 1969.-If section 1250 property is disposed of after

17 July 24, 1969, the lower of-

18 "(A) that portion of the additional depreciation

19 (as defined in subsection (b) (1) or (4)) attrib-

20 table to periods after July 24, 1969, in respect

21 of the property, or

22 "(B) the excess of-

23 "(i) the amount realized (in the case of

24 a sale, exchange, or involuntary conversion),
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1 or the fair market value of such property (in

2 the case of any other disposition), over

3 "(ii) the adjusted basis of such property,

4 shall be treated as gain from the sale or exchange of

5 property which is neither a capital asset nor property

6 described in section 1231. Such gain shall be recognized

7 notwithstanding any other provision of this subtitle.

8 " (2) ADDITIONAL DEPRECIATION AFTER DECEX-

9 BEE 31, 1963, AND BEFORB JULY 25, 1969.-

10 "(A) If section 1250 property is disposed of

11 after December 31, 1963, and the amount deter-

12 mined under subsection (a) (1) (B) exceeds the

13 amount determined under subsection (a) (1) (A),

14 then the applicable percentag- of the lower of-

15 "(i) that portion of the additional deprecia-

16 tion attributable to periods before July 25,

17 1969, in respect of the property, or

18 "(ii) the excess of the amount determined

19 under subsection (a) (1) (B) over the amount

20 determined under subsection (a) (1) (A),

21 shall also be treated as gain from the sale or ex-

22 change of property which is neither a capital asset

23 nor property described in section 1281. Such gain

24 shall be recognized notwithstanding any other pro-

vision of this subtitle.



433

307

1 "(B) APPLICABLE PERCENTAGE.-For pur-

2 poses of paragraph (A) the term 'applicable per-

3 centage' means 100 percent minus 1 percentage

4 point for each full month the property was held

5 after the date on which the property was held for

6 20 full months."

7 (c) Section 1250 (b) (relating to gain from certain

8 depreciable realty) is amended by adding at the end thereof

9 the following new paragraph:

10 "(4) ADDITIONAL DEPRECIATION ATTRIBUTABLE

11 TO REHABILITATION EXPENDITURES.-For purposes of

12 this section, the term 'additional depreciation' means,

13 in respect of the depreciation deduction allowed under

14 section 167 (k), the adjustments computed under such

15 section, except that, in the case of property held more

16 than one year,, it means such adjustments only to the

17 extent that they exceed the amount of the depreciation

18 adjustments which would have resulted if such adjust-

19 ments had been determined under the straight line

20 n--hod of adjustment without regard to the useful life

21 permitted under section 167 (k) ."

22 (d) CHANoE IN MTHOD OF Compuuno DEPRCIA-

23 TION.--Section 167 (e) (relating to depreciation) is

24 amended by adding at the end thereof the following new

25 paagraph:
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1 "(3) OChUNOB WITH RIEPWT TO MOTION 1250

2 PHOPBBTY.-A taxpayer may, on or before the last day

3 prescribed by law (including extensions thereof) for

4 filing his return for his first taxable year beginning after

5 July 24, 1969, and in such manner as the Secretary or

6 his delegate shall by regulation prescribe, elect to change

7 his method of depreciation in respect of section 1250

8 property (as defined in section 1250 (c)) from any

9 declining balance or sum of the years-digits method to

10 the straight line method. An election may be made

11 under this paragraph notwithstanding any provision to

12 the contrary in an agreement under subsection (d)."

13 (e) TIoHNIcAL AND CONFORMING CHANGES.-

14 (1) Subsection (d) of section 1250 is amended

15 by striking out "subsection (a) (1)" wherever it ap-

16 pears and inserting in lieu thereof "subsection (a)."

17 (2) Subsection (f) of section 1250 is amended-

18 (A) by striking out "subsection (a) (1)" in

19 paragraph (1) and inserting in lieu thereof "sub-

20 section (a)," and

21 (B) by striking out paragraph (2) thereof and

22 inserting in lieu thereof the following:

23 "(2) OuDrwAsY rNOoMB ATTRBuTABLz To AN

24 BULMBNT.--For purposes of paragraph (1), the amount

25 taken into account for any element shall be the sam of-
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1 "(A) the amount which bears the same ratio

2 to the lower of the amounts specified in subpara-

3 graph (A) or (B) of subsection (a) (1) for the

4 section 1250 property as the additional depreciation

5 for such element attributable to periods after July

6 24, 1969, bears to the sum of the additional depre-

7 ciation for all elements attributable to periods after

8 July 24, 1969, and

9 "(B) the amount (if any) determined by

10 multiplying-

11 "(i) the amount which bears the same ratio

12 to the lower of the amounts specified in sub-

13 section (a) (2) (A) (i) or (ii) for the section

14 1250 property as the additional depreciation for

15 such element attributable to periods before July

16 25, 1969, bears to the sum of the additional

17 depreciation for all elements attributable to

18 periods before July 25, 1969, by

19 "(ii) the applicable percentage for such

20 element.

21 For purposes of this paragraph, determinations with re-

22 spect to any element shall be made as if it were a sepa-

23 rate property."

24 (f) Section 381 (c) (6) (relating to carryovers in cer-

25 tain corporate acquisitions) is amended to read as follows:
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1 "(6) METHOD OF COMPUTING DEPRECIATION AL-

2 LOWANCE.-The acquiring corporation shall be treated

3 as the distributor or transferor corporation for purposes

4 of computing the depreciation allowance under para-

5 graphs (2), (3), and (4) of section 167(b), or sub-

6 section (j) (1), (k), or (m) of section 167, on property

7 acquired in a distribution or transfer with respect to so

8 much of the basis in the bands of the acquiring corpora-

9 tion as does not exceed the adjusted basis in the bands of

10 the distributor or transferor corporation."

11 (g) EFFECTIVE DATE.-The amendments made by this

12 section shall apply with respect to taxable years ending

13 after July 24, 1969.

14 Subtitle D-Cooperatives
15 SAC. 531. COOPERATIVES.

16 (a) QUALIFIED WRITTEN NocIC oF ALOCATIO.-

17 The last sentence of section 1388 (c) (1) (relating to quali-

18 flied written notice of allocation defined) is amended to read

19 as follows:

20 "Such term does not include any written notice of allo-

21 cation which is paid as part of a patronage dividend or

22 as part of a payment described in section 1382 (c) (2)

23 (A) unless-

24 "(C) at lehet 20 percent of the amount of such

25 patronage dividend, or such payment, k paid in
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1 money or by qualified check, and in addition, during

2 the payment period for the taxable year to which

3 such patronage dividend, or such payment, relates

4 at least the 'applicable percentage' (as determined

5 under paragraph (5)) of such patronage dividend,

6 or such payment, is paid in money or in qualified

7 check, either-

8 "(i) as a part of such patronage dividend,

9 or such payment,

10 "(ili) or in redemption (to the extent allo-

11 cated by the payor to such patronage dividend

12 for the purpose of meeting the requirements of

13 this clause, if not previously allocated to any

14 other patronage dividend) of any qualified writ-

15 ten notice of allocation previously paid as a

16 part of a patronage dividend, or such payment,

17 for any taxable year, and

18 "(D) either (i) at all times on and after the

19 date of issuance of such written notice of allocation,

20 the bylaws of the organization require the remainder

21 of such patronage dividend, or such payment, to be

22 paid in money within the 15-year period beginning

23 with the close of the taxable year with respect to

24 which such written notice of allocation is made, and

25 the bylaws provide that such requirement shall in no
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1 event be changed without the consent of those ad-

2 versely affected, or (ii) an unconditional written

3 evidence of indebtedness is issued for the remainder

4 of such patronage dividend, or such payment, which

5 matures within such 15-year period."

6 (b) APPLICABLE PERCENTAG.-Section 1388 (c) (re-

7 lating to qualified written notice of allocation) is amended

8 by adding at the end thereof the following new paragraph:

9 "(5) APPLICABLE PERCENTAG.-For purposes

10 of subsection (a)-

The applicable per-
"For taxable years beginning in- centage is-

1970 ----------------------------- 3 percent
1971 ------------------------------ 6 percent
1972 ------------------------------ 9 percent
1973 ------------------------------------------ 12 percent
1974 ------------------------------------------ 15 percent
1975 ----------------------------------------- 18 percent
1976 ----------------------------- 21 percent
1977 ----------------------------- 24 percent
1978 ---- ------------------------- 27 percent
1979 or any subsequent year ----------------- 80 percent."

11 (c) QUALIFIED PER-UNIT RETAIN CERTIFICATE.-

12 Section 1388 (h) (1) (relating to definition of qualified per-

13 unit retain certificate) is amended to read as follows:

14 "(1) DxFINE.-For purposes of this subchapter,

15 the term 'qualified per-unit retain certificate' means any

16 per-unit retain certificate-

17 "(A) which tTie distributee has agreed, in the

18 manner provided in paragraph (2) to take into ac-
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1 count at its stated dollar amount as provided in sec-

2 tion 1385 (a), and

3 "(B) which (i) at all times on and after the

4 date of issuance of such certificate, the bylaws of

5 the organization require the stated dollar amount to

6 be paid in money within the 15-year period begin-

7 ning with the close of the taxable year with respect

8 to which such certificate is issued, and the by-laws

9 provide that such requirement shall in no event be

10 changed without the consent of those adversely

11 affected, or (ii) is in the form of an unconditional

12 written evidence of indebtedness which matures

13 within such 15-year period."

14 (d) EFFEcTIE DATE.-The amendments made by this

15 section apply to taxable years beginning after December 31,

16 1969.

17 Subtitle E-Subchapter S Corporations
18 SEC. 541. QUALIFIED PENSION, ETC., PLANS OF SMALL

19 BUSINESS CORPORATIONS.

20 (a) IN GENERL.--Snbchapter S of chapter 1 (relat-

21 ing to election of certain small business corporations as to

22 taxable status) is amended by adding at the end thereof

23 the following new section:
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1 "SBC. ItM CERTAIN QUALIFIED PENSION, ETC., PLANS.

2 "(a) ADDmONAL REQUmBMNT FOB QUALFIcA-

3 TION.-A trust forming part of a stock bonus or profit-shar-

4 ing plan which provides contributions or benefits for employ-

5 ees some or all of whom are shareholder-employees shall

6 not constitute a qualified trust under section 401 (relating

7 to qualified pension, profit-sharing, and stock bonus plans)

8 unless the plan of which such trust is a part provides that

9 forfeitures attributable to contributions deductible under sec-

10 tion 404 (a) (3) for any taxable year (beginning after De-

i coember 31, 1969) of the employer with respect to which it

12 is an electing small business corporation may not inure to

13 the benefit of any individual who is a shareholder-employee

14 for such taxable year. A plan shall be considered as satisfy-

15 ing the requirement of this subsection for the period begin-

16 ning with the first day of a taxable year and ending with

17 the 15th day of the third month following the close of such

18 taxable year, if all the provisions of the plan which are

19 necessary to satisfy this requirement are in effect by the end

20 of such period and have been made effective for all purposes

21 with respect to the whole of such period.

22 "(b) TAXABILrTy OF SHAREHOLDEE-EMPLOYEE

23 BENBFICARIES-

24 "(1) INCLUSION OF EXCs CONTRIBUTIONS IN

25 GROSS mCOim.-Notwthstanding the provisions of sec-
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1 tion 402 (relating to taxability of beneficiary of em-

2 ployees' trust), section 403 (relating to taxation of

3 employee annuities), or section 405 (d) relatingg to

4 taxability of beneficiaries under qualified bond purchase

5 plans), an individual who is a shareholder-employee of

6 an electing small business corporation shall include in

7 gross income, for his taxable year in which or with

8 which the taxable year of the corporation ends, the ex-

9 cess of the amount of contributions paid on his behalf

10 which is deductible under section 404(a) (1), (2),

11 or (3) by the corporation for its taxable year over the

12 lesser of-

13 "(A) 10 percent of the compensation received

14 or accrued by him from such corporation during its

15 taxable year, or

16 "(B) $2,500.

17 "(2) TREATMENT OF AMOUNTS INCLUDED IN

18 GROSS INCOE.-Any amount included in the gross in-

19 come of a shareholder-employee under paragraph (1)

20 shall be treated as consideration for the contract con-

21 tributed by the shareholder-employee for purposes of

22 section 72 (relating to annuities),

23 "(3) DEDUCTION FOR AMOUNTS NOT RECEIVED AS

24 BENEFITS.-If-
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1 (A) amount are included in the gross income

2 of an individual under paragraph (1), and

3 "(B) the rights of such individual (or his bene-

4 fiMiaries) under the plan terminate before payments

5 under the plan which are excluded from gross in-

6 come equal the amounts included in gross income

7 under paragraph (1),

8 then there shall be allowed as a deduction, for the taxable

9 year in which such rights terminate, an amount equal to

10 the excess of the amounts included in gross income under

.11 paragraph (1) over such payments.

12 "(c) CA=Yovm OF AMOUNTS DEDU0TIB.-No

13 amount deductible shall be carried forward under the second

14 sentence of section 404 (a) (3) (A) (relating to limits on

15 deductible contributions under stock bonus and profit-sharing

16 trusts) to a taxable year of a corporation with respect to

17 which it is not an electing small business corporation from a

18 taxable year with respect to which it is an electing small

19 business corporation.

20 "(d) S '.IEwoLD=-EMxPYBB.-For purposes of this

21 section, the term 'shareholder-employee' means an employee

22 or officer of an electing small business corporation who owns

28 (or is considered as owning within the meaning of section

24 318 (a) (1)), on any day during the taxable yeax of such



443

317

1 corporation, more than 5 percent of the outstanding stock of

2 the corporation."

3 (b) CONFORmiNo AMENDMENT.-Section 62 (relat-

4 ing to adjusted gross income defined) is amended by adding

5 at the end thereof the following new paragraph:

6 "(9) PENSION, ETC., PLANS OF ELECTING SMALL

7 BUSINESS CORPORATIONS.-The deduction allowed by

8 section 1379(b) (3)."

9 (c) CLERICAL AMENDMENT.-The table of sections for

10 subchapter S of chapter 1 is amended by adding at the end

11 thereof the following new item:

"Sec. 1379. Certain qualified pension, etc., plans."

12 (d) EFFECTIVE DATE.-The amendments made by this

13 section shall apply with respect to taxable years of a corpora-

14 tion beginning after December 31, 1969.

15 TITLE V--STATE AND LOCAL
16 OBLIGATIONS
17 SEC. 601. INTEREST ON CERTAIN GOVERNMENTAL OBLI-

18 GATIONS.

19 (a) ELECTION TO ISSUE TAxBLE BoNDS.-Section

20 103 (relating to interest on certain governmental obliga-

21 tions) is amended by redesignating subsection (b) as sub-

22 section (e), by redesignating subsection (d) as subsection
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1 (f), and by inserting after subsection (a) the following new

2 subsection:

3 "(b) ELECTION TO ISSUE TAxABL BONDS.--

4 " (1) SUBSECTION (a) (1) NOT TO APPLY.-The

5 issuer of obligations described in subsection (a) (1)

6 may elect to issue obligations to which subsection (a)

7 (1) does not apply.

8 "(2) ELECTION.-The election described in para-

9 graph (1) shall be made (at such time, in such manner,

10 and subject to such conditions as the Secretary or his

11 delegate by regulation prescribes) with respect to each

12 issue of obligations to which it is to apply. An election

13 with respect to any issue once made shall be irrevocable.

14 "(3) CRoss mENCE.-

"For provisions relating to the payment by the United
States of a portion of the interest cost of an obligation
which is part of an issue for which the election described
in this subsection has been made, see section 602 of the
Tax Reform Act of 10."

15 (b) ARBITRAGE OBLGATINS.---Section 103 is

16 amended by inserting al:er subsection (c) the following

17 new subsection:

18 "(d) AmiTRAGB OBLIGATIONS.-Under regulations

19 prescribed by the Secretary or his delegate, any arbitrage

20 obligation shall be treated as an obligation not described in

21 subsection (a) (1)."

22 (c) CL cCAL AMmNDMENT.-The heading of subsec-
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1 tion (e) of section 103 (as redesignated by sbsection (a)

2 of this section) is amended to read as follows:

3 "(e) CMTAIN OBLIGATIONS OF THE UNITED

4 STAT.-".

5 (d) EFFwrcV DATm.-The amendments made by

6 subsection (a) shall apply to obligations issued in calendar

7 quarters beginning after the date of the enactment of this

8 section. The amendment made by subsection (b) shall apply

9 to obligations issued after July 11, 1969.

10 SEC. 602. UNITED STkTES TO PAY FIXED PERCENTAGE OF

11 INTEREST YIELD ON TAXABLE ISSUES.

12 (a) PERMANENT APPROPRATION.-There are appro-

13 priated, out of any moneys in the Treasury not otherwise ap-

14 propriated, such sums as may be necessary to carry out the

15 provisions of this section; and such appropriations shall be

16 deemed permanent annual appropriations.

17 (b) PAYMENT OF FIXED PERCENTAGE OF INTEREST

18 YIELD.-

19 (1) IN GENERA.-The Secretary of the Treasury

20 or his delegate shall pay a fixed percentage of the in-

21 terest yield on each issue of obligations to which an elec-

22 tion under section 103 (b) of the Internal Revenue Code

23 of 1954 applies. Before the first day of each calendar

24 quarter, the Secretary or his delegate shall determine

8-865 0-9--pt. 1-29
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1 (and publish in the Federal Register) the fixed per-

2 centage-

3 (A) for calendar quarters beginning before

4 January 1, 1975, not less than 30 percent and not

5 more than 40 percent, and

6 (B) for calendar quarters beginning after De-

7 member 81, 1974, not less than 25 percent and not

8 more than 40 percent,

9 of interest yield which he determines it is necessary for

10 the United States to pay in order to encourage the States

11 and political subdivisions thereof to make elections under

12 section 103 (b). The fixed percentage so determined

13 and published shall apply with respect to all issues of

14 obligations made during such calendar quarter to which

15 elections under such section 103 (b) apply.

16 (2) INTEET YIELD.-For purposes of this sec-

17 tion, the interest yield on any issue of obligations shall

18 be determined immediately after such obligations are

19 issued.

20 (8) TIME OF PAYMBNT.-Payment of any interest

21 required pursuant to paragraph (1) shall be made by

22 the Secretary of the Treasury or his delegate not later

23 than the time at which the interest payment on the

24 obligation is required to be made by the issuer.
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1 (a) DuAL CouPoN OnxoATIoNS.-At the request of

2 the issuer, the liability of the United States under this section

3 to pay interest to the holders of an issue of obligations shall

4 be made through assumption by the United States of the

5 obligation to pay a separate set of interest coupons issued

6 with the obligations.

7 (d) SECTION1 TO APPLY ONLY TO SECTION 103 (b)

8 OaLIGATIONS.-This section shall apply only to obligations

9 which, but for an election under section 103 (b) of the Inter-

io nal Revenue Code of 1954, would be obligations to which

11 section 103 (a) (1) of such Code applies.

12 (e) EFFECTIVE DATE.-This section shall apply only to

13 obligations issued in calendar quarters beginning after the

14 date of the enactment of this section.

15 TITLE VII-EXTENSION OF TAX
16 SURCHARGE AND EXCISE TAXES;
17 TERMINATION OF INVESTMENT
18 CREDIT
19 BC. 701. EXTENSION OF TAX SURCHARGE.

20 (a) SURCHARGB ExTENSoN.--Setion 51 (a) (relat-

21 ing to imposition of tax surcharge) is amended-

22 (1) by adding at the end of paragraph (1) (A)

23 the foUowing:
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"CALENDAR YEAR 1970
TAU L--4NGLE PUSON (OTHER THAN HOAD OF MOUWNOLO) AND ARIED PERSONS FILING SEPARATE

il d Justedm tu ik: If on adjusted tax Is: If th, adjusted tax Is:Tle tax The its uTies
AtiMd &A ks is- Aiast " iBusts Is- At last But kis h-team tea telan

156 9756 $0 30 $420 10 S740 7340 134
7 to 420 440 11 76 0 20

1" 215 4 546 12 620 s30 21
215 235 4 50 540 13 860 W 22
235 2$5 5 540 530 24 9O 640 23
256 275 6 50 620 Is 940 330 24
275 S0 7 o 60 16 W0and ow L6% of te adjusted Io
300 340 a No 700 17

TAU 2,--HEAD OF HOUSEHOLD

it M adjusted tax is: T Ith te adjusted ltax it: If ae adjusted ta Is:Thetas Thest The tes
At isst limss h- Atau is SoI. Is- Atisast M lu I i m s-

0 23 0 031 1410 0 370 $740 5US
%230 2W0 P 410 430 IC 740 7M 19

270 2 430 460 11 70 20 20
270 290 3 460 500 12 300 66O 21
%go 310 4 500 540 13 360 n 22
310 330 5 540 580 14 s0 340 23
330 350 6 50 620 1 SM 030 24
m50 370 7 620 60 16 910 and ais, 2.5% of lSe adjusted tax

370 30 a "a 700 I7

TABLE 3--MARlIED PERSONS O SURVIVING SPOUSE FLUNG JOINT RETURN

I teadjltM ht is: If the adjusted tog It: l the adjusted tall Is:The ta - The ta s1 tex
A! est 5.1 N is- Atls But lSm is- At "dst But IOU is-

tss s.m tees2

20 340 2 500 520 II 730 520 20
340 360 3 520 s4 12 o20 0 21
360 38) 4 540 0 13 so S1O 22
am 406 so 540 14 SI 040 23JIM 4mO 4 so ,, 15 94O W8 24
420 440 7 6n 660 15 90 d .5% of theajuste i.ta
440 4 8 60 70 17

(2) by striking out the table in paragraph (1) (B)

and inserting in lieu thereof the following table:

Eats sad
"Caisldwysar trte Cwpatins

I ................................................................ ............. 7.1 10.0

(3) by striking out "January 1, 1970" the first

time it appears in paragraph (2) (A) and inserting in

lieu thereof "July 1, 1970", and

(4) by striking out paragraph (2) (A) (i) and

inserting in lieu thereof the following:
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1 "(ii) a fraction, the numerator of which is

2 the sum of the number of days in the taxable

3 year occurring on and after the effective date of

4 the surcharge and before January 1, 1970, plus

5 one-half times the number of days in the taxable

6 year occurring after December 31, 1969, and

7 before July 1, 1970, and the denominator of

8 which is the number of days in the entire tax-

9 able year."

10 (b) RECEIPT OF MINIMUM DIsTRIBUTION.-The last

11 sentence of section 963 (b) (relating to receipt of minimum

12 distributions by domestic corporations) is amended by strik-

13 ing out "December 31, 1969" and inserting in lieu thereof

14 "June 30, 1970".

15 (c) EFFECTIVE DATE.-The amendments made by

16 subsections (a) and (b) shall apply to taxable years ending

17 after December 31, 1969, and beginning before July 1,

18 1970.

19 SEC. 702. CONTINUATION OF EXCISE TAXES ON COMMUNI.

20 CATION SERVICES AND ON AUTOMOBILES.

21 (a) PASSENGER AUTOMOBILES.--

22 (1) IN OeNRAL.--Section 4061 (a) (2) (A) (re-

23 lating to tax on passenger automobiles, etc.) is amended

24 to read as follows:

25 "(A) Articles enumerated in subparagraph
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1 (B) are taxable at whichever of the following rate"

2 is applicable:

"It the article i sold- The tax rate Is.-
Before January 1, 1971 ---------------- 7 percent.
During 1971 ------------------------- 5 percent.
During 1972 ------------------------- B.percent.
During 1973 ------------------------ 1 1 percent.

3 The tax imposed by this subsection shall not apply

4 with respect to articles enumerated in subparagraph

5 (B) which are sold by the manufacturer, producer,

6 or importer after December 31, 1973."

7 (2) CONFORMING AMHNDMNT.--ection 6412

8 (a) (1) (relating to floor stocks refunds on passenger

9 automobiles, etc.) is amended by striking out "Jan-

10 uary 1, 1970, January 1, 1971, January 1, 1972, or

11 January 1, 1973", and inserting in lieu thereof "Jan-

12 uary 1, 1971, January 1, 1972, January 1, 1973, or

13 January 1, 1974".

14 (b) COMMUNICATION SEviCe.-

15 (1) CONTINUATION OF TAX.--Section 4251 (a)

16 (2) (relating to tax on certain communications serv-

17 ices) is amended by striking out the table and inserting

18 in lieu thereof the following table:
"Amounts paid pursuant to

bills first rendered- Percent-
Before January 1, 1971 -------------------------------- 10
During 1971 ----------------------------------------- 5
During 1972 ------------------------------------ ----
During 1973 ----------------------------------------- 1".
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1 (2) CONFORMINO AMENDMENT.-Section 4251

2 (b) (relating to termination of tax) is amended by

3 striking out "January 1, 1973", and inserting in lieu

4 thereof "January 1, 1974".

5 (3) REPEAL OF SUBCHAPTER B OF CHAPTER 31.-

6 Section 105(b) (3) of the Revenue and Expenditure

7 Control Act of 1968 (82 Stat. 266) is amended to read

8 as follows:

9 " (8) REPEAL OF SBuoAPTER B OF CHAPTER

10 3s.-Effectve with respect to amounts paid pursuant to

11 bills first rendered on or after January 1, 1974, sub-

12 chapter B of chapter 33 (relating to the tax on com-

13 munications) is repealed. For purposes of the preceding

14 sentence, in the case of communications services ren-

15 dered before November 1, 1973, for which a bill has

16 not been rendered before January 1, 1974, a bill shall

17 be treated as having been first rendered on Decem-

18 er 81, 1973. Effective January 1, 1974, the table of

19 subhapters for chapter 33 is amended by striking out

20 the item relating to such subchapter B."

21 SEC. 70. TERMINATION OF INVESrMENT CREDIT.

22 (a) IN GENUAL.--Subpat B of part IV of subchapter

23 A of chapter 1 (relating to rules for computing credit for
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1 investment in certain depreciable property) is amended by

2 adding at the end thereof the following new section:

3 "SEC. 49. TERMINATION OF CREDIT.

4 "(a) GENEIYAL RtTLF.-For purposes of this subpart,

5 the term 'section 38 property' does not include property--

6 "(1) the physical construction, reconstruction, or

7 erection of which is begun after April 18, 1969, or

8 "(2) which is acquired by the taxpayer after April

9 18, 1969,

10 other than pre-termination property.

11 "(b) PRE-TwMINATION PROPERTY.-For purposes of

12 this section-

13 " (1) BINDING CONTRACTS.-Any property shall be

14 treated as pre-termination property to the extent that

15 such property is constructed, reconstructed, erected, or

16 acquired pursuant to a contract which was, on April 18,

17 1969, and at all times thereafter, binding on the tax-

18 payer.

19 "(2) EQUIPPED BUILDING RULB.-If-

20 "(A) pursuant to a plan of the taxpayer in

21 existence on April 18, 1969 (which plan was not

22 substantially modified at any time after such date

23 and before the taxpayer placed the equipped build-

24 ing in service), the taxpayer has constructed, re-

25 constructed, erected, or acquired a building and the
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1 machinery and equipment necessary to the planned

2 use of the building by the taxpayer, and

3 "(B) more than 50 percent of the aggregate

4 adjusted basis of all the property of a character sub-

5 ject to the allowance for depreciation making up

6 such building as so equipped is attributable to either

7 property the construction, reconstruction, or erection

8 of which was begun by the taxpayer before April 19,

9 1969, or property the acquisition of which by the

10 taxpayer occurred before such date,

11 then all property comprising such building as so equipped

12 (and any incidental property adjacent to such building

13 which is necessary to the planned use of the building)

14 shall be pre-termination property. For purposes of sub-

15 paragraph (B) of the preceding sentence, the rules of

16 paragraphs (1) and (4) shall be applied. For purposes

17 of this paragraph, a special purpose structure shall be

18 treated as a building.

19 "(3) PLANT FACILITY RULE.-

20 "(A) GBira L BLz.-If-

21- "(i) pursuant to a plan of the taxpayer in

22 existence on April 18, 1969 (which plan was

23 not substantially modified at any time after

24 such date and before the taxpayer placed the

25 plant facility in service), the taxpayer has con-
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1 ntructed, reconstructed, or erected a plant fa-

2 cility, and either

3 "(ii) the construction, reconstruction, or

4 erection of such plant facility was commenced

5 by the taxpayer before April 19, i9 9, or

6 "(iii) more than 50 percent of the agz-

7 gate adjusted basis of all the property of a\

8 character subject to the allowance for deprecia-

9 tion making up such plant facility is attributable

10 to either property the construction, reconstruc-

11 tion, or erection of which was begun by the tax-

12 payer before April 19, 1969, or property the

13 acquisition of which by the taxpayer occurred

14 before such date,

15 then all property comprising such plant facility shall

16 be pre-termination property. For purposes of clause

17 (iii) of the preceding sentence, the rules of para-

18 graphs (1) and (4) shall be applied.

19 "(B) PLANT FACILITY DEFINED.-For pur-

20 poses of this paragraph, the term 'plant facility'

21 means a facility which does not include any building

22 (or of which buildings constitute an insignificant

23 portion) and which is--

24 "(i) a self-contained, single operating unit

25 or processing operation,
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1 "(i) located on a single site, and

2 "(ii) identified, on April 18, 1969, in the

3 purchasing and internal financial plans of the

4 taxpayer as a single unitary project.

5 "(0) SPCTAL RUL.-For purposes of this

6 subsection, if-

7 "(i) a certificate of convenience and neces-

8 sity has been issued before April 19, 1969, by

9 a Federal regulatory agency with respect to

10 two or more plant facilities which are included

11 under a single plan of the taxpayer to construct,

12 reconstruct, or erect such plant facilities, and

13 "(ii) more than 50 percent of the aggre-

14 gate adjusted basis of all the property of a

15 character subject to the allowance for deprecia-

16 tion making up such plant facilities is attribut-

17 able to either property the construction, re-

18 construction, or erection of which was begun by

19 the taxpayer before April 19, 1969, or prop-

20 erty the acquisition of which by the taxpayer

21 occurred before such date,

22 such plant facilities shall be treated a. a single plant

23 facility.

24 "(D) OOXMBNOUMONT OF OON5MUOTIO.-

25 For purposes of subpargraph (A) (fi), the con-
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1 struction, reconstruction, or erection of a plant facil-

2 ity shall not be considered to have commenced until

3 construction, reconstruction, or erection has corn-

4 menced at the site of such plant facility. The preced-

5 ing sentence shall not apply if the site of such plant

6 facility is not located on land.

7 " (4) MACHINERY OR EQUIPMENT RULE.-Any

8 piece of machinery or equipment-

9 "(A) more than 50 percent of the parts and

10 components of which (determined on the basis of

11 cost) were held by the taxpayer on April 18, 1969,

12 or are acquired by the taxpayer pursuant to a bind-

13 ing contract which was in effect on such date, for

14 inclusion or use in such piece of machinery or equip-

15 ment, and

16 "(B) the cost of the parts and components of

17 which is not an insignificant portion of the total cost,

18 shall be treated as property which is pre-termination

19 property.

20 " (5) CERTAIN LEASE-BACK TRANSACTIONS, ETC.-

21 Where a person who is a party to a binding contract de-

22 scribed in paragraph (1) transfers rights in such con-

23 tract (or in the property to which such contract relates)

24 to another person but a party to such contract retains a

25 right to use the property under a lease with such other
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1 person, then to the extent of the transferred rights such

2 other person shall, for purposes of paragraph (1), sue-

3 ceed to the position of the transferor with respect to such

4 binding contract and such property. In any case in

5' which the lessor does not make an election under sec-

6 tion 48 (d) -

7 "(A) the preceding sentence shall apply only

8 if a party to the contract retains the right to use the

9 property under a lease for a term of at least 1 year;

10 and

11 "(B) if such use is retained, the lessor shall be

12 deemed for the purposes of section 47 as having

13 made a disposition of the property at such time as

14 the lessee loses the right to use the property.

'15 For purposes of subparagraph (B), if the lessee transfers

16 the lease in a transfer described in paragraph (7), the

17 lessee shall be considered as having the right to use of

18 the property so long as the trans!eree has such use.

19 "(6) CERTAIN LEASE AND CONTRACT OBLIGA-

20 TIONS.-

21 "(A) Where, pursuant to a binding lease or

22 contract to lease in effect on April 18, 1969, a lessor

23 or lessee is obligated to construct, reconstruct, erect,

24 or acquire property specified in such lease or con-

25 tract, any property so constructed, reconstructed,
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1 erected, or acquired by the lessor or lessee shall be

2 pre-termination property. In the cae of any project

3 which includes property other than the property to

4 be leased to such lessee, the preceding sentence shall

5 be applied, in the case of the lessor, to such other

6 property only if the binding leases and contracts

7 with all lessees in effect on April 18, 1969, cover

8 real property constituting 25 percent or more of

9 the project (determined on the basis of rental

10 value). For purposes of the preceding sentences of

11 this paragraph, in the case of any project where one

12 or more vendor-vendee relationships exist, such

13 vendors and vendees shall be treated as lessors and

14 lessees.

15 "(B) Where, in order to perform a binding

16 contract or contracts in effect on April 18, 1969,

17 (i) the taxpayer is required to construct, recon-

18 strict, erect, or acquire property specified in any

19 order of a Federal regulatory agency for which ap-

20 plication was filed before April 19, 1969, (ii) the

21 property is to be used to transport one or more

22 products under such contract or contracts, and (ii i)

23 one or more parties to the contract or contracts are

24 required to take or to provide more than 50 percent

25 of the products to be transported over a substantial



459

333

1 portion of the expected useful life of the property,

2 then such property shall be pre-termination prop-

3 erty.

4 "(7) CERTAIN TRANSFEB8 TO BE DISREGADED.-

5 "(A) If property or rights under a contract

6 are transferred in-

7 "(i) a transfer by reason of death, or

8 "(ii) a transaction as a result of which the

9 basis of the property in the hands of the trans-

10 feree is determined by reference to its basis in

11 the hands of the transferor by reason of the

12 application of section 332, 351, 361, 371 (a),

13 374 (a), 721, or 731,

14 and such property (or the property acquired under

15 such contract) would be treated as pre-termination

16 property in the hands of the decedent or the trans-

17 feror, such property shall be treated as pre-termi-

18 nation property in the hands of the transferee.

19 "(B) f-

20 " (i) property or rights under a contract are

21 acquired in a transaction to which section 334

22 (b) (2) applies,

23 "(ii) the stock of the distributing corpora-

24 tion was acquired before April 19, 1969, or



884

pursuant to a binding contract in effect April 18,

2 1909, and

8 "(iii) such property (or the property to-

4 quired under such contract) would be treated

o as pre-termination prop ty in the hands of the

6 distributing corporation,

7 such property shall be treated as pre-termination

8 property in the hands of the distributee.

9 " (8) PrBOPETY ACQUIRED FM AFFILIATED COR-

10 POATIO.--For purposes of this subsection, in the case

11 of property acquired by a corporation which is a member

12 of an affiliated group from another member of the same

18 group-

14 "(A) such corporation shall be treated as bav-

15 ing acquired such property on the date on which it

16 was acquired by such other member,

17 "(B) such corporation shall be treated as hay-

18 ing entered into a binding contract for the construe-

19 tion, reconstruction, erection, or acquisition of such

20 property on the date on which such other member

21 entered into a contract for the construction, recon-

22 struction, erection, or acquisition of such property,

28 and

24 "(C) such corporation shall be treated as hav-

25 ing commenced the construction, reconstruction, or
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I erection of such property on the date on which such

2 other member commenced such construction, re-

3 construction, or erection.

4 For purposes of this subsection and subsection (c),

5 a contract between two members of an affiliated group

6 shall not be treated as a binding contract as between such

7 members. For purposes of the preceding sentences, the

8 term 'affiliated group' has the meaning assigned to

9 it by section 1504 (a), except that all corporations shall

10 be treated as ineludible corporations (without any ex-

II elusion under section 1504(b)).

12 " (9) BAIoM FOR OCEAN-GOING vi-'ssm.-In the

13 case of any ocean-going vessel which is-

14 "(A) pre-termination property,

15 "(B) constructed under a binding contract

16 which was in effect on April 18, 1969, to which

17 the Maritime Administration, Department of Com-

18 merce, is a party, and

19 "(0) designed to carry barges,

20 then the barges specified in such contract (not in excess

21 of the number specified in such contract) constructed,

22 reconstructed, erected, or acquired for use with such

23 vessel, together with the machinery and equipment to

24 be installed on such barges and necessary for their

25 planned use, shall be treated as pre-termination property.

88-8 O-4-pt. 1--0
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1 "(10) CERTAIN MY-DESION PRODUCTS.-

2 Where-

3 "(A) on April 18, 1969, the taxpayer had

4 undertaken a project to produce a product of a new

5 design pursuant to binding contracts in effect on

6 such date which-

7 "(i) were fixed-price contracts (except

8 for provisions for escalation in case of changes

9 in rates of pay), and

10 "(ii) covered more than 60 percent of the

11 entire production of such design to be delivered

12 by the taxpayer before January 1, 1973, and

13 "(B) on or before April 18, 1969, more than

14 50 percent of the aggregate adjusted basis of all

15 property of a character subject to the allowance

16 for depreciation required to carry out such binding

17 contracts was property the construction, reconstruc-

18 tion, or erection of which had been begun by the

19 taxpayer, or had been acquired by the taxpayer

20 (or was under a binding contract for such con-

21 struction, reconstruction, erection, or acquisition),

22 then all tangible personal property placed in service by

28 the taxpayer before January 1, 1972, which is re-

24 quired to carry out such binding contracts shall be

25 deemed to be pre-termination property. For purposes of
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1 subparagraph (B) of the !receding sentence, jigs, dies,

2 templates, and similar iteins which can be used only for

3 the nmauifitcture or assembly of the production under the

4 project and which were described in written engineering

5 and internal financial plans of the taxpayer in existence

6 on April 18, 1969, shall be treated as property which

7 on such date was under a binding contract for construe-

8 tion.

9 "(c) LH.,SED PuomEwr.-In the ease of property

10 which is leased after April 18, 1969 (other than pursuant

11 to a binding contract to lease entered into before April 19,

12 1969), which is section 38 property with respect to the

13 lessor but is property which would not be section 38 prop-

14 erty because of the application of subsection (a) if acquired

15 by the lessee, and which is property of the same kind which

16 the lessor ordinarily sold to customers before April 19, 1969,

17 or ordinarily leased before such date and made an election

18 under section 48 (d), such property shall not be section 38

19 property with respect to either the lessor or the lessee.

20 "(d) RATH OF CREDIT WHERE PROPERTY IS PLACED

21 IN SERVWE AFT'rE 1970.-In the case of property placed

22 in service after December 31, 1970, section 38 and this

23 subpart shall be applied by reducing the 7 percent figure

24 of section 46 (a) (1) by one-tenth of I percent for each



464

338

1 full calendar month between November 30, 1970, and the

2 date on which the property is placed in service, except

3 that in the case of property placed in service after December

4 31, 1974, 0 percent shall be substituted for 7 percent."

5 (b) LIMITATIONS ON USE OF CARRYOVERS AND

6 CARtY cKS.-Section 46 (b) (relating to carryback and

7 carryover of unused credits) is amended by adding at the

8 end thereof the following new paragraph:

9 " (5) TAXABLE YEARS BEGINNING AFTER DECEM-

10 BEE 31, 1968, AND ENDING AFTER APRIL 18, 1969.-

11 The amount which may be added under this subsection

12 for any taxable year beginning after December 31,

13 1968, and ending after April 18, 1969, shall not exceed

14 20 percent of the higher of-

15 "(A) the aggregate of the investment credit

16 carrybacks and investment credit carryovers to the

17 taxable year, or

18 "(B) the highest amount computed under sub-

19 paragraph (A) for any preceding taxable year

20 which began after December 31, 1968, and ended

21 after April 18, 1969."

22 (c) RULES RELATING TO CERTAIN CASUALTIES AND

23 THEFrS.-Section 47 (a) (4) (relating to rules with respect

24 to section 38 property destroyed by casualty, etc.) is

25 amended by adding at the end thereof the following:
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1 "Subparagraphs (B) and (0) shall not apply with

2 respect to any casualty or theft occurring after April 18,

3 1969. In the case of any casualty or theft occurring

4 on or before April 18, 1969, to the extent of any

5 replacement after such date (with property which would

6 be section 38 property but for section 49) this part

7 shall be applied without regard to section 49."

8 (d) CoNFORMINo AMENDMENT.-The table of sections

9 for subpart B of part IV of subchapter A of chapter 1

10 (relating to rules for computing credit for investment in

11 certain depreciable property) is amended by adding at the

12 end thereof the following new item:

"Sec. 49. Terninstion of credit"

13 SEC. 704. AMORTIZATION OF POLLUTION CONTROL FACILI-

14 TIES.

15 (a) ALLOWANCE.-Part VI of subchapter B of chapter

16 1 (relating to itemized deductions for individuals and corpora-

17 tions) is amended by striking out sections 168 and 169 and

18 by inserting after section 167 the following new section:

19 "SEC. 16. AMORTIZATION OF POLLUTION CONTROL FA-

20 CILITIES.

21 "(a) ALLOWANCE OF DEDUCTION.-Every person, at

22 his election, shall be entitled to a deduction with respect to

23 the amortization of the adjusted basis (for determining gain)

24 of any certified pollution control facility (as defined in sub-
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1 section (d) ), based on a period of 60 months. Such amortiza-

2 tion deduction shall be an amount, with respect to each month

3 of sruch period within the taxable year, equal to the adjusted

4 basis of the pollution control facility at the end of such month

5 divided by the number of months (including the month for

6 which the deduction is computed) remaining in the period.

7 Such adjusted basis at the end of the month shall be corn-

8 puted without regard to the amortization deduction for such

9 month. The amortization deduction provided by this section

10 with respect to any month shall be in lieu of the depreciation

11 deduction with respect to such pollution control facility for

12 such month provided by section 167. The 60-month period

13 shall begin, as to any pollution control facility, at the elec-

14 tion of the taxpayer, with the month following the month

15 in which such facility was completed or acquired, or with

16 the succeeding taxable year.

17 "(b) ELECTION OF AMORTIZATIO-.-The election of

18 the taxpayer to take the amortization deduction and to begin

19 the 60-month period with the month following the month

20 in which the facility is completed or acquired, or with the

21 taxable year succeeding the taxable year in which such facil-

22 ity is completed or acquired, shall be made by filing with

23 the Secretary or his delegate, in such manner, in such form,

24 and within such time, as the Secretary or his delegate may

25 by regulations prescribe, a statement of such election.
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1 "(c) TERMINATION OF AMORTIZATION DEDUCTION.-

2 A taxpayer which has elected under subsection (b) to take

3 the amortization deduction provided in subsection (a) may,

4 at any time after making such election, discontinue the

5 amortization deduction with respect to the remainder of the

6 amortization period, such discontinuance to begin as of the

7 beginning of any month specified by the taxpayer in a notice

8 in writing filed with the Secretary or his delegate before

9 the beginning of such month. The depreciation deduction

10 provided under section 167 shall be allowed, beginning with

11 the first month as to which the amortization deduction does

12 not apply, and the taxpayer shall not be entitled to any

13 further amortization deduction under this section with respect

14 to such pollution control facility.

15 "(d) -DEFINITIOs.-For purposes of this section-

16 "(1) CERTIFIED POLLUTION CONTROL FACILITY.-

17 The term 'certifiedN pollution control facility' means

18 a new identifiable treatmentvfaoility which is used to

19 abate or control water or atmospheric pollution or con-

20 tamination, respectively, by removing, altering, dispos-

21 ing, or storing of pollutants, contaminants, wastes, or

22 heat and which-

23 "(A) the State certifying authority having

24 jurisdiction with respect to such facility has certi-
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1 fled to the Federal certifying authority as haviiig

2 been constructed, reconstructed, erected, or acquired

3 in conformity with the State program or require-

4 ments for abatement or control of water or atmos-

5 pheric pollution or contamination; and

6 "(B) the Federal certifying authority has cer-

7 tifled to the Secretary or his delegate (i) as meeting

8 the minimum performance standards described in

9 subsection (e), (ii) as being in compliance with

10 the applicable regulations of Federal agencies, and

11 (iii) as being in furtherance of the general policy

12 of the United States for cooperation with the States

13 in the prevention and abatement of water pollution

14 under the Federal Water Pollution Control Act, as

15 amended (33 U.S.C. 466 et seq.), or in the pre-

16 vention and abatement of atmospheric pollution and

17 contamination under the Clean Air Act, as amended

18 (42 U.S.C. 1857 et seq.).

19 "(2) STATE CERTIFYING AUTHORITY.-The term

20 'State cert-,fying authority' meas, in the case of water

21 pollution, the State water pollution control agency as

22 defined in section 13 (a) of the Federal Water Pollu-

23 tion Control Act and, in the case of air pollution, the air

24 pollution control agency as defined in section 302 (b) of

25 the Clean Air Act. The term 'State certifying authority'
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1 includes any interstate agency authorized to act in place

2 of a certifying authority of the State.

3 " (3) FEDERAL CERTIFYING AUTIIORITY.-The

4 term 'Federal certifying authority' means, in the case of

5 water pollution, the Secretary of the Interior and, in the

6 case of air pollution, the Secretary of Health, Education,

7 and Welfare.

8 "(4) NEw IDENTIFIABLE TREATMENT FACILITY.-

9 For purposes of paragraph (1), the term 'new identi-

10 fable treatment facility' includes only tangible property

11 (not including a building and its structural components,

12 other than a building which is exclusively a treatment

13 facility) which is of a character subject to the allowance

14 for depreciation provided in section 167, which is identi-

15 flable as a treatment facility, and which is property--

16 "(A) the construction, reconstruction, or erec-

17 tion of which is completed by the taxpayer after

18 December 31, 1968, or

19 "(B) acquired after December 31, 1968, if the

20 original use of the property commences with the

21 taxpayer and commences after such date.

22 In applying this section in the case of property de.

23 scribed in subparagraph (A), there shall be taken

24 into account only that portion of the basis which is prop-



470

344

1 erly attributable to construction, reconstruction, or erec-

2 tion after December 31, 1968.

3 "(e) AUTuORIZATJON OF SECRETARIES OF INTERIOR

4 AND OF HEALTH, EDUCATION, AND WELFARE To SET

5 STANDARDS, ET.-

6 "(1) PERFORMANCE STANDARDs.-The Federal

7 certifying authority shall from time to time promulgate

8 minimum performance standards for purposes of sub-

9 section (d) (1) (B), taking into account advances in

10 technology and specifying the tolerance of such pol-

11 lutants and contaminants as shall be appropriate.

12 "(2) PROFITMAKING ABATEMENT WORKS, ETC.-

13 The Federal certifying authority shall not certify any

14 property under subsection (d) (1) (B) to the extent it

15 appears that (A) by reason of profits derived through

16 the recovery of wastes or otherwise in the operation of

17 such property, its costs will be recovered over its actual

18 useful life, or (B) such property would be constructed,

19 reconstructed, erected, or acquired without regard to the

20 need to abate or control water or atmospheric pollution

21 or contamination.

22 " (f) ALLOCATION OF BASIS.-In the case of property

23 with respect to which an election has been made under sub-

24 section (a) but only a portion of the adjusted basis of which
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1 is amortizable under this section, such portion of the adjusted

2 basis (hereinafter in this section referred to as 'amortization

3 basis') shall be determined under regulations prescribed by

4 the Secretary or his delegate. The depreciation deduction

5 provided by section 167 shall, despite the provisions of sub-

6 section (a) of this section, be allowed with respect to the

7 portion of the adjusted basis which is not amortizable under

8 this section.

9 "(g) INVESTMENT CREDIT NoT To BE ALLOWED.-

10 In the case of aniy property with respect to which an election

11 has been made under subsection (a), so much of the adjusted

12 basis of the property as (after the application of subsection

13 (f)) constitutes the amortization basis for purposes of this

14 section shall not be treated as section 38 property within the

15 meaning of section 48 (a).

16 "(h) LWFE TENANT AND REMAINDERMAN.-In the

17 case of property held by one person for life with remainder

18 to another person, the deduction under this section shall be

19 computed as if the life tenant were the absolute owner of

20 the property and shall be allowable to the life tenant.

21 "(i) CRoss REFERENCE.-

"For special rule with respect to certain gain derived
from the disposition of property the adjusted basis of
which Is determined with regard to this section, see sec-
tion 1245.L"
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1 (b) CONORMINO, ETC., AMENDMENTS.-

2 (1) The table of sections for part VI of subchapter

3 B of chapter 1 is amended by striking out the items

4 relating to sections 168 and 169 and inserting in lieu

5 thereof the following new item:

"Sec. 168. Amortization of pollution control facilities."

6 (2) The heading and the first sentence of section

7 642 (f) (relating to special rules for credits and deduc-

8 tions of estates and trusts) are amended to read as

9 follows:

10 "(f) AMORTIZATION OF POLLUTION CONTROL FACII-

11 ITIES.-The benefit of the deductions for amortization of

12 pollution control facilities provided by section 168 shall be

13 allowed to estates and trust in the same manner as in the

14 case of an individual."

15 (3) Section 1082 (a) (2) (B) (relating to basis

16 for determining gain or loss) is amended by striking

17 out "or 169".

18 (4) Section 1245(a) of such Code (relating to

19 gain from disposition of certain depreciable property)

20 is amended-

21 (A) by striking out "or" at the end of para-

22 graph (2) (A);

23 (B) by inserting "or" at the end of paragraph
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1 (2) (B) and by inserting after such paragraph the

2 following new subparagraph:

3 "(C) with respect to any property referred to

4 in paragraph (3) (D), its adjusted basis recom-

5 puted by adding thereto all adjustments attributable

6 to periods beginning with the first month for which

7 a deduction for amortization is allowed under section

8 168,";

9 (C) by striking out "or" at the end of para-

10 graphs (3) (A) and (B);

11 (D) by striking out the period at the end of

12 paragraph (3) (C) and inserting in lieu thereof

13 ", or"; and

14 (E) by adding at the end of paragraph (3)

15 the following new subparagraph:

16 " (D) so much of any real property (other than

17 any property described in subparagraph (B)) as

18 is a certified pollution control facility which has

19 an adjusted basis in which there are reflected ad-

20 justments for amortization under section 168."

21 (c) EFFECTIVE DATB.-The amendments made by

22 this section shall apply with respect to taxable years ending

23 after December 31, 1968.
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1 BEC. 70L. DEPRECIATION OF CERTAIN RAILROAD ROLLING

2 STOCK.

3 (a) IN GENtmA.-Section 167 (relating to deprecia-

4 tion) is amended by inserting after subsection (1) (added

5 by section 451) the following new subsection:

64 "(m) DEPRECIATION Op CERTAIN RAILROAD ROLL-

7 ING SToC.-A domestic common carrier by railroad subject

8 to part I of the Interstate Commerce Act may elect, in ac-

9 cordance with regulations prescribed by the Secretary or his

10 delegate, to compute the depreciation deduction provided by

11 ubsection (a) attributable to rilroad rolling stock (other

12 than locomotives) -

13 "(1) the construction or reconstruction of which is

14 completed by the taxpayer after July 31, 1969, and

15 then only to that portion of the basis which is properly

16 attributable to such construction or reconstruction after

17 such date, or

18 "(2) which was acquired by the taxpayer after

19 July 31, 1969, if the original use of such property com-

20 mences with the taxpayer and commences after such

21 date,

22 under the straight line method using a useful life of 84

23 months. Such method shall be in lieu of any other method of

24 computing the depreciation deduction under subsection (a)

25 and in lieu of any deduction for amortization."
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1 (b) EFITmxv DAiTz.-The amendments made by sub-

2 section. (a) shall apply with respect to taxable years ending

3 after July 31, 1969.

4 TITLE VII-ADJUSTMENT OF TAX
5 BURDEN FOR INDIVIDUALS
6 SEC. 801. LOW INCOME ALLOWANCE; INCREASE IN STAND-

7 ARD DEDUCTION

8 (a) IN 0 tERAL.-Section 141 relatingg to the stand-

9 ard deduction) is ame y striking ou ections (a) ,

10 (b), and (c) a inserting in lieu thereof the followi

11 ." (a) DARD DED rioN Ex t as othe

12 provide in this sec , the st~ndard'Aeductio referred to in

13 this ti e is the larger o--.pi 1  nag andardd utionor

14 the 1 income allowance.

15 (b) FE NA U .- 1eper-

16 centa e standar d4 deduct is an ual to the appli-

17 cable reentage adjusted sho the fol-

18 lowing ble, but not to he maxinurm amo shown

19 in such ta e (or one- sucvoh e case oa

....... .......... i urn
m ....... ... ............. .... . . ................... ... k .

21. "(3) MoW INCOME ALLOWANCE.-
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1 "(I) Iw GEmmA.-The low income allowance is

2 an amount equal to the sum of-

3 "(A) the basic allowance, and

4 "(B) the additional allowance.

5 "(2) BASIC ALLOWANCE.-For purposes of this

6 subsection, the basic allowance is an amount equal to

7 the sum of-

8 " (A) $200, plus

9 "(B) $100, multiplied by the number of

10 exemptions.

11 The basic allowance shall not exceed $1,100.

12 "(3) ADDITIONAL ALLOWANCE.-

13 " (A) IN OENERAL.-IFor purposes of this sub-

14 section, the additional allowance is an amount equal

15 to the excess (if any) of $900 over the sum of-

16 "(i) $100, multiplied by the number of

17 exemptions, plus

18 "(ii) the income phase-out.

19 "(B) INCOME PIIASD-OUT.-For purposes of

20 subparagraph (A) (ii), the income phase-out is an

21 amount equal to one-half of the amount by which

22 the adjusted gross income for the taxable year ex-

23 ceeds the sum of-

24 "(i) $1,100, plus

25 "(ii) $600, multiplied by the number of

26 exemptions.
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1 "(4) MARRIED INDIVIDUALS FHUG BPARLTB

2 RETURNS.-In the case of a married taxpayer filing a

3 separate return-

4 "(A) the low income allowance is an amount

5 equal to the basic allowance, and

6 "(B) the basic allowance is an amount (not in

7 excess of $550) equal to the sum of-

8 "(i) $100, plus

9 "(ii) $100, multiplied by the number of

10 exemptions.

11 "(5) NUMBER OF EXEMPTION.-For purposes of

12 this subsection, the number of exemptions is the number

13 of exemptions allowed as a deduction for the taxable

14 year under section 151."

15 (b) DETERMINATION OF MARITAL STATUS.-Section

16 143 (relating to determination of marital status) is

17 amended-

18 (1) by striking out "For purposes of this part-"

19 and inserting in lieu thereof "(a) GENERAL RULE.-

20 For purposes of this part-"; and

21 (2) by adding at the end thereof the following new

22 subsection:

23 "(b) CERTAIN MARRIED INDIVIDUALS IrVING

24 APART.-For purposes of this part, if-

25 "(1) an individual who is married (within the

33-865 0-69-pt. 1- 31
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1 meaning of subsection (a)) and who files a separate

2 return maintains as his home a household which con-

3 stitutes for more than one-half of the taxable year the

4 principal place of abode of a dependent (A) who

5 (within the meaning of section 152) is a son, stepson,

6 daughter, or stepdaughter of the individual, and (B)

7 with respect to whom such individual is entitled to a

8 deduction for the taxable year under section 151,

9 " (2) such individual furnishes over half of the cost

10 of maintaining such household during the taxable year,

11 and

12 "(3) during the entire taxable year such indi-

13 vidual's spouse is not a inember of such household,

14 such individual shall not be considered as married."

15 (c) TECHNICAL AND CONFORMING AMENDMENTS.-

16 (1) Section 4 (c) (relating to married individuals filing

17 separate returns) is amended to read as follows:

18 " (C) HUSBAND OR WIFE FILING SEPARATE RF,-

19 TURN.-

20 "(1) A husband or wife may not elect to pay the

21 optional tax imposed by section 3 if the tax of the other

22 spouse is determined under section 1 on the basis of

23 taxable income computed without regard to the stand-

24 ard deduction.

25 "(2) Except as otherwise provided in this subsec-
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L tion, in the case of a husband or wife filing a separate re-

2 turn the tax imposed by section 3 shall be the lesser of

31 the tax shown in Table IV or Table V of section 3.

4 "(3) Table V of section 3 shall not apply in the

15 case of a husband or wife filing a separate return if the

1; tax of the other spouse is detennined with regard to the

7 percentage standard deduction; except that an individual

8 described in section 141 (d) (2) may elect (under regu-

9 lations prescribed by the Secretary or his delegate) to

10 pay the tax shown in Table V of section 3 in lieu of the

11 tax shown in Table IV of section 3. For purposes of this

12 title, an election under the preceding sentence shall be

13 treated as an election made under section 141 (d) (2).

14 "(4) For purposes of this subsection, detennina-

15 tion of marital status shall be made under section 143."

16 (2) Section 141 (d) (relating to married individ-

17 uals filing separate returns) is amended-

18 (A) by striking out "minimum standard de-

19 duction" each place it appears and inserting in lieu

20 thereof "low income allowance"; and

21 (B) by striking out "10-percent" each place

22 it appears therein and inserting in lieu thereof

"percentage".

24 (3) Section 1304 (a) (5) (relating to special rules
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1 for income averaging) is amended by striking out "see-

2 tion 143" and inserting in lieu thereof "section 143

3 (a)".

4 (4) Section 6014 (a) (relating to tax not corm-

5 puted by taxpayer) is amended by striking out the last

6 sentence.

7 (d) EFFECTIVE DATE.-The amendments made by sub-

8 sections (a), (b), and (c) shall apply to taxable years

9 beginning after December 31, 1969.

10 (e) YEARS AFTER 1970.-Effective with respect to

11 taxable years beginning after December 31, 1970, section

12 141 (c) (relating to low income allowance), as amcndcd

13 by subsection (a), is amended to read as follows:

14 "(c) Low INCOME ALLOWANCE.-The low income al-

15 lowance is $1,100 ($550, in the case of a married individual

16 filing a separate return) ."

17 SEC. 802. FIFTY-PERCENT MAXIMUM RATE ON EARNED

18 INCOME.

19 (a) IN GENEIRAL.-IPart VI of subchapter Q of chapter

20 1 (relating to other limitations) is amended by adding at

21 the end thereof the following new section:

22 "SEC. 1348. FIFTY-PERCENT MAXIMUM RATE ON EARNED

23 INCOME.

24 "(a) GENERAL RUE.-If an individual has earned

25 taxable income for any taxable year beginning after Deoem-
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1 her 31, 1969, which exceeds the amount of taxable income

2 specified in paragraph (1), the tax imposed by section 1

3 for such year shall, unless the taxpayer chooses the benefits

4 of part I (relating to income averaging), be th.e sum of-

5 "(1) the tax imposed by section 1 on the lowest

6 amount of taxable income on which the rate of tax under

7 section 1 exceeds 50 percent,

8 "(2) 50 percent of the amount by which hi.

9 earned taxable income exceeds the lowest amount of

10 taxable income on which the rate of tax under section 1

11 exceeds 50 percent, and

12 "(3) the tax attributable to the remainder of his

13 taxable income, a determined under subsection (b) (3).

14 "(b) DEFlNrrso.-For purposes of this section-

15 "(1) EARNED INCOME.-The term 'earned income'

16 has the meaning assigned to such term by section 911

17 (b), except that such term does not include any distri-

18 bution to which section 72 (n), 402 (a) (2), or 403 (a)

19 (2) applies or any deferred compensation payment.

20 "(2) EARNED TAXABLE INCOME.-The earned tax-

21 able income of an individual is the amount which bears

22 the same ratio (but not in excess of 100 percent) to his

23 taxable income as his earned income bears to his adjusted

24 gross income.

25 "(3) TAx ON OTHER INCOME.-For purposes of
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1 subsection (a) (3), the tax attributable to the remainder

2 of any individual's taxable income is the amount by

3 which the tax computed under section 1 without regard

4 to this section exceeds the tax so computed with refer-

5 ence solely to his earned taxable income.

6 "(c) MARRIED INDIVIDUALS.-This section shall apply

7 to a married individual only if such individual and his spouse

8 make a joint return for the taxable year."

9 (b) CLERICAL AMENDMENT.-The table of sections for

10 part VI of subchapter Q of chapter 1 is me eded by adding

11 at the end thereof the following new item:

"Sec. 1348. Fifty-percent maximum rate on earned income."

12 SEC. 803. INTERMEDIATE TAX RATES; SURVIVING SPOUSE

13 TREATMENT.

14 (a) INTERMEDIATE TAX RATE INDIVIDUALS.-

15 (1) IN GENERAL.-Section 1 (b) (2) (relating to

16 head of household) is amended-

17 (A) by striking out so much of such para-

18 graph as precedes subparagraph (A) and insert-

19 ing in lieu thereof the following:

20 "(2) DEFINITION OF INTERMEDIATE TAX RATE

21 INDIVIDUA..-For purposes of this subtitle, an individ-

22 ual is an intermediate tax rate individual if, amd only if,

23 such individual is not married at the close of his taxable

24 year, is not a surviving spouse (as defined in section

25 2(b) , and--";
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1 (B) by striking out "or" at the end of sub-

2 paragraph (A) and by striking out the period at

3 the end of subparagraph (B) and inserting in lieu

4 thereof ", or"; and

5 (C) by inserting ater subparagraph (B) the

6 following new subparagraph:

7 "(C) has attained age 35 before the close of his

8 taxable year or is an individual whose spouse died

9 before the beginning of his taxable year."

10 (2) TECHNICAL AND INFORMING AMEND-

11 MENTS.-

12 (A) Section 1 (b) (3) is amended by striking

13 out "and" at the end of subparagraph (C), by strik-

14 ing out the period at the end bf subparagraph (D)

15 and inserting in lieu thereof "; and", and by adding

16 at the end thereof the following new subparagraph:

17 "(E) if an individual has been married two or

18 more times, the status of such individual shall be

19 determined only with reference to his last marriage."

20 (B) Section 1 (b) (4) is amended by striking

21 out "a head of a household" and inserting in lieu

22 thereof "an intermediate tax rate individual".

23 (C) Sections 6014 and 6015 are amended by

24 striking out "a head of a household" each place it

25 appears in such sections and inserting in lieu thereof

26 "an intermediate tax rate individual".
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1 (b) SuiavIVnI SPOusE.-Section 2(b) (1) (A) (re-

2 lating to surviving spouse) is amended to read as follows:

3 "(A) whose spouse died before the beginning

4 of the taxable year, and".

5 (C) EFFECTIVE DATE.-The amendments made by this

6 section shall apply to taxable years beginning after De-

7 cember 31, 1969.

8 SEC. 804. TAX RATES.

9 (a) RATES OF TAX ON IND1VIDUAL.-Section 1 (a)

10 is amended by inserting "and before January 1, 1971," after

11 "December 31, 1964," each place it appears and by adding

12 at the end thereof the following new paragraphs:

13 "(3) TAXABLE YEARS BEGINNING IN 1971.-In

14 the case of a taxable year beginning after Deeember 31,

15 1970, and before January 1, 1972, there is hereby in-

16 posed on the taxable income of every individual (other

17 than an intermediate tax rate individual to whom sub-

18 section (b) applies) a tax determined in accordance

19 with the following table:

"If the taxable income is: The tax is:
Not over $500 ----------------- 13.5% of the taxable income.
Over $500 but not over $1,000 .... $67.50, plus 14.5% of excess over

$500.
Over $1,000 but not over $1,500-- $140, plus 15.5% of excess over

$1,000.
Over $1,500 but not over $2,000. $217.50, plus 16.5% of excess over

$1,500.
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"Uf the taxable income ls-Con. The tax is-Continued

Over $2,000 but not over $4,000-. $300, plus 18.5% of excess' over
$2o".

Over $200,000-------------- $119,790, plus 67.5% of excess over
$20,000.

Over $4,000 but not over $6,000. $670, plus 21.5% of excess over
$4,000.

Over $6,000 but not over $8,000.. $1,100, plus 24% of excess over
$6,000.

Over $8,000 but not over $10,000-- $1,580, plus 27.5% of excess over
$8,000.

Over $10,000 but not over $2,130, plus 31% of excess over
$12,000. $10,000.

Over $12,000 but not over $2,750, plus 35% of excess over
$14,000. $12,000.

Over $14,000 but not over $3,450, plus 38% of excess over
$16,000. $14,000.

Over $16,000 but not over $4,210, plus 41% of' excess over
$18,000. $16,000.

Over $18,000 but not over $5,030, plus 43.5% of excess over
$20,000. $18,000.

Over $20,000 but not over $5,900, plus 46% of excess over
$22,000. $20,000.

Over $22,000 but not over $6,820, plus 48.5% of excess over
$26,000. $22,000.

Over $26,000 but not over $8,760, plus 51% of excess over
$32,000. $26,000.

Over $32,000' but not over $11,820, plus 52.5% of excess over
$38,000. $32,000.

Over $38,000 but not over $14,970, plus 55% of excess over
$44,000. $38,000.

Over $44,000 but not over $18,270, plus 57% of excess over
$50,000. $44,000.

Over $50,000 but not over $21,690, plus 60% of exce,-s over
$60,000. $50,000.

Over $60,000 but not over $27,690, plus 62% of excess over
$70,000. $80,000.

Over $70,000 but not over $33,890, plus 63% of excess over
$80,000. $70,000.

Over $0,000 but not ovei' $40,190, plus 64.5% of excess over
$90,000. 80,000.

Over $90,000 but not over $16,640, plus 65% of excess over
$100,000. $90,000.

Over $100,000 but not over $53,140, plus 66% of excem over
$120,000. $100,000.

Over $120,000 but not over $66,30, plus 66.5% of excess over
$150,000. $120,000.

Over $150,000 but not over $86,290, plus 67% of excess over
$200,000. $150,000.
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"(4) TAXABLE YEARS BEGINNING APTER 1971.-

In the case of a taxable year beginning after December

31, 1971, there is hereby imposed on the taxable in-

come of every individual (other than an intermediate

tax rate individual to whom subsection (b) applies) a

tax determined in accordance with the following table:

"If the taxable flom i6: The tax is:
' Not over $500 ............... 18% of the taxable income.

Over $500 but not over $1,000_.. $65, plus 14% of excem over $500.
Over $1,000 but not over $1,50._ $185, plus 15% of excess over

$1,000.
Over $1,500 but not over $2,000.. $210, plus 16% of excess over

$1500.
Over $2,000 but not over $4,000-. $290, plus 18% of excess over

Over $4,000 but not over 8,000._ $650, plus 21% of excess over
$4,00.

Over $6,000 but not over $8,000. $1,070, plus 28% of excess over
$6,000.

Over $8,000 but not over $1,580, plus 27% of excess over
$10,000. $8,000.

Over $10,000 but not over $2,070, plus 80% of excess over
$12,000. $10,000.

Over $12,000 but not over $2,670, plus 34% of excess over
$14,0 $120.

Over $14,000 but not over $8,850, plus 87% ozf excem over
$16,000. $14,000.

Over $16,000 but not over $4,090, plus 40% of excess over
$18,000. $16,000.

Over $18,000 but not over $4,890, plus 42% of excess over
$20,000. $18,000.

Over $20,00 but not over $5,780, plus 44% of excess over
$22^00. - $20,00M

Over $22,000 but not over $6,610, plus 47% of excess over
*2^,0. . 0%2,000.

Over $26,000 but not over $8,490, plus 49% of excess over
$82,00. $R6OA0M

Over $8200 but nt over $11,480, plus 0 of excess over

Over $88,000 but not over $14,480, plus 52% of excess over
$44,000. $M,0.

Over $44,000 but not over $17,550, plus 54% of excise over
$,00. $"00.

Over $50,000 but not over $20,790, plus 68% of excess over
$60,000. $50,o.
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Over $00,000 but nt over $9,0O, ph. 60% of meess over
$8O,00. $AO00.

Over $80,000 but ant over $850, plus 161% of excess over
- $100,000. $80,000.

Over $100,00 but not over $50,790, plus 62% of excess over
$190,000. $100,000.

Ovw $1W0,000 but not over $6,190, plus 08% of excess over
$150,000. $120,000.

Over $150,000 but not over $82,090, plus 64% of exem over
$20,00. $150,000.

Over $2R00,00............. $114,00, plus 6% of ecess over

1 (b) INTEMEDIATE TAX RATs.--Section 1 (b) (1)

2 is amendq by inserting "and before January 1,, 1971,"

3 after "December 3 ," eac p a pears and by

4 adding at th nd thereof the following new sub pbs:

5 T(B)TWING INi 1 .-

6In the Of a ble3 ear begi ing after~ee-

7 ber3l1, ore naryl1 2, there

8 hereby imthe taxabi in me every in-

9 di al ot rate,)ndividual

10 ata dete in with the, following

1d

=V $ buhe.", 00^:
() $,Mbut ot a W~00~

17.5% of over

. 0 .us
21.5% of GKOr Over

24.5% of saw ome
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"If the taxable income Is--Con. The tax is.-Continued
Over $10,000 but not over $1,950, plus 26.5% of excess

$12,000. $10,000.
Over $12,000 but not over $2,480, plus 29.5% of excess

$14,000. $12,000.
Over $14,000 but not over $3,070, plus 31% of excess

$16,000. $14,000.
Over $16,000 but not over $3,690, plus 34% of excess

$18,000. $16,000.
Over $18,000 but not over $4,370, plus 35.5% of excess

$20,000. $18,000.
Over $20,000 but not over $5,080, plus 38.5% of excess

$22,000. $20,000.
Over $22,000 but not over $5,850, plus 40% of excess

$24,000. $22,000.
Over $24,000 but not over $6,650, plus 42% of excess

$2,,000. $24000.
Over $26,000 but not over $7,490, plus 43% of excess

$28,000. $26,000.
Over $28,000 but not over $8,350, plus 44% of excess

$32,000. $28,000.
Over $32,000 but not over $10,110, plus 46.5% of excess

$36,000.
Over $36,000

$38,000.
Over $38,000

$40,000.
Over $40,000

$44,000.
Over $44,000

$50,000.
Over $50,000

$52,000.
Over $52,000

$0,000.
Over $60,000

$64,000.
Over $64,000

$76,000.
Over $76,000

$80,000.
Over $80,000

$88,000.
Over $88,000

$100,000.
Over $100,000

$120,000.
Over $120,000

$140,000.
Over $140,000

$160,000.

but

but

but

but

but

but

but

but

but

but

but

but

but

but

not

not

not

not

not

not

not

not

not

not

not

not

not

not

over

over

over

over

over

over

over

over

over

over

over

over

over

over

$32,000.
$11,970, plus

$36,000.
$12,930, plus

$38,000.
$13,920, plus

$40,000.
$15,940, plus

$44,000.
$19,090, plus

$50,000.
$20,180, plus

$52,000.
$24,620, plus

$60,000.
$26,880, plus

$64,000.
$33,780, plus

$76,000.
$36,140, plus

$80,000.
$40,940, plus

$88,000.
$4,20, plus

$100,000.
$80,8, plus

$78,680, plus
$140000.

over

over

over

over

over

over

over

over

over

over

over

48% of excess over

49.5% of excess over

50.5% of excess over

52.5% oi excess over

54.5% of excess over

55.5% of excess over

56.5% of excess over

57.5% of excess over

59% of excess over

60% of excess over

61% of excess over

63% of excess over

64% of exce over

65% of excess over
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"If the taxable income Is-Con. The tax is-Continued
Over $160,000 but not over $86,660, plus 86% of excess over

$200,000. $160,000.
Over $200,000 but not over $113,060, plus 66.5% of excess over

$240,000. $200,000.
Over $240,000 but not over $139,660, plus 67% of excess over

$300,000. $240,000.
Over $300,000 ---------------- $179,860, plus 67.5% of excess over

$300,000.

"(D) TAXABLE YBARS BEGINNING AFTER

2 1971.-In the case of a tn'vable year beginning after

3 December 31, 1971, there is hereby imposed on the

4 taxable income of every individual who is an inter-

5 mediate tax rate individual a tax determined in

6 accordance with the following table:

"If the taxable income is: The tax is:
Not over $1,000 --------------- 13% of the taxable income.
Over $1,000 but not over $2,000.. $130, plus 15% of excess over

$1,000.
Over $2,000 but not over $4,000_- $280. plus 17% of excess over

$-2,000.
Over $4,000 but not over $6,000-. $620, plus 19% of excess over

$4,000.
Over $6,000 but not over $8,000.. $1,000, plus 21% of excess over

$6,000.
Over $8,000 but not over $1,420, plus 24% of excess over

$10,000. $8,000.
Over $10,000 but not over $1,900, plus 26% of excess over

$12,000. $10,00.
Over $12,000 but not over $2,420, plus 28% of excess over

$14,000. $12,000.
Over $14,000 but not over $29980, plus 30% of excess over

$18,000. $14,000.
Over $16,000 but not over $3,580, plus 38% of excess over

$18,000. $16,000.
Over $18,000 but not over $4,940, plus 35% of excess over

$0,000. $18,000
Over $20,00 but not over $4,940, plus 87% of excess over

$22,0. $2,000.
Over $,00 but vot over $5,680, plus 89% of excess over

$24,00. $2,00.
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"If the taxable ineom i--Con. The tax is-Continued
Over $,000 but not over $6,460, plus 40% of excess over

$2,000. $24,000.
Over $26,000 but not over $7,260, plus 41% of excess over

$28,000. $26,000.
Over $28,000 but not over $8,080, plus 43o of excess over

$82,000. $28,000.
Over $82,000 but not over $9,800, plus 45% of excess over

$86,000. $32,000.
Over $36,000 but not over $11,600, plis 46% of excess over

$38000. $30,000.
Over $88,000 but not over $12,520, plus 47% of excess over

$40,000. $38,000.
Over $40, 000 but not over $13,460, plus 48% of excess over

$44,000. $40,000.
Over $44,000 but not over $15,380, plus 51% of excess over

$50,000. $44,000.
Over $W0,000 but not over $18,440, plus 53% of excess over

$60,000. $50,000.
Over $80,000 but not over $23,740, plus 55% of excess over

$80,000. $60,000.
Over $80,000 but not over $84,740, plus 57% of excess over

$100,000. $80,000.
Over $100,000 but not over $46,140, plus 60% of excess over

$120,000. $100,000.
Over $120,000 but not over $58,140, plus 62% of excess over

$160,000. $120,000.
Over $160,000 but not over $8,940, plus 63% of excess over

$200,000. $160,000.
Over $200,000 but not over $108,140, plus 64% of excess over

$300,000. $200,000.
Over $ 0,000 --------------- $172,140, plus 65% of excess over

$300,000."

1 (C) OPTIONAL TAX TABLE.-Section 3 (b) (relating

2 to optional tax), is amended-

3 (1) by inserting in the heading before the period

4 the following: "And Before January 1, 1970";

5 (2) by inserting in the text "and before January 1,

6 1970," after "beginning after December 31, 1964,";

7 (3) by inserting after "After December 31, 1964"

8 each place it appears in the tables the following: "And

9 Before January 1, 1970"; and
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1 (4) by adding at the end thereof the following new

2 subsection:

3 " (c) TAXATBLE YEARS BEGINNING AFTER DECEMBER

4 31, 1969.-In lieu of the tax imposed by section 1, there is

5 hereby imposed for each taxable year beginning after Decem-

6 ber 31, 1969, on the taxable income of every individual

7 whose adjusted gross income for such year is less than

8 $5,000 ($6,100 for the calendar year 1970) and who has

9 elected for such year to pay the tax imposed by this section,

10 a tax determined under tables, applicable to such taxable

11 year, which shall be prescribed by the Secretary or his

12 delegate. The tables so prescribed shall be the same as the

13 tables contained in this subsection as in effect before August 1,

14 1969, except the amounts and rates of tax shall be computed

15 on the basis of the taxable income computed by taking the

16 standard deduction and on the basis of the rates prescribed

17 by section 1."

18 (d) TAX NOT COMPUTED BY TAxPAYE.-

19 (1) The first sentence of section 6014 (a) (relat-

20 ing to election by taxpayer) is amended by striking out

21 "gross income is less than $5,000" and inserting in lieu

22 thereof "adjusted gross income and". The last sentence

23 of section 6014 (a) is repealed.

24 (2) Section 6014(b) (relating to regulations) is

25 amended-
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1 (A) by inserting after the first sntence the

2 following: "Such regulations may provide that the

3 credit provided for by section 37 relatingg to re-

4 tirement income) shill be allowed iii deleniiiiing

5 the amount payable and that the Secrtry or his

6 delegate shall compute the tax with regard to a

7 taxpayer's status as an intermediate tax rate indi-

8 vidual (as defined in section 1 (b)) or as a sur-

9 viving spouse (as defined in section 2 (b)) electing

10 the benefits of subsection (a) .", and

11 (B) by adding at the end thereof the following

12 new sentence: "The Secretary or his delegate is

13 authorized to extend (under regulations) any elec-

14 tion made under subsection (a) to any taxpayer

15 regardless of the limitations provided by subsec-

16 tion (a) ."

17 (3) The amendments made by this subsection shall

18 apply to taxable years beginning after December 31,

19 1969.

20 SEC. 806. COLLECTION OF INCOME TAX AT SOURCE ON

21 WAGE&

22 (a) RNQUIRBMENT OF WITHUOLDINO.-Tho first sen-

23 tence of section 3402 (a) (relating to requirement of with-

24 holding) is amended by striking out "in accordance with the
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1 following tables." and inserting in lieu thereof "in accord-

2 anee with tables prescribed by the Secretary or his delegate.

3 The tables so prescribed shall be the same as the tables con-

4 tained in this subsection as in effect before August 1, 1969,

5 except the amounts set forth as amounts of wages and

6 amounts of income tax to be withheld shall be computed on

7 the basis of the rates prescribed by section 1." The second

8 sentence of such section is amended by striking out "as

9 shown in the table in subsection (b) (1)" and inserting in

10 lieu thereof "as shown in the table prescribed by the Secre-

11 tary or his delegate pursuant to subsection (h) (1) ".

12 (b) PERCENTAGE METHOD OF WITHiHOLDING.-Para-

13 graph (1) of section 3402 (b) (relating to percentage

14 method of withholding) is amended to read as follows:

15 "(1) The table referred to in subsection (a) shall

16 be prescribed by the Secretary or his delegate on the

17 basis of the amount of one withholding exemption being

18 $600."

19 (c) WAGE BRACKET WITHnHODIN.-Section 3402

20 (c) (relating to wage bracket withholding) is amended-

21 (1) by striking out paragraph (1) and inserting in

22 lieu thereof the following:

23 "(1) WAGE BRACKET WITIHOLDIG.-At the elec-

24 tion of the employer with respect to any employee, the

8--805 O--*--pt 1- 82
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1 employer shall deduct and withhold upon the wages paid

2 to such employee a tax (in lieu of the tax required to

3 be deducted and withheld under subsection (a)) de-

4 termined in accordance with tables prescribed by the

5 Secretary or his delegate. The tables so prescribed shall

6 be the same as the tables contained in this subsection as

7 in effect before August 1, 1969, except the amounts set

8 forth as amounts and rates of tax to be deducted and

9 withheld shall be computed on the basis of the rates of

10 tax prescribed by section 1 (a) and the additional low

11 income allowance."

12 (d) E1cTxv DAT.-The amendments made by this

13 section shall apply with respect to wages paid after Decem-

14 ber 31, 1969.

Passed the House of Representatives August 7, 1969.

Attest: W. PAT JENNINGS,
Clerk.
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The CHAIRMAN. Our first witness at these hearings is the Honorable
David M. Kennedy, the distinguished Secretary of the Treasury.

Mr. Secretary, we are pleased to have you here with us. I would
suggest that you proceed and I would hope'that we can have the Sena-
tors limit themselves to 10 minutes on interrogation on the first in-
stance when we ask questions. After that why we will perhaps have a
little more lenient rule.

STATEMENT OF HON. DAVID X. KEN EDY, SECRETARY OF THE
TREASURY; ACCOMPANIED BY CHARM F WALKER, UNDER
SECRETARY OF THE TREASURY; EDWIN S. COHEN, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY; AND JOHN S.
NOLAN, DEPUTY ASSISTANT SMORETARY OF THE TREASURY
FOR TAX POLICY

Secretary KENNmDY. Very good, Mr. Chairman.
Mr. Chairman and mem bears of the committee: The Tax Reform

Act of 1969 is a milestone in tax legislation. The administration
strongly urges its enactment at the earliest practicable date.

ADMISTATION RECOMMNDATIONS FOR ROVING H.. 18270

While we endorse its enactment, we believe that the bill should be
improved in a number of respects. Broadly, these are--

The long-run revenue loss in the bill of approximately $2.4
billion should be scaled down by about half;

The balance of tax shifts in the bill--a $7.3 billion reduction for
individuals and a $4.9 'billion increase for corporations--should
be redressed by including a two-point reduction in the corporate
tax rate;

A number of structural changes in the bill should be modified,
some because they go too far, others because they do not go far
enough.

Let us make no mistake about the nature of the legislation approved
by the House of Representatives. H.R. 13270 is not only the most
sweeping tax reform measure in the history of the Internal Revenue
Code. It also embodies a significant amount of tax reduction. Reduc-
tion of this type and amount at this time can be questioned on three
grounds.

CONCMlN OVER PROSPEMTIV REVENUE LOSSES

First, action now to reduce the national tax burden by a net $24
billion annually would represent a significant decision with respect
to national priorities. Interim revenue losses, before all the revenue-
raising measures take effect, are even greater. To the extent future rev-
enues are today committed for such reduction, they cannot be used
to support important Government programs. (It should be noted that
the $2.4 billion projected revenue loss is expressed in terms of today's
income levels. With incomes expected to risp significantly in the next
decade, the revenue loss would be much higher.)

The administration's concern over the proposed cuts in individual
taxes does not mean that we attach a low priority to this goal. But tax
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reduction cannot be carried out without due consideration for other
national needs. The extent to which we can responsibly curtail our
defense outlays has to be determined by future events, many of which
are beyond our control. Domestically, the Congress has enacted pro-
grams which call for increased spending in future years. This ad-
ministration is committed to renovation of national welfare programs
and to an imaginative program of revenue sharing with State and
local governments. Proposals also will be forthcoming to promote
additional hiring and training of the hard-core unemployed and to
foster investment in poverty areas.

The Nation, is committed to the goal of adequate housing for all of
its citizens. Recent studies demonstrate that Federal surpluses, which
would bring down interest rates and stimulate the flow of funds into
mortgages, may well be the best way in which to promote such
housing.

Even though this administration is determined to pursue a prudent
spending policy, we simply do not know enough about the future to
commit ourselves today to the degree of tax reduction embodied in
H.R. 13270. In our suggested changes, we have not attempted to at-
tain a precise balancing of estimated increases and decreases over the
period. Indeed, revenue estimating is far too imperfect a science for
that purpose. However, we urgently recommend that you reduce the
expected shortfall in H.R. 13270 by approximately half, to $1.3 bil-
lion.

IS BILL UQUrrABE?

The second major question concerning the tax reduction in H.R.
13270 is whether it is equitable. The largest cuts are appropriately
centered in the lowest brackets But, in too many instances, certain
taxpayers are given reductions much higher than others in com-
parable economic circumstances.

Our recommendations would reduce these ineuities by:
Restoring the "phaseout" in the proposed low-income allowance,

but at a rate of $1 tax for $4 income as contrasted with the $1 to $2
curve in President Nixon's original proposal as submitted in April of
this year. This still would remove 5 m on taxpayers, including al-
most all of those at the poverty level, from the Federal tax rolls.

Raising the present standard deduction of 10 percent with a $1,000
ceiling to 12 percent with a $1400 ceiling, instead of 15 percent with
a $2000 ceiling, as in the House bi1.

Liberalizing taxation of single persons as compared to married
couples through a new rate schedule rather than allowing head-of-
houeold status to those single persons over 35.

NE5 AGAIN VI flSMmT

The third shortcoming of H.R. 18270 is that it is weighted in favor
of consumption to the potential detriment of the Nation's productive
investment. To be sure, President Nixon recommended on April 21
the repeal of the 7 percent investment tax credit. Such repeal repre-
sents over half of the $4.9 billion increase in corporate taxes in the
bill. While the administration's position on repeal of the investment
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tax credit is unchanged, we are concerned about the bias in the bill
against investment in favor of consumption. Such overweighting,
embodied in the proposed treatment of capital gains as well as corpo-
rate tax increases, could impede economic growth in the years ahead
by curtailing the incentive to make productive investments.

To help guard against this drag on growth, the administration is
strongly urging, recommending that the tax rate on corporate profit
be reduced by one point in calendar year 1971 and an additional point
in 1972. This would reduce corporate taxes by an estimated $800
million in 1971 and $1.6 billion by 1972 (in terms of today's profit
levels), thereby reducing the net increase in corporate taxes in H.R.
13270 from $4.9 billion to $3.5 billion (after other recommended
adjustments). This change in the bill would not be unfair to indi-
viduals. Their tax relief, concentrated in the lower brackets, would
still amount to a gross amount of $7.3 billion and a net figure of
$4.8 billion.

Although no one can forecast perfectly the trend of the economy
over the next 2 years, the administration's current timetable in its
anti-inflationary program would allow for growth-inducing corpo-
rate tax reduction in 1971 and 1972. If not, the situation with respect
to the entire program of tax relief in H.R. 13270, individual as well
as corporate, will have to be reevaluated in the light of then exist-ini conditions.investmentt in the years ahead may also be impeded by the proposed

changes in tax treatment of capital gains. We believe these changes
go too far. Our original proposals were designed to prevent excesses
rather than fundamentally alter such tax treatment. Accordingly, we
recommend retention of the 6-month holding period, as contrasted
with the extension to 1 year in H.R. 13270. In addition, we favor
retention of the maximum 25-percent rate on capital gains, except in
cases of very large gains relative to ordinary income. In these in-
stances, which would affect a relatively small number of individuals,
the rate could rise as high as 32 percent, or to half the new top
bracket rate of 65 percent.

CAPITAL GAINS TAXATION

Our recommendations concerning capital gains taxation and other
provisions of H.R. 13270 are outlined in detail in Assistant Secretary
Cohen's statement, which has been submitted to the committee. Before
responding to questions, I would like to summarize several of these
recommendations, and while Secretary Cohen will not read his state-
ment but will answer questions orgo over areas of it for you I think
it would be well to cover just a few of the items.

PZTUOLUX TAXATION

First, petroleum taxation. In its tax proposals of April 22, the
administration made no recommendation for change in percentage
depletion as it affects the petroleum industry, except to include suci
depletion in the limit on tax preferences (LTP) and the allocation
of deductions rule (ADR). We recommend that intangible drilling
costs that would otherwise be capitalized also be included in the



498

LTP and ADR. Further, we propose I that certain sales of produc-
tion payments be treated as loans to avoid manipulation of income
and losses in mineral transactions.

The House of Representatives accepted our proposals relating to
production payments. It included percentage depletion and intangible
drilling costs in the allocation of deductions but dropped them from
the limit on tax preferences. The House action also disallowed per-
centage depletion on foreign operations and reduced depletion on
domestic operations -from 271/ to 20 percent.

Although the administration did not recommend a cut in domestic
percentage depletion, we accept the House approach to increasing the
share of the national tax burden borne by the petroleum industry.
But this cut in domestic depletion will not close the loophole which
permits a wealthy oilman to pay little or no Federal income tax. To
do so, we recommend that the Senate restore percentage depletion to
the LTP. However, intangible drilling costs, included originally in
the administration's LTP proposal, should be restored to the TP
only for investors and not for those individuals who receive 60 per-
cent or more df their income from oil and gas operations.

On oil and gas we recognize that it is in the national interest that
certain tax provisions be used as incentives for discovering new re-
serves. Accordingly, in our judgment, provisions in the form sug-
gested will apply more reasonably to persons whose principal business,
is the discovery of new oil and gas deposits and to whom intangible
drilling costs are more in the nature of an annual expense. They
should avoid creating any serious disincentive to drilling. However,
even in this form the limit on tax preferences should insure that
substantially all taxpayers, including those in the oil business, will
pay some reasonable amount of tax each year. Given the reduction in
incentive resulting from the House passed cut in depletion to 20 per-
cent, we strongly urge that the tax treatment of intangibles not be
altered with respect to those persons whose principal business is the
discovery of new oil and gas deposits.

INANC AL INS'rI[tTrtON5

On financial institutions: The administration does not object to
the provisions of the bill which would base bac? debt losses of comn-
merical banks, mutual savings banks, and savings and loan associa-
tions on actual experience-subject to a 10-year carryback and 5-year
carry forward for net operating losses. But we are concerned about
the continued heavy reliance on investment restrictions to promote a
flow of money into residential construction. Such restrictions limit
the ability of the thrift institutions to compete for savings during
periods of tight money. They also fail to recognize other important
national goals.

We therefore recommend a special tax deduction for each of these
three institutions, designed to encourage the flow of credit not only
into residential construction, but also into other socially preferred
uses, such as guaranteed loans to college students and loans guaran-
teed by the Small Business Administration. At the outset, this deduc.
tion could consist of 5 percent of groes interest income from such
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loans. However, the deduction could not serve in any year to reduce
the taxable income of any such institution to an amount less than 60
percent of taxable income, adjusted to include the full amount of
dividend income and tax-exempt intereAt in the institution.

The result. of these provisions would be to create tax equity among
thee competing institutions, enhance their competitive ability relative
to other outlets for savings, and encourage the flow of money into
uses determined by the Congress to be socially preferable.

5 ADDIONAL ADI:NISTRATIoIr RE003MENDATIONS

Other provisions: Five other administration recommendations
should be noted:

H.R. 13270 goes to far in taxing foundations. We recommend that
the proposed 71,2 percent tax on income be replaced by a 2 percent
"supervisory tax," which would raise sufficient funds for an adeuate
audit program in the Internal Revenue Service.

In order to make certain that the bill does not unduly restrict do-
nations of property to charities, colleges, and other tax-exempt a-
tivities, we recommend deletion of the provision which would include
appreciation on such property in the limit on tax preferences and
the allocation of deductions.

The personal deduction allowed for State gasoline taxes should be
repealed. Inasmuch as the State tax is, like the Federal tax, essen-
tially a user charge, the existing deduction in effect shifts the burden
of those taxpayers who itemize to the general taxpayer. Repeal would
raise the average tax on those who itemize by only about 10 to 15
dollars.

The House bill goes beyond the administration's recommendations
and includes interest on State and local bonds in the LTP. The ad-
ministration opposes this inclusion for the same reasons we gave on
April 22-there are constitutional doubts as to inclusion as well as
the possibility of adverse repercussions in the market for State and
local securities. However, we recommend as we did in April that the
full amount of tax-exempt interest be included in the allocation of
deductions rule, without the 10-year phase-in contained in the House
bill.

To simplify compliance by millions of low-income individuals, per-
sons not subject to tax under the new higher levels resulting from the
low income allowance should not be required to file returns.

A M EMMNE In TAX LGISLATION

Mr. Chairman, I repeat that the bill before you Is a milestone in
tax legislation. Almost all of the 16 substantive tax proposals which
President Nixon submitted to the Congress in April, ificluding the
limit on tax preferences and the low income allowance, are included
in the bill. The House Ways and Means Committee, as a result of
its exhaustive hearings, added a number of constructive measures to
those proposed by the administration. The resulting legislation was
overwhelmingly approved by the House of Representatives.

Now it is up to the Senate. I am confident that this committee will
proceed with the same determination shown in the House and that we
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can look forward to final enactment of H.R. 13270, appropriately
modified, before the end of 1969. -

In the words of President Nixon, such enactment will represent a
long step toward making taxation, if not popular, at least fair for all
of our citizens.

Thet concludes my statement, Mr. Chairman. We would be glad
to respond to questions.

The CHAMAN. Mr. Secretary, there are a lot of things you are
rocommending here and have recommended with which I agree. I
think we are probably in agreement more than we are in disagreement.
On my first turn that I am only asking about things about which we
have some disagreement. I will come back to those I agree with you
about later on. It is.too bad sometimes you have to get your differ-
ences first but I think we will begin to lay them out on the record.

DEMOCRATIC PLATFORM COMMIT=E RECOMMENDATIONS
My own impression is that this is a bill that fulfills the Democratic

platform, not the Republican platform. I know about the Democratic
Party platform because as chairman of this committee I went before
our platform committee and testified what I thought our tax policies
should be. Generally speaking, it was that some people make a lot of
money and pay virtually no taxes. Other people pay a lot of taxes when
they make a lot of money, middle-income taxpayers and others, who
for one reason or the other have a right to expect some adjustment in
their tax burden. I think this minimum-maximum tax concept was
mine before it was yours and it was mine before it was Treasury's under
a previous administration. Hale Boggs, my colleague, was chairman
of that platform committee and I think I was the principal witness
for what that platform committee came out with in that regard.

Now, I notice in your testimony, and I tend to agree with most of
what you have here, that you have advocated some relief for certain
aspects of the House bill for nearly every affected group of taxpayers,
with one notable exception, the natural resources industry, and in
particular the oil and gas segment of that industry.

MEUMN ON OIL AND GAS INVEMENT

On an overall basis you recommend much harsher treatment for this
segment than the House bill recommends. From this I conclude that
you believe that incentives for oil and gas exploration are excessive
and that they should be reduced. Now, I would like to ask this: Is it
not true that the return on investment of oil and gas companies is at
present slightly lower than that for the average of manufacturing
companies as a whole I

Secretary KzNm. I think, if you look at the figures that would
be generaly true. There are variations in that. It depends on what
class--if you use the total I think it is true.

The CHAIRMAN. I put some of these studies made by bankers in the
record. You are a banker and if you come to sonie bf these people to
ask them to pay a loan off that is what you would lok at.

Secretary Kmnvr. With respect to the political aspects of th
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Senator, about it being Democratic, I have made the comment many
times and I feel in the matter of taxation it is neither Democrat or
Republican, it is for the people of the United States, and this should
be a people's tax bill; it has bipartisan support and should have bipar-
tisan support so that we can come out with a bill in the end, after your
changes that will meet the needs.

The dHAIRMAN. We want to do what is right even if we have to
rise above politics. [Laughter.]

OIL AND GAS RESErtVES SMNKINO

Now, with regard to this industry: Is it not true that oil and gas
reserves have been shrinking as compared to the demandsI

Secretary KENNEDY. Domestic reserves have not been increasing in
recent years, yes. Many of the explorations have been in foreign fields.

The CHAIRMAN. Reserves are not increasing, that is especially in
relation to the demands for the product.

Secretary KENNEDY. That is right.

HIGH-RISK INDUSTRY

The CHAIRMAN. Is it not true that the oil and gas industry is a rela-
tively high-risk industry?

Secretary KENNEDY. Assistant Secretary Cohen mentioned one ex-
ception to this last answer I gave, the discovery in Alaska that changes
it to some extent, but up to that point the reserves were not increasing.

The CHAIRMAN. Well, I think you will find if you are looking at the
increase in demand that even that Alaskan discovery doesn't really
offset that. The increased demand-

Secretary KNNE-Y. The objective being determined in total.
The CHAIRMAN. Yes
Is this not a relatively high-risk industry?
Secretary KENNEDY. Yes, it is.
The CHAIRMAN. Is it not true that the industry is capital-intensive

and that there is a deficiency of available capital within that industry?
Secretary KENNEDY. I am not sure that there is a deficiency of

capital in the industry. It is a capital-intensive industry without any
doubt.

The CHAIRMAN. I think it might be worth looking into it to see
if-

Secretary KENmNEY. I think the answer would be, no, there is ade-
quate capital in the oil industry. They have been able to float issues
and stock and so on and they. have been able to borrow money without
anyproblems, at least the majors.

Now, the smaller operatorsthere might be a-
Senator FULmoIHT. Mr. Chairman, could the witness speak a little

louder, please? There is something about the acoustics-
The CHAIRMN. I can hear the witness but maybe the acoustics are

bad over there.
Secretary KzNNEY. I will speak more in the mike.
The CHAIRMAN. My point is that in view of these facts how can you

include that the present, incentives are excessiveI
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Secretary KENNEDY. I don't think we are concluding that the incen-
tives are excessive. - think we are concluding that there is and will be
an incentive sufficient to carry the needs of the industry with this kind
of tax and I think that it does place a fairer share of the burden of
Federal taxation on this industry as such.

We did, however, in the recommendations we made, as you know,
make a change on intangible drilling costs for those of the oil industry
who do the very thing you are talking about, exploration.

The CHAMAN. 1 don't think they are getting any more than they
had before, do they ? They get less. You just don't trim it down to what
somebody else might want.

Secretary KENNDY. That is right. We don't give them an advantage.
The Cnx. I think they would be worse off than they were

before.
Now the Treasury is recommending several proposals for making

this bill even more burdensome on that industry titn others.
Let's just take a look at what those parts will be,

ANT DL

Here is one. The House is recommending concurrently a cut in do-
mestic percentage depletion to 20 percent from 21/2 and repeal of the
foreign depletion on oil and gas.(2) Including intangibles and per.
centage depletion in the limited tax preference. (8) Inclusion of in-
tangiles and percentage depletion in allocation of deductions. (4)
Elimination of carved out and roduction payments. (5) Elimination
of investment tax credit. (6) Recapture of intangible drilling costs,
ordinary income 6n the sale of mineral property. (7) Reapture of
foreign losses under per country foreign tax credit limitation. (8)
Limitations of foreign tax credit attributble to foreign mineral pro-
duction. (9) Denial of a deduction for State gasoline taxes.

How do you justify this as being anything other than an extremely
anti-oil billI

Secretary Kzxmy. Well, I wouldn't indicate that this was an
extremely anti-oil bill. It does, as you indicate, impose a tax that they
have not had, but in total amount, and in relation to their resources
and earnings it looks like a fair-share burden to us..

The CHAImAN. Well, they are making less on investments than the
average for all manufacturing. If you look at all the taxes they are
paying rather than just the Federal income tax they are paying a lot
more _ian for all manufacturing, and then while I said myself with
regard to capital gains I know we should have some moderation there,
I .know we should do something about iapital gains but I find ome
reluctance to go along with the House bill. It hits capital gains in five
different direions al in one bill and here in this bill is if we accept
your recommendations we will ie hitting the oil industry in nine
different directions all in onebill. It would veem to me that is very
burdensome.

I know you say you want to do what is best for the country. I think
both major parties do. Here is what the Republican Party platform
said about this. In its arty platform it said that "present economic
incentives, including depletion allowances to encourage discovery o
vital minerals and fuels, must be continued."
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N Now, would not your presentation, attacking this industry in nine
different ways be a complete breach of that platform commitment?

Secretary Kawsny. No, I don't think it would, Senator. I think
there would still be an incentive. Their earnings are such that they
would want to make exploration. It does, no question about it, it does
tax them and it does take away some of the incentive, right?

The CHAIRMAN. Well, they are making less than the average of
manufacturing now, other industries are making more. If you want
to find something to invest your money in the average in manufac-
turing industries is more encouraging. And when you take a look and
see what would happen here after you are increasing their tax bur-
den in nine different ways how could that do anything more than
make it less attractive for someone to invest their money ?

Secretary KENNEDY. It will have a dampening effect. Although the
depletion allowance when you reduce it from 271/ to 20, it is still
20 percent and that could be varied, but it is a depletion allowance

The CHAIRMAN. Well, I won't go any further Mr. Secretary. I think
I probably have used my time up. I will yield to Senator Anderson.
I will have questions on other matters later.

Senator Anderson I

LUE MAGAZINID ARTICLE ON IrFLATION

Senator ANDERSON. In one of the magazines printed awhile back
there was a statement showing that a person making $18,000 in 1959,
and whose salary has been increased by 50 percent by 1969 came out
financially exactly the same. Is there any desire to hold to this, or will
you provide some relief for the middle classes ? Did you see this article ?

Secretary KENNEDY. I haven't noticed the article.
Senator ANDERSON. Life magazine is responsible for it.
Secretary KENNFUY. Dr. Walker says he saw it.
Dr. WALKER. I didn't quite catch the question, Senator. I saw the

article, yes. It was a very revealing indication of what inflation has
done.

Senator ANDERsoN. Wasn't it discouraging to people of the middle-
income brackets?

Dr. WALKER. It was discouraging to people in all brackets when you
look through and see how much this rapid inflation has eaten into what
people thought were rising real incomes and that is why we think
we have got to have a firm anti-inflationary program in place.

OAMAL GAINS

Senator ANDERsoN. What are you recommending about capital
gains?

Secretary KEiwwY. On the capital gains, Senator, we are recom-
mending a continuation of the 6-month holding period, no change
there and also the 25 percent except those that have capital gains of
a high amount and that is their principl income, and then it would
go up to 321% percent as in the House bill.

Senator ANDERmoN. Would a person be affected if the bill changes
the capital gains holding eriod f

Secretary .iFlmrwy. We felt it was necessary in this case to change
the mix in this bill to some extent from a complete taxing of the
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corporations and discouragement of investments and that sort of thing
b the two means, one, of the corporate rate reduction that I men-
tioned, and also the capital gains provisions which would encourage,
or look at it the other way, would discourage investment. And we
felt this was a reasonable change.

FOUNDATIONS

Secretary ANDzSON. Are you still pretty favorable to founda-
tionsI

Secretary KzNNzqy. On the foundations, Senator, we felt that the
tax of the 7% percent imposed in the bill was not warranted because
the money is given to charity, education, and various other fields, and
if there are abuses, things that have developed in the foundation
area, they should be handled administratively. Internal Revenue has
stepped up its program, and it will cost considerably more to audit
foundations and take care of this, so that we thought a 2 percent,
which you can call a fee or a service tax of some kind, would be
reasonable not too burdensome, and it would take care of the ad-
ministrative costs of working with the foundations.

Senator AwmnasoN. You are trying to help the foundations.
Secretary KZNNEY. Yes, I think the foundations have served a

very useful purpose in our country. The private foundations have
stimulated education and various other fields and should be en-
couraged but they should be, of course, regulated to see that if they
are going to have tax exemption, they have the actions and policies
that would conform to that-kind of an exemption. And I think that
the bill as we would recommend the change will do that.

Senator Amzow. I have no further questions.
The CHAiM&N. Thank you.
Senator Williams?

DZLP ON IALWWANCOB

Senator WIums. Mr. Secretary, first, I want to congratulate you
in behalf of the administration for a long overdue recognition of the
need of a reduction in the depletion allowances. I have been for it
20 years and, as a member of this committee for 20 years, I have
been waiting for some administration to endorse this and I want to
congratulate you on that step. I think you are doing right.

I noticed you mentioned a reduction in oil specifically. Do I under.
stand your endorsement also goes to the. other changes in depletion
rates in the various other minerals in the House bill?

Secretary KEmNZy. Yes, it does.
Senator MWuAXS. That was my understanding, too.

ID AND OIL EXPLOATION

I notice that om also suggest that a change be made in limited
tax preferences for oil for investors only, but not those who are in
exploration. Why the separation?

Secretary Kriir y.1 will give you an explanation and then I
think I will turn the microphone over to Mr. Cohen.
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My explanation to that is the doctor, the dentist, the o; side in-
vestor, he has choices all up and down the line for investm,, - , and he
can use these preferences not only singly but in combinatiw'-. and for
that reason there should be an inclusion in his c.se.

In the case of those who are in the oil business, that is their busi-
ness, and we want to encourage exploration, not discourage it, and
there is risk, as Senator Long indicated in this field, and they should
be rewarded for the risk. it seems to me tbht that is a good ex-
planation but maybe Mr. Cohen would have a morm detailed one.

Mr. CoHEN. If I may amplify that briefly, Senator: We suggested
a limit on tax preferences as a means of providing an overall limit
on the extent to which a person could reduce his income by using the
provisions that were intended as incentives in the law; and with re-
spect to an investor we wanted this provision to operate in even-handed
fashion so that it would not prefer real estate investment over oil or
over farm investment under the favorable methods of accounting given
there.

So with respect to the investor we returned to our original recom-
mendation in April to the Ways and Means Committee that both de.
pletion and intangibles be included in the overall limit on tax pref-
erences.

We had recommended that treatment in April for all persons, not
only the investor but also those who are en aged principally in oil and
gas exploration. The House bill deletes both depletion and intangibles
from the limit on tax preferences.

On reconsidering our position, while we would recommend that both
be restored in accordance with our original proposal for the investor,
we feel that depletion alone should be restored with respect to the per-
son who is principally engaged in the oil exploration business because
in his case he, being active in the business, may appropriately rerd
intangible drilling expenses as a part of his business operations. There
is not in the case of the oil and gas operator the problem of making
sure that the provision is consistent with real estate, farm losses, and
other matters.

We felt also that this provision, while it would protect the Treasury
and would make sure that we collected a reasonable tax, would not
create the disincentive which I do think our April proposal did create
in the oil and gas business.

Senator WnuMs. Do I understand under your proposal that in
each instance there would be some tax collected in all cases

Mr. COhEI'. Yes.
In all cases depletion would be treated as a preference in accordance

with our ori inal proposal.
Senator Wxwis. Now, I noticed in your statement, Mr. Secretary,

that you speak of the shortfall of H.R. 13270 by-you want to reduce
it to approximately one-half, about $1.3 billion.

LOW INCOME AULOWANC3

Now, as I understand it, the House committee originally got rid of
the phaseout of the low income allowances and you recommended a
standard deduction. It is my understanding that you supported that
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at the time. Then they decreased the rates in the $7,000 to $20,000 class
and it was also my understanding you were in favor of that rate de-
crease, and today, as I understand it, you are recommending the rate
cut and not the other changes in full. And I just wondered what were
the changes that represents?

Secretary KENxNED. I think your statement that we favored that
was not quite accurate, Senator. We acted as technical advisers at that
point. Our proposal on the low income allowance was a gradual phase-
out, $1 for $2, and I think in the House, when they added up the rev-
enue they were getting from the bill they decided not to phase it out
that way but carry it forward, which used considerably more money.
In reappraising, instead of coming back to our April position of $1
to $2 phaseout, we came somewhat between and recommend it on the
basis of $1 for $4 phaseout. I think in the other -ases, too, we were act-
ing as technical advisers. Do you want to comment on that I

Mr. Cnimm. Senator, when the Ways and Means Committee first
reported out the bill, the reductions in the low income brackets were
primarily with respect to the extended low income allows nce and the
standard deduction, and the reductions in the upper income brackets
were made by way of rate reduction.

By a committee amendment made after the bill had been reported,
the rate reductions were extended all the way down to the bottom, to
the lowest rate, and this led to the result that those who file standard
deduction returns would get a benefit from a very extensive increase
in the standard deduction and would also get the benefit of the
rate reduction, whereas those who itemize deductions would get only
the benefit of a rate reduction. We thought as between the two groups,
itemizers and those taking a standard deduction that the bill gave
double benefits to those who with the standard deduction, and we had
a choice as to whether we would recommend to you retaining the large
standard deduction increases in the lower brackets or retaining the
rate reduction. We concluded as between the two choices that the rate
reduction is a more even handed relief all up and down the scale and,
hence we have suggested to you the cutback on the standard deduc-
tion. It still would involve an increase in the standard deduction over
the present law, raising it from 10 percent with $1,000 ceiling to 1'2
percent with a $1,400 ceiling.

GAPITAL GAINS HOLDING PIOD FOR LIVBSTOX

Senator WuxwAMs. My time is running out. Just one other ques-
tion: I notice that you recommend a change back from the House bill
on the capital gains holding period from the 12 months proposed by
the House to the original 6 months as embraced in the law.

Now, under existing law, and this question relates to dealing with
farm losses primarily, livestock, as you know, are subject to capital
gains if they are held 6 months in certain cases. Does your recommend.
ing to extending the 6 months period back for livestock and for sale
of timber that is purchased on Government land as well as all other

cretaryKvxwirz . The answer, I think, to that is yes. But I am

rvot sure on the timber.
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Mr. COurEN. Senator, it is my understanding under existing law
that the holding period for livestock is 1 year-is 12 months, whereas
for securities and real estate it is 6 months.

Senator WILLlAMS. That is correct, but I was wondering if you were
recommending a change for that to 6 months, too, as well.

Mr. COHEN. Well, the bill will change the holding period for live-
stock so that it would be required that the taxpayer hold it for I year
after the livestock is normally put ill service, and we would be willing,
consistent with our recommendation, to reduce the 12 months holding
period in the case of livestock to 6 months after the animal is normally
placed in service-not 6 months after it is born but 6 months after it is
normally placed in service.

Senator WILLIAMS. In other words, you are recommending changing
the 12 months holding period in existing law to 6 months under the
definition of the House bill?

Mr. COHEN. Under the definition in the House bill, which will, how-
ever you will understand, because of a different starting period, ac-
tualiy have the effect of extending the time that the livestock has to be
held.

Senator WILLIAMS. It would if the same man owned it throughout
the period.Mr. COHzN. Yes.

Well, if he bought the livestock, we have a recapture provision so
that if he has taken depreciation on the animal and then has sold ithaving gotten an ordinary income deduction for the depreciation, if
he recoups that depreciation on the sale of the livestock he would not
get capital gain until he had made good the ordinary deduction from
the depreciation.

CAPITAL GAINS TREATMENT OF T13CB

Senator WILLIAMS. And on timber sales, even timber contracts, on
timber purchased on Government land, Government timber you are
recommending that that be changed back from the House bill, from
12 months to 6 months, is that correct ?

Mr. COHEN. Yes.
If that decision is made, I think we ought to restore it to the pro-

vision in existing law. Now, the House bill extended it to 12 months.
It extended it to 12 months from the date of the contract, whereas
under existing law, as I recall it, it is 6 months from the start of the
year, and I think if we are going to make one change we ought to
change it back to the existing law.

Senator WILLIAMS. My time is up and I will pursue this further, but
there has been a question in the minds of some of us as to the validity
of the proposal for capital gains treatment on timber being sold on
Government land and also capital gains for livestock, and we will
debate that a little further when we reach that point.

Mr. COHEN. Yes; I realize that, Senator. I just call your attention
to the fact there is another recommendation with respect to capital
pains. Under the House bill, the capital gains tax on corporations,
mcluding that for timber companies, would rie from 24 percent to
80 percent, and we have recommended to you that that be accepted,
except with respect to the first $50,000 of capital gains.
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Senator WILLIAMs. But without pursuing it too far here, as I under-
stand it, the bulk of the timber operations that are operating pri-
marily with Government timber would continue to pay taxes solely
under the capital gains provisions of the law, is that not true ?

Mr. Comrx. That is correct, Senator.
Senator WuLLAMs. Yes, sir.
The CHAnwAw. Senator Gore.

TAX EMUTONS TO CORoRATIONS

Senator GORE. Mr. Secretary, if I understand your recommendation
it is to take some of the tax relief provided by the bill for the low-
income groups away from them and, instead, give tax reductions to
the corporations. Would you explain to what extent that is true ?

Secretary KENNDY. Well, as you know, the bill repeals the invest-
ment tax credit and makes other changes, and increases the corporate
tax burden about $4.9 billion. Under the changes that we have recom-
mended, corporations would not have their taxes reduced. Instead of
having it increased by 4.9 they would have tax increases of $3.5 billion
so there would be a tax increase.

Senator Goai. May I interrupt Just a moment. My question was
with respect to your recommendations concerning the bill, not the
present law. I understand, as you have stated, In I agree, that the
bill increases the tax on corporations.

Secretary KE.NNDY. The burden, yes.
Senator Goai. Increases the burden. But your recommendations'

would reduce that burden of taxation for corporations contained in
thebill.

Secretary KEN;EDY. That is right.
Senator Goim. To what extent?
Secretary KeNNEDY. By a billion six on corporations, resulting from

a two-point rate reduction, but it would be a billion four net. Net a
billion four.

Senator Go. Then how much would you increase taxation-
Secretary KENNEDY. That is about the amount that we let the bill

go unbalanced.
Senator Gou. Yes.
Seqtary KENNEDY. So it is not a change in the individual rates that

caused that. We were trying to balance the bill and we did that bal-
ancixn by taking the provisions of the House bill and making changes,
mainly for eqtuty purposes where they had the same people
the same general income, receiving widely varying relief. They gave
the tax relief through the standard deduction and then later changed
the rate structure also. So we went back to a rate structure revision
basically and that balanced the bill out generally, and then we recom-
mended the corporate change after that which imbalanced the bill.

Senator GoRE. Which-
Secretary K=WNWY. So we go to a new balance.
Senator Go=E Which means, as I understand it , that you take tax

relief away from the lower income bracket taxpayers and shift it by
your recommendations to the corporations.

Secretary Kvmw-r. Well, that is not quite the way I say it but it is
maybe your way of saying it.
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Senator GoRE. I understand. We are using different language but we
are saying the same thing. I believe mine is easier for the people to
understand. [Laughter.]

Secretary KENNEDY. Well, I think it is the way one looks at it.
Actually-

Senator GORE. We are looking at it the same way. We are just de-
scribing it differently.

Secretary KENNEDY. Well, looks and description are somewhat the
same.

Now, if you take the changes that the House made in the case of a
married couple with two dependents with deductible expenses of 10
percent of income, say, and then the changes that we made at $4,000
of income the House bill would give a 53.6 percent reduction in taxes.
The bill as we provide would give 42.1 percent. That is a pretty sub-
stantial, almost-half cut.

The $5,000 bracket would be, in the House bill, a 31 percent cut, 12.8
under this bill; and at $7,500 income, 16.2 percent, and under the
recommendation we have 10.3 percent. The percentages go down as the
income goes up to 9.2 at $10,000; $12,500, 7.6; $15,000, 5.4; and it goes
along at about a 5-percent level thereafter.

$1,250 PERSONAL EXEMPTION ASKED

Senator GORE. Well, the second point I wish to make in my brief
time to interrogate you is that, in my view, one goal of tax reform
should be fairness in distribution of the tax burden. It seems to me
that the most unfair provision in tax law is the $600 exemption from
Federal income tax for a taxpayer and for each of his dependents. I
suggest that we omit reductions in the rate schedule and provide in-
stead an increase in the personal exemption from $600 to $1,250. This
would be more commensurate with the increase in the cost of living.

As late as 1944 the exemption for a man and wife was $2,000. Now,
it is down for a man and wife to $1,200. It seems to me that there ought
to be enough income exempt from taxation by the U.S. Government for
a father and mother to rear a child at least at the subsistence level. Six
hundred dollars does not equal that cost. I would solicit your response
to that.

Secretary KENNmY. Well, I think your proposal would be impossi-
ble as far as cost is concerned to the Government at this stage, and
I am not so sure it is the best way to accomplish what you would have
in mind. I would think that the deductions we have in the rate struc-
ture are a better way to reach this than increasing the exemption.

You would, of course, put a very large premium on large families?
Senator GoaE. Don't you think they are entitled to it?
Secretary KzNxz~D. I think they are entitled to it, but I think they

get it this other way.
Senator Goux You don't provide it.
Secretary Kzxmrui. LetMr. Cohen, he has some thoughts about it.
Mr. Comx. May I supplement what the Secretary has said, Sena-

tor ? I think the concern that you have is one that we felt very deeply
when we took office, and this was the reason for our suggestion of the
low-income allowance. I think it accomplishes what you have in mind

8-6 0o-4.--.pt i---n
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at the bottom of the scale. But it does not provide the large benefits
at the top of the scale.

If you increase the personal exemption-
Senator GoRE. Would you let me interrupt just there ?
Mr. COHEN. Yes, sir.
Senator GORE. I agree with you that the low-income allowance does

give some relief to the taxpayers in the low-income brackets.
Mr. Comz;. Yes, sir.
Senator Goim. I believe, Mr. Secretary, that the people really hard-

est hit by the unfair distribution of the prevailing tax burden are the
lower middle-income groups, say from $7,000 to $15,000, people who
are trying to meet the payment on a home and rear a family of chil-
dren. This bill really does nothing for them. The low-income allowance
doesn't reach them. An increase in the exemption would reach them.

Mr. COHEx. Senator, this bill does something for them. It knocks at
least one point off of every bracket, so that in the brackets that you are
talking about there would be at least a 5-percent reduction in tax.
The suggestion that you make of increasing the personal exemption
from $600 to $1,250 would, we estimate, cost in the neighborhood of
$20 billion. At the $1,200 figure it would cost $18 billion out of our
total personal income tax revenue, which is in the neighborhood of
$80 billion. So it would give up close to 25 percent of the revenue from
the individual income tax. The exemption is really a function of the
rate. Once one passes the level of the exemption it 'is really a function
of the rate or the total overall burden.

Senator GoRE. Mr. Secretary, I couldn't agree with you precisely
there because the difference between a family of three and a family
of six is not a function of the rate. It is a function of nature.(Laughter.]

Mr. CotEN. I would agree. It may involve some other emotions.
[Laughter.]
Senator GoRn And perhaps some mistakes. [Laughter.]
The clerk tells me I have 1 more minute. and I will not have the

time to make the point by question but I will just use the minute to
state that your recommendation and this bill do violence -to the sys-
tem of progressive taxation. We have done violence before.

I wish to submit for the record an example, I will come back to
it later, which I have asked the tax experts I have been able to
obtain for my staff to prepare This is an example of a corporate
executive who has a salary of $200,000 and a tax exempt income of
$100,000, a total income of $300,000.

Before the tax reduction bill of 1964 this taxpayer would have
paid $156 820 in taxes, or 53 percent. Under the present law that
taxpayer has a tax liability of $125 490, or 41 percent. Under your
recommendation this taxpayer would have a tax liability of $96,030,
a rate of only 32 percent.

In other words, his nontaxable take-home pay would be increased
from $143,180 in 1964 to $203,970 under the present bill.

Now, to give you another quick example, a taxpayer with $700,000
income divided between $40,000 in salary and $800,000 in tax exempt
income under your recommendation would pay an effective rate of
only 28 percent.
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Now then, you speak of tax exemption as being a function of
iate. I want to do something to the rate and also to provide some
exemption for the man with the largest number of children to edu-
cate. Thank you very much.

Senator BE,-.Errr. Mr. Chairman, the chairman of the committee,
maybe wisely, led us into the political thicket on this bill and maybe
it is just as well we get it over with as quickly as possible so that
we can eventually get down to discuss the mechanics and the actual
economic effects of the bill.

I have enjoyed listening to my friend from Tennessee, who would
like to raise the exemption to $1 50 at a cost of $20 billion. This
would put us back into the kind of a deficit we had in the last
Johnson year.

Now, he is very much concerned that we are not trying to take
care of the. people with big families.

The Democrats controlled-both the White House and the Congress
for the last 8 years, they had no concern over this during those 8
years. They left the exemption where it was. In fact every reduction
i the exemption which was once $1,000 and which later went down

to $500 was made by the Democrats, and the only increase we have
had in exemption came in the 80th Congress and it was an addi-
tional $100 made by the Republicans. It was passed over the veto of a
Democratic President. So if we want to play politics with exemp-
tions that is the record, and it seems to me it is a little late to come
in now that we have a Republican administration and say we have
to raise the exemption when all down through the years the mem-
bers of my colleague's party have been cutting.

Now, Iguess we are going to go through some of these exercises,
but in the end we are here to write a tax bill which will affect every
citizen, Republican or Democrat. We are here to try to find some
kind of a balance between the burilen on industry, which provides
jobs, and the burden on the individuals who fill them.

I would like in the time I have to raise one or two questions.

TAX T EATMZNT Or SINGLE INDIVIDUAL

You are suggesting a change in the tax treatment of single
individuals.

Secretary KENxDy. That is right.
Senator BENN7IT. Can you tell me what would be the compara-

tive difference between the two approaches, let's say a stenographer
earning $5,000 or $6,000 a year, what would be the difference in dol-
lar between the approach of the bill and your recommendation?
Would your recommendation impose a higher or lower tax burden f I
realize you haven't got figures worked out but can you give us a gen-
eral picture ?

Mr. Com. Senator, this is a function of Whether a person in a
particular bracket is gong to take the standard deduction or is going
to itemize. In general a homeowner would be more inclined to
itemize.

Senator Bxzfsrr. Well, give it to us each way.
Mr. Comm. Well, I could illustrate this if you take a married

couple with two dependents at a level of $7,500--w
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Senator BEinqrr. You didn't understand my question, I am
sorry I am trying to just get the comparison in the effect on a
single person of the two approaches.

Mr. CoHtEN. Well, if you take a person with $5,000 of adjusted
gross income who is over 35 years of age.

Senator BNNEi-r. Yes.
Mr. CoHEw. The House bill had a very significant effect. Under the

present law her tax would be $671 on the standard deducation basis.
Under the tax bill her tax would have been reduced to $501. Under our
proposal she would pay $614. She would have a reduction under our
proposal but not as great as under the House bill.

Now, the House bill gives a combination of benefits to such a
person.

Senator BENrT. Yes.
Mr. COHEx. They give triple benefits to a person in that partciular

cate gory.
Senator Br.-;rr. Your proposal is broader in one sense, it applies

at every age.
Mr. CortEN. It would make no distinction between those under 35

or those over 35. It would insist that a single person regardless of age
who does not have a household to support would pay no more than
20 percent above the tax that would be paid by a married couple with
the same income.

Senator BEZNET. Well, now, just to nail this down for a minute,
under the House bill a person with a $5,000 income age 30 would still
py$6711!

Pr. CoiE.. Well, I think it would be a little less than that because

there was a rate reduction.
Senator BENNErr. OK.
Mr. CoHEN. In the House bill the tax of such person, because of the

increase in the standard deduction and the reduction in the rate,
because of those two benefits, would be reduced from $671 to $524.
Under our proposal he would pay the same $614 that a person over 35
would pay.

Senator BENNErr. Are you taking into consideration your new
standard deduction in calculating the $614.

Mr. CoHEx. Yes; that is taken into account.
Senator BENErr. But you put a blanket 20 percent, an automatic

20 percent cutoff regardless of what the rate produces?
Mr. COHEN. The differences are not very great at that level. The single

person suffers by comparison with a married person more in the
middle income brackets and upper middle income brackets. In the
$15,000 to $25,000 category, a single person's rates have gone up very
substantially whereas the married person's rates have gone up much
less and that is where our limitation to 20 percent above the married
person's rate would be more effective to cut them back.

MINEALS DEPLETON ALOWANCE

Senator BENE=T. Just one more question in another field. There has
been a discussion here about the effect of the proposed changes on
the depletion allowance on oil. Do you accept the House language on
depletion for other extractive industries?
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Mr. ComN. Yes, we do.
Senator BNiErr. Including oil shale?
Mr. Coiix. I am sorry; we would make an exception in that regard.

We do not object to the House provision which as I recall it retained
the depletion on oil shale at the percentage that it previously was.
There were five minerals which were not reduced by roughly a quarter,
gold, silver, copper, oil shale and iron ore, and we would accept that.
There is a special provision in the House bill, however, to extend the
cutoff point for determining the value of shale oil that is subject
to percentage depletion, and the House bill would extend the value
into the manufacturing process, and we think that this is a very dan-
gerous precedent. We have always held to the mining values and not
the manufacturing values.

Senator BENNEMr. I know, but there are many other minerals you
have to take some preliminary manufacturing processes to establish
whether or not you have a value. Those of us who come from States
which have rich oil shale reserves can't see in the end any difference
between the oil produced from shale and the oil produced from wells.
We think that you obviously cannot treat them exactly the same, but
we think you are probably justifiedd in making some manufacturing
exemption to move closer to the protection of the oil.

If you are going to insist that you are only going to put a depletion
on the actual shale before the oll comes out you will never get any
oil shale produced in this country. When we are talking about incen-
tives and trying to maintain the incentives to get the production of
petroleum from wells, you should be concerned about the incentives for
production from shale and tar sands.

Mr. ConzN. We are quite concerned about it and inter,_-sted in de-
veloping an appropriate incentive, including the raising of the rate to
the same as for other oil, from 15 to 20 percent; we see no objection to
that.

Other encouragements which might be considered would include
rapid amortization of equipment, but if we do what the bill does, that
would be equivalent to increasing the rate, we estimate, up above 30
percent, and I think it is a dangerous precedent to get that far
down into the manufacturing process. We are anxious to provide an
incentive, and realize the tremendous benefits that will come from--

Senator BE:NVrr. If before this bill is finally written it would be
possible to develop some kind of a recommendation which would han-
dle it and develop a fair relationship I hope the Treasury can give us
some help in that regard. My time is up.

Mr. Coui. We would recognize that problem, Senator, and be anxi-
ous to develop something.

Senator Aiwxraior. Senator Hartke.
Senator Hwrxrz. Thank you, Mr. Chairman.

TAX RMOR)M Bm A NAJOR VICTORY FOR THe YORAToMr AXMECAN

The tax reform bill, in my opinion, as it was passed by the House of
representatives is a major victory for the forgotten American, and
think it is a meaningful tax reform and the nature of which really

provides for ai better balance and fairness to the ordinary taxpayer.
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And at the same time while the tax reform bill frankly is hailed by
everyone as being meaningful, it is not going to really bring a brighter
life to a lot of people unless it means to them tax relief and that
is what the average American interprets what we are going to do in this
Congress, that we are going to provide for some type of tax relief.

Frankly, I don't think the average American taxpayer is looking at
this time for more promises of tax relief and balancing of the circum-
stances. What he is really looking for is the reality of equity arid that
is hopefully what we are going to do, and I think Senator Gore makes
a very valid point that the administration has presented to the Senate
in the name of balancing, a reenactment of present inequities.

HOUSE BILL AS COMPARED WITH ADMINISTRATION RECOMMENDATIONS

If we follow the recommendations of the administration, we receive
a reenactment of the old imbalance in the name of balancing, because if
I am correct in reading the statistics in table 2, the increase over the
House of Representatives bill for the average individual or for the
individuals, is increased by $1,732 million or $1.7 billion while at the
same time in this, the effect is to decrease the taxation for corporations
by $1.6 billion.

In other words, what we have here is an increase for the average
person of $1.7 billion over the House bill, and a decrease of $1.6 billion
for corporations. Is that correct now?

Secretary KENEDY. That is right, in general, yes; not as against
existing circumstances.

Senator HA=rKE. I understand, as against the House passed bill.
Secretary KENEDY. Yes; as against the bill itself. We think the bill

went too far in upsetting the balance between consumption and invest-
ment.

Senator HARTxE. I understand. I want to come to that in a moment.
What you have said here in substance is that the old balance is more

nearly correct than the new balance.
Secretary KENNEDY. I think that a $3 -billion increase in corporate

taxation is a sizable increase in taxation, and it does create imbalance,
and then balance is obtained through individual taxation in those areas
where they had preferences that were used in combination to eliminate
taxes, so there isbalance there and there is equity there.

Senator HARTKE. But the average forgotten American who is looking
at this tax bill looked at it as it passed the House of Representatives,
and as I went back home over the recess and talked to the people they
really thought they were going to have finally some redistribution of
the payment of taxation. They thought that the average forgotten
American was finally going to be treated in a fair method and provide
for taxation of those people who heretofore had been in a position
where they could avoid paying their fair share of the taxes.

Secretary KENNEDY. As I gave the figures, Senator, to Senator Gore,
each of the brackets, each of the areas down to the $25,000 area, each
have about a 5-percent decrease the way it turns out.

Senator HA~rrx. Yes; but you are talking in relation to the present
circumstances, and I am talking in relation to the bill as it was passed
by the House of Representatives.
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Secretary ICxrizDy. Well, but the area between the two is when
you get beyond the very low levels, which were 53 percent in the
case of the House bill, going down to 42, that is still a very large
thing.

Senator HArtKr& Yes.
Let me just clarify a point only for the sake of making sure we have

a clear understanding, that in relation to the House bill, individual
income taxes have been increased by $1.7 billion and corporate taxes
have been decreased by $1.6 billion which is a e ry, almost an exact
balance that you have taken from the average individual and given
it to the corporations.

Secretary KmrNw. We brought equity in the various tax brackets
so that persons making the same income would receive generally the
same kind of relief.

Mr. Cohen has a comment.
Mr. CoHir. Can I make one point, Senator? We provide exactly

the same quantum of relief that the House Ways and Means Commit-
tee did after almost 6 months' study in the bill that they reported out.
After they had reported the bill out they added in a rather hurried ac-
tion another $21/2 billion.

Senator HARTRE. Mr. Cohen, let me-
Mr. COHEN. This bill, this recommendation, that we have made ex-

tends the same amount of relief as was extended in the bill reported
out by the Ways and Means Committee.

Senator HAxRIx. Mr. Cohen, just to be sure, it provided the same
amount of dollar relief as far as the Treasury is concerned, there is no
real big difference. What has happened here is you have taken $1.7
billion from the a-erage forgotten American and you have given it to
the corporations, isn't that right That is right, isn't it?

Mr. CoziN. Senator-
Senator HARIXE. All right.
I just want to get the facts straight.
Mr. COHFx. Senator, all the facts are in the record.
Senator HArrKE. In other words, the even handedness has been

given and he got both the front and the back of the hand.
Mr. COHEN. Well, in the House bill corporations had had their taxes

increased by almost $5 billion.
Senator HIARTKE. I understand but the ordinary person felt for a

long time that he has been taking it on the chin and he wanted to stop
taking it on the chin for the people who had been making the bulk of
the wealth.

.Mr. CorTEn. Some tax ayers, those with the standard deduction re-
turns, were getting double benefits as compared with others and those
are the ones who will not get the benefit, under our proposal, in double
fashion. They would not have gotten it either under the bill as reported
out by the Ways and Means Committee.

Senator HArrKE. Let me say in this regard that I share with Sena-
tor Gore the concern for these people with children and I do believe
that the ordinary taxpayer again can understand what you are talk-
ing about if he has one child -he is going to get an additional exemp-
tion; if he has five, he is going to have five exemptions. He can
understand that and that means something to him and that is what
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the ordinary taxpayer would like to see, and I would hope that some
place along the line if we cannot go to the $'1 50 extent that we
can at least do as well as we did before World War II by increasingit to $1,000.Dr. WALR . Senator, this just can't stop by looking at the tax
impact. As Senator Bennett appropriately pointed out, the impact
on investments and job creating capacity of U.S. industry is at stake
here and the taxpayer in the short run, yes, might like to see his taxes
reduced significantly but if in the process he makes it more difficult
for jobs to be created by taxing corporations tremendously more
heavily, he is cutting off his nose to spite his face because his real
claim to comfort in living is a good job.

INFLATION CONTROL

Senator irmx. Yes, but let me say in regard to that as far as
the future is concerned, you have expressed the feeling really that
productivity and inflation are really going to be in a different light
in 2 years; isn't that correct?

Dr. WALKER. Our timetable for inflation control is to bring inflation
under control within-

Senator HARTKE. And yet at the same time instead of just asking
for a suspension of the investment credit you have asked for the elimi-
nation of the investment credit, and shifted that, part, of the tax over
to a reduction in the corporate rate; isn't that correct?

Secretary KrNNYDy,. That is right.
I felt all along that the investment tax credit was not the best way

to stimulate. I felt a general tax reduction on corporations across the
board would be more effective and that at some point perhaps the
depreciation schedule should be looked at but those are matters for
the future.

Senator HArrE. I am willing to look at those depreciation sched-
ules. I frankly have always thought we ought to have some type of
reinvestment depreciation allowance which really increases produc-
tivity, which does not provide a tax windfall as investment credit
did. But the investment credit was the second best approach, and am
I correct in assuming then you are really considering some type of
proramI

Secretary Ki.xmy. Down the line, yes; not part of this bill.
Senator IIATMr. Not part of this bill but a reinvestment deprecia-

tion concept?
Secretary KF.NNw. Too much study is needed because we have also

the question of modernizing our industry competitively with the world
now. As you know, Senator, in the Common Market countries, they
have the value added tax everywhere.

Senator IARTKF. When you go back to 1962 and look at the bill
I introduced along that line when they had the reinvestment, I mean
when they had the investment credit-

Secretary KXNNFY. I think it, is a very serious matter and we
should take a look at it lut that. one requires a lot of study and
education and I would like to know more about it before making a
staement.
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CAPITAL 0AINS

Senator ILAitTKE. Let me ,ask you another question in regard to
another point and that is basically on this question of capital gains.

As I understand in the field of taxation that there are really two
things that. people are concerned about no matter where they are.
One of them is tax relief and the other is tax simplicity. Now, if you
and I don't say that this is something which could be done but
would like to mave your comment, if you completely eliminate the
whole theory of cal;ital gains tax and substituted in its place this
new theory which we now have, substantially sophisticatedly adopted
and put in average over a 10- or 5-year period, and if you did that
you could cut and be in a situation in which no one would be required
to pay more than 50 percent taxes under any circumstances, whether
corporate or individual, at the same time, you could eliminate about
60 percent of the tax confusion in regard to filing computation, is
that correct?

Secretary KENNEDY. I think that simplicity is an important matter
in taxation, and to the extent that that could be done I think it is
right. At some point there may be interest in making some change
there. There are questions of revenue involved, as you know.

Senator 1-ARTKE. Yes.
Secretary KElNNEDY. I think your point is well taken. You might

want to comment on that, Mr. Cohen. It is an interesting point.
Mr. ConEN. Senator, it would be a great simplification in the In-

ternal Revenue Code if there were no distinctions between capital
gains and income but I think the 10-year average will have its own
vast complications in adjusting records back over 10 years. We have
liberalized the averaging provisions in the present bill over 5 yeam.
I think 10 years would require quite a few recalculations constantly.

The CHAIRMAN. Senator Curtis.
Senator Cumris. Mr. Chairman there are many proposals that ae

of interest, I cannot reach them becau of lack ol time. That does
not indicate a lack of interest. I have a question which you may have
Mr. Cohen answer, Mr. Secretary.

FOUWNDATIONS

Isn't it true under the House-passed bill there will be some founda-
tions who may have given substantially all of their income to charity
that will be taxed as regular corporations?

I will explain. Suppose here is a foundation whose sole asset is a
wholly owned business, and that business pays full corporate tax like
all of its competitors, and suppose the fundings to the foundation, and
the foundation faithfully, without any abuses, gives it to charity. The
71-percnt tax figures out the same as if the foundation was a regular
corporation. Because of the dividend credit you tax 15 percent at 50
percent' isn't that true ?

Mr. CoHz. That would be approximately correct, Senator.
Senator Cu-rrxs.Yes.
That is not a farfetched hypothetical case, and I want to commend

the Treasurl. on their provision to reduce the tax on foundations from
the House bill of 7% percent to 2 percent. I accept all reasonable regu-
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lation of foundations. I think the abuses are abominable, but in
reality this tax on foundations in the ultimate, is taxing the benefi-
ciaries of the foundations, the charities, the hospitals, the colleges, the
research institutions; isn't that correctI

Mr. CottE. We came to that conclusion, Senator.
Senator Currs. Yes.

2 PERCENT TAX FOR PRIVILEGES OF TAX EXEMPTION

Now, I was very much interested in the slight remark that the Secre-
tary made in supporting the 2 percent.

He said they might call it a fee or something-he didn't say an
excise tax. But I think that perhaps it should be termed something
other than an income tax because the right, or" the privilege rather, it
is not a right, it is a privilege, the privilege of tax exemption requires
policing, and those who claim it ought to pay for the policing. This
seems to me compatible with the entire theory of tax exemption.

Couldn't the same purpose be accomplished without these conceptual
problems by utilizing some other mechanism than the income tax, such
as a fee or excise tax system which would produce the money to cover
the cost of enforcement. Could not the amount of the fee or excise fee
be measured by some standard other than incomeI

Mr. CoHEN. Senator, we would prefer to use income rather than
some other standard, such as assets, to measure the amount of the fle.

The revenue agents and the whole Internal Revenue Service are
geared to the determination of income, and if they have to deter-
mie--

Senator Cu~rrs. But would it have to be called an income tax?
Mr. COHEN. I was coming to that point. I do not see that it has to

be called an income tax and we would be satisfied to regard it as an
excise tax measured by income, which would produce the same re-
sult, provided we can satisfactorily determine what is the event on
which the excise is imposed. For example, in order to make an excise
tax a valid provision I think we would have to say that the tax is on
the act of carrying on activities as a private foundation for charitable
and educational purposes, and to me that raises some problem as to
whether one wants to put a tax on that particular act, whereas a tax
on income does not seem to be a tax on a charitable and educational
activity.

Now, I would say that if we can decide what is the appropriate
type of event on which the excise is to be imposed, the Treasury would
be willing to have it so defined.

Senator CuRTiS. It wouldn't have to be called an income tax.
Mr. COHEN. It would not have to be called an income tax.
Senator Cuimrrs. I am pleased to hear that. Now, my State, and

many States, place the State income tax as a percentage of the Federal
tax. So there is going to be a cumulative effect of taxing our churches
and our colleges and our hospitals and other very fine institutions be-
cause if we declare for the principle of an income tax on foundations
States, municipalities, and everybody else are going to do likewise.

Mr. Co~it. That is a very intersting point.-I am familiar, in gen-
eral, with the Nebraska tax which is based upon the Federal tax, and
if this were an excise tax it is my recollection the Nebraska tax would
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not pick it up, but it would pick it up perhaps if it were an incometax.
Senator CuaIS. As a matter of fact private colleges which, in my

State, axe all church colleges, carry 80 percent of the cost of higher
education. I don't think there is one of them that could exist without
the aid of foundations. And as I interpret the House bill, I judge forno one else, it is a tax that, in effect, will be paid in reduced grants to
the beneficiaries of the foundations. And it is not necessary so far as
proper policing is concerned, is it, that we tax them rather highly?
There are other methods.

Mr. Coimi. We afee.
Senator Cum. es.
Now, one thing that I think is very important in tax exempt organi-

zations, whether they be foundations or cooperatives or what not is
that we have adequate informational returns. It is my understanding
that the House bill, while not changing that particular section does
some other things that will make the informational returns of private
foundations more meaningful. Is it notI

Mr. Com.m Yes, and we plan some changes administratively also.
Senator CURTs. I regard most private foundations actually to be

public institutions and I would even go further so far as publicity
is concerned.

Now, in reference to the provisions in the House bill that would
compel a divestiture of interest in businesses owned by foundations
above the 20-percent rule, that would bring in no revenue at all; would
it?

Mr. Commz. We wouldn't anticipate revenue from it. It was merely
a question of conditioning the exemption of the foundation on not
owning and controlling private businesses.

Senator Currm. Has there been any indepth research done on what
constitute the abuses in private foundations where there is self-dealing
and that sort of thing ?

Mr. CowNx. Well, there have been fairly extensive hearings con-
ducted, I believe, in the House under the irmanship of Congress-
man Patman. I think he has made substantial studies of tli&

Senator Cuirri. Yes.
I think what would happen is through the back door of a tax bill

we would accept the Patman philosophy in regard to foundations, and
we would tax foundations, which means taxing the beneficiaries and
in some cases we would tax them as regular corporations and we would
not increase the revenue, and if that is to be done, I think maybe it
should be a special study and not involved in all of the ramifications
that this committee must take into account in this revenue bill.

Mr. COHzw. Well, the Treasury Department, Senator, in the last
administration conducted a study and presented a rexrt to tbe Con-
gress in 1965, and that has significant information aid recnommenda-
tions in it.

STATE A"D RMOMCIAL 90NdS

Senator CuirRs. Briefly switching to another subject; What changes
would be made if the Tre.uy recommendations were followed in
reference to State and municipal bonds?
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Mr. Coux. What changes from existing law or from the House
bill?

Senator Currm. No.
What changes from existing law. My time is up, so if you can make

it brief.
Mr. CoHEN;. Briefly, we would include tax-exempt interest in the

preferences for determining the extent to which an individual can
deduct his nonbusiness deductions-his State taxes mortgage interest,
and so on. Those are required under the bill to be allocated so that non-
taxable income bears its share of those personal expenditures We
would put tax-exempt interest in that, so that if a person had, say, half
his income in salary and half from tax-exempt interest he could deduct
only one-half of his normal personal deductions. That would be a
change in existing law. We would not have the tax-exempt interest,
though, in our limit on tax preferences.

Senator Crams. You wouldn't have the impact of the House bill
Mr. CoHEzN. No.
Senator Cmms. Thank you, Mr. Chairman, my time is up.
I did want to go into several other matters, agriculture and boxcars

and so on. But my time is up.
The CHAmxMS. Senator Fulbright.
Senator FULBIUGHT. Thank you,Mr. Chairman.
Pursuing that last question just for a moment, I understood from

the Secretary's statement that he raises a question of constitutionality
of changing the tax exemption of municipal bonds. Didn't you refer
to that, Mr._ Secretary?

Secretary Kzxmw-i. Yes; I did, Senator. In connection with the pro-
vision of putting tax-exempt income in the limit on tax preferences
we have two reasons: () the question of constitutionality. That was
not the controlling question. The controlling question was what it
would do to the markets and the ability of the States and municipali-
ties to market their securities because it would have an impact on that.

Senator FuLmuoGr. The anticipation of this has alreay had con-
siderable effect upon the market for municipal bonds, has it notV

Secretary KzNNxEDY. Yes; the discussion of it has fluctuated the
market, yes.

Senator FULEJOHT. It has been very bad.
What would be your attitude in this connection with whatever is

done, if anything is done, making the change prospective only inoprationh I have had a considerable complaint about making the
change, in effect, retroactive. These complaints concern the provisions
in the House bill affecting the existing securities of municipalities
which had been issued andbought upon the assumption they were free
from tax.

Secretary KINNDy. I will ask Mr. Cohen to answer that.
Mr. COHEN. Senator our suggestion regarding allocation of deduc-

tions would apply both to outstanding andfuture issues. The precedent
for this is in the action of the Congress in 1959 when this was done with
respect to the taxation of life insurance companies, and their operating
expenses were required to be allocated between the taxable income and
the tax-exempt interest provided it was constitutional to do so. The Sri-
preme Court has since held that it was constitutional to do so.
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We think for the limited purpose of the allocation of deductions
we should take into account both the existing and the future issues,
because that does not involve a tax on tax-exempt interest. That is only
requiring that the deductions be allocated.

Senator FULBEIGHT. But it is indirectly a tax. I think this is part of
the overall question of the credibility of our Government. To change
the rules in the middle of the game seems to me to expose the Govern-
ment to further criticisms.

I have had the same observation made with regard to the question
of carved out mineral production payments, making it effective to
the past or to a period that has already passed before the enactment of
the 71 aw. This always irritates people who do not have knowledge of
changes being made.

Mr. CoHEzN. If I may add one other comment on the tax-exempt in-
terest, we felt that this would not have a material effect on the mar-
ket, but if you distinguished and if it did have an effect on the market,
it would give greater benefit to outstanding securities than to future
securities, a distinction which would interject some confusion in the
market.

Senator Fuu owr. Well, it is a market involving oust nding
bonds which would all be liquidated, I believe, in something like an
average of 10 years; isn't that true

Mr. CoKUN. It may be an average of 10 years because I would as-
sume that the bulk of the issues are short term, but there are many
of these issues that would be outstanding 30 years from now. I think
we figured that at least 10 percent of them would be outstanding more
than 30 years.

With respect to the carved out payments, we did not apply it to any
carve out sold before April 22 whch was the date on which we ap-
peared before the House of Representatives, and we think that that
gave adequate warning to persons who might sell such payments in
the future.

Senator FvLEoIHT. Well, it has raised some difficulties which I
won't pursue at the present time but we will at a later time, I think.

On this question of changes of the rules in the middle of the game,
it isn't based upon the idea that changes shouldn't be made for the
future but that the effect should not be retroactive.

Mr. Comzu. Surely.

SSIMPLUICATON OF THZ TAX SYSTZX

Senator FuuruoHT. Mr. Secretary, you did say, I believe, that you
were studying ways and means for simplification of the tax system;
is that correct I

Secretary KzzNW-y. Yes, we have, but when you look at this bill
it looks like it is more complicated.

Senator FuLsRrowr. That is what I was going to say. Have you given
up any idea that it is possible to simplify it especially for individuals.
I think it is a much greater burden on individuals than corporations,
most of whom have Fheir expert accountants, et cetera; but for indi-
viduals, it is a great burden, it sems to me.

Secretary 1aNxwz. There is some simplification, Senator, in the
fact tbhat a good many of them have been taken off the rolls and won't



522

have to file returns, and then with the increase in the standard deduc-
tion there will be more people who would go on the standard deduc-
tion rather than itemize their deductions but other than that all these
provisions for limited preferences will make it more difficult to fill out
returns.

Senator FULm=GHT. It does seem to me with all the modern methods
that we hear about, computers and so on, that would interfere in many
irritating ways in our lives, some beneficial use could be made of these
to reach a formula which would reduce the enormous burdens of pre-
paring highly complicated income tax returns. One of our staff mem-
bers tls me that the Treasury has estimated it costs taxpayers, indi-
viduals, over $500 million annually just to prepare their returns, to
say nothing of the tax they have to pay. So this in itself is a terrible
burden. I think it is something we ought to give more attention to.

Mr. Coiir. Senator, I might say that our low income allowance,
and the suggestion we have made this morning to you, will take 5
million taxpayers off the tax rolls, and we are recommending that no
returns be required in those cases.

Senator FULVIHT. I think that is good.
Mr. COHEN. And the standard deduction increase that we have

recommended would enable 4 million persons to shift from itemiz-
ing deducations to the standard deduction return. I think the com-
plexities of the bill come in the loophole closing phases, which will be
applicable to a limited number of high bracket persons.

NUMBER Or TAX EXEMPT ORGANIZATIONS

Senator FuLmronmr. How many tax exempt foundations, how many
tax exempt organizations, are there in this country?

Mr. Conxw. I think that it is in the neighborhood of 30,000 founda-
tions that we have on the rolls of the Internal Revenue Service. I
think we have 400,000 tax exempt organizations.

Senator FULmRGHT. I didn't hear that last, what?
Mr. Comm. We have on the lists of the Internal Revenue Service,

and we have recently prepared this list to put it on the computer,
400,000 tax exempt organizations of all types. My recollection is there
are 30,000 foundations, but the 30,000 figure might include some or-
ganizations beyond those we would call private foundations in this

Senator FULBPaoHT. You really don't know very much about them,
do you ? There never has been a thorough canvass made of them, is
that correct?

Mr. ConmN. I think after this bill we would know a good deal.
Senator FuLioIHT. But you referred to the study of the House

Banking Committee. As I understood it, they only studied some 500,
between 500 and 600 of these foundations. They really didn't under-
take to survey the field, did theyI

Mr. COHEN. I don't think so, but I am not familiar, Senator, with
the full extent of their work. But the Treasury report on foundations
in 1965 represented a rather extensive study, and we are planning to
increase substantially the staff and operations of the Internal Revenue
Service in this field. This 2 percent tax we have recommended today is
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designed to provide in the neighborhood of about $15 million, we esti-
mate, in 1970, to match the costs that would be involved. There would
be a substantial increase in our program of study of the foundations.

Secretary KWLzDY. I would like to make one comment, Senator, if
I might, on that. Heretofore, the tax returns of the foundations had
been sent to the districts, and had been examined by the district Inter-
nal Revenue people on rules and regulations submitted by the Treas-
ury, but no matter how you write those rules you have some difference
of interpretation in complicated matters, and when this became a sub-
ject of great interest after taking office, we immediately asked for all
of these to be centered in Washington, so that you could have a section
that would take a look at these in total, and individually and get con-
sistency of administration, and I think that will do much, do a great
deal, to avoid and take care of the many abuses that have or might de-
velop and then you can reject the tax exempt status if they don't
measure up.

Senator FULBROHT. Mr. Chairman, I ask that the text of an amend-
ment I offered yesterday and my statement of explanation be made a
part of the record in order that the committee may give attention to it
in the course of its hearings.

(The amendment and explanation follow:)

Tuu Rmvszv TAx Law AND TAx-Exggpx SEcuITza--AMxDMXNT TO HR. 18270

AMIENDMWNT NO. 141

Mr. FuLDEoIT. Mr. President, the tax reform bill (H.R. 18270) Is now pending
before the Finance Committee and hearings are scheduled during the period
September 4 through October & I ubmit for reference to the Finance Committee
an amendment to H.R. 18270, and ask unanimous consent that the amendment be
printed at this point in the Rzom

The PzSiINo Oin'cz. Without objection, it is so ordered.
The amendment submitted by Mr. FULNUGHT was referred to the Committee

on Finance, as follows:
Under "Limitation on Tax Preferences; Exclusion of Interest on Outstanding

Governmental Obligations," on page 167, line 1, strike out "obligations" and insert
"obligations issued on or after July 12 1969".

On page 175 strike out subparagraph (B) beginning on line 21 and ending on
line 2, page 176.

On page iT6, line 8, redesignate subparagraph "(C)" as "(B) ".On page 176, line 20, redesgnate subparagraph "(D)" as "(0)".

On page 175, lines 18 and 19, strike out "as modified in subparagraphs (B),
(C), and (D)," and insert "as modified in subparagraphs (B) and (0),".

Mr. FULDEIGHT. Mr. President, the purpose of my amendment is to correct
an inequity in the bill. This inequity arises under provisions of the bill designed
to limit to 50 percent that portion of income which may be excluded from taxa-
tion as a result of various legal exemptions and special deductions. This is a
worthy purpose, and I support it. However, H.R. 18270, as presently worded, treats
unfairly those taxpayers who have purchased State and local bonds In the
expectation that income from these bonds would be tax exempt.

Although the revised tax law would be prospective as it affects future Income,
it would be retroactive as It affects the value and marketability of capital assets
represented by the tax-exempt bonds. To change public policy regarding taxation
of income from securities purchased after the change may be wise and fair. But
to change the rules affecting income from securities purchased prior to the change
Is certainly not fair, and in my opinion is not wise.

I have no desire to perpetuate rules which provide an unlimited tax shelter
for our most wealthy citizens But the transition to new rules and new public
polley should not break faith with anyone who has relied upon and followed the
law no matter wbat may have been the motives of the individuals involved.



624

My amendment would apply provisions of the bill, which limit the use of tax
preferences, only to income from State and local bonds issued on or after July 12,
1989. This date would make such provisions consistent with another section of
the bill dealing with tax-exempt Interest. This other section provides that income
from bonds issued prior to July 12, 1969, need not be taken into consideration
when allocating itemized nonbusiness deductions between taxable and tax-free
income. I believe that treatment of this interest income should be prospective
entirely, and my amendment would have this result.

Mr. President, I submit this amendment to indicate my minimum reservation
with respect to the proposed indirect taxation of income from State and local
bonds. I am aware of the constitutional question inherent In this proposal. I hope
that the constitutional issue Is thoroughly illuminated in the hearings. After
further consideration I may be persuaded that a more comprehensive amend-
ment is needed, but at this time I submit this one for the consideration of the
committee.

DEFENSE EXPENDITURES

Senator FuLBIHT. My time is almost up but I would like to ask
the Secretary about one sentence in his statement on page 2 where he
says:

The extent to which we can responsibly curtail our defense outlays has to be
determined on future events, many of which are beyond our control.

Well, this is an important matter, of course, which deeply involves
the Treasury and I wonder why he believes, or does the administration
believe, that such things as a Vietnam war may be beyond our control.
Are you accepting the inevitability of the continuation of this kind
of an event?

Secretary KENNEDY. I accept, Senator, the sovereignty of other
powers and the fact we have to maintain strength to meet those powers,
and that events, as they have been foreshadowed over the years, have
shown us that many unforeseen developments have taken place.

Senator FuLmornT. So you have given up hope?
Secretary KlzirunY. We have not given up any hope but we are

working on the defense expenditure side and on the point of trying to
trim it to where we can.

Senator FULRIGHT. I hope you can because having to raise money
you ought to be sympathetic with what we are doing in the Senate
now.

Secretary Kirw y. I am fast becoming very unpopular in some of
these matters.

Senator FULmIGHT. I am glad to hear that.(Laughter.)
Senator FULDRIGHT. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Miller.
Senator MiLma. Thank you, Mr. Chairinan.

REPUBLICAN PLATFORM

Mr. Secretary, a little over a year ago the National Republican Party
at Miami adopted a platform and in the statement it says:

The current need for tax reform and simplification will have our priority
attention.

This is my ninth year in the Senate and this is the first time in 9
years that representatives of any administration have comr before
the Congress to recommend what I think is generally regarded as
tax reform, and I commend you for doing so.
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I may not agree with all of the recommendations but I think the
fact that you are here and living up to the platform statement of the
party is to be commended.

Secretary KENv: DY. Thank you.

INCREASING PERSONAL EXEMPION

Senator MILLER. NOW, some talk has been heard over the possi-
bility of increasing the individual or personal exemption from $600 to
$1,200. As I understand it, you are opposed. My calculations would
indicate to me if this were done that the low-income taxpayers, for
example, the taxpayer with a 15-percent tax rate, would enjoy only
$180 of tax benefit 'by increasing the exemption from $600 to $100,
whereas the wealthy taxpayer or a person with an income in excess
of an income of $200,000 in a tax bracket of 70 percent would enjoy
a tax benefit of $840 which sounds to me to be a most regressive, non-
progressive approach to tax equity. Do you agreeI

Secretary KENzNDY. I agree 100 percent. We took a look at that
and if you take the total dollar figure in that the great percentage
will go to the higher income tax brackets rather than to the lower.

Senator MILLER. So if we are interested in doing something for the
benefit of the low-income taxpayer and not for the benefit of the high-
income taxpayers the tax rate approach seems to be the best, does it
notI

Secreta.c-- KErNDY. That is what we decided upon after considering
it very carefully. We did take care of the low ones by a special measure
by the low-income allowance, taking them off the rolls and by a larger
percentage deduction in the lower brackets.

MUNI IPAL 3ON INTERET AN" LTP

Senator MILa. On page 10 of your statement you indicate that one
of the factors in your decision not to recommend inclusion of tax ex-
empt municipal bond interest in the limit on tax preferences was the
possibility of adverse repercussions in the market, and yet in the next
sentence you indicate that you support the inclusion in tax exempt
State and municipal and bond interest in the allocation of deductions
rule, and it would seem to me this could have an adverse repercussion
on the market, too.

Secretary KENNEDY. The impact there, Senator, is not very large,
and the only impact that I can see is the psychological one of a: foot-in-
the-door taxation of municipal securities by the Federal Government,
because the amounts involved in that would be not serious.

We have checked this out pretty carefully with market men and
with the market and there was very'little, if any, reaction, market reac-
tion, when our first proposal came out and the market impact that Sen.
ator Fulbright referred to came about when the House Ways and
Means Committee included tax exempt income in the limit on tax
preferences. Then there was market reaction and great uncertainty,
and I had calls from a few of my mayor friends and Governor friends
and so on around the country.

Senator MrLLm Well, of course, I am interested in market reaction
to these things.

Secretary KrNEDY. They have to raise money.
888885 0-4*-pt. 1--4
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PECENTAGE OF BONDS HELD BY CORPORATIONS

Senator Mixjz%. Because all of our local governments need to be
viable but what percentage, can you give us an estimate, of how many
of these bonds are held by corporations?

Secretary KENNEDY. I will turn that over to Mr. Cohen. The com-
mercial banks are large holders but they have been liquidating over
this tight money period so your figures will have to be adjusted down-
ward.

Senator MuILRx. Well, I can ask you what percent are held by in-
dividuals.

Mr. ConzN. I think that the banks, Senator, have been buying in the
recent years, as much as 90 percent of the issues and in the effect on
the market, you have to take into account not only where the present
securities are held but who is buying the new issues.

Senator Mixn. That is close enough.
Now, my point is-
Mr. ConEN. But they do not own 90 percent of the total outstanding.

I think it is-45 percent are owned by banks and about 25 percent are
owned by nonn institutional investors

Senator MiLLt. Well, you have 90 percent of purchases made by
corporations, you have 70 percent held by corporations. There is no
proposal to include the tax exempt municipal bond interest in a limit
on tax preferences for corporations o what we are talking about, as I
understand it, is we are talking about individuals buying 10 percent of
these new issues and ultimately perhaps 30 percent being held by in.
dividuals, and the only way these individuals would be affected by your
limit on tax preference would be if they put in over half of their invest-
ment or derived over half of their income from tax exempt municipals,
and I can't imagine that there would be too many of those, I would
hope not, and so I am wondering why all this furor over the market
situation in the face of public opinion which is very, very strong
against wealthy people having a lot of income and' paying not 1
cent of Federal tax on it. Anyhow that is a concern I wish to express
to you.

APPRECIATED VALVE OF PROPERTY AND LTP

Another one is along the same line. As I understand it you do not
propose to have the appreciated value of property which "is donated
to charity included in the limit on tax preference?

Secretary KzNEDY. That is correct.
Senator MILLER. As a result of that, is my understanding correct,

you can have some rather wealthy individuals who will give appre
ciated property away and will not have to pay 1 cent of income tax?
For example, if a person who has an oil property that cost him $1,000,
but is worth $100,000 today, gives it away, he has practically $100,000
tax deduction and if he has $100,000 income, no tax. Now is that a re-
sult that can be achieved, $100,000, for example, in the case of wages,
lie offsets the $100,000 appreciated gift against that, and pays no in-
come tax, do I understand that correctly under your proposal?

Mr. CoHzN. But, Senator, that is subject to some limitations. We
have recommended, and the bill provides, that one cannot do that with
respect to property which, if sol would produce ordinary income, such
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as inventory given, or a work of art that is given by the artist who
produced it-that would be eliminated under this bill. Similarly, those
transfers, any transfers, to private foundations would be eliminated
from that rule unless the private foundation promptly channels it
through to public charities But the existing law limits the extent to
which contributions can be deducted to 30 percent of adjusted income.
While we are increasing that limit to 50 percent in this bill, we are
not letting appreciated property enjoy the benefits of the additional 20
percent. So i a person wants to give aprciated property to charity
he would be limited to 30 percent of his income.

We are removing the unlimited charitable contribution deduction. So
b don't think the ith $100,000 of salary could take a deduction
beyond 0000 if hisproperty was fully appreciated.

Senator MILLER. Would he be allow Ito carry the excess over for
use in subsequent years underyour proposal I

Mr. CoHzN. I think probably so and that may well be something that
we should be careful about, I hadn't thought of that, Senator, and
I would like to think about that further. I would agree that is a
problem.

Senator MMLrR. Thank you, my time is up.
Secretary K.NNEDY. One point here, Senator, that impresses me, that

here he is actually giving an asset and it is going to charity, so while
to the extent of the 30 percent you don't get the tax, the fund does go
to education, it does go to other fields. It is an encouragement for that
kind of giving.

Senator MILLFR. Well, the net answer is that the use of appreciated
value propert cannot be-cannot result in-

Secretary KENNEDY. That is right.
Senator MiLE (continuing).Elimination of tax.
Secretary KErNwy. That is right.
Mr. CoaFN. That is correct.
Senator MnLzR. It can result in diminution but not elimination.
Mr. Coz. Right.
Secretary KkiNIy. Right.
Senator MUAR .Thank you very much.
The CHAMAN. Senator Harrii.
Senator HAMUS. Thank you Mr. Chairman.
Mr. Secretary, I suppose there are really three different questions

involved in this bill: One is equity and fairness, and there have been
some questions asked about that in regard to what you recommend so
far as individuals are concerned and corporations and comparing the
two, and I think other questions might be asked on that.

Secondly, inflation, the effect of this bill on the economy.
And, thirdly, how we pay for what the Government does or what

sort of priorities may be set in this bill.
Now would you give me three figures, one, under the House bill and,

one unAer your recommendation. First of all, what new revenue is pro-
duced by the bill and by your recommendations? What new revenue
is lost or what new losses or revenue are there under the House bill and
under your recommendations ? And then lastly the net effect to Treas-
ury of both the House bill and of your recommendation?
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NEW REVENUE PRODUCED BY THE HOUSE BILL AS COMPARED WITH THE
ADMINISTRATION RECOMMENDATION S

Secretary KENNEDY. I will ask Mr. Cohen to give you those figures
if I may, they are here in this table.

Mr. COHEN. Senator, I am not sure that I have them conveniently
arranged in that fashion. I will try to present them to you. I would
say that the single most important revenue increase in the bill is the
repeal of the investment credit which will raise $3.3 billion.

Senator HARRIS. That is the same under the bill and under your
recommendation.

Mr. COHEN. No change in that.
Senator HAL '1s. What about capital gains? How much new revenue

would be produced by the House bill's recommendations on capital
gains, and on that same item what would be the revenue situation un-
der your recommendation?

Mr. COHEN. Well, taking the two changes, the 6 months rule and
the removal of the 25-percent ceiling as contrasted with what we have
recommended, where we would still allow some amounts to be under
the 25-percent ceiling, the House bill would have provided $635 mil-
lion for individuals in additional taxes, and $175 million for corpora-
tions, a total of about, I think, $810 million.

Our provision would provide $425 million for individuals and $175
million for corporations, a tctal of $600 million additional tax. So we
would raise $600 million whereas the House bill would raise $810
million.

Senator HARRIS. Well, are you then not able, Mr. Cohen, to give me
those three figures in each instance.

Mr. COHEN. I can in a few minutes. WVe just don't have them ar-
ranged in that fashion.

Senator HARRIs. All right.
While your associate there tries to get those figures together, then

just give me the last figure on each. What is the net revenue position
of Treasury under the House bill and under your own recommon-
dations.

Mr. COHEN. The net difference is $1.3 billion-$1.1 billion-$1.1
billion of less revenue loss under our bill than under the House bill.

Senator HARRIs. That is not my question.
Mr. COHEN. Under the House bill.
Senator HARRIS. I am comparing-
Mr. CoHa-w. I am sorry-
Senator HARRIS. I am comparing it with the present situation. What

is the net Treasury position Under the House bill as compared with
the present situation and what is it under your recommendation as
compared to the present situation?

Mr. COHEN. Well, the House bill-
Senator HARRIS. I am sorry to take so much time. It seems a rather

simple question.
,Mr. COH=EN. On the long run effect after all the phase-ins the House

bill-
Senator HARRIS. Can you take it first or do you have to go how far

ahead, 5 years aliedI
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Mr. ComN. $2.4 billion net revenue loss, long run under the House
bill, and $1.3 billion net revenue loss under our proposal. It is a dif-
ference of $1.1 billion.

Senator HARRS. All right.
Now, long range are you talking about 5 years or what?
Mr. Comz;. This is a 10-year effect because many of the provisions

in the bill phase in over various periods up to 10 years.
Senator -HAmus. Right.
So then we are talking about-
Mr. COHEN Let me say that short run the bill and our proposals

will produce a significant surplus in revenues for the fiscal year 1970
and 1971. It is only the long run effect that will be to produce a revenue
loss.

Senator HARMS. So you are advocating less revenue loss than the
House bill over the long run by a $1.3 billion, is that it?

Mr. COHEn. A billion one.
Senator HARRis. A billion one?
Mr. COHEN. A billion one difference.
Senator HARMS. There is a story in this morning's Washington

Post written by Hobart Rowen:
The Nixon Administration is seriously concerned by the prospect that the

House-passed tax reform bill-hearings on which start in the Senate today-
rule in annual tax cuts of $4 billion by 1975, instead of $4 billion in additional
revenue as it planned.

You seem to say there is a net over the long pull of a difference of
only $1.1 billion whereas this story says, headline, "Nixon Sees $8
billion Loss in House Tax Reform Bill."

Dr. WALKER. Our figures are in terms of current income and profit
levels, that figure takes account of economic growth expected over a
period, they are not comparable figures. Our figures should be multi-
plied by the growth factor to show the difference.

Senator HAmS. So should the House bill, too.
Dr. WALKER. Yes.
Senator HAMS. So the net is still not $8 billion, is it?
Dr. WALKER. They are talking about the difference between what

would have been a plus $4 billion gain versus a minus $4 billion loss
or an $8 billion shortfall. I didn't read the whole article, if I interpret
the article correctly.

Senator HARMS. Does thick administration endorse this paragraph,
it starts off, "The Nixon administration proposal will result in annual
tax cuts of $4 billion rather than increased revenue of $4 billion as it
planned," is that correct?

Mr. COHEN. Senator, as I was about to explain, the reason why you
can't give a simple answer is that due to the various effective dates of
various provisions the revenue impact is not the same in one year as
in another year.

Senator HARMRS. I take it then you repudiate this story that seems
to quote the Nixon administration.

Secretary KzNNEDY. What I would like to say is we endorse it
without recourse. [Laughter.]

Senator HARMS. Does that mean then that you do not accept it, I
take it ? That is not a correct story?
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Mr. Co1ny. Senator, what will happen under this bill is that in the
first 2 years, fiscal 1970 and 1971, there will be substantial revenue
increases net. In the periods in 1973 and 1974 the bill would produee
larger revenue loses than it would in 1979 when all the provisions--

Senator HARRIS. I understand.
Mr. CongE. That is the reason why this tory has picked that

period of 1974 which is the year in which, as 1 recall it, the net loss
is the greatest under the bill, due to the effective date provisions that
are scattered through the bill.

Senator HARRIS. Well, I would think it is fair to say that you have
to be a little morm complicated than that simple statement in the story,
correct#

Mr. Cotirm. Yes, sir.
Senator HARRIS. OK.

Rr.v%?t)a SHARIXG

What about this then. Talking about how to use money, you say
that we should reduce the amount of tax reduction relief that. wouli
otherwise be allowed individuals in this bill. The overall effect of that
would be $1.1 billion a year for the long run, as I understand it, tnd
instead enact a revenue-'sharing plan. Keeping the tax on individuals
at your level and give that money back to States which, as I under-
stand it, by 1976 would run $5 billion a year, under your calculations.
Is that a proper satement?

Secretary KnNwymv. Senator, the tax bill has nothing to do with
revenue-sharing.

Senator HARRIS. It has a great deal to do, Mr. Secretary.
Secretary KEN NrDY. No, the revenue sharing -
Senator *LuRmis. What you do, we said a while ago, Mr. Secretary,

this bill involved the question of what you do with your money atd
priorities.

Secretary KEsNEDY. That is correct.
Senator 'IlAnais. And this story in the Washington Post this morn-

ing says the Nixon administration' doesn't like the priorities established
in this bill and I take it then it isnt correct to say what you wazitvd
to do was to spend this money on social programs, as this story says,
but it says you want to give it back to the States, is that correct?

Secretary KENNEDY. No, there are many priorities involved. There is
the family assistance program. There is the aid to the ghetto areas.
There are many of these that would be exlnditures of the G'overn-
ment apart front the tax bill.

The thing I was concerned about. is that we are not in this to make it
difficult or impossible to met someo of those priorities by giving too
much away in the way of tax reductions at this time.

Senator HARRIS. You do advocate revenue sharingr which, as I ul-
derstand it, would amount over the long pull to $5 billion a year, that
would be given back to the States, after being collected by the Federal
Government, is that correct?

Secretary KENNEDY. Yes, under some formula. I think it is 1 per-
cent.

Senator HARRIS. The formula isn't important. We are making the
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decision we would reduce the tax or i portion of it, reduce the revenue
or a, portion of it, and then the State might decide whether or not it
wanted to collect that, additional revenue. That is a question whiel is
really before us here, isn't it I

Secr, tarv KEFNNFDn. Well, I don't think that question is really be-
fore us. I ihink Ihe question is this tax bill, whether it is (M.uitable or
right, from the stand point of the economy, both from the standpoint of
equity and the standpoint of individual taxpayers as well as the mix

etiw'een constum)tion and production.
Senator HAIMIS. Let, me add this comment, my time is up. I think it

obviously is a decision that is before us, what we will do with revenue,
whether'we will forgo revenue or if we will collect. it, and if we collect
it how we will spend it or Five it back to the States. That question is
obviously involved in this bill.

I think also involved obviously in this bill is the inflation question
and the fairness question. I am really appalled at the recommendations
which have ben made here which %ould do less for the overburdened
middle- and lower-income taxpayer than the House bill would do, tnd
I think ought to be done and, at tl0;e same time, give more to the upper
brackets and to corporations. I think that is a. rather appalling recom-
mendation which is the net effect. of -vour testimony here today.

But we will go into that and some other details in later questioning,
Mr. Chairman.

The C|ARMAN. Mr. Jordan.
Senator J.TMOAN. Thank you, Mr. Chairman,

OMPjjXrly OF TIlE RIL

Mr. Seen tary, sone critics have said that the House legislation, that
we are considering here today, will be a boon to the taxpayers and to
accountants. Now, how do you answer that and does your administra-
tion's recommendat ion alleviate some of that criticismI

Secretary KXvNtoy. I don't. think that will be true, Senator, with
reSp.ct to the averagh or the majority of the taxpayers. But those that
are in the area where they are taking tax preferences, whatever they
might be, in real estate, municipals, or with anything else, they will
have to take amount of the provisions of this law and those are sophis-
ticated people, they know how to handle it, so I haven't the concern
about them that I would have for the average taxpayer.

Actually we are taking a good many off the rolls, and in the case of
increasing the standard deduction it is making it simpler for them to
submit a more simplified return.

Senator Jotn.,. I think you testified in your stAtement that some IS
million taxpayers would be off the rolls mder your recommendation.
How many would go off the rolls under the House billI

Secretary KMNNiMDY. I think about the same number.
Senator *TORDAnr. About the same number. To that extent we are

working toward simplification ?
Secretary Kcr wm. That is right.
Mr. CouRN. The House bill incorporated the recommendation we

made on the low income allowance.
Senator J*omz;. Yes.
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HOUSING CONSTRUMTION

I want to get into the subject of residential housing with you. You
touched on it in your statement, Mr. Secretary. You said we are con-
cerned about the continued heavy reliance on investment restriction to
promote the flow of money into residential construction.

We have had testimony before this committee and others that we need
26 million housing units within the next 10 years and money must be
found from some source to build that housing. How do you propose to
make money available from institutions on some kind, on an incentive
basis, to accommodate that demandI

Secretary KENNEDY. Well, the thing I was talking about here, Sena-
tor, was that in the taxation of financial institutions, savings and loans,
savings banks and commercial banks, that we agreed with the provision
of taxation and about the amounts that the House bill has, but we
thought that the limitation that savings institutions have in the tax
bill, should be eliminated and that they should have complete freedom
in investments and, at the same time, they should have another 5 per-
cent encouragement, provided that was not too much. Do you want to
make a comment on that?

Mr. CotrN. I would just like to add that in addition to encouraging
directly the making of residential mortgage loans by all types of
financial institutions, we have given housing a preference in the de-
preciation provisions because we continue to allow double declining
balance depreciation for housing but would no longer permit it for
nonhousing real estate construction. In addition, the bill contains a
provision for 5-year amortization of -the costs of rehabilitating housing
for low- and middle-income groups that we think would be an impor-
tant stimulant.

TAXATION OF FOUNDATIONS

Senator JORnAN. Turning to another phase of your recommenda-
tions, I am concerned about how much revenue will be ILst by some of
your recommendations: for instance, the reduction of the proposed
t /-1percent tax on income of foundations in the House bill which you
will reduce to 2 percent in your recommendations as a supervisory tax.

What would be your estimate of the loss of revenue for this
recommendation?

Mr. COHEN. Our estimate in that regard is that our proposal will
raise long-run $25 million in lieu of the $100 million, a $75 million
reduction in that regard.

I might say that overall the provisions for reform in our proposals
would raise about $20 million more than those in the House bill, and
that may be what Senator Harris was asking me for.

On page 5 of my statement we have this information. The total
revenue from reform in tho case of individuals and corporations re-
form under the bill involves about a $8.085 billion increase; in our
proposals it would involve about $8.105 increage-$20 million more,
but substantially the same; while we changed the mix in our recom-
mendations, overall they are substantially the same. Overall the dif-
ference in the extent of the relief provisions is with respect to the
combination of the standard deduction and rate reduction.
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Senator JoRDAN. These are taken into account in your totals, in the
summary of your totals?

Mr. CoireN. Yes, sir, that is in our totals.

DEPUTON ALLOWANCE

Senator JORDAN. Have you given any consideration in any of your
studies to the possibility of exempting from depletion allowAnce reduc-
tions certain critical and strategic metals that are in short supply that
the country has to import from other countries? Have you given any
consideration in any of your studies to the possibility of not reduc-
ing the depletion allowance for minerals of that nature ?

Mr. CoHmN. Well, no reduction is provided in the bill for the five
categories, gold, silver, oil shale, iron ore, and copper. This was after
discussion with representatives of the Department of Interior, who
attended executive sessions of the Ways and Means Committee.

This bill does provide, Senator, for the elimination of depletion
allowance on foreign oil and gas production, but not on any other
minerals.

We have suggested that depletion continue to be allowed on all
foreign minerals to the same extent as in the United States, but we
have made suggestions and recommendations with respect to the for-
eign tax credit, so that the allowance will not be a means of tax
minimization.

Senator JoiwAN;. My Stateproduces no oil unfortunately, but we do
produce lead and zinc, and I wonder why lead and zinc which meet
the same qualifications of being in short supply and have the same
characteristics as the other metals you have suggested here, why they
were not excluded along with gold, silver, oil shale, iron ore, and

Cr.coHzN. We will be glad to consider it, Senator. But I am not

that familiar with the specific facts in the case, and would like to go
into it.

Senator JORDAN. I wish you could. I wish you could.
I will yield back to the chairman.
The CHAIRMAN. Senator Fannin.
Senator FANNIN. Thank you, Mr. Chairman.
Mr. Secretary, I certain y ar with you about the problems con-

cerning relief to the individual-taxpayers, that we do not relieve them
of the jobs. It is very important to know that we have a competitive
situation, too, as far as industry iA concerned, and we just cannot tax
industry to the point to where they will not be in position to provide
jobs and could not compete internationally.

INDUSTRIAL DZVOPMfENT BONDS

It is a very serious proposition. But in looking for additional reve-
nue, Mr. Secretary, would you recommend elimination of tax exemp-
tion on industrial development bonds as distinguished from municipal
bonds?

Secretary KENNzDY. That is a separate category, as you know, and
it has been very controversial because it has been used in some States,



KR4

but not in other States, and that is one I would like to look into very
carefully.

Senator FANNIN. I did not understand you.
Secretary KrANxq y. I say that is one I would like to look into very

carefully to see if there is any change that should be made. I am not
really in any position to make any comment on that. Maybe Mr.
Cohen is

Mr. CoHEw. Senaor---
Senator FANmNi. Mr. Cohen.
Mr. CoHz.. Senator I am sure you know, and I am sure you under-

stand, that Congress las cut back on the use of industrial revenue
bonds, and our conclusion was that the Congress, having acted, as I
recall, not once but twice in the last session, we felt that attention
ought to be devoted to other matters in the reform bill, but we could
consider it further.

Senator FANWIN. I would certainly be interested in that. I am cer-
tain the committee would be interested in how much revenue would
be involved in that matter because I think this is very important.

This is used as a competitive tool between States, as we have dis-
cussed before, and I think it is something that could be eliminated and
would result in additional revenue, and I would be very much con-
cerned as to how much would be produced by so doing.

(The Department of the Treasury subsequently supplied the fol-
lowing additional information:)

INDUSTUaAL DEVZLOPMENT BOND MATERIAL

HBTORY OF THE ISSUE

For some years state and local governments have issued Industrial develop.
went bonds using the proceeds to build industrial plants for business concerns
locating within their areas. Such bonds have been secured by rentals or install-
ment sales payments obtained from these concerns. The arrangements have
permitted business firms to secure financing through lower tax-exempt Interest
rates in place of the higher rates that would obtain on their own taxable
obligationL

In the initial stage of state and local industrial development bond financing,
the Internal Revenue Service issued private rulings which permitted this use of
the tax-exemption feature, and, in 1954, a public ruling was issued. At that time,
only a few state@ had authorized industrial bond issues and the total annual
niuount of debt Issued, the amounts of individual issues, and the else of bt is q
concerns benefited were relatively small.

The situation changed dramatically, however, in the mid-nineteen sixties.
.%s interest rates on corporate bonds and other corporate borrowing Incretsed,
na upsurge occurred in industrial development bond flotations. In state after
state enabling legislation was passed and the major industrial concerns began
to turn to these bonds as a method of financing their fixed-capital requirements
As the large corporations began to utilize this technique, individual bond issues
of the size of $50 million and even $100 million became common place. This, in
turn, had a marked Impact on the annual volume of new issues. Thus, in cor-
iarison with a total volume of new issues of less than $100 million in 1962, the
reported volume of new issues had reached $50 million by 1966 and in 168
rose to a level of $1.56 billion.

Once the expansion in these bonds was underway, the very real dangers in tils
device became apparent. It became clear to municipal and county officials that
the expansion in these bonds was forcing interest rates on regular municipal
bonds to higher levels. The expansion was also having an Increasingly greater
effect upon Treasury revenues. It was estimated that if the prevailing rate Of
growth of new issues had continued, the annual revenue loss would have
amounted to $1.5 billion by 1975.



WON

2ET ISLTION

As you know, under the Conference Report on the Revenue and Expenditure
Control Act of 1968, action was taken to curb the use of tax-exempt bonds for
private Industrial and commercial pursuits. Under this legislation, tax exemption
was retained for bonds issued to finance certain exempt activities (eg., residen-
tial housing, airports, docks, etc., facilities for the furnishing of power and
water) or for financing industrial parks. Exemption was also retained for small
Issues, defined as issues below $1 million. For purposes of applying this $1 mil-
lion limitation, prior issues used to finance facilities for the same or a related
company, If located in the same municipality or county, had to be taken Into
account to the extent still outstanding on the date of the later Issue. A subse-
quent amendment raised the $1 million limitation to $5 million in conjunction
with a provision under which, If the issuer elected to have the higher limitation
apply, capital expenditures made by the same company, or related company, In
the same municipality or county within three years preceding or three years fol-
lowing the date of the tax-exempt Issue would be treated as outstanding bond
Issues for the purpose of calculating the $5 million limitation.

Recent data on the volume of tax exempt industrial development bond financing
Indicate this lePaslation bias wll served the intent of the Congress to limit this use
of tax exemption. In 1968, 165 tax-exempt bond Issues, amounting to more than
$1.5 billion, were floated to finance manufacturing and commercial facilities as
defined by the legislation. In comparison, in the first half of 1960, only 28 issues,
amounting to $14 million, were Issued. The amount of debt issued in the first two
quarters of the year subsequent to the e.aactment of the legislation contrasts
with the first two quarters of the year which preceded enactment when 65 issues
totaling more than $6 million were floated.

IwgAinM IN PRICE OF OIL sEN

Senator FANNIN. When we are talking about a competitive posi-
tion, the oil and g industry in the United States is characterizeiby
a complex of delicate series of interrelationships between income taxa-
tion, domestic price levels oil imports, domestic and foreign produc-
tion and reserves, national security, and balance of payments. There
are so many factors that we must take into consideration.

Once one of these factors is changed it creates an impact on one or
more of these factors. I think we discussed that.

For example, if these tax exemptions or recommendations are
enacted, the cost of oil will immediately increase. I think we can take
that for granted, especially, as has been brought out today, since the
return on investment in the oil industry is currently slightlY less than
that of the manufacturing companies, and it is not reasonable to expect
these costs to be absorbed.

I am sure all will agree, you will agree, with that. I am wondering
how much the U.S. price of gasoline will be increased as a result o
these proposals.

Secretary KzNxEY. I have no suggestions, but I have heard dis-
cussion of it by some of the oil company people who have talked
with me.

Dr. WAIEmI. This is, economically speaking, Senator, a very difficult
trea to make estimates in, and I understand many petroleum com-
panies have made that point. They also make the point at the same
time they have a low return on capital.

I would ask the question if they have the power to raise prices
any time they want to under those circumstances, why have they not
done so to increase their return on capital.

The point is when you start getting into one of these situations
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and analyzing how much of the incidence of a tax would be borne
Iy the corporation, the stockholder, and the ultimate purchaser of
the product, you can get into a jungle pretty quick on this sort of
thing.

Senator FANNIN. I agree-
Dr. WALKER. It is related to the oil import policy, too, which is

under review; all of that enters into that picture.

ELIMINATING GASOLINE TAX DEDUCION

Senator FANNIN. Yes. It is a very complex problem, I realize that.
But here we are eliminating deduction for State gasoline taxes, and
now we are throwing another burden on the individuals. If we are
going to throw these burdens on them, what good is it going to do
them to give them tax relief in one area and place a heavier burden
on another. There would be some people who would be quite heavily
affected.

)r. WAm.xnn. Well, with the State gasoline tax, of course, that, in
practically every instance, almost all instances, will be much less than
the rate deduction they would receive in that same bracket. The
average there is about $10, $15 per taxpayer.

Senator FANNIN. You would not say that for a salesman or someone
who is using a car.

Dr. WALKER. But that is a business cost he can continue to deduct.
Senator FANNIN. True. It is an extra expense to the business,

though, regardless of how you would look at it, and certainly it is
a consideration so far as his business is concerned.

Mr. ConEN. This proposal, Senator, for eliminating the gasoline
tax deduction would not be applicable to business operations. The
salesman could continue to deduct his full cost of the gasoline, includ-
ing the gasoline tax, as a business expense.

Senator FANNIN. I agree with that. But that is still something
which would not completely offset his costs. It would offset it to a
certain extent, but it depends on his income and other factors involved,
the type of contractual arrangement he may have.

FOREIGN OIL

I take it, Mr. Walker, you said imports of foreign oil would be
involvedI

Dr. WALKER. It is involved. I am not saying what policy would
be there.

Senator FANNIN. It would be changed, but this results, at least,
in greater imports of foreign oil through the relaxation of quotas
and domestic gas level prices may drop in spite of the tax burden
imposed by these recommendations.

d ow any substantial drop would result in large numbers of
domesic wells becoming uneconomic and, therefore, closed down. I
think that has been brought out very forcefully, when we talked about a
fairer share and burden on oil. But when we close a business down
and you lose a job it has gone beyond fair and equitable. I think you
are quite familiar, being from Texas, that when they close a well
down it is not always economically sound that you just return and
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open it again. Sometimes, there are seepage and other problems in-
volved. We all recognize that.

But if we do this, both jobs and equipment may disappear. I think it
is something to look into.

Then, too, it has been brought out we were concerned about national
security and the balance of payments. We are still the world's largest
single oil purchaser, and the very chance of success or failure in any
conflict, we all recognize, hinges on oil. In Southeast Asia today about
50 percent of military tonnage consists of petroleum products, while
only about 10 percent of the petroleum required for the war effort
comes from the United States,, and we must maintain a capability of
the United States to support our war needs in case foreign sources are
denied, as they were for a short time in the 1967 Middle East crisis.

Don't you think this is being jeopardized if we follow through
with these recommendations found in this billI

Dr. WALxER. We recognize all of these problems, Senator. We
think the legislation, as we propose, as modified, represents a rea-
sonable balancing of all these considerations involved. It is just a
consideration that was strongly felt in the House and by many other
people that the minerals industry and that part of it, particularly,
the petroleum industry, was not bearing an adequate share of the na-
tional tax burden, and that route was taken in the House to increase
that burden.

OIL EXPLORATION INCENTIVES

Senator FANNIN. Well, T ome from a State where we are hoping
for exploration, and we realize we are not going to have it unless we
do have incentives. We do know statistically our exploration starts
have certainly dropped considerably in the last few years, even with
the incentives they have today, and now we are going to reduce the
incentives.

Dr. WALKER. The original proposal with respect to LTP included
intangible drilling costs, going on the assumption the independent
operators will continue to do a great deal of exploration, could have
diminished incentives more than were desirable. We think the
adjustment made in dropping intangible drilling costs from that will
maintain adequate incentives for exploration, particularly on the part
of the independents.

Senator "FAmcN. I am sure you understand many people do not
agre with that statement.

Dr. WALzER. Yes.
Senator FANNIN. Then, of course, I think time will tell. The House

bill provides for great many of the changes that certainly will already
place a tremendous burden on the oil industry.

LARGE UNIONS SEEN RECEIVING PREPFERENTIAL REATMENT

I am not referring only to the oil industry but, fortunately, our
State has copper and produces 50 percent of al the copper in the coun-
try. We are not expecting to extend it only to oil, but I hope we will
find oil, but we are looking to the revenue, and I think theri are some
areas, and I am just wondering if you have thought about the greater
equity and simplification, if you are proceeding to bring equity, why
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you did not recommend a change in the very preferential treatment
given to giant unions.

I am wondering if that has been considered.
You are talking about all these tax-exempts, churches, hospitals,

eleemosynary institutions, and all, what about the preferential treat-
ment given to unions?

Mr. COHmN. We have not recommended any tax on tax-exempt
orIgnizations of any kind. There is a long list of tax-exempt organi-
zations that goes beyond labor unions--horticultural organizations,
cemetery companies, and so on.

We have suggested the 2 percent tax or fee as a means only of de-
fraying the cost to the Internal Revenue Service of its intensified
program of audit of private foundations.

But there is no such need with respect to the other organizations
that we see at this time, and if there were, I think we would extend a
similar principle to them.

Senator FANNIN. I just asked a question: have you made a study
of the special tax privileges given to unions and the effect curtailing
them would have on the tax revenuesI

Mr. COHEN. We do have a study proceeding with respect to the
remaining area of tax-exempt organizations, but I do not mean by
that to indicate that we are contemplating taxing the labor unions.
But we do plan to present to the Congress a study and review of the
whole problem of tax-exempt organizations.

Senator FANNIN. Well, of course, you recognize, there are many
businesses and industries throughout the country that do receive spe-
cial consideration, that are run by unions, and it is all thrown
back into their funds that are tax-exempt. So I am just wondering
why this would not be given consideration.

Mr. CoHmr. Well, we do have provisions in the bill, Senator, to make
sure that the tax on unrelated business income that exists in present
law is extended to additional types of organizations, including
churches, for example, that own and maintain businesses that compete
with private industry. Under this bill-and we have recommended
this-the tax on unrelated business income of tax-exempt organizations
would be applied to a list of organizations not now subject to it, in-
eluding the churches.

Senator FANNIN. There are churches, and there are other nonprofit
organizations, which do nationwide lobbying, and there are millions
of dollars, hundreds of millions of dollars spent each year by the
unions, giant unions. Still there does not seem to be much concern
about this.

Mr. CoHeN. The tax on unrelated business income applies to the
labor unions. It does not now apply to churches, but it would be
extended.

There is also another provision in the bill to apply to all these or-
ganizations if they borrow money to purchase investment assets, such
as real estate or personal property. To the extent that they use that
tax exemption to enable them to pay a higher price for property than
a taxable owner could pay, we would impose a tax under this bill

Senator FAN IN. Fine. But I am talking about revenue.
Mr. Commi. Pardon me?
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Senator FANN. I am talking about revenue. In other words, talk-
ingabout the earnings

For instance, in ashington they own buildings, they own hotels.
How about tightening up the basis of handling their revenue?

Mr. CoHEN. If they have a hotel operation, that would be a busi-
ness, and any of these organizations that operate a hotel or a motel
would be subject to the tax on their net business income-not on their
dues that they receive from members, not on their investment income
from portfolio securities, but if they operate a hotel business or a res-
taurant then they would pay tax just as their competitors would.

Senator FANNxN. Well, my time is up. But do you feel that they
are being properly taxed on their unrelated income or are they able to
avoid taxation f

Mr. CohN. If they use their own funds for investment purposes,
and neither borrow for investment purposes nor get into a business
operation in competition with private industry we would not tax
them.

But if they use borrowed funds or buy on an installment basis or
they actually engage in business operations in competition with pri-
vate industry, the bill, under our proposal, would impose a tax on
them.

Senator FANNIN. I trust you will look into it because I think mil-
lions of dollars of revenue is being lost.

Mr. CoHex. I would be happy to, Senator.
Senator FANNIN. Thank you.
The CHAIRMAN. Senator Byrd.
Senator Byiw. Thank you, Mr. Chairman.

IN1DIVUALs PAYING NO TAXES

Mr. Secretary, if your recommendations are adopted, would the
pending legislation eliminate the existing situation whereby individ-
uals with substantial incomes pay no taxes?

Secretary KzNNEDY. Yes, Senator, with the possible exception of
the person whose total income is in tax-exempt securities.

Senator Bmo. Would that be an exception or possible exception ?
Secretary KNY. Possible exception.
Senator Bmp. Possible exception.
Secretary KErxY. Possible exception because it is not likely that

very many, if any at all, would have their entire income from tax-
exempt securities.

Senator BYRD. Thank you.

ABUSES OF FOUNDATIONS' TAX-EXEMPr STATUS

Does the Treasury Department feel that there have been abuses of
tax-exempt status by many private foundations?

Secretary KENNEDY. I should say that in looking it over that there
have been abuses, and I think that our actions in the Treasury admin-
istratively are appropriate and will be quite effective. I think that
the bill itself will-help. I do not think that the answer, however, is
the 7% percent tax on foundations.
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Senator Byiw. What steps does the Treasury plan to take to elimi-
nate the abuses?

Secretary KENNEDY. Well, in further examination and more report-
ing and public information about them, so that the facts will be clear,
and if there are abuses the tax-exempt privilege will be revoked.

Senator BYn. In your judgment, Mr. Secretary-
Mr. COHEN. Senator, the bill contains a number of restrictions on

the activities of private foundations, most of which we recommended
in substantially this form, aAd we are agreeable, in general, to the
minor changes that were made in the House bill. But they go a long
wa toward prohibiting the abuses that have occurred in the past.

Not only have we set up an administrative program in the Internal
Revenue Service, but this bill itself will eliminate many of the possi-
bilities of abuses.

Senator BYRD. This bill itself.puts additional restrictions on them I
Mr. COHEN. A great many, sir.
Secretary KENNEDY. That is right.
Senator BywR. Thank you.

OIL DEPLEON ALLOWANCE

Mr. Secretary, in your judgment, would the reduction in the oil
depletion allowance jeopardize oil exploration?

Secretary KENNEDY. No, it would not, and if I thought it would
I surely would be against the provisions because I think we need
exploration. We need development of our resources.

What I think it does is this: It gives a reasonable tax burden on
the part of the oil industry without destroying incentive.

Senator BYRD. Do you feel the 20 percent depletion allowance recom-
mended in the legislation would be adeuateISecretary KENNDY. Reduction from 2T./, to 20 at one fell swoop is
a lage reduction, and I think it is about-it is adequate.

Senator ByD. I do not mean an adequate reduction. I meant would
it be adequate to encourage exploration.

Secretary KENNEDY. Twenty percent seems to me adequate.
Senator BYRD. Is this the position-I take it this is the position of

the Nixon administration?
Secretary KzNNEDY. We did not recommend this, s you know, in

our proposals to the House Ways and Means Committee. We acted
in their executive sessions as technical advisers. We feel that with the
change on intangible drilling expenses--taking it out of the prefer-
ences, that we wil have a fair balance. We are not opposing it; we are
accepting it.

Senator BYRD. You feel the 20 percent, the change from 27Y2 to 20
percent, would be a fair proposal from the point of view of the tax-
paer 

Secretary KzNNzDY. That is correct, looking at-
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Senator ByRD. And would leave an adequate depletion allowance
from the point of view of encouraging oil explorationI

Secretary Kzxmy. Twenty percent, yea
Senator By=. Thank you, sir.

COSTr OF RAISING PERSONAL EXEMPTION TO $1,250

Now, in regard to changing the individual exemptions concerning
the $600, as-I understand the testimony this moving, if it were
changed to $1,250, the cost would be $201billion, is that correct?

Mr. CoHzN. That is a rough figure, Senator, and we could estimate
it more precisely. It change as income go up.

My recollection is that if you raised it from $600 to $700 the revenue
costs would be between $8 billion and $8.5 billion. This would go up
as the Nation's income goes up, and it is now close to $31 billion for
each $100.

But when you go up to $1,0, the last $100 does not cost as much
as the first $100 would cost, and so I was estimating that at $1,200, the
f#"re would be about $17 billion; and with $1,250 and the continuing
rse in national personal income, i was rounding it off in the neighbor-
hood of $20 billion.

Senator BYRD. So any change in the personal exemption would cost
a tremendous amount of revenue,

Secretary K=NzDry. That is right.
Senator BYRD. No doubt about that. So if you do change the-if you

increase the-exemption, which is one way of doing it; if you are going
to get the same amount of tax dollars you would-have to increase the
rtes all down the line, I would assume I

Secretary KNNiWY. If we are going to keep a balanced program that
would be precisely right.

DILTO NBWI MIDDLE INCOM TAXPAYM

Senator Brm. Mr. Secretary, I am very much interested in reducing
the tax burden on the middle-income group because I think this is the
group that is bearing a very heavy share of these taxes.

As a matter of fact, if my figures are correct, and if they are not I
would be glad for you to correct me, but I understand, and my belief
is, that two-thirds of all the individual income taxes that are paid into
the Federal Government ech year are paid by those with incomes of
$20 000 or less.

Row, does this bill help give tax relief to those in the middle income
brackets I

Secretary Kzmvr. Yes, it does, very definitely.
Mr. Comm. I cannot quickly find the figures with respect to those

below $20,000, but we can get them in a moment, but most of the relief
in the bill is in those income brackets.

In the higher income brackets there is a net increase in tax because
even though rates have been reduced somewhat the reform provisions

38-86 0-4--t. 1-45
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will cause the high income groups to pay additional taxes under
the bill. So most of the relief, which is, I think. $9 billion roughly under
the House bill and $7.3 billion under our bill for individuals, will be
in the less than $20,000 category.

At the $20,000 level, both under the House bill and our proposals,
there would be between a 5- and 6-percent reduction in the tax burden.

Senator BYRD. So the larger share of the reduction in taxes will come,
will go to those in what you would call the middle economic group?

Secretary KENNwDY. $25,000 and under will all get at least between
5 and 6 percent. In ftct, 5.5 at $25,000 for a typical married couple with
two dependents.

Senator BYR). It seems to me that the only real way, the only effec-
tive way, to reduce taxes is to get spending under control. The only
reason you have' taxes is because of the spending, and if we can get
spending under control, than we can give tax reduction. If we do not
get spending under control, regardless of how we juggle the personal
exemptions, regardless of how we juggle the tax rates, we are going to
have heavy taxation.

I think that, in my judgment, the major cause for this very severe
inflation we have had has resulted from that $25 billion deficit that
the Government ran in fiscal year 1968, just 1 year ago. I think we
are headed toward a better fiscal situation than we have had in the
past. but if we do not get our financial house in order then I am
convinced that we are going to have either very heavy taxation-
and it is too heavy now--or we are going to continue this severe
inflation which also is working a great hardship on the American
people.

So while I think that this bill is headed in the right direction, and
I am glad it will give relief to., particularly to, the middle-income
group, I think in the long run that this Congress and this adminis-
tration must put its prime efforts on spending policies.

Thank you, Mr. Chairman, and thank you.
Mr. COHEN. Senator, may I give you the information specifically

with regard to those under $20,000. Under our proposal it would
involve net relief for all individuals of $4.8 billion. Of that-nearly
the whole net amount of that relief will go to persons under $50,000
of income, and in the $20,000 to $50,000 category there would be
about $800 million.

So almost $4 billion of relief will go to those under $20,000 in
income.

Senator BYRD. And that is where the relief should go because the
figures will show, I think, that two-thirds of all the taxes are paid by
those individuals. They are the ones who are bearing the heaviei
burden for the simple reason that there are more of them.

Mr. COHEN. I would say, I do not know what you would define as
the middle-income group, but if you take $7,000 to $20,000, the
combined relief is in the neighborhood of $2.5 billion. That is more
than half of the $4.8 billion figure. These are very rough figures.

Of course, there is a larger proportionate relief for those below
the poverty levels who are being excused entirely, but we can do that
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at a cost of only $625 million under our April 22 proposal or $920
million under our current proposal, so that does not involve as much
in dollar revenue loss to the Government as relief to the middle-
income bracket because they are the ones who have been paying
such large amounts of revenue.

Senator Bin). Thank you, sir. Thank you, Mr. Chairman.
The CHAMMAN. Senator Hansen, you have been sitting here lis-

tening to everything that went on. I think you are entitled to ask a
question or two if you want to. Fire away at the Secretary and hi
assistants.

Senator HA sEN. Thank you, very much, Mr. Chairman.
I want to first of all compliment you for the extremely able man-

ner in which you have conducted these hearings so far.

OIL INMUSTY" IN WYOUNG

I want to say that I share the conviction and concern indicated by
the chairman respecting the oil industry. We are talking about an
industry that must find 87 billion barrels of oil. I know the oil people
are investing $9.7 billion annually in the search.

I am concerned because of the stake my State of Wyoming has in
taxes paid at ihe county level. A third of all the county taxes paid are
by the oil industry.

The oil industry represents almost 30 percent of the assessed valua-
tion of my State, and I am concerned .cause at the State level in
property taxation, 26 percent are paid by the oil industry.

Now, my concern is, Mr. Secretary and I do appreciate your kind-
ness and consideration and that of the committee, with the anxiety
expressed not only by the Nixon administration but also by the pre-
vious administration, in trying to keep jobs going in this country.
Secretary Stans said recentlythat he thinks we are exporting jobs,
and I share his conviction. What will be done to replace the loss of
jobs in Wyoming if the tax proposals that have been made by the
House bill and others now proposed are implemented?

I am told by the people of my State that perhaps 90 percent of 'the
independent oil activity--an activity which has brought about the
discovery of between 75 and 80 percent of all of the new reserves in
this country, exclusive of those'on the Outer Continental Shelf--that
if these tax proposals are enacted about 90 percept of the independents
will go out of business. What will be done to provide jobs in my State
and m other oil-producing States for those who will be unemployed
because such a significant portion of the oil industry will be out of
business I

Secretary KzxiNyw . That is a very leading question, Senator, be-
cause I do not agree that 90 percent of them will go out of business. I
think that theprovision here for the independents not being included
in the tax preference with respect to intangible drilling costs will be
helpful to them if they are in the oil business. I do not share that
conclusion.
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Senator HANsEn. Well, I would say this: While the bill which has
been proposed does not include the independents, I just point out thatthe independents in my State depend primarily upon outside sources
of income for their drilling activities, and while they are excluded in
certain aspects, their sources of income have come from outside sources.
Would you not agree that it will affect those outside sources

Secretary KzENEY. Yes, to some extent, but there would still be
incentive to invest. It is a question of where these investment moneys
go, because a person will still have an advantage in making an
investment.

Senator HANSEN. Would it not be reasonable to assume that an indi-
vidual investor would choose, other things being equal, an industry
which is not high risk ? Would it not be reasonable to assume that an
individual investor would try to put his money where the return is thegreatest

Mr. COHEN. Senator, I wanted to point out in our limit on tax pref-
erences, there would be no effect whatsoever if a person does not use the
preferences beyond one-half of his ag ate income.

A man with a $60,000 salary could put $30,000 in these preferences
with no effect whatsoever. This is only an effort to try to balance be-
tween the giving of the incentives to investment and the desire to see
that everyone pays some reasonable tax. So it does not prohibit the
investor from investing. It just says that we are going to limit the use
of this to half of his income, and we allow a 5-year averaging provision
for that purpose.

Senator YANsFN. I have no argument at all with the thrust, with the
desire, with the attempt of the bill to bring about equity and fairness.
I am very much concerned over the practical application of a measure
which, I think, will have far more significant effects upon an industry
than I know is shared by some other people.

I do not disparage at all what you say. I just happen not to agree
with you.

Thank you very much Mr. Chairman.
Secretary KENNE Y. I talked to some of the oil people in your area,

and I do not get quite the 90 percent.
Senator HANSzN. I missed that.
Secretary KEXNEDY. They are concerned, but I do not think they

will be seriously affected.
Senator HANSEN. We hope it is not going down the drain. Thankyou sir.
WO CHAntMA. If I miaht say, Mr. Secretary, we are in for a bad

time in the oil industry i -all of these things happen. That is all we
are going to ask you about for the time being.

You have been here now under fire for a solid 3 hours. I do not know
how those hot television lights affect you, but they affect me. I have
managed to find a shield but notwithstanding that, I have tried to
duck those lights that are focused on me.

Secretary KENNEY. I am going to bring my colored glasses when I
come back.
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The CHAIMAN. So far as I know, you were not warned in advance
of any questions that would be asked you, and with very few excep-
tions you have been responding all morning to adverse questions like
a batter who does not know what the pitcher is going to throw. I would
suggest now we quit, in view of the fact that the hour is 10 after 1;
that we quit until 8 o'clock. That might give you a chance to catch up
with what is in on down at the Treasury.

But comeback to answer further interrogations this afternoon.
Thank you.

(Whereupon at 1:10 p.m., the committee recessed, to resume at 8
p.m. this same day.)

AFTERNOON Sr8ION

Senator ANDERsoN (presiding). We will start off the afternoon by
calling the committee to order, and we will ask Mr. Cohen to make his
statement.

FORTHCOMo TREASURY TBMNICAL EXPLANATIONS

Mr. CoHEN. Yes.
Mr. Chairman, there is a reference at the front of the printed coMy

of the Secretary's statement and my statement to the effect that we will
have available shortly a more detailed memorandum making further
recommendations.*

I would like to say that this is not intended to cover any important
basic policy recommendations but, is to be more in the nature of a
technical explantion or expansion of the items that have been covered
broadly in the Secretary's statement and mine.

We thought there were some things of a more detailed nature that
could be best left for a further statement rather than the present one.
But it is not intended by that further statement to have major changes
or expansion of the recommendations that we have in our present
statement.

Senator ANDmRSoN. Thank you very much. Go right ahead.
Mr. CoHzN. We would be prepared to answer questions, but have no

further statement to offer at this time.
Senator AxwEsN. We will print your prepared statement at this

point in the record.
(Hon. Edwin S. Cohen's prepared statement follows:)

"A£pq oi A ot this book.
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Mr. Chairman and Members of the Committee:

It is my pleasure n ary Kennedy's state-

mont and to pros the Administrations a e on on the

specific pro sons of H.R. 13 Tax Reform. ct of

1969.t

The il in resen full e fec-tive rovides

tax rel ef of $9.7 bifli ivi &Is ed so conta s

certa incmnti a is h v 2.ea re enue los of

$0.8 b lion--a total enue r c of $10.5 billion

These e offset by o n ra i whcIn e

long r~un ill total $8.1 b Il (nlLS$ billi r
repeal of. einves; t c dtor i nantoeu

loss of $2.4- Ilion. In $am* m years In the earl 970's the

set revenue loss be about $1.0 billion hec. The bill

vould comity at this time ro ch my be needed for

mrograms of high priority, such as President Nixon's family

assistance plan, the Administration's program for revenue

("7)
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sharing with state and local governments, and other vital

measures. The size of this revenue loss requires that the

tax relief provisions of the bill be carefully evaluated.

The provision giving $4.5 billion of rate reductions to

individuals represents reasonable, equitable tax relief.

The other bgoad impact of the bill--the individual relief

provisions other than rate reduction--converting the Admin-

istration's proposed Low Incomn 'Allowance to a flat minimum

standard deduction allowance of $1,100, extending the standard

deduction to 15 percent with a $2,000 maximum, extending head-

of-household treatment to all single persons over age 35, ard

extending special relief to widows and widowers, provide dis-

proportionately high tax reduction in many instances. In

effect, these various benefits cumulate in some of tne income

brackets, particularly with respect to single persons, and

create sdme serious imbalances Ln the allocation of the total

tax relief. While there is merit in these changes, in the

aggregate they go t.oo far and should be cut back. The

imbalances,we believe, should be corrected.
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The bill would result in a net long-term shift in t&

burden between corporations and individuals as follows:

InJividuals: $-7.3 billion

Corporations: $+4.9 billion

The resulting shift in emphasis of this ma nitude from invest-

ment to -consumption is in our judgment Inadvisable.

The Administration recommends a revised program of tax

relief for both individuals and. -corporations designed to

decrease the revenue loss in the bill, distribute the tax

relief among individuals more equitably, and reduce to an

acceptable degree the shift in emphasis from investment to

consumption. This revised program would provide su-Stantial

relief for individuals of the same general types as are

contained in the bill. The proram also calls for a cororace

rate re luction ultimately reaching two percentage :.ints --

relief of.tne same g eneral magnitude as the inlividual race

reductions.

This revised program would result in a long-term revenue loss

of $1.3 billion per year,. approximAtely half as much as the $2.4

billion revenue losd which would result from the House bill. It



550

would result in a net increase in corporate taxes of $3.5 bil-

lion and a reduction for individuals of $4,8 billion. while

this still represents some shift in emphasis from investment

to consumption, it is one that is much less severe than that

provided in the House bill and is one that is warranted by

the economic conditions which we expect to prevail in the

year 1972 and thereafterwhen it will have its principal

effect. '

The general composition of the bill by rate reduction,

reform, relief and incentive, for individuals and corporations,

is shown in Table 1. Table 2 contains a list of the specific

provisions in the House bill in the order that I will discuss

them,with the long-run revenue estimate of the House bill and

the proposed Treasury change. Table 2 also provides a table

of contents for those topics in the following discussion.

I haVe attached at the end of this statement tables show-

in& the effects of the principal provisions on a typical

married taxpayer at various income levels. There is also a
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Table I*

Comparison of House BIL. and Treasury Proposal
by Principal maUfe in Term of Long Run Revenue Effect

Difference
I House : Treasury t (-) is increased

bill : Proposal : revenue loss or
............. : decreased gain

Rate reduction.
Standard deduct uoi .......................
Sinle peron .......
Other . * ....
Total. .

gor2oreat on_

Rate reduction ...........................

Incentive ProyIsBon8
In d iv id u al ......... .................
Corporation ................................

.4,1.98

-, 6oe

-4,705
-1,690
- 45

- -1,600

- 70 - 70
._760 - 1440

Total Rate Reduction, Relief and Incentive ... -10,503 -9,450

.1ndlytlutlit
Investment credit repeal ...............
Other ....................... .. ..... ...
To al ............................. ......

Investment credit repeal.................
Other.... o. ... * .. e ... ....
Total..............................

600
1 815

2,700 2,700

5oTO 5,30
Total individuals and Corporatione Reform .... 8,085

total I
Individuals........................
Corporations .......................
Combined .........................

Office of the Secretary of tr.e Treasury
Office of Tax A"alyut

....... -7,328..... ,910

$Department of the Treasury subsequently revised this
table appears at page 911.

table. The revised

-207
2,335

205

2, 33

-i,6oo

1,O53

-4,835
3,#490

September 2

20

.1,420
m

I ......................
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Table 2

lowg ha" kwens eu t H.. 1327
as ted %W~ th a"a

ftocs" e smwy cow tw ftjc Pzovisiom

5@3 Rae aft UM ..

5552tnad6M M...
554 Sle maco ..............................

555 Barn"w 121 ts IWS

561 Oseohine tax diietan

562 aerfea

567 Exmpt awaaistiorn unelated business

589 COritabI* catributtiom
573 yarm lous a
576 - Interet deftac" .*, .. * .a*....a..
578 391tn expenes............ 0..o
578 it, an tax pref*:0enoseasem.0
578 AJ14mation ...................
584 macne .,Srsig.............
584 Fiestritted property .................
585 Waerred ocevematim... ........... a......587 LMaLation tnat............
588 MAdl a rporsticui.n... ....... ..........
589 Ceporets, sewities ......... ... .......
590 Stook divides" ...............
592 Foreiga incone............................
598 ltnmwa lastituttsOm...........o...4....
603 asalated utihitinea......... .............
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table showing by adjusted gross income classes the pattern

of total tax change under the bill and under the proposed

changes. It demonstrates that our program "continues but

moderates the pattern .of the House bill of heavier reductions

in the bottom brackets, cuts of about 5 percent in the middle

brackets, and an increase in the top brackets.

The AdmLnistration's .position on the provisions of the

House bill is as follows. A sejrato more detailed memorandum

making further recommendations a. to various matters is also

being submitted to the Committee.

1. Tax .elief--Inlividuals (Ses. 801t 802, 803, 804, 805*)

Rate ReJuctions. The $4.5 billion rate cut in the bill

does not discriminate between itemixers and nonitemizers,

between homeowners and tenants, between married persons anl

single persons, between heals of households supporting depend-

ents and single persons without this burden, or between tax-

payers with different sources of Income. The AJmnistration

recommends retention of the $4.5 billion ratecut **in the form.

contained in the House bLll because It provides such even-

handed non-liscriminatory reLief.

*Refere'cs are co section numbers of LR. 13270.
**The rate cuts will cost $4.7 billion under our proposals

because our changes In the standard deduction bM.oaaen,
the income base.
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Low Income Allowance. The Administration in April 1969,

recommended a Low Income Allowance designed to relieve

persons and families with incomes below the poverty level

from any tax liability. To reduce the revenue loss from this

additional special deduction, and to direct Its impact a

those below or near the poverty level, it was to be "phased-

out," i.e., the special Allowance was to be reduced at the

rate of 50 cents for each dolli of income over the spe-ified

"poverty" levels. This limited the bulk of the relief to

persons with incomes below $5,000. The Allowance in this

form would have relieved over 5 million presently taxable

persons from any tax liability, would have reduced the tax

of 7 million more persons, and would have resulted in an

annual revenue loss of only $625 million. The Low Income

Allowance in this form was favorably reported in H.R. 12290

by this Lo~mittee.

The present bill contains the Low Income Allowance but

provides for the phase-out for the year 1970 only. Thus,

the bill completely eliminates .the-phase-out for 1971 and

subsequent years, resulting in an addLtional revenue cost of

$2.0 billion.



he Administration reco ends that the phase-out be

retained but be stretched out by application at the rate of

25 cents for each dollar of income above the poverty level.

-This .wlU eAtend the tax benefits provided by the Allowance to

somewhat higher brackets where they are justified, but with-

out converting the Allowance to a minimum standard deduction

of $1.100, which is,the effect of the House bill. The Low
*9

Income Allowance with this extended phase-out will result in

a revenue loss of $920 million In lieu of the $625 million

as originally proposed. It will thus save some $1.7 billion

of the cost of outright elimination of the phase-out.

Standard Deduction. The provisions of the House bill

increasing the standard deduction over a three-year period

from the present 10 percent, with a ceiling of $1,000. to a

level of 15 percent, with a ceiling of $2,000, should be

changed. The increase should be limited to a level of 12 per-

cent with a ceiling of $1,400. This more limited extension

of the standard deduction would still result in major simpli-

fication since some 4 million taxpayers will be able to switch

from iteLztng their deductions to the standard Jeiuction.
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The combined effect of the rate reduction, the Low Income

Allowance and standard deduction increase will be to reduce

taxes for some 63 million taxpayers and to remove some 6 million

persons completely from the tax rolls. The revenue cost of the

standard deduction liberalization in this more limited form will

be $770 million as compared to $1,373 million cost of the House

bill provision.

Single Persons. The tax bprden on single persons is

disproportionately high in relation to that of married persons

who enjoy the benefits of income splitting. However, in our

ju36=ent the provision of the House bill extending head-of-

household treatment to all single persons age 35 and over is not

the best means of dealing with this inequity. While a test

based on maintenance of a household might have been devised,

it would have been extremely difficult to administer where

the taxpayer had no dependents, and in any event, the inequity

to be corrected is the disparity in burden between single

persons, whether or not they have dependents, and married

couples. It seems preferable to reserve more favorable treat-

ment for individuals wao both maintain households and

support le.endents, as opposed to single persons who do not,
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but yet also narrow the tax differential between single and

married persons. Further, the selection of age as a dividing

line for preferential treatment seems arbitrary and bears no

relationship to actual ability to pay.

AccorJingly, in lieu of the provisions of the House bill,

the Administration recommends that a new rate schedule be

aloptei for single persons. This schedule would be constructed

so that the difference between single person rates and mar-

ried couple rates would be narrowed; no single person

with tae same taxable income as a married couple would pay

a tax more than 20 percent greater than the tax paid by the

married couple. The head-of-household rates would be reserved

for persons maintaining a household for the support of depend-

ents, and would continue to fall approximately halfway between

the new single person rate schedule and the rates applicable

to married couples. This proposed maximum 20 percent differ-

ential reflects a reasonable judgment of the additional costs

of living of married couples and their ability to pay as

compared to single persons.

-"65 O-*-pt. 1-.-.
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The provision of the bill extending without limitation

split income treatment to surviving spouses with dependents

(rather than for only two years after the death of the spouse,

as provided by existing law) should be deleted. A surviving

spouse will become entitled to head-of-household treatment

after the two-year period if the surviving spouse continues

to support depenlent, and there is no rational basis for

providing more favorable treatmeh to a surviving spouse than

to any other heaJ of household. The limited two-year period

following the other spouse's death is appropriate because this

is a period of transition, but we believe the split income

benefits should not be extended beyond this period as the

House bill provides.

The revenue cost of the lower rate schedule for sinle

persons and heads of households, after deleting the unlimited

extension' of split income treatment for surviving spouses,

would be $445 million as compared to the $650 million cost

of the House bill provision.
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Reportin, by Low Income Taxpayers. To simplify compliance

by millions of low income individuals, the Administration

recouends a liberalization of the filing requirements. Under

present law (not changed by the House bill), an individual

is required to file a return if.hjis gross income is $600 or

more, except chat an indiviJual over 65 years of age is re-

quired to file a return only if his income is $1,200 or more.

Consequently, 5 million nontaxable individuals with incomes

which exceed these levels but which are less than the amouncs

exempted from tax by the Low Income Allowance would still be

required to file returns. Since the Low Income Allowance is

built into the withholding provisions of the bill, many of

these persons will not be filing for refunds. The filing,

requirements should be raised to the new nontaxable levels.
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Krned ncome Rate Limitatton. The Administration strongly

supports tbm provisions of tl:e Huuse bill placing a 50 percent

mzimiAm tax rate on earned income. This limitation will pro-

vide an important incentive to the earning of income by personal

services, both by employees and self-employed persons. Many

of the devices for conversion of ordinary income into capital

Gain. and for Jeferment of income, have been nurtured out of

the natural desire of persons who have reached hih earned

income levels to avoid the burden of very high rates. With

a 50 percent top marginal rate on earned income, the success-

ful executive or professional man will be more inclined to

concentrate his efforts in the fiell in which he is qualified

anJ devote less of his attention to intricate means of miniminz-

in& the effect o hioh tax rates. Particularly when coupled

with the many provisions of the bill which eliminate or curb

existing tax avoidance techniques, we think the 50 percent

ceilin& rate on earned income represents a subegantial improve-

ment in the law.
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Gasoline Tax Deduction. The AJministration recommends

that the personal Jeduction allowed for state gasoline taxes

be repealed. It is appropriate to discontinue this deduction

as a part of an over-all program of rate reductions ani

liberalization of the standarJ deuction. The state tax,

like the Federal tax, is essentially a user charge for high-

way facilities paid by those who use the highways. As a user

charge, the existing deduction simply shifts part of the burden

of those taxpayers who itemize to taie general taxpayer. No

other nonbusiness user charges are deductible. The proposed

repeal of the Jeluction would not affect state ttasolLne taxes

pail for business purposes. The revenue gain from repeal

would be $390 million, an average tax increase from this

chan,;e of about $10 - $15 to taxpayers who itemize their

deductions.

2. Lx i elCf--Corporations

The Administration recommend$ a corporate

rate reduction of two points, a one-point reduction

effective in 1971 and a full two-point reduction

effective in 1972 and thereafter. The present corporate
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rate, including the surcharge, is 52.8 percent for the calen-

dar year 1969. This will reduce to 49.2 percent for the

calendar year 1970 if the surcharge is extended at 5 percent

for half the year as recommended by the Administration. The

regular 48 perCent rate, which would otherwise be effective

for 1971, should be reduced to 47 percent for that year. The

rate should be further reduced to 46 percent for 1972 and

subsequent years. This program'df continuing reduction will

provide an important offset to the provisions of the bill

withdrawing incentives to investment, such as the repeal of

the investment credit. This rate rel4ction would result in

a revenue loss of $800 million in 1971 and $1.6 billion in

1972 and thereafter.

3. Private Foundations (Sec. 101)

Much of the property of private foundations derives

from the income, gift and estate tax Jeluctions allowed for

contributions to their creation or support ani from the income

tax exemption enjoyed by the organizations. The Federal

Government thus has a vital interest in insuring that their

assets are properly applied. The provisions of the House
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bill dealing with private foundations will teni to insure

that their property is devoted solely to charitable purposes.

Private foundations will thus become an even more useful as a

flexible source of support for achievement of nei levels of

thought and action, relieving the burdens of government.

In sumary, the House bill would regulate certain activ-

ities of foundations. Self-dealing between a private founJa-

tion and its substantial contributors would be prohibited.

FounJations would be required to distribute ta e greater of

their income or 5 percent of the value of their corpus on a

relatively current basis. Where a business is controlled

by a foundation, or by a foundation and its slbstantial

contributors, the foundation would be required within a

10-year period to limit or dispose of its interest unless

common control is otherwise eliminated. These provisions

were recommended by the Administration to the Con&ress in

substantially the form contained in the bill.

The bill prohibits grass-roots lobbying, and it also

proscribes other activities designed to influence legisla-

tion even t aough they represent only an insubstantial part
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ofthe foundation's activities. Existing law with respect

to political activities would not otherwise be changed except

that activities which influence the outcome of any public

election would be significantly restricted. Individual grants

would be prohibited unless made pursuant to an objective and

nondiscriminatory procedure. Certain transactions with govern-

ment officials which might raise substantial questions of

propriety would also be prohibited. We regard these rules

as necessary restrictions on foundation activity which will

not interfere with attainment of their charitable objectives.

Penalties for violations would be imposed in the form

of a graduated series of sanctions designed to compel compli-

ance. Foundation managers would not be penalized for any

such improper act unless carried out by them with knowledge

that it constituted a violation of these provisions. For

example, reliance on the advice of counsel would be sufficient

defense for a manager.

The provision of the bill on this subject which

requires the most careful evaluation is the imposition

of a 7-1/2 percent tax on investment income, including

capital gains, of a private foundation. We have



565

concluded that a tax desineJ to raise revenue from private

foundations cannot be Justified once the other restrictions

imposed on them by the bill have been enacted to insure that

their funds will be used solely for charity. That is, there

is no reason to reduce funis available for charitable activ-

ities by a tax once their tax exempt status has been Justified

in the first instance.

However, the Administration considers that it is unfair

to require taxpayers in general to pay the increasing cost

of aiministerini the audit program for these organizations

wen suca program is required to insure that charity receives

the full benefit of foundation resources. Thus, the Adminis-

tration recommends an annual supervision tax of 2 percent of

private foundation investment income. This will raise about

$25 million per year in the long-run effect (about $17 mil-

lion in 1970), which approximates the estimated aulit cost.

The bill also contains special provisions trantinb

permanent exemption for two existing private foundations

from those provisions designed to prohibit foundation control

of operating businesses. 4e lo not believe these two founda-

tions can appropriacely be distin;uishel from other foundacions
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which are subject to the bill; the reasons for applyin& the

business holdings rule to existin& foundations--an assurance

that their assets, interests, and activities are totally

committed to their charitable functton--apply equally to

these two foundations. We believe taese two special exemp-

tions shoulJ be eliminated from the bill.

The bill fails to proviJe an exemption from the business

holJing requirements where an organization's charter precludes

disposition of certain business interests, although it does

proviJe that these requirements are suspenJe1 while efforts

are beini, made to secure court authorization of charter amend-

ment. Even if disposition of business noldings is ultimately

founJ by the court to be prohibited, t.he sanctions of the

bill would then be applicable. The House Ways ani Neans

Committee was concernel that if a permanent exemption were

granted, the courts would teni to deny permission to amen

the instrument. There is, however, a permanent exemption from

the income pay-out rules for those organizations which are

require l by their governing instruments to accumulate income

ani w ,ich Ei it impossible to effect a change. It ap.ears

that the provision pertalnin6 to dispositions of business
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holings is too stringent and should be change to conform

to the income pay-out rule.

4. Other Exempt Organizations (Sec. 121)

The provisions of the bill dealing with other exempt

organLations adopt the A.Jmlnistration's recommendation to

extend the application of the unrelateA business tax. The

business income of churches and other exempt organizations

from commercial transactions in direct competition with tax-

paying business would no longer be tax ezcempc. Further,

borrowiin by a tax exempt organization to purchase income

producing assets which are unrelated to tLe exempt functions

of the orani'ation would be liiscouraged by taxing all such

debt financeJ income, incluJing investment income. This

prevents a tax exempt orbani.:ation from extend in Its tax

shelter to a nonexempt seller through inflation of toe rice.

Investment income used to finance the social activities

of members of social clubs and similar groups would be taxed,

since in this situation it relieves the members of personal

expense which otherwise would be paid by then out of after

tax income.
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Finally, rents, interest, and royalties from controlled

subsidiaries of any tax exempt organi4ation would be taxed.

This will prevent avoiiance of the unrelated business tax

by transferring active business operations to taxable organ-

izations vhile siphoning off the Profits from such operations

in the form of "passive" income (representing deuctible pay-

ments to the taxable organization).

The bill also codifies previously existing Treasury

regulations defining activities such as advertisin,waich

will be treated as unrelated business. On the other hand,

it eases the qualification requirements for voluntary employee

beneficiary associations which are in reality health anI wel-

fare trusts established pursuant to collective bargaining

agreements.

The Administration supports these basic provisions of
4

the House bill. However, these provisions are only a begin--

nin6 step in resolving the tax problems which exist with

respect to exempt organizations. These problems are presently

being given further intensive study. For example, the Treas-

ury 3epartent is presently re-examli.in& the requirements

for exempt status anJ the consequences of loss of exemption.
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Additional recommendations in this area will be presented to

Congress as soon as they can be developed.

5. Charitable Contributions (Sec. 201)

The bill provides in general for an increase in the

limitation on the caaritable contributions deduction from

30 percent to 50 percent for gifts to churches, educational

institutions, and publicly supported charities,as recommended

by the Administration. This will provide even greater incen-

tive for private support of these institutions in the United

States. Charitable gifts of appreciated property will remain

subject to the 30 percent limit. Since we are recoumendiing

that appreciation in such property be removed from the Limit

on Tax Preferences and the Allocation of .)eductions rules,

as hereinafter explained, we believe that the retention of

the 30 percent limit for such 6ifts is appropriate. However,

in its present form in the bill, it could have an unintended

harsh result in some cases. A significant portion of the

charitable deduction may be denied where the appreciation in

tha contributed property is nominal. This provision should

be changed so that (a) tste appreciation element in charitable

gifts of property may not exceed 30 percent of aIjustel gross
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income, and (b) the basis of the property would be counted

against the additional 20 percent allowance.

In order to limit some of the present tax advantages of

gifts of appreciated property in particular cases, the bill

provides that taxpayers making such contributions under certain

specified circumstances must either: (a) limit their deduction

to the cost or other basis of the property, or .(b)

take the larger deduction based on the fair market value of

the Froperty and include the appreciation in income.

This treatment is to apply to gifts of property Which would

Sive rise to ordinary income if sold by the taxpayer, gifts

to private foundations (other than an operating foundation)

unless the property is channeled to a publicly supported

charity within one year, ,ifts of tangible personal property,

and gifts of future interests of property.

Our reconwendation (discussed below) to delete the

appreciation element from the Limit on Tax Preferences and

the Allocation of Deductions provisions makes most of these

limitations appropriate even though they go beyond our recom-

menlations on April 22, 1969. However, we recommenJ that

this rule not be extenlel to all tangible personal property
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as provided in the bill. Under other provisions of the bill

collections of papers will produce ordinary income if sold,

just as are paintings sold by the artist under existing; law.

As we recommended on April 22, 1969, the bill prohibits deduc-

tion of the value of ordinary income property unless the

appreciation is included in ordinary income. But the exten-

sion of this rule to gifts of all works of art, even though

not created by the lonor, appears unduly severe. Our finest

museums anJ art galleries are Jepenlent on such gifts, and

their contribution to the good of our society is uniiversally

acknowledged. 'We see no sufficient reason to distinguish

such gifts from gifts of appreciated securities to other

charities. The problems of valuation of tangible personal

property have been substantially resolved by changes in the

income tax form, by improved aulit programs, anJ by the crea-

tion of a'special advisory group to the Commissioner of Inter-

nal Revenue on valuation of art objects. Moreover, these

valuation problems are not eliminateJ by the rule in the

bill since the donor would still be entitled to deduct the

value of the art work against ordinary income even though

t'ae appreciation were treated as capital gain.
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The bill provides for repeal of the unlimited charitable

deduction, the change to be phased in over five years. This

differs somewhat from the Administration's original recormienda-

tion that the unlimited deduction be limited so that the

charitable deduction, when taken together with other itemized

deJuctions, could not result in reducing the taxpayer's

adjusted gross income by more than 80 percent thereof. How-

ever, the provision in the bill"is also a reasonable solution

and we support it.

The bill restricts the availability of the charitable

contribution deduction where, by the use of a trust, property

interests are split between charitable and noncharitable

beneficiaries. On reconsideration, we believe the bill is un-

duly stringent in permitting a deduction for the value of a

charitable income interest only where the inconse is taxable to

the grantor under other rules. The donor should be allowed a

deduction for the value of any long-term income interest to chart.

which is in the form of a guaranteed annuity or a "unitrust".

Under the bill a "unitrust" is .a trust in which the income

ben~fIe-iry is entitled to a return equal to a fixed percentage

of the value of the assets of the trust each year, thus
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assurin& the income beneficiary a certain return irrespective

of the investment policies of the trust.

We also recommend that the effective date of the new

estate tax provisions governing charitable Jeductions be

deferred so that the new rules will apply only to persons

dying after December 31, 1970. This will provide time for

amendments of wills. Moreover, the new estate tax rules

should not apply to trusts created heretofore that cannot

be amended.

6. Farm Losses (Secs. 211, 212, 213)

Our stuJies have demonstrated that large farm losses

generally represent capital expenditures which have been

Jeducted under the liberal cash metnoJ of accounting. The

cash ethol has been allowed to farmers primarily to help

small farmers, but taxpayers with large farm losses are

6enerall, not in this class but are wealthy investors who

obtain a tax shelter. The bill requires that taxpayers

maintain an excess Jeluctions account (E0A) for large farm

"losses." On the later sale of farming property, any gain--

to the extent it would otherwise be taxed as a long-term

"65 0-4"t. 1-47
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capital gain--will be treated as ordinary income to the extent

of the balance in the excess deductions account. The provi-

sion would not apply if the taxpayer used inventories and

capitalized items properly chargeable to a capital account

as part of his methol of accounting for the farmin& operation.

In its present form, this provision of the bill applies

only to individuals with nonfarm adjusted gross income in

excess of $50,000. Taxpayers with nonfarm income over $50,000

are permitted to exclude the first $25,000 of their farm losses

each year from the operation of the EDA provisions. In prac-

tice, this exclusion renders the bill ineffective.

The Administration recommended this EDA treatment on

April 22, 1969, but at that time proposed that only $5,000

of losses in any year be excluded. We believe tnie higher

exclusions in the bill should be modified. We no recommenl

that the )A rules apply to any taxpayer with no, rm aIjusted

gross income in excess of $25,000 whose farm losses exceed

$15,000. In such a case, all of the losses should be included

in the excess deductions account. These chances will not

affect the small farmer or the person with molest nonfarm

income.
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We estimate that as so modified the EOA rule would apply

to only 9,300 individuals, whose farm losses would aggre aCe,

$418 million, an average farm loss per individual of $44,700.

The effect of this particular provision would not be to dis-

allow the loss, but only to require that future Uains from

the sale of cattle, race horses, orange groves, etc., raised

on the farm could not be reported as capital gains until they

had offset these losses previously deduct from ordinary

income.

The bill also provides new rules to deal with the problem

of hobby losses. Under the bill, losses will be disallowel

if the activity is not carried on with a reasonable expecta-

tion of profit. The taxpayer will be presumeJ not to have

a reasonable expectation of profit if the losses from the

activity exceed $25,000 in three out of any five consecutive

years. The Administration urges aloptLon of this proposal

as an effective means of dealing with cases where the tax

laws are being used to subsiJize the hobbies of wealthy tax-

payers. However, in order to make it clear that the provision

is not intendeJ to apply to loitilmate business operations,
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it is recomnenled that the term "profit" be specifically

defined to include not only iunediate economic profit but

also any reasonably anticipated long-term increase in the

value of property.

7. Interest (Sec. 221)

Under the bill, the deduction for interest in excess of

$25,000 on indebtedness incurred to purchase or carry invest-

went assets is allowed only to Lhe extent that the interest

is not in excess of investment income plus long-term capital

gains. This provision is designed to deal with an abuse

resultin6 from the opportunity to deduct an unlimited amount

of interest expense, making it possible to acquire &rowth

potential property with borrowed funds and deduct the

interest against ordinary income with the anticipated gain on

disposition being subject to the capital gains rate.

However, the bill in fact fails to correct many of the

problems in this area. By permitting the interest deluctioa

to the extent of investment income, it discriminates against

the taxpayer who has only. earned income out of which to pay
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his interest expense. The abuse is the same in either case,

though under the bill the individual with earned income, but

not a person receiving dividends or other investment income,

might lose his interest deduction.

lie have been studying many alternatives to the approach

of the bill. The only truly equitable solution would require

tracing the interest expense to the particular investment

for which the funds were borrowed. We are inclined to believe,

however, that an attempt to trace investment interest to the

related investment would be alministratively unworkable.

Other alternatives do not appear to correct any substantial

number of the actual abuses and uniformly add extraordinary

complexity.

In li&ht of these considerations, the Ahmnistration

recommends that the interest provision of the bill be Jeleted,

although we shall continue to explore the problem in an effort

to develop a workable solution. The Allocation of Oeluctions

provision (referred to below) will prevent individuals from

offsettir ; all of their interest deductions against ordinary

income when they have tax preferentces, such as capital gains,

in the current yeai, and will serve as a major limitation on

the use of interest expense as a tax shelter.
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8. 11ovi. Expenses (Sec. 231)

The bill extends the deJuction of employee moving expenses

to expenses of house hunting trips, temporary livinS quarters

at the new location and the sale or purchase of a house.

Reasonable limitations are provide. The bill adopts the

Administration's reco-menations in this refarJ, except that

tae Jistance requirement of existin0 law is increased from

20 miles to 50 miles. The Administration recommends that the

20-mile test be restored. ,,

9. Limit on Tax Preferences and Allocation of Deductions
(Secs. 301, 302)

Present law imposes no limit on the amount of economic

income which an individual may exclude from tax through

preferential treatment contained in various provisions of

the Code. These preferences were intended as incentives to

investment, but they contain no adequate limits on their use.

In recent years, many high bracket individual taxpayers have

used these preferences alone or in combination so as to pay

little or no tax for the support of the Federal Government.

Neither does present law prevent a taxpayer from charging

all personal deductions against taxable income even though the

presence of substantial amounts of preferential income make it

apparent that, from an economic standpoint, such nontaxable
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income in fact bears its share of the burden of such personal

expenditures.

The bill seeks to correct these inequities through the

Limit on Tax Preferences and the Allocation of Deductions

provisions. The Limit on Tax Preferences places an over-all.

limit on the combined use of preferences; the Allocation of

Deductions rule requires that at proper portion of itemized

deductions be -hargel against income sheltered by tax preferences.

The House bill goes beyond the Administration's recommenda-

tions and provides that tax exempt interest on state and local

bonds is included as a preference item for the Limit on Tax

Preferences provision. The Administration opposes this

inclusion for the same reasons we gave on April 22 -- there are

constitutional doubts as to the inclusion of tax exempt interest

and its inclusion will adversely affect the ability of hard-

pressed state and local governments to market their bonds. On

the other hand, the House bill provides that tax exempt interest

will be treated as a preference for the Allocation of Deductions

rule only to the extent such interest is paid on future issues

and even then only with a 1.0-year phase-in rule. In April,

we recommended that all tax exempt inLerest be included without

such a phase-in rule, and we renew that reco.-=nenlation at this

tin'.
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Under the bill, the excess of percentage depletion over

cost and the intangible drilling cost deduction are not treated

as preference items under the Limit on Tax Preferences (LTP)

pcovision, although they are included as preferences under the

Allocation of Deductions rule. Since making our original tax

reform proposals in April, in which both percentage depletion

and intangible drilling costs were included in the Limit on Tax

Preferences as well as the Allocation of Deductions rule, we

have studied carefully the operation of these provisions. We

have concluded that some changes in our original proposals are

warranted.

First, in view of the substantial reduction in percentage

depletion contained in the bill, the inclusion of the intangible

drilling cost deduction as a tax preference item could work an

unintended hardship in the case of an individual whose prin-

cipal business is exploration for oil and gas. Accordingly,

the Administration proposes that the intangible drilling

cost deduction be excluded from the Limit on Tax Preferences

provision, but not the Allocation of Deductions provision,

if at least 60 percent of the taxpayer's gross income is

from the sale of oil and gas. We also recommend, however,
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as a complement to this rule that a recapture rule be added

to the Code treating as ordinary income any gain on sale or

transfer of a well, including a transfer to a controlled

corporation, to the extent of intangible drilling costs

previously deJucte 1.

For all other purposes, however, both percentage deple-

tion and intangible drilling costs should be included in the

Limit on Tax Preferences as well as the Allocation of DeJuc-

tions provision. Thus, an investor who is not primarily

enSaged in the oil business will be subject to this b-oalar

LTP rule.

In our jud&ment the provisions in this form will apply

more reasonably to persons whose principal business is the

discovery of new oil and gas deposits and to whom intangible

drilling costs are more in the nature of an annual expense.

They should avoid creating any serious disincentive to

drilling. However, even in this form the Limit on Tax

Preferences should insure that substantially all taxpayers,

including those in the oil business, will pay some reason-

able amount of tax each year.
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High bracket taxpayers will no longer be able to avoid

any substantial Federal income tax liability each year

by regularly investing their funds in successful wells.

(Dry hole costs, 3f course, will not constitute pre-

ferences for any purpose.) The provisions as recom-

mended are essential from the standpoint cf fairness

in view of the vrious other preferences which have been

included in the LTP.

Second, it appears that the' inclusion of gifts of

appreciated property to charity as a tax preference

item will reduce the benefit of the contribution and,

thus, unduly restrict public support of worthwhile ed-

ucational and other public charitable institutions.

For this reason the Administration proposes that this

item be deleted from the Limit on Tax Preferences and

Allocation of Deductions provisions.

Third, further study of the excessive use of tax prefer-

ences by some taxpayers has led to the conclusion that three

additional preferences should be added both to the Limit on

Tax Preferences and Allocation of Deductions provisions.

Accelerated depreciation in excess of straight-line deprecia-

tion taken on equipment and other personal property by a
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lessor of the property under a net lease arrangement should

be included. Accelerated depreciation on real property is

already treated as a preference under the bill, and accelerated

depreciation on leased personal property offers an equivalent

shelter to reduce taxes on other income. In addition, the

excess of interest, taxes and rent over receipts (if any)

from unimproved real property during the period of construc-

tion of improvements should be included as a preference.

These amounts are part of the eq9nomic cost of the improvement

and when allowed as a deduction result in excessive tax benefits

to some high-bracket investors. Finally, rapid amortization

of rehabilitation expenditures for low cost housing (provided

elsewhere in the bill) should be included as a preference.

This new provision could easily be used to such an extent as

to shelter all of the taxpayer's income unless some limit is

placed on its use.

The bill in certain instances allows a basis adjustment

in the amount of disallowed preferences with respect to property

when the property is later sold. A similar adjustment should

be allowed in connection with amounts disallowed under the

Allocation of Deductions proposal to the extent ordinary income

is realized on a later sale of the property.
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10. Income Avera&iM (See. 311)

The bill substantially liberalizes the income averaging

provisions. The eligibility requirement is reduced from

133-1/3 to 120 percent of bate period income, and averaging

is permitted for capital gains% income from gifts and bequests,

and waering income. Removal of tnese exceptions from present

law aJJs s9aplification, while achievin& greater equity. The

Administration strongly supports this provision..

11. Restricted Property (Sec. 321)

Durin& the past few years there has been a rapid growth

in tne number of so-called "restricted stock plans." Under

these plans, an employee receives stock or other property

subject to certain restrictions, auch as a prohibition on

sale for a specified period. UnJer existing Treasury regula-

tions, a tax is not imposed until the restrictions expire.

The compensation Jeemed to be realized at tnat time is based

in most cases upon the lower value of t.ae property at the

time of its previous receipt. This combination of deferral

ani capital aLn treatment of appreciation durin the deferral

period wita respect to property received as compensation

represents an unwarranted anJ unintended benefit.

The Alminiscrationes recoc endation is adopt.l in the

bill. In &eneral, the bill provi-es for tae imposition of
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. tax when the employee "s ri~htb to the property become non-

forfeitable even if the property ts subject to restrictions.

The tax is imposed on-the then current value of the property

determined without regard to these restrictions. Similar

treatment is proposed for property transferred in trust.

The Administration urges adoption of this-provision.

12. fterred Compensation (Sec. 331)

This bill provides a minimum tax on deferreJ compensa-

tion payments exceeding $10,000 minimum tax uwhuld be

based, in effect, on individual's rate of In the

years in which a paymen ts are de *i to have be earned.

from a c ceptual a po t, his pr *ion moli ea

in certain aspects th the c sh meo I accounting an

the annual counting period. psjnn *cc tang conce

accountin way not leadJ t r s Lm css

the imperf ctions tend ~ay ofto than Leferred

compensatio li.J e eve that urt r stuly f this

problem-in t context o a a t of 11 defe ad

compensation, I luding *Noun unler th quAl ed-

pension and profit ring plans and nonqualifie lane, a

better solution In princi7pe.cg b gy.iei
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In addition, there are a number of problems in the

practical operation of this provision which the Treasury

Department has not solved satisfactorily. For example, we

have been unable to Jate to develop a satisfactory definition

of the term "deferred compensation." Further, while the bill

authorizes Treasury regulations to determine the year in

which JeferreJ compensation is deemed to have been "earned,"

we are concerne.l about the difficulty of developing satis-

factory anJ workable tests for this purpose.

Deferred compensation is only one aspect of the over-all

employee benefits problem. UnJer present law the form of

the business organization materially affects the tax treat-

ment of the contributions to retirement funJs. Thus many

partnerships have been induced to convert into essentially

artificial corporations. Recent court Jecisions invalidat-

in- regulations definin S "professional corporations," as well

as the present incongruity in the treatment of Jeferre-l com-

pensation plans of "small business (Subchapter S) corpora-

tions" (treated in the bill), wiake it essential that the

Treasury )epart.ent develop comprehensive reco mendations

dealin6 wita the tax consequences of all deferred comptnsa-

tion arran ements.
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We-have undertaken a comprehensive study of both quali-

fied and nonqualified plans. Our study will be completed

and wiL.. result in recommendations to the Congress without

extended delay. For these reasons, and because of the basic

difficulties in these provisions of the bill, the Administra-

tion recommends that this provision be deleted from the present

bill.

13. Accumulation Trusts (Secs.*'341, 342)

This provision of tne bill aJopts the Administration's

recommendation to limit the present tax advantage inherent

in the use of trusts viich accumulate income at low rates.

It provides an unlimited "throwback" rule which imposes an

azlitional tax on the beneficiary at the time a trust distrib-

utes accumulated income to him. This provision would apply

to all future distributions of trust income, including that

accumulated in years commencing with 1964.

On further study, we have become concerned as to the

retroactive effect of this provision. The Alministration

recommends tiat present law be continued for accumulations
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of income in taxable years beginning before April 22,

1969, and that the unlimited throwback provided by the

bill apply only to accumulations made in taxable years

beginning after that date.

14. Multiple Corporations (Sec. 401)

The bill adopts the Administration's recommendation

to limit a controlled group of corporations to a single

$25,000 surtax exemption, one $100,000 accumulated earnings

credit, and one $25,000 limitation on the small business

deduction of life ,insurance companies. These limitations

would be phased-in over an eight-year transition period

beginning on January 1, 1969. This is a more liberal

transition period than that recommended by the Administration.

The bill also contains two special eight-year transi-

tional rules for corporations which are affected by this

provisiun. There is a gradual increase of the dividends

received deduction from 85 to 100 percent for transition

period dividends. The second rule operates with respect

to a controlled group filing a consolidated return and

permits the deduction of a gradually increasing portion
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of certain pre-consolidation net operating losses arising in

the transition period. These special transition rules intro-

duce extraordinary complexity, and we believe are not justified

in view of the phase-in rules already provideJ for the change.

AccorJin,,ly, we recomfienJ that these alitional special

transitional rules be eliminated. Also, while we do not

oppose the eight-year phase-in period, a five-year phase-in

period as we originally reco mendel seems adequate to do

equity and woulJ reduce the administrative complexity of the

lengthy transition involved.

15. Corporate Securities (Sec. 411)

The bill seeks to curb tax benefits obtained by conglom-

erates and other acquisition minded companies by the substitu-

tion of an interest deJuction for nondeductible dividends.

This may occur where, for example, convertible debentures or

other debt instruments having equity characteristics are used

to effect a merger or acquisition. Under the bill, interest

in excess of $5 million incurred for acquisition purposes

would be Jisallowed where (i) the indebtedness is convertible

or has warrants attached, (ii) the indebtedness is subordinated,

3.-8" 0-69-pt. 1-38
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and (ii) either the debt to equity ratio of the acquiring

corporation (including affiliated corporations) exceeds 2:1,

or the projected annual earnings of the acquiring corporation

are less than three times the annual interest expense of the

company.

Although the Treasury Department is presently seeking

to develop regulations which will aid in distinguishing debt

from equity in all contexts, the'Administration supports

these particular statutory rules designed to leal specifically

with the merger situation.

In addition, the Administration supports those provi-

sions of the bill which adopt the Alministration's prior

recommendations. These include some (but not all) of the

provisions of the bill dealing with installment sale treat-

ment under Section 453 and the provisions of the bil . deal-

ing with corporate securities issued at a discount anJ re-

purchase by a corporation of its convertible securities.

16. Stock 3ividenJs (Sec. 421)

The distribution of common stock dividends on common

stock does not normally represent a taxable event to the

shareaolier. The shareholler simply receives aJditional

shares to represent the same unchanged equity interest in
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the corporation. The Internal Revenue Code does, however,

provide for taxing a distribution of stock dividends where

the shareholder has an election to receive either cash or

stock. Many new sophisticated types of stock have been

developed in recent years to avoid the impact of this rule,

such as increasing and decreasing conversion ratios.

Present law does not adequately distinguish between

taxable and nontaxable stock diviJends anJ other corporate

adjustments whicii have the effect of a stock dividend. A

General provision is necessary to tax all stock dividends

which change the proportionate interest of the shareholder

in the corporation where such change is related to a cash

dividend on other outstanding shares. Without such a provi-

sion substantial revenue losses resulting from circumvention

of existing law are anticipated.

The bill substantially adopts the recommendation

of the Administration, and we continue to support its enact-

ment. The bill makes it clear that an increase in a share-

holder's interest in a corporAtion, when related to a taxable

dividend paid to other shareholders, is to be taxed. In addi-

tion to setting out a clear standard for the application of the

statute, the section provides needed flexibility for its admin-

istration by regulation.
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17. Foreign Tax Credit (Secs. 431, 432)

The bill deals with two separate circumstances in which

the foreign tax credit is extended under existing law beyond its

basic purpose of preventing double taxation of the same income.

The first type of case involves taxpayers, particularly

U.S. mineral companies with foreign operations, who choose the

"per-country" limitation on the credit (as opposed to the

"over-all" limitation) in order to deduct losses incurred in a

particular foreign country, such as those arising from the

favorable rules applicable with respect to oil drilling expenses,

against U. S. source income. When operations in that country

become profitable, they are able to credit foreign taxes on the

income against the U.S. tax even though there has been no net

income over the span of years from that country and there is

no net U.S. tax against which the credit should be applied.

The taxpayer obtains a double benefit: in the year of the loss,

he deducts the loss against U.S. source income, and in a sub-

sequent profitable year, he claims the full foreign tax credit

for the income from that country.

The bill deals with this problem by requiring a carryover

of the losses in applying the limitation on the credit in
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subsequent years where the per-country limitation was used in

the loss year. We support this provision and recommend that it

be extended to apply also where there has been an over-all

foreign loss under the over-all limitation.

The bill also deals with the problem of foreign taxes paid

on mineral income excess of U. S. taxes paid on such income.

The bill provides for the separate computation of the foreign

tax credit limitation with respect to mineral income in those

cases where the foreign country holds mineral rights to the

property or other conditions suggest that the high excess foreign

tax may constitute a disguised royalty payment. The separate

omputation prevents any excess credit with respect to such

income from being applied to shelter other foreign income which

may be subject to foreign tax at an effective rate less than

'he U.S. effective rate on such income.

The Administration supports, in part, the effect of this

econd provision. However, while we recognize the hidden royalty

roblem at which the House bill is directed, we do not feel that

'he bill provides an equitable solution to that problem. On

Further examination of the tax and royalty structure applicable

-o the international minerals industry, we do not feel that it



594

is proper to characterize all foreign taxes on mineral income'

in excess of U.S. taxes on such income as disguised royalties.

It is impossible to ascertain the extent to which income taxes

in any particular country are a substitute for royalties, and

in many cases the foreign country receives royalty payments

which are even greater than royalties customarily paid in the

United States. Also, foreign countries frequently impose

income tax on nonmineral income, as well as on mineral income,

at a rate in excess of the U.S. rate.

If, then, this separate limitation in the bill regarding

mineral income is not justified on the ground that any foreign

tax in excess of the effective U.S. tax on mineral income is

a royalty, it works unfairly for mineral companies as compared

to all'other U.S. taxpayers with foreign operations. It

completely denies mineral companies the opportunity, available

to other taxpayers, to average the excess of foreign tax over

U.S. tax on mineral income against any excess of U.S. tax over

foreign tax on their other foreign income. This result occurs

even though the foreign tax on the mineral income is at a

reasonable rate judged by world standards and even though such

averaging is precisely the purpose of the over-all limitation.
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In our view, the special problem connected with

foreign mineral income which can and should be dealt with

arises from the lower effective U.S. rate on mineral

production resulting from our percentage depletion incentive.

While the bill denies percentage depletion with respect to

foreign oil and gas production, we are recommending (as here-

inafter described) that this provisicnbe deleted from the

bill. While the over-all limitation normally allows high

foreign tax rates to be average with low foreign tax rates,

in our judgment this is inappropriate in the case of mineral

production income where the excess credits arise because the

foreign country does not match our percentage depletion

allowance.

We therefore recomend that excess foreign tax credits

which result from the allowance of percentage depletion by

the United States should not be available against other

foreign income. Thus, to the extent the foreign tax in a

particular foreign country exceeds the U.S. tax on the same

foreignaineral income, but is less then the U. S. tax

on such income computed without percentage depletion

being allowed, the excess credits could not be applied against

other foreign income. We believe this rule will

effectively deal with the problem of percentage

depletion on foreign mineral production. A similar rule
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now applies in the Code to Western Hemisphere Trade Corpora-

tions, which are taxed at an effective rate approximately

14 percentage points less than the usual corporate rate.

We also recognize that, even aside from not allowing

percentage depletion, foreign tax rates on mineral income

sometimes exceed the top rates generally applicable by world

tax standards to other income.* This also, of course, results

in unusually high excess creditV' to be applied against other

foreign income. This problem could be resolveJ on the basis

that typically the top rate on distributed income by world

standards does not exceed 60 percent. Thus, it could be

provided that to the extent the foreign tax exceeded 60

percent of the foreign mineral income from a particular

country determined by-U.S. standards without a percentage deple-

tion allowance (this allowance having been dealt with by the

proposal previously described), excess credits could not be

used against other income. ThIs approach could be justified

on the ground that taxes in exeess of 60 percent represent

*In some cases the foreign country achieves high effective

tax rates 'Uy requirinS the taxpayer to compute taxable

income on the basis of "posteA prices" which are substan-

tially in excess o arm's length prices ani thus artificially
inflate taxable income for their Lax purposes.
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a substitute for royalties. However, as stated above, not

all high foreign rates can be properly characterized as

royalty substitutes, and it'is impossible to establish to

what extent such characterization is proper. Since aside

from percentage depletion it is difficult to justify dealing

with high foreign taxes in the case c' foreign mineral proluc-

tion income but not high foreign taxes imposed on other types

of income, we believe it preferable to deal with high for-

eign tax rates in a general context. We plan to present

re!-ommendations to Congress on this subject as a part of

comprehensive proposals relating to the U.S. taxation of for-

eign source income which we are presently developing.

Consideration of the foreign tax credit as applied to

mineral income point up the need for clarification of the

tax status of the continental shelf. There is no general

provision to this effect in the present bill. The continen-

tal shelf areas of the world are being developed at an accel-

crated pace, and existing uncertainties as to tne tax conse-

quences could liscourage development of natural resources or

result in unintended tax preferences to taxpayers with

continental shelf operations. We recommend that the tnx

status of theoe areas be clarifiel by: (1) amenlirg th2

lefinitior of "Unit'el States" in the Cole, consistent with
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our rights and obligations un:er international law, to include

the continental shelf of the WLitel States with respect to

the exploration for natural resources; and (2) defining the

term "forein country" as useJ in the Cole to include the

continental shelf which pertains to the foreign country

concerned.

18. Financial Institutions (Secs. 441, 442, and 443)

Commercial banks will be required unJer the bill to

compute their deserves for bad tlebts on the basis of actual

bad debt experience; they wJill no longer be entitled to the

special rule under existing law granting them an absolute

reserve of 2.4 percent of outstanding uninsured loans. The

special bal debt deduction now allowed mutual thrift insti-

tutions is to be substantially reduced under tiie bill over

a 10-year transitional period; their special deduction based

on 3 percent of increases in real estate loans would be

repealed, and their alternative deduction of 60 percent of

taxable income would be reduced to 30 percent. The allowance

of this 30 percent deduction is tied to a sliding scale per-

mitting the tull deduction to a savings and loan institution

only if at least 82 percent of its assets is invested in

residential real estate loans and certain other qualifying

items. In the case of mutual savings banks, the required

level would be 72 percent.
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To furnish protection against unusually large losses,

all financial institutions would be permitted to carry back

net operating losses for 10 years (instead of three years)

ani to carry forwarJ net operating losses for five years.

The bill also provides that gain on disposition of debt

securities of financial institutions will be treated as

ordinary gain rather than capital gain. Net losses on such

securities are now allowed as ordinary losses, and the bill

seeks to provide parallel treatnrnt for net gains.

The Aministration endorses the concept that the bad

debt deduction should be based on actual loss experience,

but we also support the allowance of a special deduction to

encourage investment by financial institutions in residential

real estate mortgages. Investment by these institutions in

residential mortgages is a vital policy goal of the Administra-

tion and traditionallyy has been encouraged through the use

of tax incentives. We believe that this goal will be more

effectively accomplished by extending" the same incentive to

all banking institutions, not Just the mutual thrift

institutions.
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The investment standards applied- by existing

law and the bill to savings and loan instiitions

and mutual savings banks serve this goal imperfectly and

limit free and open competition between these institutions

and commercial banks. Conversely, those commercial banks

which have traditionally invested in home mortgage financ-

ing will be prejudiced by the provisions of the bill which

deny. their present special deduction but retain a special

deduction for the other two types of institutions with

which they compete.

Accordingly, the Administration recommends that a

special deduction, not tied to bad debt reserves, be pro-

vided for banking institutions as an incentive for invest-

ment in residential real property loans, student loans,

and certain other loans which are made pursuant-to national

policy objectives. This incentive would be provided by a

special deduction equal to a specified percentage of gross

interest income from such residential real property and

other loans, except that the deduction could not serve in
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any year to reduce taxable income to an amount less than 60

percent of taxable income, adjusted (for purpose of this calcula-

tion only) to include the full amount of dividend income and

tax exempt interest. The latter limitation will insure that the

incentive could not be used to reduce the effective rate of

tax on these institutions below an equitable level. We suggest

that the special deduction be 5 percent of gross interest

income from such loans, subject to the limitation stated

above.

To prevent undue hardship on mutual savings banks and

savings and loan institutions an.1 to minimize the possible al-

verse effect of these proposed changes on the housing market, a

five-year transition rule should be provided to phase in gradually

:he increased tax burden on these institutions.

19. Foreign Bank Deposits (Sec. 444)

The bill extends from December 31, 1972, to December 31,

1975, the expiration date of the rule of existing law relieving

from Federal income tax certain interest paid on deposits

by U.S. banks to nonresident aliens and foreign corporations.
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This rule applies where the interest constitutes income not

effectively connected with the alien's or corporation% trade

or business in the United States. This extension would also

apply to the existing relief from Federal estate tax for such

deposits by nonresident aliens with U.S. banks.

Because of balance of payments considerations, the

Administration recommended in April that these relief provi-

sions not be permitted to expire at the end of 1972 but be

continued indefinitely. We would prefer complete removal of

the expiration date so long as the balance of payments problems

exists, but the provision of the House bill extending the

provisions through 1975 seems adequate for the time being.

Under current law, interest paid by U.S. branches of

foreign banks to nonresident aliens or foreign corporations

ordinarily is not subject to U.S. income tax whether or not

the deposit is effectively connected with the depositor's U.S.

trade or business. In the case of U.S. banks, the interest in-

come is free of tax only if the deposit is not so connected.
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While the Foreign Investors Tax Act of 1966 recognized

that U.S. business-connected deposits in U.S. branches

of foreign banks should be subject to U.S. tax to the

same extent as if the deposits were made in a U.S.

bank, that Act provided that such deposits in U.S.

branches of foreign banks would not become taxable

until January 1, 1973. We see no reason for any delay

in achieving parallel treatment, and therefore recommend

that interest paid by U.S. branches of foreign banks

be treated the same as interest paid by U.S. banks

effective for the calendar year following enactment of

the bill. A similar problem arises with respect to

deposits in U.S. branches of foreign banks by nonresident

aliens for purposes of the estate tax liability, and

we recommend similar action.

20. Regulated Utilities (Sec. 451)

Regulated public utility companies in general account

for depreciation on a straight-line basis for purposes of

the rate-making process. Where accelerated depreciation is

taken for tax purposes, the actual Federal tax paid is lower than.
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the tax liability which would result from the straight-line

depreciation taken for rate-making purposes. Some regulatory

commissions permit taxpayers to "normalize" their tax for

rate-making purposes; that is, they Lreat as a cost the tax

which would have been imposed if straight-line depreciation

had been used and treat the difference between this amount

and the actual tax as a reserve for future taxes. In

other situations the regulatory'6ommissions require

companies to take into account in determinin& the

current cost of their operations only the actual tax paid,

with the result that the tax reduction due to accelerated

depreciation is "flowed through" to the customer as a reduction

in price, thus further reducing profits and income tax revenues.

Many colnnissiono are presently switching from normaliza-

tion to flow-through, and others are even imputing the use of

accelerated depreciation where the utility in fact is using

straight-line depreciation for tax purposes. This trend will

force utilities to switch to accelerated depreciation for tax

purposes, and the "flow through" consequences will have a double

effect in reducing tax revenues, dnce it results in a reduction

in utility gross revenues as well.
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Under the bill gas and oil pipeline, telephone, as and

electric utility companies, and water and sewage disposal

companies would be allowed accelerated depreciation only if

they "normalize" the tax saving for rate-making purposes.

Thus they cuuld not be required by regulatory akcncies to

"flow through" their tax savings to their consumers at the

expense of Federal revenues. An exception would be provide

for utilities which are presently using "flow through."

Where straight-line depreciation is being taken with respect

to property constructeJ or placed in service before December

31, 1969, no accelerated method will be permitted.

We support this provision of the bill. It would generally

"freeze" the present situation, and prevent a major revenue

loss estima~cd as high as $1.5 billion annually, which

would result if the present treni by regulatory corissions

toward "flow through" were allowed to continue.

88-465 O-40--Pt. I-so
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There is one transitional problem which should be corrected.

In determining whether a utility will be allowed to use accelerated

depreciation and "flow through," the bill looks to the taxpayer's

latest return filed prior to July 22, 1969. We reconrnend that

a utility be granted this right if, as of July 22, 1969, the

utility had established by book entries or certain other means

that it was adopting accelerated depreciation and "flow through".

21. Effect of Accelerated Depreciation on Corporate Dividends

(Sec. 452)

Under present law, a dividend is a distribution ot of

earnings and profits. A distribution exceeding the amount of

earnings.and profits is not taxed as a dividend but treated as

a return of capital. Through the use of accelerated deprecia-

tion many companies, particularly in the utility and real estate

fields, have been able to distribute substantial amounts to

shareholders without current tax to the shareholders.

The bill adopts our recommendation made in April to

require companies to compute earnings and profits by using
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only the amount of depreciation allowable under the straight-

line method. The Administration supports this provision.

22. Natural Resources (Sec. 501)

The bill puts an end to the tax benefits arising from

carved out production payments and ABC transactions by treat-

ing these as loan transactions, a result which is in accord

with their true nature. The bill also provides recapture

rules for all hard mineral exploration costs. The Administra-

tion endorses these provisions.

The bill reduces the percentage depletion allowance for

oil and gas from 27-1/2 percent to 20 percent and makes similar

reductions for other minerals except copper, gold, silver, iron

ore, and oil shale. While the Administration' did not recommend

these reductions, we do not oppose the decision of the House to

increase the share of the national tax burden of the mineral in-

dustry.

However, the bill also extends the cutoff point for de-

termining percentage depletion on oil shale to include certain

non-mining processes. We oppose this provision because it

would approximately double the effective depletion allowance

on oil shale and would constitute an important breach in the

principle that percentage depletion is to be computed on
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gross income from mining, not manufacturing to any extent. As

stated, the bill makes no reduction in the depletion rate for

oil shale while reducing nearly all other rates. This would

seem to provide a special incentive. If any additional incentive

is to be provided, it should be granted in terms of the research

and development objective, or at most in terms of the rate, not

the cut-off point, or by some other means.

Finally, the bill eliminates percentage depletion with

respect to foreign oil and gas production. Our analysis of

this provision indicates, in the light of our foreign tax

credit provisions, that after a brief period it will probably

result in foreign countries increasing their effective tax

rates on income from oil and gas production to "sponge up"

any additional tax revenue otherwise accruing to the United

States. Thus the denial of foreign depletion will increase

the effective U.S. rate of tax on such income, which tax the

foreign governments will then offset by increasing their rates.

The end result will be that the U. S. taxpayer will pay addi-

tional tax to those countries, but no additional tax to the

United States.

For these reasons, the elimination of percentage deple-

tion on foreign deposits of oil and gas is unlikely to incresse



609

U. S. revenues significantly, and will merely increase the burden

of foreign taxes on U. S. businesses. We recommend, therefore,

that this provision be deleted from the bill. Our proposal with

respect to the foreign tax credit, previously described, adequately

deals with percentage depletion on foreign deposits by preventing

the depletion allowance on foreign mineral production from being

used to reduce U. S. tax on other income and will not induce the

foreign country to raise its ta on the American company.

23. Capital Gains and Losses of Individuals (Secs. 511-516)

The bill repeals the alternative capital gains tax rate of

25 percent and increases the holding period for long-term capital

gains from 6 to 12 months. It also provides tnac net lonb-tern.

capital losses are reduced by 50 percent before being availble

as an offset against ordinary income. The bill narrows the

definition of a capital asset so that the sale of letters,

papers, or memoranda by a person whose efforts created them,

or by a person for whom they were produced, will give rise to

ordinary income. The bill provides that an employer's contribu-

tion to a pension plan, when paid to the employee as part of

a lump sum distribution, is taxed as ordinary income.
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Additional changes made by the bill include a provision.

that life interests.received by gift, bequest or inheritance,

are not accorded a tax basis when sold. Under the bill, all

casualty gains and losses on capital assets and section 1231

property are consolidated for the purposes of determining

whether they give rise to an ordinary loss or to a gain which is

consolidated with other section 1231 gains and losses. Finally,

the bill provides that transfers.of franchises will not give

rise to capital gain treatment if the transferor retains any

significant rights in connection with the transfer.

We are opposed to the complete elimination of the alterna-

tive tax and to the extension of the holding period. These

changes in our judgment impose too great a burden on capital

investment. The effect of the bill would be to remove a large

measure of the incentive for private capital to engage in new

and expanded business ventures. Present capital investments

would tend to be frozen and the economy as a whole would

suffer. We believe that the six months' holding period should

be maintained and that, in general, the alternative tax should

be retained.
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However, the 25'percent ceiling rate on long-term capital

gains has been used regularly by some wealthy persons who at

the same time have minimized their ordinary income. By this

means they have reduced their over-all effective income tax

rate well below that of other persons of comparable or lesser

ability to pay. We recommend that a maximum limit be placed

on the extent to which the 25 percent ceiling race can be used

in relation to the amount of ordinary income.

The inclusion of the omitted one-half of long-term capital

gains in the list of preferences contained in the Limit on

Tax Preferences (LTP) generally has no operative effect because

the purpose of that provision is only to insure that preferences

do not exceed one-half of a person's income determined without

the preferences. Thus, for example, when a long-term capital

gain of $50,000 is realized, 50 percent or $25,000 is included

as a preference in the LTP calculation, but it has no effect on

that calculation since LTP operates only to limit tax preferences

to 50 percent of income. However, if a taxpayer has $1 million

of capital gains which are taxed at 25 percent instead of the
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65 percent top rate applicable to ordinary income under the

bill, his actual preference is 40/65 of this amount, or about

61.5 percent, instead of the 50 percent preference permitted

by LTP. Thus, the actual preference due to the 25 percent

alternative capital gains tax rate, which may be well above

the 50 percent nominally excluded, should appropriately be

reflected in LTP.

As a means of simplifying the calculation that would be

required under LTP but at the same time achieving a comparable

result, the Administration proposes that the 25 percent alterna-

tive capital gain tax be limited in its use by any taxpayer to

long-term capital gains which do not exceed the higher of the

two following amounts:

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

$85,000 in the case of a single person if their other

tax preferences do not exceed $10,000; or

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

than long-term capital gains) if his other preferences

do not exceed $10,000. (If his other preferences do ex-

ceed $10,000, the allowable amount would be four times

his taxable income adjusted under the LTP and Allocation

of Deductions rules, less the amount of those other prefer-

ences.)
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As an illustration, a married person with tax preferences of

less than $10,000 could always realize at least $140,000 of

long-term capital gains in any year and be assured of avail-

ability of the 25 percent alternative rate. Moreover, if he

has $60,000 of taxable ordinary income from salary, dividends,

etc., he could have $240,000 of capital gains at the 25 percent

rate. However, beyond that amount he would lose the benefit

of the alternative tax computation; in effect, to the extent

his long-term capital gains exceed such amount, 50 percent of

such amount would be added to his ordinary income and taxed

at effective rates ranging from 25 percent up to 32.5 percent

(one-half of the regular rates).

To prevent undue hardship arising from occasional realiza-

tion of a large capital gain, the taxpayer would be permitted

to carry over the unused portion of his limit on the alterna-

tive tax computation for any taxable year to each of the five

succeeding years. This will achieve a fair averaging result.

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

who consistently realizes large capital gains in relation to

his ordinary income will not be able to use the 25 percent

ceiling tax to excess so as constanLly to reduce his total

effective tax rate.

In all other respects, we support the capital gain and

loss provisions of the bill.
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24. Capital Gains Rates for Corporations (Sec. 461)

The alternative capital glins tax on corporations is in

creased from 25 to 30 percent. The Ahinistration supports this

provision. Consistent with the rule we recomnmend for individual&,

an amount up to $50,000 of capital gains could continue to be

subject to the 25. rate, subject to the multiple corporation

provisions.

25. Real Estate (Sec. 521)

The bill would limit accelerated depreciation on new real

estate construction (other than housing) to 150 percent declining

balance depreciation. Two hundred percent declining balance and

sum-of-the-years digitA depreciation methods would continue to

bi available for new housing starts only. The bill would deny

accelerated depreciation to real estate purchased from prior

owners, but it provides for a five-year write-off of capital

costs incurred in the rehabilitation of housing made available

for persons of low and moderate income. The bill would amend

the present recapture provisions of the Code to deny long-term

capital gain treatment on'the sale of real estate to the extent

of all depreciation claimed in excess of straight line, eliminatir

the 10-year phase-out of the recapture provisions under present

law.
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We believe those provisions represent a major advance

in the tax treatment of real estate and are consistent with

the national housing objectives. We urge their approval.

tie reconend, however, that the special incentive for housing

should be restricted to that constructed in the UniteJ States

and its possessions. Moreover, we are concerned with the

continued heavy reliance upon tax incentives as a means of

achieving our national housing goals, and believe that con-

sideration should be Siven in the near future to other aJdi-

ronal methods of doing so,

26. Cooperatives (Sec. 531)

Under presence law, cooperative orcanliations are permit-

ted to reduce their taxable income by the amount of patrona&e

dividends distributeJ to members if 20 percent of the patron-

aae allocation is paid to the patron in cash. There is no

requir~ment for redemption of the remaining amount in cash.

The bill requires patronage dividends to be paid in cash

over a period of no~more than 15 years. It also requires

that an additional 30 percent of the amount of current divi-

denis be paid to patrons either with respect to the current

allocation or in reJemption of prior allocations. This alii-

tional 30 percent requirement is phase in over a l0-year

period.
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The additional 30 percent requirement is complex and

creates serious administrative problems. Since the 15-year

requirement assures that cooperatives will make significant

current payments, we recommend that the additiono. 30 percent

pay-out rule be eliminated.

27. Small Business Corporations--Subchapter S (Sec. 541)

The bill provides limitations similar to those applicable

to partzicrships with respect to contributions to retirement

plans for individuals who are significant shareholders of

Subchapter S small business corporations. The bill adopts

only this one element of our comprehensive recommendations

ir, April dealing with the tax treatment of small business

corporations. Our recommendations would have made the tax

rules applicable to Subchapter S corporations simpler anJ

easier to satisfy by conforming them more closely to the

partnership rules. These changes, workeJ out through extendai

discussions with the members of a conmiittee of the American.

Bar Association, would also have eliminated several uninten-el

abuses in the Subchapter S provisions.
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We recognize that the constraints of time made it

impossible for the House to deal with the entire Subchapter S

proposal, but we do not feel that additional limitations

should be placed on the use of Subchapter S without making

the liberalizLn6 changes proposeJ. It is also clear, as I

noted earlier, that treatment of deferred compensation anJ

qualified pension and profit-sharin& plans needs over-all

revision. Accorlingly, we recoumnend that this provision be

deleted from the present bill and be dealt with when the

other aspects of Subchapter S and compensation plans are

dealt with in legislation.
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28. Txaton of State ani Local BonJs (Secs. 601 and 602)

The bill grants states and localities the option of

issuing obliLations the interest on which would be taxable,

in which case the higher interest cost would be offset by

the Federal Covernmenc paying a percentage of the total

interest cost of the issue. The amount of the subsidy is to

be set by the Secretary of the Treasury, in advance, for each

calenJar quarter, and may range between 30 ani 40 percent of

the interest yield of the issue of obliations until 1974,

and thereafter between 25 ani 40 percent. The provisions of

the bill are entirely elective with the issuer: if the

issuer chooses to issue taxable obligations, tae Federal

subsily follows automatically, but the state or municipality

may always issue tax exempt bons if it prefers. These

provisions of the bill were not containel in the Treasury's

April 22 proposals.

The Administration has been quite concerneJ over the

problems facing the states and localities as their lemands

for funis increase, driving the interest cost of tax exempt

obliLations closer to the interest cust of taxable o*3liLadi¢:.i.
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The Aiministration has studied this provision in the bill

as well as alternate means for alleviation of these problems

and has concluieJ that it will not recommend enactment of

this provision. The Administration plans to recommend to

the Conjress a different proposal at an early date.

The bill woull also deny tax exempt status to so-called

"arbitrage bonds," the specific definition of which is left

to the re~ulationis. Wje believe that this is in general a

proper method of handling that abuse, but we believe the

scope of the term "arbitrabe obliiation" should be described

wita some further 'particularity in the bill.

29. Income Tax Surchar&e (Sec. 701)

The bill would impose the income tax surcharge at a

5 percent rate for the first six months of calendar year

1970. This temporary extension of the surcharge is essential

to control the inflationary forces now present in our economy,

and to provide a firm basis for future economic 6rowth. The

Administration strongly urres the adoption of this proposal.
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30. Automobile an. Communications Services Excise Taxes
(Sec. 702)

This bill would extend the existing rates of the excise

taxes on automobiles (7 percent) anJ on communications serv-

ices (10 percent) for one year until )ecember 31, 1970, and

would postpone scheduled reJuctions in future years. These

measures would contribute substantially to our efforts to

control. the inflationary forces, now present in our economy.

We support their adoption.

31. Termination of the Investment Crelij (Sec. 703)

The bill provides for repeal of the investment creJit

effective as of April 18, 1969. It also provides for tran-

sitional rules similar to the rules employed when the credit

was suspendeJ in 1S66. The A iministration reco;mmends no

change in these provisions.

32. Ranid Deoreciation for Pollution Control Facilities and
Railroad Cars (Secs. 704 anJ 705)

The bill contains a provision for rapid 5-year amortiza-

tion of expenditures for certain facilities for the control

or abatement of air and water pollution. The bill also gives

railroads an option to depreciate rolling stock other than
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locomotives on a 7-year straight-line basis. These provisions

of the bill are designed as a substitute for the investment

credit.

Our national concern as to problems of pollution and

environmental control should not obscure the heavy revenue

costs ($400 million annually in long-run operation) of the

pollution proposal. The necessity for, and effectiveness of,

any such provision is doubtful. The overwhelming incentive

for industrial pollution control will continue to be govern-

mental anti-pollution enforcement action, or the threat thereof.

A tax relief provision in this setting is not an incentive so

much as it is a type of cost sharing, or more accurately, an

interest-free loan, to reduce the industrial cost of compliance

with enforcement action.

As recommended by Secretary Kennedy in his previous

appearance before this Committee in connection with the sur-

charge extension legislation in July, we urge that as a

minimum certain corrective amendments be made to this provi-

sion. It should be amenlel to--

8s-s6 0-Gso-Pt. 1--4&
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(1) limit the fast write-off to the portion of cost

that would otherwise be depreciated over the first

15 years of the life of the facility (as now drawn

the provision would confer a benefit roughly equiv-

alent to a 20 percent investment credit in the case

of facilities with a 50-year life--almost three

times as liberal as the 7 percent investment credit

the write-off is designed to replace);

(2) restrict the write-off to facilities installed

as anti-pollution facilities in existin, plants.

The fast write-off for railroad cars will provide a

substantial tax advantage, involving some $100 million annual

revenue loss in full operation, to a relatively small number

of profitable railroads which already have adequate buying

power to acquire new cars. It will be of no financial

assistance to the more depressed railroads. Further it will

not be an effective instrument for dealin& with the special-

ized problem of seasonal shortages of general purpose freight

cars. We are opposed to this provision.
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Conclusion

With the changes we have recommended, we believe that

the Tax Reform Act of 1969 will provide a much more equitable

division of the tax burden and will materially strengthen the

structure of our tax system. We shall continue to study the

provisions of the bill and present any further recoil endations

to the Committee as they are developed. Our objective now and

in the future will be to improve the equity and effectiveness

of our tax laws.
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Table 3

Tax Under Present Law and Tax Change Under H.R. 13270 and the
Treasury Proposals Before the Senate Finance Com-nittee

Adjusted gross
income class

* : Change in : Tres~ury change: Percent change:
: : Chfange In.Treasury chiane. Percent elhange-_Present-R 1370 be......:.law :HR 13270: before :H.R. 13270 from:Treasury from

w tax: tax : Senate Finance: present law ! Present law
($ 000) ( ..... .... 4 mMions ........ ) "

0- 3

3- 5

5- 7

7- 10

10- 15

15- 20

20- 50

50- 100

100 and over

Total

1,169

3,320

5,591

11,792

18,49J4

9,184

13,988

6,659

7,686

77,884

- 765

-1,025

- 960

-1,276

-1,798

- 699

- 827

- 306

-7,293

- 661

- 423

- 794

-1,? 55

- 511

- 781

-308

+ 246

-4,835

-65.4%

-30.9

-17.2

-10.8

- 9.7

- 7.6

- 5.9

- 4.6

+ 4.7,
_ 9.14

-56.5%

-13.5

- 7.6

- 6.7

- 6.2

- 5.6
- 5.6

- 4.6

- 6.2

Office of the Secretary of the Treasury
Office of Tax Analysis

September 2, 19
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Table 4

Present Law Tax, Tax Under H. R. 13270,
Tax Under Trcasury Proposals

Before Senate Finance Committee, and Percent Tax Change

Married Couple with Two Dependents

Deductible Non-business Expenses of 10 Percent of Income

Present : H. R. : Treasury pro-: Perccnt tax change
AGI : law : 13270 : posals before: P. L. to :P. L. to Treas-

tax : tax :Senate Finance:1I. R. 13270:ury proposals

$3,000 0 0 0 0 0

3,500 $ 70 0 0 -100.0% -100.0%

4,ooo 140 $ 65 $ 81 -53.6 -42.1

5,000 290 200 253 -31.0 -12.8

7,500 687 576 616 -16.2 -10.3

10,000 1,114 958 1,012 -14.0 -9.2

12,500 1,567 1,347 1,447 -14.o -7.6

15,000 2,062 1,846 1,951 -10.5 -5.4

17,500 2,598 2,393 2,451 -7.9 -5.6

20,000 3,160 2,968 2,968 -6.1 -6.1

25,000 4,412 4,170 4,170 -5.5 -5.5

Office of the Secretary of the Treasury September 4, 19o9
Office of Tax Analysis



626

Table 5

Present Law Tax, Tax Under H. R. 13270,
Tax Under Treasury Proposals

Before Senate Finance Committee and Percent Tax Change

Married Couple with Two Dependents

Deductible Non-tusineps Expcnses of 20 Percent of Income

Present : H. R. : Treasury pro- : Percent tax chan7_e
AOT . law : 13270 : posal before : P. L. to :P.L. to Treas-

tax : tax :Senate Finance :H. R. 13270:ury proposals

$ 3,000 0 0 "0 0 0

3,500 $ 56 0 0 -100.0% -1OO.O

4,ooo 112 $ 65 $ 81 -42.0 -27.7

5,000 230 200 214 -13.0 -7.0

7,500 552 516 516 -6.5 -6.5

10,000 924 86b 868 -6.1 -6.1

12,500 1,3o4 1,228 1,228 -5.8 -5.8

15,000 1,732 1,636 1,636 -5.5 -5.5

17,500 2,172 2,056 2,056 -5.3 -5.3

20,000 , 2,66o 2,508 2,508 -5.7 -5.7

25,000 3,708 3,492 3,492 -5.8 -5.8

Office of the Secretary of the Treasury September 4, 19O9
Office of Tax Analysis
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lob)~ 6

Lca Run Revenue Effects of ILR. 13270 " Paed by the Raus
and Proposed Treasury Chne by % jor Provisiom

H ouse i -r~t

t B : Prrea

. miuls ....

ReomDoisions

Contributions .............................. 20 20
farm losses ................ I............... 20 50
Accumlation trusts ........................ TO 70
Deferred compensation ..... % ................ 25
Capital nIPe .............................. 635 425
Natural resources .......................... 70 70
Interest deductions ......................... 20 --

S........................................ . . 60
Allocation ................................. 40 48
Peal estate .............. , ................. 330 330
Tax-free dividends. ......................... 80 80
Gasolineax deduttax a....................... .. 39

fdtiars.................................. 00 25

Unrelated business Inom .................. 20 20
*Altiple corporations ...................... 235 235
FizWacial institutions ..................... 1460 410
Natural resources .......................... 530 530
Foreign inom ............ I .................. 65 50
Regulated utilites ...................... 310 310
Ral estate ................................ 1,005 1,005
DisalloWed Interest ........................ 70 70
Capital gin0s rate .................. I ..... _

Total ........ .................. FWeee

lo noealwne....................... -6220
Eliminate ]nsecut ................... .2,027
Inc e standard deduction. ............... -1,373 -TT0
Mximua tax ao earned lame ............... .100 -1m0
Read of nouseld treat ................ .- 650 -445
Reduce tax rates ...........................- 14,1498 -14,705
Novang expenses ............................ -100 -10
Income avrerei. .................

Total ....................................

Coryaotions
Rate reduction .................... ....

Ttal.......................................-9100

TOta ...................................

Reival estat ..e.a ..itatin..........)......... -702 .40

Coportl o. ................................. 4,9 _
2WY in. at m Uee r o tas e ,o nof x £ i p 2,
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Senator ANDMRsON. Senator GoreI

THEATMUENT OF TAX-KXE MFI" 1INvOME:

Senator (tefF.. Mr. Secretat, I itn concerned about the nection in
the market, and the disturbance of State, county, and municipal offi-
cials, with respect to the taxation under the Htouse bill of certain in-
coiiie received y some taxpayers from tax-exempt securities.

One would gather from the reaction in the inarketplace and in other
places that the impression must be widespnad that income from tax-
exempt bonds is to be taxed directly. You and I know that not to be the
case. I do not know that I need to question you alout this.

I wonder if you, as Secretary of the Treasury, would like to address
some remarks to this phenomenon.

Secretary KrPmrwDy. Yes, I would, Senator.
The question of taxation of municipal securities has been one that

has been considered many, many times, as you well know.
In this effort, it was not to imlse a direct tax against the municipal

securities, but to have then included as part. of the limit on tax liefer-
ences or the allocation of deductions.

In our original prposa Kl, we did not include tax-exempt income in
the limit tax preferences. We did, however, propose that, it be in the
allocation of deductions.

At that point I saw very little impact on the market, and in dis-
c'ussing with market people the impact was not felt to be of any
great extent, the dollar amounts are not large.

In the Hous, however, and in the House bill the tax-exempt income
was included in the linit on tax preferences, too, lnd there was market
reation to that.

There is uncertainty, a question of whether there will be further
taxation, and we are proposing to go back to our original recommen-
dations that tax-exempt income not be included in te limit on tax
preferences. But in the alloation of deduct ions we continue to include
it, and I do not think that the market impact there will be as large.

Senator (loa.. Could I ask you a question at this point?
Secretary KE.NNmi,. Yes.
Senator GoR. Under the House bill now before the committee, in.

enie from municipal bonds is not taxed to banks or insurance con.
panies or savings and loan associations; is that. correct?

Secretary KxNNrmy'. Not to corporations.
Senator GistE. Nor to corporations.
Secretary KxNNrDY. That is right.
Senator o Ls.. Income is not, taxed directly to either an individual or

a corporation.
Secretary KIFNNrtmv. The word "directly" I an not sure of. What it

would do under the House bill would be that if taxpayers had only
income from tax-exempt securities, as an individual to the extent ;f
half of that they would have to pmy tax.

Senator Goit. Isn't there some limitation on that? Must not a
majority of the taxpayer's income be from tax-exempt sources in order
tobe included?

Secretary Kvrxmv. Let me have Mr. Cohen explain the detail of it
because he will do it much clearer than I will.
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Senator Gom. Is that not true, Secretary Cohen I
Mr. CotNz. Senator, that is correct, that a majority of a person's

income, when you calculate it after adding back his tax preference
amounts, must be from preference items before the limit on tax pref-
erences would apply.

Under the House Yill---for example, you are speaking of tax-exempt
interest-when it is fully applicable at the end of 10 yei=, *f a person
had $100,000 salary, and $1(X),000 of tax-exemipt interest, and iqo other
items of income, the limit on tax preferences would not affect him.

If lie had $200,000 of tax-exempt interest and $100,000 of salary it
would affect him and would require him to pay tax on at. least $1500W".

Senator Gou. As a matter of fact, if he had $201,000 from tax-
exempt sources, and $200,000 in salary, he would be covered by the
ITP provision.

Mr. CoHnu. Yes.
Senator Gomx. The reason I pose this question to you and to theSecretary is that I calihrly explain the impact in the marketplace

of this limited application. Would you have some views on that, or
maybe Secretary Walker would.

IDr. WAuALR. I think it is true that it may be difficult to explain it in
terms of the pure dollar amount. But by including it, as the House
(lid in the Illr, and despite the fact that you have to get up above
it certain level to be taxed it. can be vewed as a direct taxation for
the first time of State and local government securities, which could
cause investors to worry that greater taxation, full taxation, might
take place at a later date.

So that in purchasing securities today they would be skittish about
tile po.sibility of the rug being pulled out. from under them later.
It is the nose in the door argument and it has--it does have its
effect oil markets, there is no doubt abut it.

Senator GorE. It is the toe in the door.
Dr. WALK.R. Toe in the door; nose in the tent.
Senator GOr. Under the tent. [Laughter.]
You are relatively new here; you had better get your terms correct

because pretty soon we are going to be talking about the widows,
and I want you to be straight on that.

Well, maybe this does explain it, and I have wondered-I do not
know-I just wonder when limited in this strict way, how many
taxpayers woidd be affected presently by this inclusion in LTP.

Mr. Courm. Senator, I would have to take into account one other
factor. We aggregate the various preferences, oil and gas to the extent
that they are included, real estate, accelerated depreciation, farm
losses, and so on, so it is the relationship of a person's aggregate
preferences to his total income that is important.

Thus, a person would not, need to have half his income solely from
tax-exempt interest in order to get into this thing. The tax-exempt
interest would have to be aggregated with farm losses with accelerated
depreciation from rel estate, and so on. It would have more of an
impact than would occur solely in cases where a person has more than
half his economic income from tax-exempt interest alone.

Senator GoRE. Well, could you give me an estimate of the number
of taxpayers affected if limited to those who receive a majority of
their income from tax-exempt sources
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Mr. COHEN. I cannot at the moment give you the estimate of the
number of people. My recollection, sir-but I would like to check it
for accuracy-is that about $25 million in tax in the aggregate would
be involved by including tax-exempt interest in the list of preferences.

Senator Gonz. And only $25 million revenue?
Mr. COHEN. That is my recollection of the figure. It depends upon

the mix of preferences. If we add depletion back, which the House
did not, this changes the mix somewhat, but in general terms $25 mil-
lion is involved in including all tax-exempt interest--that is, after the
10-year phase-in. In 1979, at current levels of the economy-that is
after the provision in the House bill would become fully effective, it
would involve-I think, $25 million, but I will check that for the
record.

Senator Gom Can you give us no estimate at all as to number of
taxpayers-it could not be very large if only $25 million in revenue
is involved.

Mr. CozNw. Assuming they are upper bracket people as they almost
inevitably would be, I would think it would not be large. I will see if
we can get it from other information.

Senator Goim. I will hold up.
Senator MILLER. Would the Senator yield?
Senator GoPt. Yes.
Mr. CoHN. We estimate there are only 14,000 people affected by the

LTP, so that it would be a very small number, in contrast to 75 million
income tax returns from individuals that are now being filed.

Secretary KENNDY. That is the total.
Mr. Cokm. The 14,000 estimate is that 14,000 people under the bill

would be affected by the limit on tax preferences.
Senator GoR& From all sourcesV
Mr. COHEN. From all sources.
Senator Go%,. So it would be an even smaller number insofar as

munici al bonds are concerned?
Mr. C'OHN. Yes.
Senator GoPz. So what we are really talking about here is not the

amount of revenue but the principle of requiring all taxpayers to
pay some taxes.

Mr. COiN. Senator, I am a little skeptical about the significance of
the 14,000 figure. We think that about 14,000 people will pay w. ii-
tional tax directly under LTP. An additional 35,000 people, roughly,
will pay more tax under our limitation on the use of the alternative
tax on capital gains. This limitation on the alternative tax was de-
signed to produce the equivalent of including the alternative tax in
LTP. Also the computation of the alternative tax limit involves the
LTP items. Thus, it is fair to say that about 50,000 people will be
affected by the minimum tax proposals of the Treasury.

Senator GonR. Oh, sure.
Mr. COHEN. And only part of those, of course, would be affected by

tax-exempt interest to any material extent.
Senator GoR& Senator Miller asked me to yield.
Senator MuizR. I thank my colleague.
You mentioned $25 million revenue if tax-exempt interest was in-

cluded in the LTP.
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Would you give us an estimate of the total amount of annual in-
terest paid on the securities ?

Mr. ComEN. I can give you an estimate. There are approximately
$140 billion of tax-exempt municipal securities outstanding at the
moment, and I would guess the average rate of interest is no greater
than 4 percent, which would give you $5.6 billion, and I would guess
more than half of that is held by corporations, probably two-thirds are
held by corporations, so probably less than, approximately, $2 billion
is received by individuals.

This is a rough puess. I have a recollection that it is less than that,
but in any event it i's less than $2 billion.

Senator Mnmm. What I wanted to bring out, which I think follows
along Senator Gore's line of thinking, ii that when we realize there
are nearly $2 billion of tax-exempt interest paid to individuals ($4.9
billion total estimated for 1969, with $2.9 billion going to corpora-
tions and State and local governments), and we are only proposing
possibly to tax $25 million of that $2 billion-

Mr. COHEN. No; $25 million in additional tax.
Senator Mnru. We are proposing to get a tax of $25 million out of

that $2 billion payout.
Mr. COHzrN. Yes. My recollection is that the bond interest received

by individuals is more in the neighborhood of $1.8 billion than $2
bil i i, but it is in that general borhood.

There are other besides general corporations and individ-
uals. There are some other types of holders.

Senator BN=TNsr. There are foundations.
Mr. CoHEN. Foundations, but they would not hold much oy way of

tax-exempt interest today. The tax-exempt organizations would not
generally hold tax-exempt interest.

Senator Muw.. And the total amount of annual interest is how
much, again I

Mr. CoH zr. The total amount of tax-exempt interest I was estimat-
ing in the neighborhood of $5.5 billion, and I was estimating that
$1.5 billion of that amount might be received by individuals.

Senator Mxuum. Then the point is-and I think this follows along
the point of the Senator from Tennessee-that because we propose to
take $25 million in tax revenues from $5.5 billion of tax-exempt in-
terest, we have a problem with the market, such a problem as to cause
the Department to not recommend that this interest be included in
LTP.

Secretary KENNEY. That, Senator, plus the constitutional question.
Senator MWuu. I thank my colleague.
Mr. CoHr. I might say, Senator, by way of being a little more

precise, the limit on tax preferences in'the House bill was estimated
to yield long run when fully effective $85 million, and by our recom-
mendations $60 million and there are several differences between the
bill and our recommendations, one o, which is the treatment of tax-
exempt interest, aMd another is--he other side of the coin-that we
have recommended putting oil and gas back in, depletion for everyone,
and intangible drillmg expenses for the investor, so the amount allow-
able to bond interest may be more than $25 million.
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Senator Gomr. Well, I realize that we will have a session on this
and have a chance to go into it, but it is a matter that concerns me.
I do not quite understand the tax effect of your recommendation for
including income from tax-exempt bonds in the allocation of deduc-
tions provision.

Will you explain the tax effect of your recommendation.
Mr. COHEN. Yes.
If I may, for simplicity sake, eliminate the first $10,000, we have

an exemption for $10,000 in the amount of tax-exempt income so
that people would not have to bother with the calculation if they
had less than $10,000 of tax-exempt income. We think that will take
care of most of the cases.

Senator Gouz. Is that a function of the rate?
Mr. COHEN. No. It is only that if-
Senator GORE. You said this morning that the $600 personal ex-

emption was a function of the rate. I wonder what kind of function
this is.

Mr. COHEN. Well, this is a function of trying to eliminate relatively
small adjustments--for widows primarily.

[Laughter.]
Senator GORE. All right. I knew we would get to it.
[Laughter.]
Mr. COHEN. For the sake of simplicity, I will eliminate the $10,000

exemption at the moment.
Take the case that I put earlier of a person who has $100,000 salary

income and $100,000 of tax-exempt interest, and he would normally
have a level of personal deductions at that range of in excess of 20
percent.

His personal deductions would probably be either $20,000, if we
apply the 20 percent solely to his taxable income, or $40,000 if we
apply it to his entire income, but let us assume that he had $20,000
of personal deductions for real estate mortgage Interest, for State
income taxes, for his real estate taxes, for charitable contributions,
medical expenses, and so on.

These are nonbusiness deductions. If half his income, as in this illus-
tration, comes from tax-exempt interest, we would say that he is
paying half of his personal deductible expenditures out of his tax-
exempt income, and half out of his salary. So we would allow him
under our proposal and the House bill to charge against his $100,000
salary only ha f of his personal deductions. If they were actually $20,-
000t he could deduct only $10,000 of his nonbusiness expenditures,
against his $100,000 salary.

So his net taxable income would be $100,000 minus $10,000, or
$90,000, whereas under existing law it would be $100,000 minus $20,000,
or $80,000.

Under existing law he can take all his personal deductions against his
taxable income without regard to his tax-exempt interest.

Senator Goitz. Does this amount, then, directly or indirectly, to a
tax upon income from municipal and State bonds?

Mr. COHEN. We do not think so, Senator. This issue was involved
in the taxation of life insurance companies under the Life Insurance
Tax Act of 1959, and taken to the Supreme Court in the Atla Ineur-
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ance Co. case, and the Supreme Court held there that this allocation
of deductions was not a tax upon the tax-exempt interest but it was only
a requirement that tax-exempt interest bear its share of the expensesinvolved.

Senator Goi. But, however we turn it, your recommendation does
have a tax consequence.

Mr. COHEN. It has a tax consequence, that it does. It reduces the
amount of the deduction that the person can take.

This is done not only with respect to tax-exempt interest but also
with resr,.t to the untaxed one-half of long-term capital gains and
with respect to other preferences.

Senator Goau So for the taxpayer who receives more than half of
his income, that is beyond the widow's mite, from tax-exempt securities,
your recommendation would require him to pay a larger tax.

Mr. CoHEN. It would app h allocation-of-deductions rule is not
dependent upon a person having more than one-half of his income in
preferences. It would apply even if he had 20 percent of his income
from tax-exempt sources.

We just subtract $10,000. Rather than half his income in the alloca-
tion of deductions, we take into account all his tax-exempt income
above $10,000.

So, in my particular case, you see, the tax-exempt income amounted
to exactly one-half of his total income, $100,000 salary, $100,000 tax-
exempt interest. That would not involve a preference even under the
House bill. He would owe no tax under the limit on tax preferences
but he would still suffer an allocation of his deductions.

Senator GoRE. What would be the tax consequence in that caseI
Mr. CoHrx. Well, if le had $20,000 of deductions ignoring the

$10,000 exemption, half of his deductions would be allocated to his
tax-exempt interest, and ,ive him no tax reduction benefit, and the
other half, or $10,000, of his deductions could be used to offset his
salary income, so he would pay tax on $90,000 of net taxable income.

Senator GoRz. So his additional tax bill would depend upon his
bracket in the case which you cite. If he is in the 70-percent bracket,
then he would pay $6,300 more.

Mr. CoHzn. Well, he would pay $7,000 more, I think, because he
now has $20,000 in deduction available under existing law.

Under the new rule he would have $10,000 of allowAble deduction
and he would lose $10,000 of deductions; he would pay tax on $10,000more, and at a 70-percent rate it would cost him $7,000.

I might say that the revenue consequence of the allocation of deduc-
tions rule is very much higher than the consequence of the limit on
tax preferences.

Senator Goa. That was my next question, and I would be very
pleased to have you give some statistics on it.

Mr. CohzN. Oh, yes.
In the House bill the limit on tax preferences was estimated to raise

$85 million, whereas the allocation of deductions rule would raise
$4W million, and under our recommendations to you today the limit
on tax preferences would raise $60 million, $25 million lesa than the
House bill, but the allocation of deductions rule would raise $480 mil-
lion or $20 million more than under the House bill.
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So for the aggregate of the two of our recommendations would
come out about the same as under the House bill.

Senator GORE. Would you narrow this to tax exempts? You esti-
mated that under the limited tax preference provision there weuld be
revenue gain of $25 million. What would the revenue gain be if you
included tax-exempt interest in the allocation of deductions?

Mr. CoIzx. I will just make a rough guess that it would be on the
order of $50 million, perhaps more than $50 million, between $50
million and $100 million; much more than under the limit on tax
preferences, and I will try to give you that mere precisely.

Senator GoRE. Fine.
I want to come back to another subject, but I have utilized my al-

location of time.
Thank you, Mr. Chairman.
Mr. COHEN. They tell me that I was nearer to the right figure the

first time, that it would be about $50 million.
Senator GoRE. Thank you.
Senator ADEPsoN. Senator Williams.

ASSISTING STATES AND LOCALITIES IN MEING THEmIR FINANCING
PROBLEMS

Senator WILLIAMS. Mr. Secretary, just a couple of questions here.
In recommending your changes with respect to tax-exempt in-

terest, it is my understanding that it is also a part of your recommenda-
tion that we eliminate from the House bill the proposal which would
subsidize the State interest; is that correct ?

Secretary KEzNDY. Yes, Senator.
The House bill provided that the municipality or State can elect

taxable or tax-exempt, and then there would be a subsidy element
on the part of the Treasury to offset the difference.

We want to come up with a proposal for assisting the States and
municipalities in meeting their financing problems, and we suggest
that consideration of this area be postponed until we come up with
that rcommendation.

Senator WILLIAMS. Do you have any estimate as to what it would
cost the Treasury to subsidize present tax-exempt bonds to the extent
that it is recommended in the House bill?

Secretary KzNNzDY. Mr. Cohen, do you have a figure on that?
Mr. COHEx. Senator, that is a matter of some discussion and debate.
On one calculation, in which we have to estimate the revenue that

the Treasury would obtain from taxable State bonds, you could
say that if the bonds became taxable and, say, were marketed at an
8-percent rate taxable instead of, say, 5.8 percent nontaxable, they
would then be bought to a very lar extent by tax-exempt institu-
tions, charities, college endowment finds, pension trusts, so that we
would get no revenue from then

On the other hand, those institutions now purchase other taxable
bonds, and it would seem that if they are going to buy taxable State
and local bonds, those other taxable bonds would be held by other
investors and we would still get the same increase in taxable revenue.

If we calculated it the latter way you can estimate the revenue at
somewhere between 30 and 40 percent of the interest.
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If you calculate it on the basis that these are going to be held by tax-
exempt institutions one can argue that we would get no tax.

Overall, if you assume we are going to get a level of 30 to 40
percent tax then you would conclude that there would be no loss. But
if you say that we will get no tax because the bonds will be held by
tax-exempt institutions then everything you pay by way of subsidy
would be a loss.

Senator WILIAMs. What I was wondering was just how the income
that you may pick up as a result of that would compare with the
payments that you have to make. This plan was worked out, as I
understand it, on the premise that by doing it you would pick up
$25 millic, in revenue. I am wondering if this other were triggered
in as a part just where we would end up, and which way we would
go. plus the complications that would arise.

Mr. Coiiur. Well, under the bill the Secretary can fix the amount
of the payment of interest at a level between 30 percent of the interest
and 40 percent of the interest.

If one started out with 30 percent to see whether this would
affect the issuance of taxable bonds, it would then be possible to issue
an 8 percent taxable bond, which would be cheaper for the State if it
would have to pay more than 5.6 percent as interest on tax-exempt
bonds.

Then if you figured that we would collect in additional revenue
30 percent of the taxable 8 percent interest from the taxpayers it would
be a wash. The Treasury would pa 2.4 percent of the 8 percent
interest, leaving 5.6 percent to be paid by the issuer, and the Treasry
would collect from the bondholder an assumed tax of 2.4 percent,
that is, 30 percent of the 8 percent interest.

Dr. WALER Senator, I think the current predominance of opinion
among economists is-this cannot be proved-but the viewpoint is
rather strongly held, that the amount of tax loss to the Treasury
through the issuance of tax-exempt securities is greater than the sub-
sidy to the State and local governments as a result of the tax exemption
privilege.

They, therefore, argue that the Treasury could pay the subsidy and
come out net ahead on the operation. That is not provable. Tat is
just the theory.

Senator WiaLmMs. As one who has never yet seen a subsidy that we
ever started and came out ahead making money paying it out, I con-
gratulate you on the proposal to eliminate that. hope we do not
see it again because I gather that this is to a large extent guesswork.

IMM IATE AcION NMED ON INVEsT MNT cMR

Now, Mr. Secretary, there is a section in this bill that has passed
the House a couple or three times, and it has been reported by the
committee, the Finance Committee, but the Senate has not accepted it
yet, dealing with the repeal of the investment tax credit.

The suggestion has been made that, being realistic, it may take 8 to
10 weeks to get this bill moving and, perhaps, it will be well along in
November by the time we can get it through the Senate and passed.

The thought has been presented that since you have to print these
tax forms so far in advance maybe it would be well for the committee
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to work out an agreement with the Treasury here to take action on this
investment tax credit and dispose of that problem, perhaps as a part of
the interest equalization tax or something, so that the American indus-
try would know what is going to be done, and on repeal whether it
would be repealed or not, and if repealed, whether there would be any
exemptions or what tbty would be, and so forth, so that both industry
and you would know.

What would be your thought on that? That has nothing to do with
the bill itself here. I am just speaking of expediting that so that you
can get your tax forms printed and the American taxpayers can go on
and compute their taxes, because I am afraid it is going to be closer
to the end of the year by the time we get this bill on the President's
desk.

Secretary KNNEDY. As you know, Senator, we have been anxious
to see action taken with regard to the investment tax credit. As far
as I am concerned, the earlier the better.

If it could be done, pulled out of here and put on some other bill,
we would have no objection. As a matter of fact, it would clarify
some points. But I think it should be taken into account as part of
the tax reform package.

Senator WILLIAMS. Oh, sure.
Secretary KENFEY. It should be taken into account as a part of the

whole tax reform measure without changing the tone of the bill as
you see fit to rework it.

But I should think that it would help us in getting the forms out,
and would end some uncertainty on the part of business decisions.

Senator WILLTAMS. When is the latest date that you can have the
form ready for printing, as a rule? When do you think you will have
that? That is September-October, is it not?

Secretary KE.NNDY. Well, I should think that we would have to be
getting to the forms fairly soon. I would not know the exact date at
this point, Senator. But we, of course, could make certain assumptions
and go ahead and print forms, which would be costly. I do not like
to do that.

I think it would be better to have the action set so we do not have
to upset a form. The other changes are largely changes that could be
done administratively without any change in the form.

Senator WILLIAmS. That is what I understand, that is the main
Secretary KENNFDY. Most of the other changes, that is. There may

be some changes in the bill which would affect the forms; I would
have to take a look at that.

Senator WILLIAMS. This is the main one that really needs-
Senator KIqNmY. On the corporation end, I think the forms are

unaffected by the bill, that is true, is it not?
Mr. COHEN. Yes; except for the multiple corporation provision.
The principal forms, Senator, should go to press in September,

October at the latest. But, of course, it is always possible to have a
s *cal form, such as the investment credit, printed somewhat later
than the others or we could issue instructions with respect to it. But
it certainly would be more convenient to have it done in regular course
in September or October.

Senator WILLIAMS. Well, this suggestion has been made by a number
of the committee members here, and I was mentioning it to you before,
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it is not done with any thought of separating that point in our mind
as we consider this overall problem, but more or less in recognition
of the fact that this is at least one section that should be disposed
of, in fact, should have been disposed of-

Secretary KENNEDY. It is a separate section that could be handled
separately without affecting any part of the bill.

CHANGES IN COMPUTATION OF REAL ESTATE DEPRECIATION RATES

Senator WILLIAMS. One other point. Would you explain for the
record here just how you propose to change the computation of de-
preciation rates, both as related to commercial properties and also-

Secretary KENNDY. Real estate.
Senator WILLIAMS. Real estate.
Mr. COHEN. Yes, sir.
In general, for new housing projects, we would retain the 200 per-

cent declining balance and the sum of the years-digits depreciation
methods that are in existing law.

With respect to new, nonhousing construction, we would cut it back
to 150 percent declining balance depreciation, and with respect to used
buildings we would not permit accelerated depreciation but would re-
quire straight line. But with respect to used buildings of a housing
nature we would permit a 5-year writeoff of the costs of rehabilitating
low- and middle-income housing.

This would create preferences for housing as against other types of
construction, such as office buildings, and it would create a preference
for rehabilitation.

Senator WILLIAMS. Under existing law they are all subject to the
double declining balance method, is that not correct?

Mr. COHEN. Well, all new con uction-
Senator WILLIAMS. New construction.
Mr. CoHEN (continuing). Whether housing or business structures

may take double declining balance, and all used property may take 150
percent declining balance.

Senator WILLIAS. This is a drop of 50 percent portion in each in-
stance.

Mr. CoHEN. Yes, it is.
Senator W LIAMS. Fifty points.
Mr. COHEN. Yes.
In addition, we are tightening up with respect to the recapture of

depreciation on sale to the extent of the excess of accelerated de-
preciation over straight line.

Senator WILLIAMS. That is pretty much in line with the formula in
the House bill, is it notI

Mr. COHEN. That is what is in the House bill.
Senator WLiAMs. The same as the House bill.
Mr. CoHzN. Yes, sir.

LIMITATION ON DEDUOTION OF INVENT INTEREST EXPENSE

Senator WILLIAMs. Now, I notice that in your statement you re-
ferred to the limitation on the deduction of investment interest expense.
You change, you make a different recommendation, as to how we com-
pute that from the House bill, do you not?
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Mr. COHEN. Yes, we did.
We have spent a good deal of time with respect to that and are con-

cerned about it, but we have not been able satisfactorily to work it out,
and reluctantly we recommend to you that in this bill at the present
time this provision be deleted.

Senator WILLIAMS. Would you explain an example of how this
works under existing law and how it would be changed?

Mr. COHEN. The provision in the bill would prevent interest on in-
vestment property from being used to reduce tax on earned income,
but it would not prevent the interest deduction from being utilized
agai;:kt investment type income, and this is one of the difficulties that
we see in it. A person who already has income from investments would
not be inhibited materially by it, and in most cases not inhibited at
all, but a person with earned income would find that his interest deduc-
tion would be disallowed. We have experimented with various means
of trying to prevent that difference, and make it equally applicable
to earned income and investment income, but we have not been able to
develop a system that we think is sufficiently satisfactory to recom-
mend to you.

Senator WMLIAMS. You do not think the provision in the House
bill would work?

Mr. COHEN. We think it would work with consequences that would
be inequitable.

It would work in the sense that it would affect some people and
not others that we are inclined to think ought similarly to be af-
fected by any provision in this direction.

We have done some things, though, Senator, of a general nature
to have an impact in this area.

For example, we have now recommended to you tnat, in addition
to accelerated depreciation on real estate, depletion and farm losses
you include in the list of tax preferences for purposes of the limit
on tax preferences and allocation of deductions, net equipment leases.
Some of these problems have occurred with respect to interest deduc-
tions in that area.

There have also been problems in the past about prepaid interest
which we have taken care of by a ruling that las been issued, and we
have also put into-if I may just add one other important provision-
we have put in the list of preferences interest on loans during the
period of construction of real estate, which would go in as a prefer-
ence along with accelerated depreciation on real estate. We think these
would have an impact.

Senator WLLIAMS. Well, considering all of those factors that you
enumerated, is it not possible through the elimination of the House
provision that those who have been using that method with sizable
incomes can now continue to escape taxes entirely?

Mr. COHEN;. Well, they can escape taxes, Senator, if you think that
interest is not an appropriate deduction. But interest has always been
regarded as an expense.

If one borrows money to obtain an investment on which he gets
dividends or rental income, he really should pay tax only on his net
profit, the excess of his dividends or rental income over the interest
that he pays, and that is our system of net taxable income.
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I think that in the main the abuse in this area has been from deduct-
ing interest against ordinary income in order to make an investment
that will later be sold at a capital gain.

Now, our allocation of deduction proposal will take care of the
situation with respect to a person who year after year regularly realizes
capital gains without having ordinary income.

It would not solve the problem if the person can hold his investment
long enough so that he piles all his capital gains into 1 year rather than
realizing them regularly, and the effort of the interest provision in
the House bill is to try to fil! that particular gap. We think -that a
better method or some improvements in that are needed before we
could recommend it.

154 WEALTHY INDVIDUALS PAYING NO INOOME TAX

Senator WILLIAMS. I am not debating the merits of it. There are
questions in my mind, but the point-the reason I am making this--
considerable discussion was over the fact that, .as I recall, around 154
taxpayers with sizable incomes who were paying no taxes and, as I
see it, about half of those were escaping their taxes through this
formula. If we eliminate the House provision, would it not, in effect,
mean we are only dealing with half the number now?

Mr. COHN. We have examined carefully those 154 cases and you,
of course, realize-

Senator WILLIAMS. I might say those cases came from the Treasury
Department, they were not my cases.

Mr. CoHEN. Yes, sir. We have studied them at great length, I
assure you.

About half of the 154 cases involved situations in which the interest
deduction is the principal personal deduction, and it raises a question
of whether a person with $200,000 of adjusted gross income, which
brought him ito the group of 154, who has, say, $200,000 of an interest
payment that he makes, whether that person has a net taxable income
on which he should pay tax.

Now, if his $200,000 of interest is paid on money he borrowed to
make an investment which produced his $200,000 of income, then it
seems to me that he is not to be considered as taking advantage of
the loophole in the law.

He has net income of zero for that year. But there are cases in
which a person with $200,000 of income trom one source goes out and
borrows money on which be pays $200,000 in interest to buy another
asset, to see it appreciate in value, so that he can sell it at a capital gain.

If the man should sell his asset at a capital gain in the particular
year we are going to require him to come under the allocation of de-
ductions rule, and thus cut down his interest deduction so he will have
a tax to pay.

But if he holds that property which he has bought for a long period
of time without selling it, then our allocation of deductions rule won't
take care of him until the year in whieh he sells it, and that is what
this special interest rule in the House bill is designed to combat.

Senator WILIJAMS. Well, as I stated earlier, I am not debating the
merits of it at this point. But much was said about 154 not paving any
taxes, and we are now told that approximately half of them are
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legitimately done and will continue to do it, and I am just wondering
if somebody-if this is a correct approach-perhaps it is-that you
are suggesting today, somebody got a little overenthusiastic when
they came out with 154.

Mr. Coxwi. Well, I think there was undue enthusiasm over the
category of the 154. About 50 of them involved people with the un-
limited charitable contribution deduction, which the bill ends.

I might say that those 50 people, though, contributed almost $78 mil-
lion to charity, so if we are trying to induce charitable contributions it
led to about $1.5 million per person in that group going into charity,
but it left them paying no income tax.

But in the case of the other half, some of those interest deduction
cases may have involved prepaid interest. We have looked at many of
the returns, but we cannot tell without an audit whether the person
was prepaying interest for 10 years. The right to do that has been
stopped by an Internal Revenue Service ruling about a year ago.

Senator WILLIAMS. It could have been blocked under existing law
if the administration in power had been as much opposed to it as
they now tend to say.

Mr. COHEN. The administration did move finally in October of
1968 to rule against it.

Senator WILLIAMS. My time is up.
Senator ANDERSON. Senator Fulbright.
Senator FULBRIGHT. Thank you, Mr. Chairman.
I did not quite understand, Mr. Secretary, a moment ago your rea-

soning with regard to the question of a tax on State bonds, municipal
bonds--the line of questions Senator Gore was pursuing when I first
came in.

ALLOCATION OF DEDUCTIONS

You say that this use of the allocation of deductions did not amount
to a tax? You said it would cost them $7,000. What else do you call
it if it is not atax

Secretary KENNFDY. I will let the expert answer it, 'but my thought
on it is that what you do is eliminate the deduction allocable to the
tax-exempt income rather than make the income itself taxable. You
say part of their expense was paid with the tax-exempt income,
which has the effect of eliminating that part of the deduction, which
increases the tax.

Mr. COHEN. Senator, it is my recollection that under the Life Insur-
ance Tax Act of 1959, when it passed the Congress, this very question
was raised as to whether the requirement for an allocation of deduc-
tions of insurance companies amounted to a tax on the interest re-
ceived and so a provision was put in the bill saying that nothing in
the bill should require the payment of any tax on tax-exempt interest.

That issue was taken to the Supreme Court in the Atla Insurance
Oo. case, and it was posed directly: Was this a tax on tax-exempt in-
terest or was this only a reduction in the expenses in order to allocate
those expenses between tax-exempt and taxable sources?

The Supreme Comurt held that it was not a tax on a tax-exempt in-
terest but was simply an allocation of the deduction.

I suppose the issue could be put this way, as some of the Senators
have f)inted out: If a person were to invest all his money in tax-
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exempt interest, nothing in the law would impose a tax on the person
unless you put the tax-exempt interest in the limit on tax preferences.

You only get to this point of allocation of deductions when the per-
son has, in addition to tax-exempt interest, some other taxable income,
and the question is, how much of deductions can he offset against this
taxable income.

But there is no tax at all to pay if all his income is from tax-exempt
interest unless you include the tax-exempt interest specifically in in-
come in some form.

Senator FULsRIGHT. Then it is conceded, or does the Treasury be-
lieve, that it is unconstitutional to levy a tax directly on State bonds?

Secretary KzNNmY. We have no opinion of counsel or the Attor-
ney General to that effect.

We have seen the question raised, so there is a doubt in the minds of
many lawyers. I think in the case of the New York Port Authority
there is an opinion of counsel on their actual bonds that it would be
unconstitutional to tax them.

Now that is an attorney's opinion. I know of no case that has been
decided on that.

Senator FULBraIHT. They never have been directly taxed since there
has been an income tax, have they?

Secretary KENNzDY. No, except for thi3 indirect case.
Senator FuIZRour. Except as you have indicated.
Secretary KENNEDY. This insurance company provision.

CONSTITUTIONALITY OF TAXING MUNICIPAL BOND INTEREST

Senator FULBIGHT.-Mr. Cohen, do you have an opinion as to whether
or not it is constitutional or not, to levy a tax directly on municipal
bonds#

Mr. CoHzN. Senator, regardless of my opinion, I think lawyers
through many years have been widely divided on this problem.

I would like to make a comment: I believe there was a decision on
this in 1894 in Pollack against Farmers Loan & Trust Co., in a case
in which the Court held unconstitutional, five-to-four, an income tax,
leading eventually to the 16th amendment.

There were two questions before the Court on the first one, the Court
divided four-to-four on the constitutionality. of tax on dividend in-
come. But on the second question it was unanimous, eight-to-nothing,
that a tax on tax-exempt Interest would be a direct tax on the oblig-
tions of the States. They set down for reargument the constitutionality
of the tax on dividend income, but the Court ruled unanimously that
an income tax on tax-exempt interest would be unconstitutional.

The issue now is whether intervening decisions of the Supreme
Court, including a decision that said it is constitutional to tax the
salaries of employees of State and local governments, have changed
the course of decisions so that the Court would today overrule the
decision in the first Pollack case and sustain an income tax on tax-
exemp interest.

I m ight say also that some issues of municipal bonds, including
those, for example, of the Port of New York Authority, carry an
opinion of counsel in the advertisements that not only is the interest
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exempt from tax under existing Federal law, but.,is exempt from tax
under the Constitution of the United States. So that opinion is held
by a good many able lawyers.

Senator FTLntHT. you hold that opinion I I think it could be
very significant. What do you think about it?

Mr. COHEN. Well, we are not recommending it, Senator. I think in
order not to evade your question, one thing to say is that a tax under
the limit on tax preferences would not involve precisely the same
consideration as an outright inclusion of the interest in income, be-
cause this provision would only apply to cases in which a person had
more than half his income from preferences as a group, not just tax-
exempt interest but other preference items as well, so that I think that,
this could be sustained even if a direct tax could not be.

Senator FuuuoHT. You do not care to answer it, and I am bound
to draw the conclusion that you do believe it is constitutional.

Mr. CoHEN. I believe it is what?
Senator FULBIUGHT. That you believe it would be constitutional to

tax; the court would so rule if it had the question before it.
You remind me of a question I tentatively raised this morning.

You cited a case in the Port of New York in which the lawyers recom-
mending the sale to the people said it was not only immune from
taxation under the law but also the Constitution.

CHANGE IN TAXATION OF MUNICIPAL BOND INTEJtES SHOULD NOT BE
RETROACTIVE

If we are going to depart from that, I again raise the question that
I think it is good public policy not to make this change retroactive,
that those who have bought those particular securities in reliance
upon them, it is not only a question of good faith, I mean in breaking
what they believe to have been a solemn promise on the part of the
people who represented these purchasers--most purchasers are not
as astute about taxes as you are. They just accept such a statement
as to what it means to ordinary people, and I think it raises a serious
question. .

It does not bring in very much money, it is not crucial, but you
are changing what has been a consistent public policy since the initia-
tion of the income tax.

I am arguing again on this and one or two other sections as to
the timing of them. I think, in spite of your very sophisticated argu-
ments, that the ordinary fellow is going to say that a tax is being
imposed upon his income. He won't be sufficient y educated to follow
your argument. He will think that you breached a part of his contract.

When you pile that on in addition to the fact that most of the
existing bonds of communities-take the University of Arkansas,
with which I am very familiar, it is in my home town, bonds which
only 2 or 3 years ago were selling, you know, on a 51,-percent basis,
now the people who bought those in reliance upon their tax-exemption
cannot get over 70 cents on the dollar-I think 70, 75 cents on the
dollar-they already have taken nearly a 30-percent' loss or they
would, if they had to sell them.

If they do not keep them until maturity, they take that much capital
loss in addition to putting this tax on them.
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I was just submitting for your consideration the suggestion that it
would be a little more honest if you would say, "Well, we are going
to change it, but we are not going to apply it to those people who have
alreadybought the bonds in reliance on statements with regard to the
Port of New York."

I think that would be better public policy.
Mr. CoHuw. Would you do that with respect to people who already

held the bonds so that no new purchaser could take advantage of that I
Senator FULERUoHT. I believe that would still be better than just

making it apply flatly on those who have already bought them and
held them. They are obviously faced, as I say, either with holding them
until maturity which they may not be able to do, or with a big loss.
I think the effective date should be upon enactment of the bill. Then
everybody would know what the rules are.

If you are going to make a change of this kind or even a more
serious change as recommended by others, why, it ought to be prospec-
tive.

Senator Gomx Will the Senator yieldI
Senator FuLuwoHT. Yes; I. yield.
Senator Goaa. The Senator is raising the question of retroactivity,

ex post facto.
Senator FULRIGHT. Yes, that is what I am raising. People are

resenting the principle in addition to whatever it may cost them.
Mr. COHEN. Senator, the House bill with respect to the limit on tax

preferences includes outstanding and future bonds, and with respect
to the allocation of deductions, it includes only future issues, so it
makes the choice one way in one provision and another way in another
provision.

Senator FuLmUoHT. I ar.
One reason I introduced a little amendment that I read you this

morning was because of that feature of it; but the further reason was,
the main one to me was this, what I would call, breach of faith.

I mean sometimes if there is an imminent security crisis, the country
has to do it. But I do not see why you have to do it in that fashion.
I think it amounts to not much money to the Treasury, and if you are
going to change it, it ought to be only prospective.

Mr. Coimm. I have one concern as to which I am not an expert, but
if you did draw the line between the present and the future issues,
would you harm the future issues in relation to existing ones?

If the market would distinguish between the two, if it would dis-
tinguish at all on account of t is provision, it would set up two cate-
gories.

Senator FULERIGHT. Well it might; but at least anybody who buys
them in the future buys them With an understanding that this is
what it is. That is all.

Mr. CoHm. I think the main reason why we did not make the dis.
tinction was that the precedents existed in the life insurance tax pro-
vision in 1959, where this distinction was not made and also because
we are simply allocating deductions, not directly taxing the interest.

Senator FULBRMIGHT. That is a further and even more indirect and
subtle way than this way.
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I am not sufficiently familiar with that case to argue with you about
it, but this question of the constitutionality is a serious question, at
least, this is in the minds of a number of my constituents.

They are not for the change in any case, but, if it is to be done,
then it should be only prospective.

Mr. CoHzN. We have heard from many of them.
Senator Fuuixowr. That is what I understand, and I think it is

important not to shake the public's confidence in the honesty of our
Government any more than is necessary, particularly in the financial
field.

GRADUATED DEPLETION ALLOWANOES

I do not know that anybody has raised this question, but it is a
matter of importance in my State, and it is a matter that many of my
constituents are interested in. It happens, too, that many of them ar
small producers as contrasted to the great giants that operate all over
the world.

Has the Treasury ever given consideration to the question of gradu-
ation, the principle of graduation with regard to depletion allow-
ancest In other words, a larger depletion allowance for a small, rela-
tively small, producer in contrast to the great international giants.
Has the Treasury ever considered that?

Mr. CoHzN. Yes, we have given condsideration to it, Senator.
Senator FuULuoirr. Have you rejected it, or what has been your

view about it?
Mr. COHEN. Our thought was that we would prefer the flat 20 per-

cent to a graduated system.
I understand that a proposal has been made to retain the 271/2 per-

cent on the first $1 million, and graduate it down to i5 percent, above
$5 million. That would still allow $275,000 of depletion at the 271/h.
percent rate, which is a very substantial amount o tax-free allowance.
I think to get to the point of having graduated allowances together
with graduated rates raises a question as to the even-handed effect of
the tax provisions.

We do have graduated rates, we even have graduated rotes with re-
spect to corporations which are taxed at only 22 percent on the first
$25,000 of income and 48 percent of the balance; and if we have gradu-
ations to any appreciable extent with respect to the allowances of
deductions we will be doublingup on the graduation.

Senator FuLmIG1T. Well, then, the answer is you have considered
it, but you reject the idea of graduation on depletion.

Mr. COHEN. Yes. We would prefer-
Senator Fu nioT. I have not heard any discussion of whether you

had even considered it.
Mr. COHEN. Yes, we have considered it.
Senator FULBRIGHT. I am not proposing it. I was just wondering

about it, because some of my constituents-have asked me about this,
because they feel they are being penalized largely because of the ef-
fects, we will say, of the depletion upon these very large companies we
read about who have enormous foreign production and who one way
or another pay an extremely small rate of tax on very large earnings.

You know the major companies do that. So I raise the question to
see what the reasoning was.
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Senator BENNEr. Mr. Chairman, we have gone an hour and 15 min-
tites for three questioners.

The CIIAIRMAN. I was not. here myself, but I thought we would more
or less go on the basis of a gentleman's understanding, even though it
is not formal.

Senator FuIBRIOHT. I did not know anything about it. I will ask one
more question and then I will yield.

R -UCTION rN CORPORATE TAX RATZ8

You have suggested, I believe, a reduction in corporate rates. It is
not clear to me where you take that reduction, on the top or bottom. In
other words, does it come off of that second 26 percent, or is it off of
the first 22 percent?

You know, does it reduce it from 22 to 21? How does it affect the
small corporations or does it just affect the large ones?

Mr. CounN. It would affect the 48-percent rate, but we were not
recommending that the 22-percent rate be reduced to 21.

Senator FLyRIoHT. Why not? Why wouldn't the little ones be en-
titled to it rather than the large ones?

Mr. CoHeN. I think it has been our judgment that the 22-percent
rate is quite low as it is, in relation to individual income tax rates.

Senator FutuinoT. So it would be off the 48 to 47.
Mr. COwEN. Yes, sir.
Senator FULBRIOHT. All right, I yield, Mr. Chairman. I did not know

that anyone was very anxious. I was perfectly willing to yield at any
time.

Senator Bzwi-rr. The point that now bothers me, is that it now
is 4:30. There are four members of the committee who have not had a
chance to question. The Secretary is tired. I assume we will try to be
through by 5 o'clock, and prospectively, Mr. Chairman-

Senator FULERIOHT. All right.
Senator BrNNArT. I hope -'efore we meet tomorrow or Monday, if

we do not meet tomorrow, that we set a pattern and hold to it.
The CHAIA MA. Well, the Senator makes a point that we are going

to huve to adhere to, to go along through these hearings.
I do not want anybody to be denied the opportunity to ask any

question he would like to ask the Secretary of the Treasury or his
assistants, but with 300 witnesses scheduled to come before this com-
mittee we are going to have to limit ourselves in the questions we ask.
The Secretary is scheduled to be here again tomorrow if he is needed,
so we are going to have a further opportunity to obtain what infor-
mation we want from the Secretary.

But I do think that with regard to future witnesses we are going
to have to limit ourselves very severely if we are going to conclude
these hearings by the time we desire.

How long do you think we ought to set for the Secretary ?
Senator BvS-rix. I think 5 or 6 minutes will take care of me, butI assumed we were going around again under the 10-minute rule that

we violated, all of us, this morning.
The CHAIMAN. Well, then, suit yourself, you set your own time,

and I will try to hold myself to it.
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Senator BENNrrr. I have only two questions.
Senator FULIoHT. 1 would like to suggest that the reason ques-

tioning may be so long is because the bill is so complicated.
Senator BENNETr. Well, I recognize that, and I recognize the

temptation to follow an idea out of the window, as one should. But we
try to follow two or three ideas out of the window in the course of one
round.

INCENTIVES TO CHANNEL MORE FUNDS INTO THE HOUSING MARKET

Mr. Secretary, I would like to direct your att ntion to the incen-
tives that the bill provides which, I assume, you support, to financial
institutions for the purpose or channeling more of their loanable funds
presumably into the housing market.

How do you propose to phase this incentive in? Do you have a
definite plan?

Secretary KENN.EDY. Even the 5 percent, Senator, is tentative be-
cause we are going to do a lot of studying to make sure of that amount to
see what it would do. But that seems to be a reasonable amount, and
the phasing in I will ask Mr. Cohen to answer.

Mr. COHEN. There would be no phase-in with respect to the com-
mercial banks, Senator, because while their effective tax rate would
go up it would not go up as substantially as that of the mutual savings
banks and the savings and loan institutions.

What we would have in mind is to take them up gradually, over a
5-year period from their present effective rate to that effective rate
which would be provided for in the bill.

It would be in equal annual steps over a 5-year period for mutual
savings banks and savings and loan associations.

Senator BENNETT. You have a program, the bill has a program,
which you support to try to provide, is it a 5 pu 'ent deduction of the
interest earned on mortgages, and what is the relative tax effect of
this on the three types of institutions that would participate in it? It
is different, is it not?

Mr. COHEN. Well, it depends upon the extent to which they make
loans for residential housing or student loans or small business loans.
But assuming that they use this incentive to the maximum in each
instance, they would then have to pay tax at a 48 percent rate, or at a
46 percent rate when the rate reduction is fully '* - tive, on at least
60 percent of their income, and if we multiply the 48 percent rate times
60 percent of their income, the effective tax rate will be around 29
percent.

Now, at the present time the commercial banks are paying a tax,
I believe, at an effective rate of about 23 or 24 percent. It is that effective
rate rather than 44 or 45 percent for corporations generally, because
commercial banks have the special bad debt reserve and because they
have considerable tax-exempt interest income.

The savings and loan associations are, in general, paying taxes at
roughly a 15-percent effective tax rate under present law.

Mutual savings banks, I think, are paying a tax in the neighbor-
hood of 6 percent, and so-

Senator BENNETT. Is that the current effective rate or the effective
rate that would hold after the bill was passed?
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Mr. COHEN. Those are the current effective rates, and they would
be raised when the phase-in was completed under our proposal.

Senator BEqNrr. So the impact would be most heavy and severe
on the mutual savings banks and the savings and loan associations.

Mr. CohEN. Yes, it would, taking into account the fact that they
are paying such a low effective rate at the moment, but this would also
have the advantage, particularly for the mutual savings banks which-
I understand have requested it-of removing any investment restric-
tions contained in the tax law.

They would still have whatever restrictions that exist under the
banking law, but it would leave them free under the tax law to operate
in such manner as they wished. However, they would only get this
special benefit to the extent that they elected to make real estate, resi-
dential mortgage loans, and the other preferred loans.

Senator BENNmvr. Then you would phase this in in comparatively
equal steps over the 5-year period?

Mr. CohEN. Yes, Senator.
Senator BEN r. Those are my questions, Mr. Chairman.
The CHAIRMAN. Senator Byrd.
Senator BYRD. Thank you, Mr. Chairman.
The CHAIRMAN. Pardon me, I do not know the order in which the

Senators came into this room. I will hold myself until the last.
Senator Byiw. Mr. Secretary, let me state a dilemma, as I see it, the

committee faces, and then ask a question.

CHANGING THE STATUS OF TAX-FREE BONDS

Certainly, we do not want to be penny wise and pound foolish. Now,
the dilemma, as I see it, in regard to tax-free bonds is that the tax-free
status has been used by a limited number of individuals in a high-
income tax bracket who were, with high income, able to escape taxa-
tion, and that is bad. My own feeling is that all citizens, certainly those
with substantial income, should pay taxes.

Now, in order to get at those then we have to change the status of
the municipal and Sate bonds which, in turn, has a bad effect on
every State, every city, every county throughout our Nation and thus
on every taxpayer, local taxpayer, in each of the communities.

Now, my question is this, and I do not know the answer, I am not
suggesting an answer to it, my question is this: Are we gaining enough
either in principle or in dollars by attempting to change the tax-free
status of the municipal bonds .

TAX-FREE BONDS AND LTP

Secretary KENNEDY. In answer to your question, Senator, I think
that definitely we would not get enough if the tax-free bonds were
included in the limit on tax preferences.

The allocation of deductions where we are proposing tax-exempt
interest be included is a different matter, that 'is an effort to take tax-
exempt income, along with other types of income so that in combination
they could not use the tax preferences to avoid payment of taxes
through claiming personal deductions fully inst taxable income.

Now, the impact on the market from a dollar standpoint should not
be very great because the tax, as you 'have indicated, is not large in
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amount. The foot is in the door, so to speak, and it does have an effect
on the market.

Surely we do not want to hurt the States and municipalities because
they have financing needs of every kind. We have got to take care of
them, and that is one reason why we were looking into other forms of
financing assistance.

They are hurt not only with this but by tight money periods. Part
of the market reaction is because the money market has been very tight,
funds have been scarce, and during periods of tight money the spread
almost disappears between tax-exempt and taxable bonds. So issues
sold during that time carry very high yields, and the locality does not
get any advantage of it. They get their money but at a high rate, and
the Federal Government does not get anything out of itbecause the
interest is not taxable.

There have been moves to make changes in the past, many of them.
I recall in 1953 and 1954 when I was in the Treasury, in the revenue
bill of 1954, as it turned out, we were proposing to tax only housing
bonds that had Federal Government guarantee, and it was decided to
back out of that situation and not require the tax because of the effect
on the municipal market.

This was so despite the fact that at that time the spread was almost
zero between taxable and tax-exempt bonds.

ALLOCATION OF DEDUCTIONS PROVISION

Now, the allocation of deductions provision is an effort to prevent the
offsetting of taxable income with personal deductions which could have
been paid from tax-preferred income, and thus require all taxpayers
with tax-exempt income to pay some tax. It is not quite true to say
they will have to pay some tax because, if all their income is from
municipal bonds they will have no tax deduction because they have
no taxable income, we still do not tax that. There are very few cases
in this category. I do not know how many cases there are, but there
are very few.

Senator BYRD. In order to hit at those few individuals, and I would
like to see them hit, in order to hit at those individuals, aren't we ad-
versely affecting all the taxpayers, because if you increase the cost of
local government that has got to be paid by the same individuals who
pay a Federal income tax, and in many cases by individuals who do not
even have enough income to pay a Federal income tax. That is the
point that crosses my mind.

I gather from your answer that you feel that we will gain enough
in principle, even though we do not gain enough in dollars to warrant
doing this.

Secretary KENNEDY. Well, if I felt that the provision on the allo-
cation of deductions would hurt the market seriously I would not want
to see it in there because I agree with you that it is a burden to finance
the locality. The additional cost to the municipality would appear as a
tax cost. The taxpayers' protest is not only against Federal taxes, it is
against the whole tax burden. State and local taxes have gone up very
fast, and I think taxpayers include these taxes in their general dissatis-
faction with taxes. It is the wlole ball of wax and not just the Federal
taxes.
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CIZENS EXEMPT FROM FEDERAL INCOME TAXES

Senator BYRD. Let me change the subject now. One purpose of this
legislation is to close loopholes. Are there groups of citizens who are
exempt by law from Federal income tax? Take an example, employees
of the United Nations. Do they, American citizens, do they pay an in-
come tax?

Mr. COHEN. Pardon me, sir; I did not hear.
Senator BYRD. The employees of the United Nations, American

citizens, do they pay an income tax?
Secretary KENNEDY. No, they are exempt, as are the employees of

the World Bank, and the International Monetary Fund.
Senator BYRD. In other words, we have two groups of citizens whoare exempt by law frompaying an income tax, employees-

Secretary KENNEDY. Yes, but they are compensated in such a way
that their net income is the same as noncitizens employed by the institu-
tions who are exempt from U.S. tax.

Senator BYRD. U nited Nations, employees of the United Nations and
employees of the World Bank.

Secretary KENNEDY. That is right.
Senator BYRD. In other words, they do not pay an income tax.
Mr. COHEN. There are certain exemptions. I think at the time' the

United Nations headquarters was created in New York there was a
treaty signed, and under that treaty there are some persons of that
kind that were exempted from tax but I had the impression that
American citizens who are employed by the United Nations are subject
to tax.

Senator FuLmioHT. That is correct, Mr. Secretary.
Mr. COHEN. Yes, sir; I think that is correct.
Senator FuLBioHT. Citizens are.
Mr. COHEN. Our citizens in the employ of the United Nations are

subject to tax.
Senator BYRD. That was my question.
Mr. COHEN. Yes, that is my recollection.
Senator BYRD. All right. How about the World BankI
Senator FuLBPowT. If the Senator will yield, I think I know. What

they do, the Bank pays the tax for them, but actually they pay a tax as
a citizen of the United States, do they not, Mr. Secretary I They are not
exempt in the sense that the Senator asked the question.

Mr. COHEN. Ye& The only exemption, if you call it that, is not for a
person, but we do exempt from income tax the first $20,000 of salary or
compensation earned abroad by U.S. citizens who earn it outside the
United States.

Senator Byrm. I am not speaking of that. I am speaking now of an
employee of the World Bank. Does-he pay an income tax or does he not
pay an income tax, a U.S. citizen.

Mr. COHEN. I think that he does, but I think, as Senator Fulbright
says, that it is reimbursed to him.

Senator FuLBRamoT. He is reimbursed.
Senator BYRD. Then he does not pay an income tax. [Laughter.)
Mr. CoHEN. I could go to work for an organization that woUld say

it would pay my income tax, but the payment of that tax is then addi-
tional compensation to me, and you may have a continuing escalating
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all my income just as anyone else is.

Senator ByRI). Let me read you this from the Internal Revenue Code,
which says this, "Compensation of employees of foreign governments
or international organizations."

Mr. CoiirE. Are you reading from section 8931
Senator Bmn. 893.
Mr. COHEN. Yes sir.
Senator BYRD. 'Wages, fees, or salary of any employee of a foreign

government or of an international organization"-which is the World
Bank, I would assume--

Mr. COHEN. Yes.
Senator BYm (continuing). "Including a consular or other officer, or

a nondiplomatic representative, received as compensation for official
services to such government or international organization shall not be
included in gross income and shall be exempt from taxation under this
subtitle."

Mr. COHEN. If you will read a few words more.
Senator BYRD. "If such an employee is not a citizen of the United

States."
Mr. COHEN. That is the point, if such an employee is not a citizen of

the United States.
Senator Bmn. Then, to answer my question, the employees of the

World Bank dopay an income tax.
Mr. COHEN. If they are U.S. citizens.
Senator BYD. If they are U.S. citizens.
Mr. COHEN. Yes, sir.
Senator ByD. The World Bank then pays that income tax back to

them, is that it ?
Mr. CoHEN. Indirectly, yes. They pay additional compensation to

them so that their after-tax income is equivalent to the income of em-
ployees who are not U.S. citizens.

Senator BYRD. But then you do not charge them, the Internal Rev-
enue Service does not charge them, on that additional compensation.

Mr. COHEN. I think it does.
Senator Bmi. Well, Mr. Secretary, could you get me a memorandum

on how they are taxed. If we are trying to close up loopholes, this is a
loophole we would want to consider.

Mr. COHEN. I think it does not affect U.S. citizens, but we will check
into it and provide you with a letter or memorandum on it.

RESTRICTED STOCK PLANS

Senator Bmn. Now, Mr. Cohen, I am somewhat concerned with
what appears to be an inconsistency in your statement. On pages 38
and 39, you urge that that portion of the House bill-section 321-
dealing with restricted stock plans should be adopted. As I understand
it, the treatment to be afforded restricted stock under this provision
is based on the fact that restricted stock plans are similar to nonquali-
fled pension plans, and that the House bill adopts, at your recommen-
dation, the forfeitability concept used in the nonqualified pension plan
area-isn't that essentially correct?

Mr. COHEN. Yes.
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Senator ByRm. Yet on the same page (39), you recommend that sec-
tion 331 of the House bill--dealing with other deferred compensation
arrangements-should not be adopted. The reason given for this latter
recommendation is: "We believe that with further study of this prob-
lem-deferred compensation-in the context of the tax treatment of
all deferred compensation, including amounts paid under both quali-
fied pension and profit-sharing plans and nonqualified plans, a better
solution in principle can be developed."

If the area of nonqualified plans is under study to "develop a better
solution" why is it that you recommend that restricted stock be treated
in the same manner as transfers to nonqualified plans?

Would it be much better to include restricted stock in your study
and then make recommendations on the whole area ? Otherwise, you
may be here a year from now requesting another change in the taxa-
tion of restricted stock.

Mr. COHEN. We believe the question of restricted stock requires im-
mediate attention and does not require further study. In the first place,
there has been an increasing tendency toward use of these plans ever
since the tightening of the rules relating to qualified stock options in
1964. Yet there has never been congressional consideration given to the
rules applicable to nonqualified stock options or restricted stock.

In the absence of provisions in the Internal Revenue Code, regula-
tions have grown up which, from the employee's position, combine tax
benefits--deferral and capital gain treatment-which together repre-
sent a departure from the general rules applicable to compensation for
personal services. Exceptions to these rules have not been allowed by
Congress except upon satisfaction of certain stringent requirements,
as in the case of a qualified stock option plan or a qualified pension,
profit-sharing, ur stock bonus plan.

Second, there is an existing uncertainty with respect to the treat-
ment of restricted stock ever since the Treasury Department, under
the prior administration, issued proposed regulations designed to
chance the above-described treatment. Although these regulations have
an eective date of June 30, 1969, they have not been made final be-
cause of the changes that would result under the pending bill, which
we believe preferable to the pending regulations.

We believe it is important. to bring restricted stock plans in line with
other form of compensation before the use of these arrangements
spreads further. This action should not be delayed pending considera-
tion of a possible further change in the rules relating to deferred com-
pensation.

Senator BYm. What is the projected revenue impact of the changes
made by the House bill in regard to restricted stock? Is it negligible
or significant?

Mr. COHEN. The overall revenue impact of the change made by the
House bill is negligible because, assuming restricted plans remain un-
changed, corporate taxes would be reduced by the deduction for the
increased compensation. However, the fact that undue tax benefits to
employees are now balanced by imposing a greater tax on the employer
does not mean that no change is required. Our self-assessment tax sys-
tem depends upon equitable rules under which each persons pays a
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fair share of his income in tax. Permitting certain forms of compensa-
tion arrangements to be taxed at capital gains rates while others are
taxed as ordinary income creates serious inequities in the individual
income tax.

Senator BYm. Is it reasonable to defer the payment of taxes on
restricted stock which is not transferable during the period the restric-
tions remain outstanding so that the employee will at least have some
funds with wh'ch to pay his taxes I

Mr. CoHzN. Where the only restriction is that the employee may not
sell the stock for a stated number of years, there is no reason to defer
tax. The employee has a vested right to the stock and should be taxed
upon having received property just as in the case of any compensation
arrangement. Restrictions which lapse at some future time serve no
essential business purpose but are used principally to affect the tax
consequences. They may properly be disregarded for income tax pur-
poses under these conditions. Employees are taxed in other arrange-
ments on the full value of property over which they may not have
full control, as in funded nonqualified pension or profit-sharing
arrangements, group life insurance plans, and other such benefits.

Senator BYRD. Do you think there should be a distincton in treat-
ment between restricted stock awarded as a bonus for which no com-
pensation is paid and a restricted stock purchase plan which is an
integral part of an employer's compensation program I

Mr. CdHf. We do not think any distinction along these lines could
be justified. If the arrangement involves a bonus or other compensation
it should be taxed as ordinary income at the time the employee's in-
terest becomes nonforfeitable, and this should be true whether or not
other compensation is also paid.

Senator Bmn. Thank you, Mr. Secretary. Thank you, Mr. Chair-
man.

The CHAIMAN. Senator Curtis.
Senator Curri I shall try to put my questions precisely and I would

hope the answers would be precise.

REVENUE GAIN OF THE TREASURY RECOMMENDATIONS ON BONDS OVER
PRESENT LAW

What is the revenue gain of the Treasury recommendations on State
and municipal bonds over the present law?

Mr. COHEN. Well, I think in our recommendation it is about $45
million. I said earlier $50 million. We now have a little more precise
estimate of $45 million.

Senator Cuirrs. And the House recommendations would be $25 mil-
lion more?

Mr. COHEN. $35 million more.
Senator CurTs. Now, as I understand it, there are provisions in this

bill to encourage activity to meet certain objectives such as the build-
ing of houses and the improvement of substandard housing; is that
correct?

Mr. CoHaEN. Yes, that is true with respect to housing.
Senator Cuwns. Yes.
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RAILROAD BOXCARS AND THE INVEMMENT CREDIT

Now, maybe you are not permitted to answer this question right
now, but in reference to the repeal of the investment credit, I am very
much concerned about the boxcar situation for railroads. Oftentimes
there is grain piled all over the ground in my State because they can-
not get cars to ship it out.

Would not this fall in the same sort of a category?
Mr. COHEN. Senator, we have considered this at some length becausethe House bill provides, in the light of the prospective repeal of the

investment credit, a 7-year amortization of the cost of new boxcars. At
the present time, the guideline life of railroad cars, I believe, is 14
years. The actual life is estimated in general to be, I think, 30 years,
but the Internal Revenue Service now allows depreciation on a basis
of 14 years under the double declining balance method, and under this
bill a railroad would be permitted to amortize one-seventh of the cost
each year for 7 years. That would cost $100 million in revenue.

Now, the problem we face is whether or not such a provision is
really going to alleviate the shortage of boxcars at harvesttime in the
part of the country that produces the grain. We are aware of the prob-
lem that you suggest.

Senator CuRTIs. The carriers do not think it will.
Mr. COHEN. Pardon me?
Senator CurTis. The carriers do not think it will.
Mr. COHEN. Neither do we, Senator. We are inclined-
Senator CmRIs. The rapid amortization.
Mr. COHEN. But we are not inclined to think that the investment

credit would solve the problem either.
The problem is that there are not sufficient boxcars at the time to be

available in the particular areas that want them. Any provision which
would increase the number of cars by 50,000 which, as I understand it,
is the shortage at harvest time, and allocate those boxcars at that par-
ticular time to the grain areas would tend to solve the problem, but in
order to succeed you have got to increase the aggregate number of box-
cars and allocate them into the areas where they are needed at the
particular time. Our concern is whether this method is worth $100
million in revenue-whether it would solve the boxcar shortage prob-
lem. It would be of benefit only to the profitable railroads which have
a tax liability.

Senator CuRTIs. Your $100 million, that does not take into account
any recouping by reason of additional employment, income taxes of
individuals who build these cars, and so on.

Mr. COHEN. No, that would not take that into account. I do not know
that such factors would produce any additional revenue because the
salaries would be deductible by the employers and included in the in-
come of the employees who would probably be in a lower tax bracket.

Senator Cu-RTs. Full employment does make more revenue.
Mr. COHEN. Oh, yes; I appreciate the overall impact on the

economy.
CAPITAL GAINS ON LIVESTOCK

Senator CuRns. Now, what changes do you propose with respect to
capital gains on livestock as contrasted to the present law?

$&se 0-4"-t. 1---2
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Mr. COHEN. There are several provisions. The holding period that
is required now is I year. The House bill would change it to 1 year after
the animal is normally put into service.

As we discussed earlier, if the holding period generally is kept at
6 months, we would be prepared to accept 6 months after the time when
the livestock is normally put into service.

Now we would rquire the maintenance of what we call an excess
deduction account, which would be invoked in the case of persons, un-
der our recommendation, who have more than $25,000 of adjusted gross
income from nonfarm sources. It would therefore not affect the aver-
age farmer because he does not have $25,000 of income from off the
farm.

If he had losses for a year in excess of $15,000, any capital gains
that he would otherwise have on the sale of the livestock would have
to be reported as ordinary income until he had made good that excess
loss. It is a recapture provision comparable to the recapture of depre-
ciation on personal property.

Senator Cusrs. Roughly, how much revenue is involved?
Mr. COHEN. On the excess deduction account for farm losses, $50

million under our recommendation. It would affect, I think, 9,300 per-
sons, and those persons have an average farm loss of about $44,000.

Senator CuRTIs. Then it is safe to say that with respect to the,
with the exception of the holding period, there is no change in the
capital gains treatment of livestock unless they are using farm losses
to offset other income.

Mr. COHEN. I think that is, in general, true. The problems come
from using farm losses to offset other income.

Senator GORE. Would the Senator yield? I do not think the Secre-
tary has given a correct answer there.

Mr. COHEN. The answer was as to the effect generally, Senator, and it
is not true in the specifics, but I was trying to give a generalized
answer.

There is an effect from the change in the capital gain rule generally
that would apply to other taxpayers, also. The excess deduction account
provision to provide for capital gains being changed to ordinary
income would apply only to persons with more than $25,000 of outside
income, so it would apply to 9,300 persons.

Sen,.%tor GORE. That is adjusted gross, though.
Mr. COHEN. Pardon me?
Senator GORE. That is adjusted gross, outside income.
Mr. CoHE.N. It is nonfarm adjusted gross income. That would in-

clude all business deductions. That is not gross income, that is adjusted
gross income, so any nonfarm business expenses could be taken off.

The only thing that would not be taken off would be personal deduc-
tions. It would apply to a taxpayer only if he had $25,000 of nonfarm
adjusted gross income, and then it would only affect him if he had
capital gains from the sale of livestock or orange groves or whatever.
He would only have to restore to ordinary income at the time of sale
amounts of previous losses that had exceeded $15,000 in any year.

Also. there is another provision that net farm losses on a cash basis
would be trgeated as an item of tax preference, so that if the net farm
loss together with other preferences represented more than half of a
prson's income, the person would be affected by the limit on tax prefer-
ences.
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Senator CtrwTis. Now, one other question, and I am not trying to
exhaust the agricultural thing at this time, because before we are
through with this bill we will go into it further. What changes in
present law do you recommend in the field of, in the area of, lumber
cutting so far as the lumber people are concerned?

EFFECTS OF THE BILL ON TIMBER

Mr. COHEN. Well, the incorporated lumber companies would be
affected by a raise in the corporate capital gains tax rate from 25 to
30 percent, and that is an increase of 20 percent in their tax.

Senator CURTIS. That is for them and not for all capital gains.
Mr. COHEN. That is for them.
Senator Cu-ris. Taxpayers.
Mr. COHEN. That is for all corporations.
Now, this would be applicable to all corporations on all their capital

gains; it would include timber since timber receives a capital gain
treatment under present law.

Senator CURTIS. Yes.
Mr. COHEN. Now, individuals under our recommendation would still

be entitled to a limited amount of capital gains at the old 25-percent
rate, just as the corporations would be entitled to the 25-percent capi-
tal gains rate on the first $50,000 of income under our suggestion.

But if individuals have very large capital gains in relation to their
ordinary income, whether they were from the sale of timber or from
securities or real estate, the tax could go up, in effect, to 32y2 percent.

Senator Cmns. That would come under the LTP.
Mr. COHEN. It would just go up to the 321 2-percent rate under this

bill-half of the capital gains would be included in ordinary income
and the top rate would be 65 percent.

Senator Cu Tis. That is under your sections dealing with the limited
tax preference.

Mr. COHEN. Well, it is based on that concept, but we have provided
a separate rule for the capital gains so that it could be more readily
calculated-the theory is the same.

Senator CURTIS. Those are all the changes in reference to timber?
Mr. COHEN. Yes, sir; except there is, I think I mentioned earlier,

one thing in the House bill dealing with the dividing line between
short-term holdings and long-term holdings. Under the bill it was
changed to 1 year, and we are recommending that the holding period
be changed back to 6 months, but we would- calculate that 6 months
from the start of the year just as is in existing law.

There is also a change in the bill as to the starting point for the hold-
ing of timber, and we would suggest returning to the precise provisions
of the existing law.

Senator CuTIs. You are still talking about timber?
Mr. COHEN. Still talking about timber. There is a special holding

period rule with respect to timber.
Senator OURs. Now, dollarwise, what increase in burden would you

place on the timber, according to your recommendations, not the
House?

Mr. COHEN. I would have to give you that, Senator. I can tell you
that the increase in the capital gains tax on corporations would
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range from $150 to $175 million, but what proportion of that is with
respect to timber I cannot at the moment tell you, but I will submit
it for the record.

Secretary KENNEDY. Submit it for the record.
(The information supplied by the Treasury Department on this

matter follows:)
In 1965, the last year for which data Is available, corporations reported $2,486

million of long term capital gains taxed at the 25 percent alternative rate. The
lumber and wood products industry and the paper industry reported $443 million
or 18 percent of this total. We thus estimate that approximately 18 percent or
$31 million of the $175 million increase in capital gains tax on corporations would
be paid by the timber industry in 1970 if the alternative capital gains rate for
corporations is Increased to 80 percent.

Senator Cumrrs. Other than that, is there something else?
Mr. COhEN. There would be some increase in capital gains on some

sales of timber by individuals if their capital gains were very large
in relation to their ordinary income. But since we would permit at
least $140,000 of capital gains for a married man, the average farmer
who would be cutting timber off of his land would not be affected.

FARM COOPIRATIVES

Senator Ctnrris. Now, Mr. Secretary, do the provisions in the House-
passed bill relating to farm cooperatives raise any additional revenue
over present lawI

Secretary KENnEDY..No. The provisions of the House-passed bill re-
lating to farm cooperatives do not raise any additional revenue over
present law. Its primary purpose is to assure the individual patron
that the cooperatives will make increased payments within a definite
period of time.

Senator Ctwns. Is it true that under present law all of the income
of the farm cooperatives is taxed to someone; that is, either to the
member, patron, or the cooperative itesIf I

Secretary KENwEDY. Yes. Under present law, all of the income of
the farmer cooperative is taxed either to the patron, shareholder, or
the cooperative itself.

In determining taxable income under present law, cooperatives are
permitted a deduction (or exclusion) for patronage dividends paid
in money, qualified patronage allocations, or other property (except
nonqualified allocations). They also are permitted a deduction (or
exclusion) for qualified per unit retain certificates (that is, certificates
issued to patrons to reflect the retention bv the cooperative of a portion
of the proceeds of the marketing of products for the patrons, com-
puted on the basis of units of products marketed). A patronage allo-
cation or per unit retain certificate is qualified-and therefore not
taken into account by the cooperative--only if the patron consents to
take it into account at its face value as income in the year in which the
certificate is issued. Thus, in general, a cooperative is not taxed on
patronage allocations or per unit retains only if they are taxable to
patrons.

If a patronage allocation or a per unit retain allocation is not a
qualified allocation, it must be included in the income of the coopera-
tive in the year allocated, and the cooperative may take a deduction
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for this amount only when the nonqualified allocation is redeemed
in cash or merchandise. If at that time the cooperative is not able
to make use of the deduction, a refund may be obtained of the taxes
paid on this amount in the year the allocation was issued.

Senator CURTIS. Part of my time was consumed in yielding to the
distinguished Senator from Tennessee, so I will ask one more question.

I was in the House of Representatives when we chose to tax the
salaries of State officials.

Mr. COHEN. That would have been 1939.
Senator Crwris. Yes. My recollection is that that, bill carried a

waiver permitting the States to tax the salary of Federal officials. I
have not checked bck on the books-

Mr. ComNx. That is correct.
Senator CURTIS. I am just reaching back 30-odd years.
Mr. COHEN. I think that is correct, Senator.

TAXING INTEREST ON FEDERAL BONDS

Senator CURTis. Are you willing to do the same thing in reference
to tax on municipal bonds, to give the States authority to tax the
interest on Federal bonds?

Mr. CoHEN. I think if we were taxing the interest on the State se-
curities that this would be appropriate.

Senator CURTIS. If we didit directly.
Mr. CoHEN. If we did it directly, I think it would be appropriate.
I might say, Senator, that in the effort to simplify the income tax

returns of States, it would be a great deal simpler if they could use the
same base its is used for Federal purposes, but today when you try to
conform the State law to the Federal law you always have to make an
adjustment for the two types of bond interest.

Senator CRTIs. My final question can be answered yes or no, and
I will ask why, and the why can be put in when you revise your state-
ment because of time.

ABOLISHMENT OF UTNLIMITED ('HARITABLE DEDUTIfON

Does the Treasury Department favor the abolishment of the un-
limited charitable deduction?

Mr. CoHEN. Yes, we do.
Senator CURTIs. All right.
In your-when you revise-I won't take time for a philosophical

discussion now, but I would like to know why.
Mr. COHEN. Well, I think I can state it very simply. We did not

recommend precisely the provision that is in the bill, but we felt we
should do so under the principle that everyone should pay some tax,
and while as these funds benefit charity and education, we still thought
that the charitable or contribution deduction should not be available to
the extent that, a person did not contribute something to the support
of the Federal Government.

Senator CURTIS. Going down to 50 percent is quite a bit.
Mr. ConEN. We recommended a different rule, which I will elaborate.

We wanted to be sure it could not be used to the extent that a person
could eliminate tax on 20 percent of his income, and I think roughly
the bill reaches the same result in a different way.
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Senator CbRms. Yes.
Mr. COHEN. I will expand that in the record, sir.
Senator CURTIS. Thank you.
(The Treasury Department subsequently supplied the following

additional information:)

TREASURY POSITION ON UNLIMITED CHARITABLE CONTRIBUTIONS DEDUCTION

Under present law, the charitable contributions deduction for individuals
generally is limited to 30 percent of the taxpayer's adjusted gross income.

An exception to this general limitation allows a taxpayer an unlimited charita-
ble contribution deduction, if in eight out of the ten preceding taxable years
the total of the taxpayer's charitable contributions plus income taxes exceeded
90 percent of his taxable income.

The unlimited charitable contributions deduction has allowed a small nuin-
ber of high-income persons to pay little or no tax on their income. Approxi-
mately 100 persons utilize the unlimited charitable deduction and this was
the major factor in eliminating taxes for 49 of the 154 individuals with adjusted
gross income in excess of $200,000 who paid no tax in 1966. In the great majority
of these cases, the bulk of contributions consists of appreciated property, pri-
marily securities. Because no tax is imposed upon this apprecnation and because
the individual is able to deduct the full value of the contributed property from
income, the 100 unlimited givers usually pay little or no tax on their current
income, even though such income is actually retained by the taxpayer.'

The Treasury believes that while it is important to encourage charitable
giving, it is unacceptable to allow a few individuals the option to choose be-
tween supporting the Government and supporting charity. Some contribution
to the support of the Federal Government should be required from all persons
with substantial income. Thus, we originally recommended to the Ways and
Means Committee that the present unlimited charitable deduction be limited
so that it could never relieve the taxpayer of paying tax on at least 20 percent
of adjusted gross income. At the same time we recommended that the present
normal limit on charitable contribution deductions be raised from 30 percent to
50 percent. The House accepted the latter recommendation and voted to termi-
nate the unlimited charitable contribution deduction. The net effect of the
changes voted by the House is quite similar to that which we recommended
(since under the House rule other personal deductions csn ba taken in full) and,
accordingly, we have now recommended its acceptance. The result in the House
bill, taking into account the Increase in the general limitation on the deduction
to 50 percent, is that charity can remain an equal partner with respect to an
individual's income, but charitable contributions no longer will be allowed to
reduce an individual's tax base by more than one-half. In view of the fact that
it takes a number of years for a taxpayer to qualify for the unlimited deduc-
tion, we believe it is appropriate to remove the unlimited deduction gradually
over a 5-year period.

The CHAIRMAN. Senator Miller.
Senator MIUzR. Thank you, Mr. Chairman.

COOPERATIVES

I would like to touch on the subject of cooperatives briefly. As I
understand it, your position is to support the House bill insofar as the
payout within 15 years provision is concerned, but you recommend
deleting the extra 30 percent and the phase-in over a period of time.

Mr. COHm. That is correct, Senator.
1 For example. in a recent yeer an Individual who qualified for the unlimited charitable

deduction had net income of $9.7 million before deduction for charitable contributions.
He did not contribute any of the components of this Income to charity. Instead, he
contributed securities which originally cost him $460,000 and which had greatly ap-
preciated in value to more than $0.7 million. As a result of the deduction generated by
this donation, he paid no tax on his $9.7 million of income and no tax on the appreciation
that was reflected in the present value of the donated securities.
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Senator MILLER. Now, looking at the House rationale of the 15-year
payout, on page 168 of the House report, at the middle of the page, it
re ites the following:

The consent of the patron to be taxed on a qualified patronage allocation or
qualified per-unit retain may be made in one of three ways: For members of the
cooperative, consent may be given merely by becoming or continuing as a member
after the cooperative has provided in its by-laws that membership in the co-
operative constitutes such consent. Such a comment cannot be revoked as long as
the patron Is a member. A second form of consent, which may be used both for
members and non-members, is a written consent given by the patron before the
end of the year In which the patronage occurs. This consent applies in subsequent
years until revoked in writing. A third form of consent, also applicable both to
members and non-members, applies In the case of a patronage dividend if no
other consent has been obtained. The cooperative gives the patron a qualified
check for part of the patronage dividend. The check contains a statement that its
endorsement and cashing constitutes consent of the patron to include the full
aniount of 'the allocation referred to In the check in income.

Then further down on that page the House Ways and Means Com-
mittee gives its rationale by saying:

Qualified patronage allocations and qualified per-unit retains may be con-
sidered as amounts distributed by the cooperative to its patrons and re-invest,.d
In the cooperative as capital. However, under the methods of consent described
above, the patron often does not have an independent choice between investing
each patronage allocation or per-unit retain allocation in the cooperative or
retaining it for his own use.

I can understand that statement very well because it has been cited,
for example, in some cases that if you have a bylaw in a cooperative
and a member comes in, a prospective member comes in. and becomes
a member, automatically he is bound, and he is bound until he with-
draws from the cooperative.

However, I think that there are a great many cooperatives, and
especially some of the smaller ones, where we might avoid some hard-
ship which could exist from the 15-year payout requirement and, at
the same time, satisfy the control concept which appears to be lacking
at least in some instances, as recited by the House Ways and Means
Committee, and I was going -to ask if an amendment to section 531 (a)
of the bill, which would appear at page 310 of the bill, the cooperative
section-might be appropriate. Section 531 starts at page 310, 531 (a),
and it goes into the 15-year payout, and I am wondering if at the end
of that you might satisfy the principle involved here with a proviso
which would read substantially as follows:

Provided, that the foregoing-

The 15-year payout requirement-
provided that the foregoing shall not, apply where a majority of the cooperative's
patrons have voted at an annual meeting or by annual written authorization
in favor of retention by the cooperative of patronage allocations which other-
wise would be required to be distributed to the patrons.

I make this suggestion because I do recognize the principle that
the House Ways and Means Committee was trying to satisfy.

I think the suggested proviso would substantially satisfy, especially
in the case of your smaller cooperatives, and I can see hardship loom-
ing up in the case of many cooperatives under a harsh 15-year payout
requirement, I am wondering if this might. satisfy the Treasury
Department.
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Secretary KENNEDY. I think, Senator, that is worth looking into
very carefully, and we will come back to you, but it sounds to me like
it has some merit. I will ask for Mr. Cohen's thought on this matter.

Mr. COHEN. I think, generally, Senator, we are inclined to agree
that that would be acceptable as long as it is understood this would be
an annual vote or an annual authorization. But we would like to
consider it further. Our present inclination is to think that that
would be acceptable.

Senator MIuLAR. Then you will let us know later, and if you have
an suggested language other than this, we are certainly open for it.

fr. COHE.N. Yes.
Senator MILLER. I am trying to satisfy a principle which is involved

here and, at the same time, avoid what could be undue hardship.
Mr. COHEN. Yes.

FARM LOE

Senator MILLER. I notice that the Treasury Department in the case
of farm losses generally goes along with the House approach, except
that the House bill provides that nonfarm adjusted gross income in
excess of $510,000, and farm losses in excess of $25,000 in the area under
attack, and your approach is to put the area subject to attack of
$25,000 nonfarm income, and $15,000 farm losses; is that correct?

Mr. CoHEN. That is correct, Senator. We made this recommenda-
tion to the House Ways and Means Committee in April, but without
any requirement of outside income, and made it applicable in the
case of losses exceeding $5,000.

The committee put the outside income limitation in and raised the
loss level to $25,000, and we are suggesting $15,000 as the loss limit,
and $25,000 as the outside income limit.

Senator MILLER. Why do you change your mind from the House
side of the Capitol to the Senate side of the Capitol ?

Mr. COHEN. Well, we tried to reach agreement in the Ways and
Means Committee in a number of respects.

I think that we were concerned from the standpoint of not. being
unduly burdensome on farmers generally, and we think that from a rev-
enue standpoint we can go up to $15,000 without serious effect. The
change would exempt from the operation of the rule a great many per-
sons with small farm losses.

In addition, I might say, that in the hurry with which we were
operating in April-I might say I took office on March 11 and we
presented these proposals on April 2-2-we had not had time to run
the computer on them. We later did run a computer so that we
now know a good deal about the difference between a $5,000 or $10,000
or $15,000 or $25,000 limit, and on the basis of the computer run we
are now satisfied that $15 000 would prevent the larger amount of the
abuse. We did not have that detailed information on April 22.

Senator MILLER. What is the rationale of $25,000 nonfarm income?
Why not make it $15,000 on nonfarm income or why not make it un-
limited nonfarm income where it represents wages and salaries earned
by the farmer and his wife who have to work off the farm probably to
make ends meet in many cases I

Mr. COHEN. Well, I think, perhaps, the thought, Senator, would be
that only if a person has more than $25,000 of outside income is he
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likely to be operating the farm for the tax advantages that would be
involved.

If a person has less income than that from outside sources his rate
of tax is sufficiently low that he cannot be using the tax benefits to
finance the venture.

On the other hand, when one goes above some limit his tax rate
becomes so high that, in essence, he finances his losses out of his tax
saving. The limit is a matter of judgment, and no one can say 25,000
as against 30 or 20, but we made an effort to put the limit at a range
where the tax rates would begin to get high enough that you could con-
clude that the farm loss is affected by his tax considerations.

Senator MILLER. Well, there is a principle involved, isn't there?
Mr. COHEN. Yes.
Senator MILLER. Regardless of the amount that you set, but I take

it that what you are looking at is looking at the area which makes
it really worthwhile from an administrative standpoint-

Mr. COHEN. Yes.
Senator MILLER (continuing). To draw the line.
Mr. COHEN. Yes.
In this instance we are talking about the difference between ordi-

nary income rates and capital gains rates, and they tend to become
more important as you go up the tax brackets, and we were also
trying to-

Senator MILLER. I would like to make a comment on that point.
I realize that is a factor, but I suggest to you there are other situa-

tions where capital gains are not particularly involved, and this rep-
resents an unfair competition between the farmer, on the one hand,
who has to rely 100 percent on his income from his farming opera-
tion, and another farmer down the road who does not have to worry
too much about that because he has outside income that he can write-
off the farm losses against.. He does not have to fight for higher prices
or for lower cost production like the first farmer does, and this con-
stitutes a very irritating means of unfair competition which, I must
tell you, many farmers, regular farmers, commercial farmers, and
especially smaller ones deeply resent.

Mr. COHEN. Well, this provision is applicable only in respect to
the difference between ordinary income and capital gains. This deals
with the possibility of having deductions against ordinary income
followed by capital gains on the sale of livestock or orange groves.
Beyond that we would include the farm losses as a preference in our
limit on tax preferences and our allocation of deductions provisions.

Senator MILLER To what extent would you include those?
Mr. COHEN. Pardon me, sir?
Senator MILLER. What extent would the farm losses be included in

the LTP, the full extent?
Mr. COHEN. Full extent.
Senator MILLER. No $15,000 minimum on that?
Mr. COHEN. No, sir; that is right. And, moreover, there is a pro-

vision in the bill to strengthen the hobby loss provision materially
and that would have an effect on this question of competition between
the commercial farmer and someone who would be in it for the tax
advantages.
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Senator MILLER. Now, I would like to wind up my questioning on
this subject of tax-exempt interest which is troubling everybody.

First of all, let me start out this way: how much additional revenue
do you estimate we will receive from the allocation of deductions
provision?

Mr. CoHEN. In total for all the items that go in it?
Senator MILLE. Yes.
Mr. COHEN. It would be, under our proposal, $480 million, and under

the House proposal, $460 million.Senator Miu t. All right.

Now, of that $480 million, how much would be attributable to the
tax exempt interest?

Mr. COHEN. $45 million. I guessed earlier, $50 million, and the figure
that has been handed to me since shows $45 million.

Senator MILER Well, $45 million or $50 million will suffice.
Mr. COHEN. Yes; roughly.
Senator MILLER. Now, earlier I believe you testified that the amount

of revenue that would be obtained from individuals by putting tax-
exempt interest into the LTP would be in the neighborhood of $25
to $30 million; is that soI

Mr. COHEN. Yes. I am now told that out of the $85 million for LTP
in the House bill, $35 million is estimated to relate to tax-exempt in-
terest, a little bit higher than I gave it to you.

Senator MILm. All right.

TAX-EXEMPT MUNICIPAL BOND INTEREST

I do not like to return, Mr. Secretary, but in your testimony you
stated this morning that there was a possibility of adverse repercus-
sions in the market if we put this into LTP but, at, the same time,
you recommend that we use the allocation of deductions rule and no
10-year phases at all.

As I see it, you have recommended a provision that will drain out
$50 million of revenue through tax-exempt municipal bond interest,
but you are not willing to recommend what will only take out $35
million. It seems to me that the market effect, and I think some of my
colleagues are concerned about it, the market effect on the allocation
of deductions would be more severe, although I cannot get too excited
about either one, frankly, but it would seem that the market impact of
doing what you recommend would be more severe than to put the
tax-exempt interest in the LTP like the House has done.

Secretary KENNEDY. I think, Senator, it is largely a matter of the
psychological impact from the inclusion of tax-exempt interest in the
LTP because that is considered more of a direct tax.

In the allocation of deductions, the market has not taken that to the
same extent as a foot in the door of taxation of tax-exempt securities.
Dollar wise, you are perfectly right, but in either case it is not a very
large figure in relation to the total of income.

Senator MILLER. That is why, as I say, I cannot get very excited
about either one, and I have a feeling that while I understand the
touchiness of people on this subject, and especially on some of the
Members of Congress who have been recommending abolition of tax
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exemption of this, I can understand the concern of it, but when we
get down to a little tiny point like this, maybe somebody is talking
about the head of the camel under the tent-I have always felt if the
head of the camel should get under the tent let it get under the tent,
and that is where it will stay, and especially where we have this
public reaction to some people who are not paying any income tax
on a substantial amount of income.

Well, do I understand, Mr. Chairman, we will have an opportunity
to continue questioning tomorrowI

The CHARMAN. Yes. We will meet again at 10 o'clock tomorrow.
Senator Miu m. I have several questions in the area of percentage

depletion, and I would rather carry them over until tomorrow.
The CHAIRMAN. I think, Senator, the time has just about expired

for today. I have inquired of Senator Fannin what his thought would
be, and his feelings are about the same as mine--that we have put the
Secretary through a pretty exhausting grilling today, and Senator
Fannin would be willing to withhold until tomorrow, and I am willing
to withhold mine until tomorrow, unless you want to ask another ques-
tion or two, Senator Miller. So then we will start with Senator Fannin
tomorrow.

Senator MILLEH. I have several questions on that subject, and I will
use my full 10 minutes tomorrow or a little more, so I would rather
wait until tomorrow.

The CHAnRMAN. Fine. We will count on you for your turn the next
time, and then we will go to Senator Fannin.

We will adjourn until 10 o'clock tomorrow.
Thank you, Mr. Secretary and Mr. Cohen and your assistants. You

have been most helpful and most cooperative, and I think you have
earned your money today. I recommend you for a pay raise, in fact

Secretary KENNEDY. Even after taxes? [Laughter.]
(Whereupon, at 5:20 p.m., the hearing was recessed, to reconvene at

10 a.m., tomorrow, Friday, September 5,1969.)
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The committee met, pursuant to recess, at 10 a.m., in room G-308,

New Senate Office Building, Senator Clinton P. Anderson presiding.
Present: Senators Long, Anderson, Gore, Talmadge, McCarthy,

Hartke, Fulbright, Byrd, Jr. of Virginia, Williams, Bennett, Curtis,
Miller, Jordan of Idaho, and Fannin.

Senator ANDERSON (presiding). When we terminated, we were ready
for Senator Fannin's questioning.

Senator FANNIN. Thank you, Mr. Chairman.

CAPITAL GAINS TAX

Mr. Secretary, we all know there is a great need for capital today,
and of course there will be in the future. And over the years capital
pains have provided a great deal of this capital, especially for small
business enterprises.

Are we not in this legislation really taxing capital in many
instances?

STATEXMff OF HON. DAVID X. ENEDY, SECRETARY OF THE
TREASURY; ACCOMPANIED BY CHARIS E. WALKER, UNDER
SECRETARY OF THE TREASURY; EDWIN S. COHEN, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY; AND JOHN I
NOLAN, DEPUTY ASSISTANT SECRETARY FOR TAX POLICY-
Resumed

Secretary KENNEDY. Yes. The House bill creates an imbalance be-
cause 'it gives a preference to consumption as against capital forma-
tion. That is the reason, Senator, that we decided to make the rec-
ommendation that we go back on capital gains to a 6-month holding
period and to the 25-percent maximum rate, except for certain large
capital gain cases.

Senator FANNIN. I certainly commend you for that, and I feel espe-
cially in small businesses--I happened to have been in a very small
business--we were dependent upon this source of capital.

Secretary KENNEDY. Well, not only for small but for all businesses.
We are in a country where we have capital-intensive industries; we
are in a country where in order to compete with the rest of the world
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we have to have plant and equipment, and our businesses have to
have the most modem equipment because we are in the most highly
sophisticated fields.

Senator FANNiN. Thank you, Mr. Secretary.
Do you not feel that there is a significant difference between taxing

income derived from trading in assets and taxing-for instance, an
individual who has built up a business and makes a one-time ale of
that business? Is there not a need for a provision to protect a business-
man who, say, has to grow up during the years and may not even
exceed the depreciation, may not even exceed what has come about as
far as inflation, but still he is taxed where his purchasing power has
not increased ?

Secretary Kr~wwY. Well, I think that is right, and that is what the
capital gains tax intends to do, to help them build a business or to hold
their investments for a period of time.

Senator FANNIN. Well, I was just wondering, Mr. Secretary, you
still might want to amplify. After capital has been held for a period
of time, say 3 or 4 years, I think time is an element involved, would
it be proper to deescalate the percentage of capital ins tax?

Secretary KENNEmy. There have been such proposals for longer hold-
ing periods. Maybe Mr. Cohen would like to comment on that.

Mr. COHEN. Senator Fannin, we have put in a 5-year averaging pro-
vision with respect to the capital gains tax proposal that is contained
in our recommendations filed with the committee yesterday. It will be
a considerable help, for example, to a person who would :have a very
large gain once in a 5-year period, for example. We have given con-
sideration-and I think the House Ways and Means Committee has
given consideration-to the possibility of a further reduction for long-
term holdings. Not simply a more than 6-month holding but a lower
percentage for a holding of, say, 5, 10, or even 20 years has been
mentioned. In the total circumstances of our present recommendations,
we did not feel that such a provision was needed; but it certainly is a
matter thatshould be further considered.

Senator FANmN. Well, in fairness then you feel deescalation would
be proper. I said 3 years. It might be 10 years, or, as you say, 15 or 20,
but certainly it seems unfair to me that a person should hold an asset
for that length of time and maybe not have any appreciation as far
as purchasing power but still be taxed on it.

Mr. COHEN. Yes. The Ways and Means Committee gave considera-
tion to a more graduated form of capital gains taxation in which there
were four or five different categories of holding periods: More than 6
months, more than 2 years, 5 years, 10 years, and so forth, with the rates
scaled down for longer holding periods, in fact, that system was ac-
tually in effect in the 1930's. But it was considered a bit too complicated
for the tax returns because there were so many categories of capital
gains. Hence it was deleted in favor oi the present system in 1942, prin-
cipally out of regard to simplicity.

Senator FANNIN. Of course, simplicity seems to have been forgotten
in this bill. Complexity seems to take over, but especially I am talking
about the House version, and I think you have done a great deal, of
course, in improving it.
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Has any study been made to determine the actual operations of the
12-month provision as compared to the 6-month provision on capital
gains? In other words, a comparison there. I am concerned that we ma
be reducing rather than increasing revenue to the Government. ;e
may also be affecting liquidity as far as banks are concerned or others
are concerned?

Mr. COHEN. Well, Senator, our recommendation to the committee
was that there be no change in the holding period.

Senator FANNIN. I realize that, and I am very much in favor of
that.

Mr. COHEN. We did give consideration to the provision in the House
bill. We have information with regard to holding periods in the year
1962. The Treasury Department and the Internal Revenue Service
made a study of holding periods with respect to securities where, I
think, the holding periods were particularly important, and found that
there is some increase in sales in the 6th and the 7th month but
you do find considerable sales also in the 8th, 9th, 10th, 11th, and 12th
month.

My recollection is that under the House bill, there would oe a reve-
nue gain of approximately $150 million from extending the holding
period from 6 to 12 months, this was arrived at by first assuming that
there would be no change in the pattern of realizations, and then giv-
ing 50 percent effect to it. We were assuming there would be some slow-
ing down in realizations between the 6th and the 12th month to reduce
the revenue effect by half.

On the other hand, it could be argued that there would be such sub-
stantial delays in realization or curbs on investments that we would
get no revenue from it.

Senator FANNIN. Well, that is what I was concerned about.
Mr. CoHEN. I think our ultimate consideration was that the revenue

that would be derived from the House provision was not commensurate
with the possible adverse impact from discouraging investment and
from decreasing the activity and freedom of the market. I think we
were concerned that an increase from 6 to 12 months in the holding
period for investments would have a serious adverse effect on mobility
of capital.

Senator FANNIN. Well, thank you very much.

FOUNDATIONS

I was wondering, on another subject, we have had considerable dis-
cussions about foundations. Do you think there will be more damage
than gain through foundation divestiture of all stock held above a
20-percent ownership ?

Mr. COHEN. We thought, Senator, that this was, in balance, a de-
sirable move. I think there can be judgment us to whether the line
should be 20 percent., 25 percent, or whatever, but, we were inclined to
feel that the foundations ought not to be used s a shelter for retaining
control of a business organization, and we made a recommendation
that the normal amount that could be considered should be 20 percent
because that did not seem to involve elements of control of the busi-
ness, but we provided that the amount could go up to 35 percent if
there was not, in faet, control.

Senator FANiNu. I agree.
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Mr. CoHEN. The House bill went a little furtlho than that. We
thought of doing it on the basis that the managers of the foundation
should be independent from the managers of the corporate business.
You could prohibit interlocking directorates, for example. But it was
concluded that this was not, sn appropriate solution, and so we came
back with this recommendation.

Senator FANNIN. Well, having quite a few illustrations of how
damaging this could be, I am just wondering if there is not some
other anyroach. I know you have stated your objective in preventing
self-dealing and self-contributing to control of the corporation, I
know it has been stated to hold the profits down and things of that
nature, but still are we not talking about the exceptions? Are there
not many illustrations to be given where there would be a great inequity
created where the foundation is abiding by the law and regulations,
and are contributing greatly to specific educational programs or
charity, and here we are placing a barrier in their path, and I do not
see what you are 'aining. It does not seem to me to be justified.

Mr. COHEN. Well, we did not see where the inequity would be in-
volved, Senator. Since Congress has given complete freedom from
taxation to foundations it is a question of whether that freedom
should be used to control operating business corporations for an in-
definite future. Is it a wise policy for American business to have
operating corporations which are competing with other privately
held, corporations in the control of tax-exempt organizations? Ob-
viously, they will not have the same pressures operating upon them
in the conduct of their businesses as those that are held by taxable
shareholders. There has been a good deal of complaint about this, and
from the standpoint of equity in the tax structure, we did not think
the control should be allowed to be retained for more than a transi-
tional period in foundations.

Senator FANNIN. Well, I just cannot, aaree in these instances that
just because there is some control that there is necessarily a situa-
tion involving unfair competition.

Now, the money that, is made by the corporation is paid out; that
is, it is given to these charitable organizations or to schools, or what-
ever it might be, that are eligible. So where do we really have the area
of competition entering the picture?

Mr. CoHiN. Well, I think these organizations are under different de-
grees of pressures from their shareholders, from those that are publicly
held or privately held corporations whose shareholders are subject to
tax.

The tax benefit is given because it. is in the public interest.. The public
interest is satisfied from the devotion of income to the public need.

Senator FANNIN. I understand.
Mr. CoHEN. But if this continues, we will have a very substantial

portion of business activity in the control of nontaxable, permanent,
perpetual foundations.

Senator FANNIN. But you are requiring them in this bill to distribute
an amount equal to 5 percent of the market value of its assets to charity
regardless of its income, so you are putting some requirements there
and, of course, this could mean in some instances even an invasion of
capital, could it not?
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Mr. COHEN. Yes. It was realized that that could be true if the founda-
tion had, say, only a 4-percent return, it would still be required to dis-
tribute 5 percent.

On the other hand, it had been considered that with equity invest-
ments in particular, the total of appreciation in values and recurring
income would exceed 5 percent.

Senator FANNIN. Well, understand that I am not in disagreement so
far as placing the business in an advantageous position over another
free enterprise program, but I am concerned with so many of the com-
panies that are not really more competitive because of being operated
by a foundation and I think -there are many in that position. I do not
know how we are going to have a formula that could take care of the
ones that are operating, as I say, on the same basis practically as the
free enterprise organizations I am just wondering if there was some
other formula that you can come up with. I trust you will give fur-
ther study to it if you can.

Mr. COHEN. We certainly will, Senator. There are illustrations of
fairly large complexes of corporations that are in the control of private
foundations, and this is a matter that has been given considerable
study.

Senator FANNIN. I understand.

MUNICIPAL BONDS

On the question of municipal bonds, much has been made in the
papers of the Nixon administration's willingness :) allow some large
individuals to escape taxation by the use of municipal bonds. In view
of this, I am wondering about the Treasury Department's attitude
toward this problem, which is one that troubles the American people
who feel that every American should pay some tax.

Secretary KENNEDY. There is no question, Senator, but that if a per-
son's entire income were from tax-exempt municipal securities, and the
interest would not be included in the LTP, that they would be free of
Federal taxation. As I pointed out yesterday, however, that is a very
rare case

On the other hand, we have the balancing consideration of two
items: One was the impact, of this kind of a provision, on the munici-
pal bond market, and we concluded that that was too disruptive and
really costly to try to take in those very few cases. I do not know pre-
cisely how many cases there are, but they are very few.

The other consideration, of course, was the constitutional question
which we discussed yesterday. However, the market, impact was the
controlling factor.

Senator FANNIN. I have heard from the Governors on that. All the
Senators have. They are mighty concerned about the actual impact
of this. But the individual will have a greater burden as a result
of this action. I know your position has been different than the House
position, but I am concerned about, it. Would not the provision of
the House bill, in taxing individuals on municipal bonds income, limit
the market for these bonds, to a great extent, to banks or financial
corporations? In other words, I know that you are as well versed
as anybody in the country on the effect the proposed change would
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have on the banks; and I am wondering if the provision in the House
bill would affect the liquidity of the market, considering that the banks
may want to sell these bonds at an advantageous time, but not be
able to find a market? Would that not create a problem for the
banks?

Secretary KENNEDY. To counteract that or to meet that problem in
part, the House bill provided an option for municipalities to issue
either tax exempt or taxable securities.

Senator FANNIN. Yes, I understand.
Secretary KENNEDY. And there would be a permanent appropria-

tion to provide a subsidy to cover the difference in interest on the tax-
ablebond.

We feel that municipal and State financing is very important and
necessary, and that there might be a better way to handle the need
than to have two classes of municipal securities, one tax-free and the
other taxable, and so we are in the process of trying to come up with
a proposal for marketing and purchase of these securities.

Senator FANNIN. Well, is there not a hazard in having taxable
bonds and then having the Federal Government in control of subsidiz-
ing the difference in the interest rates that would be involved?

Secretary KENNEDY. Well, there are many problems involved in
this. The principal one is to design the amount of the subsidy so that

... easury will be just about recompensed by the additional revenue
frzni taxation of the persons that have the securities. It would be the
deLf.- of the municipality, and they could use the debt for whatever
purpose they decided; we would not be guaranteeing the principal or
determining the validity, but we would be paying the differences
between the tax exempt rate of interest and the taxable rate of interest,
which was estimated to be between 30 and 40 percent.

Senator FANNIN. But to some extent this would be another, I think,
invasion of the State prerogatives. At least to the point where you
would be in control of the amount that would be subsidized, you can
to some extent make requirements that might be burdensome as far
as the State is concerned.

Secretary KENNEDY. You would have a real concern if we were
paying the subsidy and there was a default, on the obligation. That
worries me as a former banker.

Senator FANNIN. Yes.
Secretary KENNEDY. And I would want to be sure that an obligation

was sound if we were putting our name on it. So there is that feature
that at least the Secretary ofthe Treasury would be concerned about.
Default on an obligation that had some subsidy by the Federal Gov-
ernment would be quite a thing.

Senator FANNIN. Do I have any more time? Is my time up?
The CHAIRMAN (presiding). I believe you have a few more minutes

if you want to go ahead.

INVESTMENT TAX CREDIT

Senator FANNIN. There is the last question, which is on investment
tax credit. I have been very concerned although I realize the need for
doing something about this, Mr. Secretary. I know that previously
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you had made a statement that you were hoping that some other
means could be provided to give an incentive to it, and that would
allow us to modernize and to be competitive with the other countries
of the world. We know that in many countries they are in one way
or another assisting in modernizing the plants that are involved in
competition with us.

I would like to know how the Treasury views the situation of busi-
nesses which have made long-term commitments for the purchase of
capital equipment based upon the previous policy of an investment
tax credit.

Secretary KENNEDY. Well, I will let Mr. Cohen answer that. I think
we are being perfectly consistent in utilizing the phaseout when they
had a temporary suspension before, and the phaseout rule does give, I
think, adequate protection to those companies.

Mr. COHEN. Senator, the investment tax credit repeal provision al-
lows a transition rule so that any binding contracts entered into
before April 18 of this year will continue to carry the investment
tax credit when the equipment is installed. There are a number of
other transition rules also. For example, if a plant is more than half
completed, even though there is no contract for the purchase of the
remainder of the equipment, the remainder of the equipment will also
carry the investment tax credit.

On the other hand, it is true that if someone had planned a pro-
gram but had made no commitment for it, and was not in midstream
with respect to it, he would not get the investment tax credit.

On the other hand, too, we would propose a reduction in the corpo-
rate tax rate, and there are reductions in the individual tax rate so
that the person or the corporation will have the benefit of reduced tax
rates in the future.

IMPORTING AND EXPORTING OF JOBS

Senator FANNIN. Well, Mr. Cohen, I agree that we have a great
problem with it. We have heard some of the railroads-I know es-
pecially in my State we are concerned about refrigerated cars and
the shortage of cars, but I am very much concerned about the long-
term effect on jobs. Our competitive position is very, very important.
We are exporting jobs every day, and we are not following through
with what is being done by our competitors in the other countries of
the world where they are modernizing. And, certainly, we can look
to the copper industry as to what is happening with respect to imports
and exports. All this involves a tremendous number of jobs. That is
what I am worried about.

Mr. COHEN. Senator, we thought the two points of corporate tax
reduction will improve our competitive position abroad, and I want
to assure you that we are giving constant consideration, intensive con-
sideration, to the problems of exports so that we can encourage ex-
ports as much as possible in our tax and regulatory policies, and not
be in a position of exporting jobs. It is a matter of very high priority
in our considerat ions.

Senator FAxNiN. Well, thank you, Mr. Cohen. I know the Secretary
and you did state that you were lookilig for other means of handling
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this problem, and I know that you will follow through, and I coin-
mend you for that. But I am still concerned as to just what the overall
tax policy should be. We areill 4A pre.Carious position, and each day
we arel becoming less competitive, and so I do hope that we will h-ve
something done.

Now, I know that in the press this morning it was stated that the
2 percent that you would give, the one and one, which would be
involved in the tax on corporations, would more than offset the 7
percent, and I was trying to evaluate that. I could not get it. I just
could not figure out 2 percent where you see 7 percent. I realize-

Mr. ConuE.. They are applied to a different base of course. The
repeal of the investment tax credit would involve a revenue increase
to the Treasury of about $3.3 billion, of which $2.7 billion would come
from corporations. Thus, with respect to corporations there, would be
an additional tax from the repeal of the investment credit of $2.7
billion.

The 2 percent reduction in the corporate income tax would save the
corporations $1.6 billion. So there is still a net additional tax increase
to the corporations from these two moves alone of $1.1 billion.

Senator FANN . Well, thank you, Mr. Cohen. I am glad you brought
that out. It is very important. Thank you.

EXEMPTION TO FOUNDATIONS AND ALL OIARITABLE ORGANIZATIONS

Mr. CoHtEN. Yes, sir.
May I make one further comment with respect to our colloquy re-

garding the foundations and the control of businesses? I think I night
have added by way of analysis that. the law, as we saw~ it, gives the
exemption to the foundations and all charitable orginzations if they
are organized and operated exclusively for charity ble an, dctoa
purposes. The question is whether foundations which are in operating
control of businesses are being operated exclusively for charitable and
educational purposes or whether they do not necessarily become in-
volved in the control of businesses when they own at least a majority
of the stock of the business.

On the other hand, if they have a broad investment portfolio, they
will not be involved in the control and management of business
operations.

Senator FANNIN. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Let me explain the manner in which we will proceed

so Senators can make their plans. I know some of them are very busy
and some have things they must do.

Senator Talmadge has not had his first opportunity to interrogate
the Secretary of the Treasury nor has Senator Mc(Carthy. Senator
Jordan has not had his second turn nor has the chairman. So I would
propose that we would call on Senator Talmadge, then Senator Mc-
Carthy, and then we will call on Senator Jordan, and the chairman
will take his turn.

Senator Talmadge?
Senator TALMADGF. Thank you, Mr. Chairman.
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GASOLINE TAXES

Mr. Secretary, yesterday you recommended that the deduction of
State gasoline taxes should be repealed. You stated that it was essen-
tially a user charge. What, is the average deduction for gasoline taxes
on the income tax returns?

Secretary KFNNEDY. I understand that the tax saving resulting from
the deduction averages about $15.

Mr. CoHEN. I had understood, Senator, but I will check it in the
statistics of income, that the deductionL was in the range of $75, and
if you apply a 20-percent tox rate, you show a tax savings of about
$15.

Senator T.LMADGE. It seems to me that this particular recom-
mendation will negate some of the advantages of the tax reduction,
particularly in the low-income brackets. In my own State of Georgia,
and j imagine it is somewhat similar to other States in the Union,
we have a highly mobile society today. I know people that drive a
hundred miles round trip daily to get to and from work, and they
use 7 or 8 gallons of gas a day, and that, will amount to taxes of from
50 to 70 cents daily. If they cannot deduct that on their tax return,
it seems to me it would be quite burdensome on people of that nature.

I doubt the wisdom and the propriety of eliminating this tax deduc-
tion, and I certainly cannot support a provision of this kind. It would
seem to me highly doubtful that this committee or this Congress
would do so.

Do we levy taxes on any other tax obligations?
Mr. CoErx. Yes. It is my recollection, Senator, that in the Revenue

Act of 1964, the Congress eliminated deductions for all taxes except
certain specified taxes. One was the State income tax, another was
a general State sales tax. But the Congress had earlier eliminated
deductions except in a business setting of cigarette taxes and other
taxes. Telephone taxes are not deductible; that, is, the tax that is paid
by the telephone user or consumer is not deductible. The only deduct-
ile taxes other than real estate taxes, and I think personal property
taxes and State income taxes, would be general sales taxes and the
gasoline tax. The gasoline tax is the only special type of tax that
is still deductible.

Senator TALMADGE. Let me see if I understand you now. We do
not levy taxes on the ad valorem taxes they pay to States and
municipalities.

Mr. COHEN. Real estate taxes and personal property taxes are
deductible.

Senator TALMA,F. And we do not levy taxes on the sales taxes
they pay to the States.

Mr. COiFN. General sales taxes.
Senator TALMAIimE. Nor the income taxes that they pay to the States.
Mr. COHE.. Nor income taxes.
Senator TALMArMO- It. seems to me that this gasoline tax would

clearly fall in that category because utilization of gasoline today is
vital to the average American who is earning a living. I can see how
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they might do without cigarettes, and, in fact, maybe perhaps they
all should. I can see perhaps how many people can do without tele-
phones. It is a convenience, but in many instances it is hardly a neces-
sity. But if a man lives 50 miles from his job, it is absolutely
imperative that he have an automobile or some means of transpor-
tation to go to and from work. And it seems to me that this particular
tax would be imposing a burden on his right to earn a living for his
family.

Mr. COHEN. Well, Senator, if the man is a salesman or is required
to travel in connection with his work, he would be allowed the deduc-
tion for the gasoline taxes as he would be--

Senator TALMADGE. As a business expense.
Mr. COHEN. Yes; as he would be allowed the deduction of the cost

of the gasoline.
Senator TALMADGE. That is right. But what about a carpenter that

lived 50 miles from his job?
Mr. COHEN. Well, should we allow him the deduction of the cost

of the gasoline or just of the gasoline tax? The question is whether
there is a difference between the gasoline tax and the cost of the gaso-
line. Now, the gasoline tax is justified to be imposed upon the use
of gasoline because it is, in essence, a user charge. Those tax revenues
are devoted to the improvement of the roads and do not go into the
general revenue. Therefore, the issue is whether those taxes, the gaso-
line taxes, should be treated differently than the cost of the gasoline.
One could say that commuting expenses represent a business expense.

Senator TALMADGE. Well, let us take the carpenter now that is going
50 miles each way to his job to work on a building. At the present
time he cannot even deduct his gasoline, can he?

Mr. COHEN. That is correct, sir.

DEDUCTION OF THE TAX ON GAS

Senator TALMADGE. Do you recommend that, he cannot even deduct
the gasoline tax he pays on that gasoline?

Mr. COHEN. Well, if lie rides the bus or the train he can deduct no
part of that expense, and the only question is whether, if lie rides in an
automobile, he should be able to deduct only the gasoline tax. We have
never allowed him on a commuting expense basis to deduct. any part
of his cost of the gasoline or his depreciation and repairs on his auto-
mobile. If we were to treat that as a business expense, the entire expense
should be deductible not just the tax. But the bulk of this, I think, will
not be in the form of commuting expense but will be in the form of
pleasure use of automobiles.

AUTOS: PLEASURE OR BUSINESS?

Senator TALMADGE. I doubt if most automobiles are used for pleasure.
I have an idea most of them are used for business.

Mr. COHEN. Yes; but I said earlier, Senator, we would not disturb
the allowance of the gasoline tax when they are actually used in busi-
ness. The problem that you have posed is a case of the use of it in com-
muting, and we do not count that as a business expenditure.
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Senator TALMADGE. Let us get back to this carpenter now. I thought
you told me it would not be deductible. It is still a business. He lives
50 miles from where he is working on a building.

Mr. CoHEN. Yes.
Senator TALMAXI. He drives 50 miles in one way in the morning and

50 miles out that afternoon.
Mr. CoimEN. Yes.
Senator TALMADGE. A hundred miles a day.
Mr. COme. Yes, sir.
Senator TALMADGE. Let. us say his automobile gets 15 miles to the

gallon.
Mr. COHEN. Yes, sir.
Senator TALMADOE. That, is about 7 gallons of gas he is using daily

there to go to and from work, to make his living. Assume that the
average gas tax in the country is about 8 cents a gallon, maybe even
higher. Now, he could deduct, no part of that, could he? Neither the cost
of the gas nor the tax ?

Mr. COHEN. That is correct. We do not allow him to deduct the gas
or his tires or his automobile expense. The theory of the law-what-
ever its merit-has been that when a man lives away from his regular
place of business that his expense of getting there is a personal expense.

Senator TALMADGE. Do you not think he ought to be at least en-
titled to deduct the taxes that he pays on that gas ?

Mr. COHEN. Well, our view, Senator, is that there is no practical
difference between the. tax that he pays on that gas, and the cost of
the gas itself, so long as those taxes are dedicated to the improvement
of the highway. There, is no more reason to permit him to deduct the
gasoline tax than there would be for him to deduct the cost of the
gasoline or the commuter who goes by bus or train to deduct some
pro rata part of his expense.

DISTRIBUTION OF GAS TAX

Senator TALMADGE. Not all of that gas is dedicated to highways.
Most gasoline funds of most States go into the general funds appro-
priated by the legislature. Some of it goes for public health, some for
education", some for maintenance of courts, a variety of purposes.

Mr. COHFN. I understand from our statistical data that. less than
5 percent of the net State motor fuel tax receipts are allocated to
nonhighway uses, 3.9 percent. Now that varies from State to State,
Sehator, but most of the highway taxes--about 95 percent of the
funds collected from the gasolile tax-are spent for the purpose of
building and maintaining the highways.

Senator TALMADGE. I know it is quite a job--when I was Governor
of Georgia, we dedicated it for highway purposes but. we had con-
siderable opposition and I know some States put it into the general
funds, subject to legislative appropriation as they see fit, and some of
it does not go for highway purposes.

Mr. ComEN. Yes.
Senator TALMADGE. Now, another question.
Mr. COHEN. Could I just make one other point, Senator?
Senator TALMADGE. Sure.
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LOW INCOME ALLOWANCE

Mr. COIhEN. You are speaking of the lower income person. We have
had that. in mind to a considerable extent with our low income allow-
ance for a family of four: they would have no tax at. all up to $3,500
in this bill; a single person, no tax with income up to $1,700; and we
are liberalizing the standard deduction.

We are also giving rate reductions which in the lower brackets will
be well above 5 percent, and so except in the most unusual case there
will be a significant tax reduction.

Senator TALMADOE. Lt us take a case now if we want to use this
hypothetical carpenter that I was talking about. Assuming he works
250 days a year, you are talking about an item of about $125, as to
whether it will be deductible or nondeductible in a year's time. That
is a considerable amount of money for those people.

Mr. CoiiN. If he were in a 20-percent bracket, that deduction would
involve about. $25 in tax for him, and his reduction in tax from the
reduction in rates would exceed that amount.

The average gasoline tax deduction of a nonbusiness character, not
speaking of business character, but speaking of the average gasoline
tax deduction, is $72 based upon our 1966 statistics.

Now, I picked an average case. Obviously there is more of a l)roblem
in the case you put of a person who is commuting and who lives a
substantial distance from his home and uses his automobile every day.
He is the one who is most affected by this.

FPONDATIONS

Senator TALMADOE. If I still have additional time, I want to get on
another subject. What resources are tied up in tax-exempt founda-
tions? I seem to recall about $24 billion; is that correct?

Secretary KF.NNEDv. We can check it.
Senator TAL.MADGE. Insofar as I know, a foundation is the only

thing in the world that. is permanent in scope. Individuals (lie, cor-
poration charters expire and must be renewed, all life on earth and
vegetation die. Ilas the Treasury given any tlought to the fact that
sometime the life of the foundation ought to expire?

Mr. CoimEN. Yes; we have given considerable thought to it, Senator,
and this was explored at great length in the Ways and MeaIns Com-
mittee. One possibility would be to require that a fomndationl ditrilmi e
all its assets in 20 years or 25 years.

Senator T,,.%.%nE. Or nma v apply the rule in Shelley's case.
Mr. ('o)[F'N. Well, I do 11ot know whose life would he used to measure

it," but it would certainly be possible to use a 50-year rule if we
wanted to.

But, on examining such a rule, we were concerned about a number
of aspects.

For instance, if a foundation were limited to a 20-year life, and you
wanted it ni and managed as well as it can be, who will take on the
reslponsilbility of runl rig it in the last 5 or S years? There is quite
a management problem of getting people to run'then when they have
a deadline for the termination of their life. And we were concerned
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with that. T have had some experience with businesses that have been
ordered either by the management or by Government authorities to
terminate and go out of existence at. the'end of 5 years' time, and the
management then all want to go, and you cannot very well blame them.

There are a number of other problems in that re urd.
As Senator Fannin mentioned a moment ago, the requirement that

we put, in the bill for a distribution of 5 percent of the value has been
criticized because many foundations are not going to earn more than
4 percent.

Senator T,%LATAE. True. Some less.
Mr. COHEN. Some will earn less.
On the other hand, if you take into account what might be antici-

pated as lon-term appreciation in assets, we thought overall that 5
xrcent would require distribution of some amount of principal-

Senator T.iimr ro,. Do you think that 5 percent or even 2 p~ercent.
will impede tie growth of resourees that are tied up in foundations
llatl are tax exempt? What, concerns me is that if these foundations
von tinued to z ow, continue to pyramid, and continue to expand, I can
foresee the tiric that. they will arastically erode the tax resources in
our country, and a substantial part, of the wealth of the Nation will
he tied up in foundations.

Mr. CoHEN. We have been concerned about it, Senator, and we
thoualht at least at this stage that one should make certain that the
public has an assured benefit of at, least 5 percent of the value of the
assets.

You could go in different, directions. The law now requires a dis-
tribution of current income, dividend and.interest income. That can
be avoided by investing in assets with growth potential rather than
current income.

You could require distribution not only of income but of realized
iains. The result would 1e a situation Jn vhich the foundation would
he rvluctant to realize its tains but. would continue to hold its assets
ii the original form with the gain unrealized because not until it
realized the gain would it be required to distribute it to charity.

We thought this would cause a locked-in effect, that charities Would
not then turn over their investments.

Therefore, rather than include realized gains in the items that have
t,, 1e distrbuted currently to charity, we thought it. best to make a
rough approximation, and to require'at least a 5-percent. distribution.
This would not be a death sentence t(, a foundation. It imposes some
burden above what might be th, recurring income, and yet, it would
keep them from growing constantly and would assure that the public
obtains current benefits for chart tile and educational purposes.

Senator TAMAOPW. Thank you, Mr. Chairman and Mr. Secretary.
I suspect. my time has expired.

The CAIRMAN. Senator McCarthy?

TAXATION OF SVIVrG.E INDIVIDUALS

Senator fcCa'rniiY. Mr. Chairman, I would like to examine the
record befom asking some aalditional questions. But I do have one
question about the taxation of single individuals. Have you recoi-
mended a new schedule?
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Mr. COHmEN. Yes; we have a new schedule, Senator, and it is de-
signed, as we said in our statement, to asure that at no point in the
scale would the tax on single persons be more than 20 percent greater
than the tax on married persons with the same income.

Senator MCCARTHY. The effect of that is to bring about rather sub-
stantial tax reductions when you get above $10,000 of income? At the
bottom of the scale the difference is not very significant.

Mr. COHEn. I have a chart here that illustrates it, if I might show it
to you.

this chart, Senator McCarthy, shows, for various income levels, the
additional percentage tax which a single person would pay in relation
to a married person of the same income. You will see that under cur-
rent law, at a level of about $25,000 a single person pays more than
40 percent additional tax as compared with the tax paid by a married
couple with the same income. That would be substantially true also
under the House bill for single persons under age 35.

Under the House bill, single persons 35 and over would follow this
yellow line and at one point would go slightly above 20 percent, but
there would be a very substantial difference between the single person
under 35 and the single person over 35.

The green line on this chart is what we would propose. The single
person would never pay a tax of more than 20 percent above what
a married couple would pay on the same income. That would be true
for persons under 35 as well as for persons over 35.

Now, the maior effect, as you indicated, is in the middle income
brackets. There'is relatively little effect at the bottom of the scale and
relatively litle effect when one goes to the $250.00 or 500,000 level.

Senator MCCA~rTY. Thank you, Mr. Cohen. Those are the only
questions I have now.

The CHAIRMAN. Thank you, Senator McCarthy.
Senator Anderson, I believe, wanted to ask some questions.

FOUNDATIONS

Senator ANDERSON. Could you tell me why you are concerned about
a foundation ownin.r 20 Percent or more of a business if it is not engaged
in self-dealing and distributes all of its income foir charitable purposes?

Mr. COHEN. Your question relates, Senator, to the reason why we
have provisions requiring private foundations to divest themselves of
control of private corporations.

Senator ANDERSON. Yes.
Mr. CohrrN. I can best summarize it by saving that we think that the

tax exemption is given to private foundations and the deduction is
givenn for estate and income tax purposes to the contributors because
foundations will be devoted exchisivelv to charitable an(d educational
operations. It seems to us that when they are in control of operating
business s, and particularly when thev are in control of a number of
operatinz busineses, they necessarily become involved in the manage-
ment of those corporations.

One way to prevent this might be to say that you could not have an
interlocking relationship, that the persons operating the corporation
would have to be different persons from those that are controlling tCe
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foundation. Therefore, those who are in charge of the foundation would
be devoting themselves exclusively to the selection of the beneficiaries
of the charity or to determination of grants. They should not be in-
volved in the management of the business.

We were concerned because it is not the same as interlocking director-
ates in public corporations. In private organizations this would be a
very difficult thing to determine because even though the persons may
be different, they would be friendly, presumably. Thus, it would not
be sat isfactory simply to say that the donor, if he is the president of
the corporation, could not be on the board of trustees of the foundation.
He could have his secretary, his lawyer, his banker his broker, or his
golfing companion, on the board of trustees of the foundation . Rather
than go in that direction, we decided to limit the percentage of the
voting stock which the foundation could own. We distinguish between
voting stock which permits the foundation management to control the
private corporation, and nonvoting stock which would not give it that
opportunity.

We thought that, in general, we could permit up to 20 percent stock
ownership without difficulty and permit an additional 15 percent, or
up to 35 percent, if there is not, in fact, control by the foundation of
the operations of the business corporation.

Senator ANDERSON. Thank you. But Sears, Roebuck has a very heavy
investment in stock ownershiip of a pension fund. How would this
apply?

Mr. CoiEN. This provision would not apply in that case because it
applies to foundations and not to pension funds.

Secretary KENNEDY. Sears' pension trust is owned and controlled
by the employees because they vote the stock and it is not controlled
by the company.

The CHARMAN. Senator Jordan ?
Senator JORDAN. Thank you, Mr. Chairman.

7-PERCENT INVESTRMEN'F TAX CREDIT

I would like to talk a little bit about the repeal of the 7-percent
investment. tax credit. As I understand, the 7-percent investment tax
credit was inaugurated in the early 1960's to stimulate the formulation
of new plant and new facilities for production. There is no doubt about
it, we have quite a different situation now. We have an overheated
economy. But it is quite possible that this situation can change again.
Did you give any consideration to the suspension of the 7-percent tax
investment credit rather than the outright repeal which you
recommend?

Secretary KiNEFDY. Yes, Senator, we did. This matter of tax legis-
lation is not an easy one, and we cannot turn the credit on and off fast
enough for anti-inflation and deflation problems.

But apart from that general problem, some of us believed, and I was
included in that group, that this tax incentive was not the best flow-
through mechanism in the economy. It does not do the job as well as a
general reduction in rates which we are now proposing or a change
in depreciation schedules. From the standpoint of encouraging our
industry to be competitive with world industry, it does not do the job
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because a good part of this tax credit goes for completely domestic
purposes, including regulated industries whose rates are geared to
their earnings and who pass it on to the public-the railroads, the
airlines, et cetera are a good example of that situation. A general
corporate rate reduction would be better, in my judgment.

The other significant point, in the competitive field internationally,
is that other countries' tax laws are much different from ours. They put
emphasis in a different area, with value added taxes which they can
abate with respect to their selling price abroad or charge on the im-
port side. I think we must, give consideration to some measure like this
that will meet the GATT rules and take care of our competitive
situation.

In the last several years, the balance of our trade has changed so
drastically that now a large share of our exports come from a very
highly sophisticated area where we excel in research and develop-
ment as compared with the general lines that we formerly had in pro-
duction. The investment tax credit did not stop that move.

Senator JORDAN. It has been turned on and turned off and turned on
again. Various problems of transition arise. Have you given any
thought to the problem of transition that conies from an abrupt
shutoff?

Secretary KENNEDY. Yes, Senator, we have, and the rules of transi-
tion are quite similar to those used when it was temporarily suspended
before.

Do you want to comment on the transition rules, Mr. Cohen?
They do give, I think,.sufficient leeway to take care of those who are

already committed to going ahead with their program.
Senator JORDAN. I wish you would summarize it if you will.
Secretary KN E DY. Mr. Cohen will do so.
Mr. CoiEN. Senator, in the fiscal year ended June 30, 1970, the fiscal

year that we are now in, we estimated the revenue increase from the
repeal of the investment credit at about $1.35 billion. The ultimate
long-term effect when the investment credit is fully repealed, we would
estimate it at $3.3 billion. Therefore, the $1.3 billion in this fiscal year
would indicate that it has only about 40 percent effect in this fiscal
year; 60 percent of it will still be obtained. It indicates that it goes
into effect gradually.

I believe that in the next fiscal year, fiscal 1971, that the revenue
increase is estimated at $2.5 billion, and that it does not reach the full
$3.3 billion for some 8 or 9 years.

Senator JORDAN. So there is a transition period when allowances are
made for those injustices that might arise from too abrupt a transition.

Mr. COHEN. Yes. Existing contracts or plants, which were more than
half completed, or similar situations, will continue to enjoy the in-
vestment credit for some time in the future.

In addition, there is a carryover for 5 years, phased out gradually
over the 5 years, of all the unused credits. That would apply to equip-
ment which has been installed heretofore but which the companies
have not been able to use because their income tax was not sufficiently
high to make it available.

Senator JORDAN. As I understand the administration position, you
allowed no exceptions whatever. We have a Small Business Admin-
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istration setup for the purpose of encouraging the formation of small
businesses and we try to give them a break now and then in order to
keep them competitive, but you would make no exception for allowing
small businesses to use this device to make them more competitive.

Mr. CorEc. We would prefer to do anything that is to be done for
the benefit of small business by other types of provisions. There are
many provisions in the law now favoring small business by way of
deductions rather than a credit of this kind.

We think the credit allows more than 100 percent for the invest-
ment in the equipment, and it is available only to the profitable con-
cern. I think there are other ways, Senator, of dealing with the matter
of small business

Senator JORDAN. All right.
In this instance you allowed no exception whatever.

DEPLETION ALLOWANCES FOR MINERALS

I turn now to a discussion of natural resources where you do allow
an exception, and I want to probe with you the reason you do this.

As I look at the table, you pretty well accepted the House recom-
mendations with respect to depletion allowances for minerals. And yet
there are five categories here, five instances where you made no reduc-
tion, you accepted the House position on that, and that is with respect
to g old, silver, oil shale, copper, and iron ore from domestic deposits.

Now, every other mineral is subject to a reduction in depletion al-
lowances of about 25 percent, with these exceptions. You made no
exception whatever in the repeal of the 7-percent investment tax credit.
Why did you go along with the House, and I grant you these are not
exactly comparable situations, but I cannot understand why the House
isolated these five commodities from the action of the 1i1 and you
accepted their interpretation of it, their recommendations.

Mr. COHEN. Senator Jordan, there was extensive consideration of
this in the executive sessions of the Ways and Means C3mmittee, and
we had present representatives of the Department of the Interior.
These exceptions were made in particular, on the basis of a recom-
mendation of the Department of the Interior that these metals were
in short supply or that special incentives were needed at this time.

I think the oil shale is in an experimental state at the present time.
Gold and silver are in short supply. Copper is in short supply, and
I recall the Department of the Interior recommending to the Ways
and Means Committee that there be no reduction with respect to iron
ore because of the decreasing deposits in the United States at the
present time.

Senator JORDAN. All right. What do we do with a situation like this:
lead and zinc are likewise in short supply. Now we have very few
silver mines. My State leads the Nation in the production of silver.
Silver comes as a byproduct in our State of the mining of lead and
zinc.

Lead and zinc are subject to a reduction in the depletion allowance.
Silver is not.

Lead and zinc in some applications are competitive with copper.
Copper is in short supply. At one time we were the leading country of
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the world in the export of copper. Now we are the leading country in
the world in the import of copper. But copper and lead and zinc are
all noncorrosive metals. They are in competition in a number of in-
stances. How can you reconcile giving one a tax break, one metal, and
not giving similar treatment to those metals that might be in competi-
tion? Are you not setting up another inequity in this tax reform act
that you are recommending?

Mr. COHEN. I do not think anyone intended to set up an inequity,
Senator. I am not that fainiliar with the competitive relationehis uI
zinc or lead with copper. I would be glad to take that up with the
Department of the Interior-and see what their recommendations would
be. We will be glad to consider it further.

Senator JORDAN. Well, I think they should be in the same category.
The same rules should apply across the board on metals that have simi-
lar chracteristics that are competitive in industry. These metals come
from the same ore bucket from the bottom of a mine. How are we
going to allocate the depletion allowances in a zinc, lead, silver mine
under these circumstances

Mr. ConmN. Senator, we would be glad to consider it further and
discuss it with the Department of the Interio, and with you. I am not,
familiar with the technical aspects of the operations.

Senator JORDAv. Lead and zinc, we are in short supply of lead and
zinc. We have to import lead and zinc to this country, the same as we
import copper, and they are competitive, and I think they should have
the same treatment, whether it is to leave them as they ara or whether it
is to subject them to the 25-percent reduction. They should have a
uniform treatment. That is my plea.

That is all the questions I have today, Mr. Chairman.
The CHAIRXAN. Thank you, Senator.
Let us see, I think everyone has had his second opportunity to inter-

rogate the witness except the chairman.
I do want to ask about this matter. It seems to me, Mr. Secretary,

that simplicity is one of the things we are trying to achieve in tax law,
and I think Mr. Cohen made the statement, quite correctly so--perhaps
it occurred to him on the spur of the moment; he did not use precisely
the words he wanted to use--that for the most part these 368 pages
can at least to some extent be regarded as a subsidy for lawyers and
tax accountants to put more American brain to work trying to unravel
all of the complexities of the American tax code of the Interna Rev-
enue system and find the loopholes rather than moving in the other
direction.

sI3PLIFCATION OF TAX LAW BY INCREASIG TH STANDARD DEDVUTION

Now, the one thing that would help make this law less complicated
for the average taxpayer, or for a lot of them at least, would be a pro-
posal that was I think originally Chairman Mills' idea that we in-
crease this standard deduction from 10 percent up to 15 percent and
put it into effect as rapidly as we can stand the loss of revenue. "

Now, the House looked at a situation where about 58 percent of the
people were using this 10-= standard deduction, and they wyuld
move that up to about 73,8 percent of the people, by their handlingof
the low-incomi allowance and by shifting to 15 percent.
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Now, the way you are proposing to handle that, as I understand,
would not. lead to nearly that many people being shifted over. As I
understand it, they would shift about 11.8 million taxpayers over to
the standard deduction, and your recommendations here, while they
would save some revenue for the Government, would not shift nearly
that manyover.

How many do you estimate you are going to shift? About 5 million,
I believe.

Mr. COHEN. Yes; that is my understanding.
The CHAIRMAN. No; I am told it is 4 million.
Mr. COHEN. Well, it is 4 million. I do not know whether that in-

cludes others who may shift because of the low-income allowance, but
the standard deduction changes will cause 4 million to shift.

The CHAIRMAN. Our staff tells me that that includes both. That you
would shift 4 million over to the standard deduction, and the House
bill would shift 11.8 million over. Under the House bill there are 7.8
million, almost 8wiillion taxpayers who would simply add up their
income and take a 15-percent . But under your proposal,
while it would save the Gpm ent some mo about $770 million-
there would be a diff ne of almost 8 million t yers in the num-
ber that would use e standard deduction.

Now, in terms moving toward si cation, if we *d it the way
the House had mind, there mil on e who woul ot have to
worry with this com ity ut ho woul continue struggle
around wit it if we oId do t the way are sggestiK.

If we ca find some to t nue p em, wou it not
be desirab to takethe Hoe her th y urs with rd
to stand deduction as soo wcan\

Mr. C N. We , afo hink e a king bout mo than
$770 mill on differ nce. he a ch la d w ect
to the lo income owink
that in t ag te, we talki a $2. bilion diff

The C IRMAN I el , y st as working their ncils
while you ere w ith u y te it is $2.3 illion.

Mr. Co N.Yes; atiswhat d eto.
The CHA AN. Most Of n g do wi the lo income

allowance.
Mr. CoHNzr. es: that I w roximati at about

$2.5 billion. Bu t is $2 bill hl by our figure also. So we
were fkced with roblem ofa $2.8 bil ion revenue

That is also, you wi I, the amount of the e loss that was
produced when the W d Means . by a domnittee
amendment after the bill was re in addition to the change
in the low income allowance and the standard deduction, also gave
the rate reductions in theJower brackets.

-The CuAmmAiN. Right.
Mr. Comm. Our problem was to choose between the two changes.

There is no doubt that from the standpoint of the operation of the
Internal-Revenue Service and simplicity the extension 6t the standard
deduton- would be the preferable of .he two, it you have to choose
between them.-

-On .the other hand, I might say. somis PeovIe do not beliven.
further extension of the standard d.duetion because it overrides the
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personal deduction provisions. For example, charitable contributions
are of no benefit as a deduction to a person who takes the standard
deduction basis.

The CHAIRMAN. But if you have to choose between them, do you
not really-and is this not true of most of you experts down in the
Treasury-that their general attitude is that the best tax system would
be one where everybody paid based on how much he made regardless
of what his source of income may be? I mean is that not. sort of a
tax ideal among tax purists that, the people ought to pay about the
same amount of taxes on the same amount of income regardless of
source?

Mr. Comiw. Well, I think the charities would say that we ought
to give an incentive to charitable deduction and permit a deduction
for charities. And the States would like to see a. deduction for State
,lmd local income taxes.

The CHAIRMAN. Well now, I understand that, but your 10-percent
standard deduction, what you yourself are recommending to us, is
contrary to that, is it not?

Mr. COHEN. Oh, yes; these are all matters of balance. If you have
a 10-percent standard deduction, which was put. in in 1944, that is
a concession to the simplicity of the system as against incentives for
charitable contributions, for example.

The CHAIRMAN. Well, some time ago we came up with a situation
where a person could, in effect, achieve a double deduction by giving
money to charity. You are familiar with these double deduction situa-
tions, so that a fellow can actually make a profit, instead of investing
in the stock market, by giving to charity. So we tried to eliminate the
double deduction. When a man gave to charity it ought not to be
for a profit incentive; it ought to be because he wanted to give some
part of his resources to help someone else.

It would have been cheaper just to have appropriated money to
charity than to have to give a double deduction for the people who
were using it, would it not?

Mr. COHEN. Oh, yes.
The CHAMMAN. And you recall a situation when we tried to wipe

those out.
Mr. COHEN. Yes; we tried further in this bill, too.
The CHAIRMAN. Now, if you are moving toward tax simplification,

you almost have to move toward a system where you give a person
a standard deduction and he pays the same amount of tax regardless
of source of income, do you not, and regardless of what he does with
it?

Mr. COHEN. Yes.
Now, Senator, the most significant difference in the bill is with re-

spect to the problem of the homeowner. The homeowner, when he
itemizes deductions, is given a benefit in relation to his tax payments
for his home mortgage interest and his real estate taxes, whereas if
he rents an apartment he can deduct no part of his rent, and if you
increase the standard deduction, this is a benefit to the apartment
house dweller. If you simply reduce the rates, you are giving equal bene-
fit to the homeowner and thie apartment dweller. And the problem was
which way to go. If you reduce rates and do not change the standard
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deduction, you are giving equivalent benefits to the homeowner and the
apartment house dweller. If you increase the standard deduction and
do not reduce the rates as much, you are giving more of the benefit
to the apartment house dweller and not to the homeowner.

The CHAIRMAN. Now, if the apartment house dweller organizes him-
self as a cooperative, as over in Watergate East where I have an
apartment-it just wastes the place because it is so poorly furnished
and decorated. But quite a few of the Nixon Cabinet live there.
[Laughter.] You can get that interest deduction by simply paying
that as a part of the payment for your share of the cooperative. So
it can be organized so you can have about the same effect as paying
rent; isn't that correct?

I am deducting interest over there right now.
Mr. COHEN. I think this undoubtedly is true with respect to coopera-

tives and condominiums. But these are not generally occupied by
people in the low- and low/middle-income bracket. [Laughter.]

The CHAIRMAN. I did not claim to be a low- or middle-income
bracket taxpayer. If you audited my tax return you notice I did not
claim that at all.

So when you really get down to it, isn't this interest expense
cranked into the rent. that a man has to pay just as it is a part of a
mortgage payment that a homeowner has to pay?

Mr. i_- Yes; it undoubtedly is true that the mortgage interest
and real estate taxes on the apartment house affect the rent that he
has to pay, and still none of it is deductible unless he is in a cooperative
apartment house or a condominium.

The C1[AIRMAN. Well, just take a working man, the average working
man paying rent. It is not deductible, but anywhere from 40 to 50
percent of it may be interest on money. Isn't that a fair statement? In
other words, if a landlord has to pay the interest, he has to borrow
money, pay interest on the money, and he charges rent, which is
enough to pay off his expenses, including interest expense, and try to
make a profit on it.

So the interest expense is in that rent. You may not see it, but it is
there.

Mr. C tEN. It is clearly in there, yes. It is reflected in there.
The CHAIRMAN. Even if he did not have to borrow money, if he is

using his own capital, and he has the alternative of investing it
somewhere, he must forsake money that he could have made if he did
invest it or received dividends.

Mr. COHEN. Sure.
The CHAIRMAN. So my thought about this is we ought to try to find

some way to resolve this difference in moving toward a standard deduc-
tion, and recognizing that a fellow who pays rent really has about the
same basic problem as someone who is paying interest on the mortgage.

Mr. COHEN. Well, a number of people have advocated elimination
of the deduction for home mortgage interest and for real estate taxes
on the ground that they really are personal expenditures and ought
not to be reflected in the income tax.

The CHAIRMAN. Yes, and homeowners just came in protesting to
the skies, and we did not do anything about it. But maybe we can do
something about the fellow who is paying rent rather than taking it
away from the fellow who is pa ing interest on his mortgage.

88-865 0--69--pt. 1-44
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Mr. CoHrN. And the standard deduction would give a benefit to the
fellow paying rent as compared to the fellow owning his home.

The CHAIRMAN. It is my recollection that most constituents have
never been too angered if I do something about helping somebody else.
They never get irate if I do something toward helping some other fel-
low, provided I do not do anything to them.

Wasn't that the problem that caused the House to come in with the
last amendment that lost $2 billion in this tax bill?

Mr. COHEN. I think that is correct, Senator. Under the bill as origi-
nally reported to the House they would have increased the standard
deduction in the low- and mi~ldle-income brackets and made rate reduc-
tions above that, instead of having rate reductions all the way down
the line. The last amendment extended the rate reductions all the way
down the line, and also gave substantial increases in the standard
deduction.

The CHAIRMAN. How long did the House have to work at it before
submitting the last amendment trying to offset that problem, 44 hours,
48 hours, that is until the AFL-CIO pointed this out to them?

Mr. COHEN. Well, all I can say, Senator, it was within 24 hours of
the time that I first heard about the problem.

The CHAIRMAN. All right.
Let us assume that you heard about it within 24 hours, not more thai

48 hours. We have 7 weeks to think about this, and I would just like
to suggest that we try to work together and see if we cannot come up
with some answer that increases the number of people who would want
to take the standard deduction and that would have them from further
complexity of this tax law.

I Sid want to ask about the investment tax credit.
Mr. COHEN. Could I just add, Senator, that I have rued my joking

reference to this bill as the Lawyers and Accountants Relief Act of
1969. I had made that remark casually in reference to the fact that in
closing the loopholes we are dealing with complicated situations and,
therefore, we have some complex provisions to deal with tfli,
complexities.

But I do feel that overall the bill produces a major simplification for
millions of taxpayers. Those who have had special incentives are going
to find this bill more complicated thtn exis-ting law. But in taking 5
million people off of the tax rolls and extending the standard deduc-
tion and the low-income allowance and in a number of other areas the
bill provides major simplification for the bulk of the taxpayers.

The CHAIRMAN. Well, it seemed to me that you made a statement
that was true, but you just have to be careful alout how you say some
of those things. [Laughter.]

Mr. COHEN. I am learning that, Senator. [Laughter.]
The CHAIRMAN. I have gone into the matter a great many times

myself.
"Now, you do apparently approve the principle'of the increase in the

standard deduction because you are recommending it yourself as part
of this bill.

Mr. CoHEN. Yes, si r, Senator.
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REPEAL OP THE INVESTMENT TAX CREDIT

The CHAIRMAN. All right.
Now, another thing that people have a right to expect of us, if it can

be done, is to do something about providing certainty for business
people as to where they stand.

Now, President Nixon's nominee for the Tax Court called me out of
the room yesterday to pay his respects. He will be before our committee
after awhile. He was discussing his views and he made the point that
one thing a businessman just. cannot contend with is uncertainty. If he
knows wrhat his expenses are going to be and what his taxes are going
to be he can crank all of that into his business operation and into 'his
)rices and, hopefully, if everything goes right, come out with a pr,)fit.

Now, when he does not know what the law is going to be and what
his tax liability is going to be he is in a very difficult position.

We, on this committee, have tried to make it clear that we intend to
repeal the investment tax credit. We have not wed ourselves to reject-
ing all amendments by any means, but we have said we are going to
repeal it. I think Senator Williams raised the question yesterday of
whether you have any objection to it if we would simply take the
House lang uage on repeal of the investment tax credit or something
substantially similar to that, if we agreed with it, and simply added
that as an amendment to some other bill. For this reason: this bill we
are talking about here may not be on the President's desk before
Christmas or at least. may not be there much before Christmas, and
you are going to have to be making out tax returns to show people
what they are going to go on, and they need to make their plans: do
they get the investment tax credit or don't they? A lot of them would
feel it would be a good idea if they could get it, and some would feel
it would be a good idea if they do not.

My impression is, it is much easier to pass a tax cut than it is to pass
i tax increase, and if we went ahead and repealed the investment tax
credit, it would make this more of a tax reduction bill.

What would be the attitude of the Treasury if we proposed to take
some other revenue measure and simply pass on through our version
of the repeal of the investment tax credit without waiting until
Christmas to give businessmen their answer?

Secretary KENNEDY. I think, Senator, that your point is well-taken,
and we would favor that action provided it did not interfere with the
tax reform bill, and you have assured us that that will not.

I would like to see you take up the extension of the 5-percent sur-
tax from January to June at the same time. But if that complicates it,
it can be kept as part of this bill.

The CHAIRMAN. Yes. But at least we have until January to tell
people what they are going to pay next year.

secretary KENNEDY. That is right.
The CHAIRMAN. But the business taxpayer has to know what lie is

going to pay this year, and we are talking about-
Secretary KENNEDY. Yes: you are right on that. But with respect

to the tax reduction we want some tax balance in the bill and we, in
our calculation, will be assuming that this investment tax credit tends
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to balance out this whole program. But this is internal and I do not
think that is a problem.

The CI.UIRMAN. Well, it is my impression that this is, this will be,
a tax retroactive back to April-

Secretary KENNEDY. Right.
The CHAIRMAN (continuing). When we pass it.
Secretary KENNEDY. It is important that it be passed as soon as

possible.
The CHArRMAN. And we should not make it any more retroactive

than we must.
Secretary KENNEDY. Right.
The CHARMt..N-. The 5 percent will be a prospective tax next

year.
Secretary KENNEDY. Right.
The CITAIRMAN. It would seem to me that we should dispose of this

issue as early as we could, and I do not think it would prejudice the
right of anyone who wants to offer his suggestions of tax reform on
this bill.

Secretary KENNEDY. Right.
The CHAIRMAN. I am confident. of this bill, having passed the House

by a 90-percent margin, is going to pass the Senate in one respect
or the other after everyone gets through putting his suggestions in
here.

Secretary KFNNEDY. I think that would be a good legislative
procedure.

The CHArRMAN. I just wanted to get your views on it. because I
think we ought to give people their answer on it. Frankly, it has been
my impression if you must vote a big tax on somebody any politician
is'better off voting for it. early in his term than late in his term so he
can get the bad news behind him and hope the longer it is, the sooner
they forget about it or at least come to accept it, the bet-ter off you are.
We must dispose of this investment tax credit thing, and I think we
ought to do it as soon as we possibly can.

Senator WILLIAMS. Mr. Secretary, I certainly want to join in with
the chairman supporting of the proposal that we dispose of the in-
vestments tax credit at an early a date as possible. I think it would
have been better if we had done it sooner but I think we should do it
as quickly as possible.

Now, in this bill before us as I understand it parts of the recommen-
dation you made yesterday tend to offset the adverse effects to business
community by the repeal of the investments tax credit-that was the
basis of your suggestion for reducing the corporate tax rate 2 per-
centage points.

Secretary KENNE DY. That is right. The corporate rate reduction
should be phased in so it won't affect our anti-inflation program.

Senator WILLIAMS. That is right. Phased in.
Now my question is how was it the plan of the administration that

this 2 percent be implemented. Would it come from the surtax or from
the basis 25,000. The reason that I raise that question is if we repeal
the investments tax credit it does affect small business as well as large
businesses.
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Secretary KENNEDY. That is right.
Senator WILLIAmS. There has been a proposal that in repealing the

investments credit we should exempt a certain amount of the expendi-
tures freni the repeal of the investments credit. My own feeling is if
we repeal it, we ought to do away with it entirely, with no exceptions
on it. But at the same time, I think we should recognize that we are
handicapping small business as well as large and I am wondering if it
wouldn't be a good idea on this 2 percentage points to apply at. least
one of them in each category.

Secretary KENNEDY. I think you could split it. that way, a half of 1
percent the first year and half of 1 percent next year. I think it. would
work out. all right. Do you have any feeling against that, Mr. Cohen?
We may want to think about it. but that seems to me to be a reasonable
fthing to favor the small.

Senator WILLTAMS. It wouldn't affect the revenue?
It would add some equity if we would be taking care of at the same

time, the small business as well as the large, and I thought it may give
us a better argument to offset the requests for an exemption from
repeal of the investments credit.

Secretary KENNEDY. I think it is all right.
Mr. CoHEN. I think so, Senator. The rate on the first $25,000, as I

recall it, dropped from 30 percent to 22 percent 4 or 5 years ago.
Senator WILLIAmS. That is right.
Mr. COiEmN. And I take it your suggestion is to drop it to 21.
Senator WILLIAMS. 21 and 25, in the two jumps.
Mr. COHEN. Two jumps.
Senator WVILLTAMS. Phased in on the same basis as what you are

proposing.
Mr. CoHmN. I think that this would cost about $70 million in reve-

nue. So that in relation to the total revenue impact of $1.6 billion it
would be relatively small.

Senator WILIAMS. Well, we are dealing with repeal of the invest-
ment credit which is about three and a quarter billion dollars all told.
I thought we would put some equity and it would be much cheaper to
do it this way than it would be to exempt the small business from the
repeal features of the investment credit.

Mr. COHEN. Yes; that is true. It could be done.
Secretary KENNEDY. That is right.
Senator WILLIAMS. I don't know whether the Treasury has pre-

pared this or not, but if not, perhaps it could be prepared and put in
the record. I think it would help all of us and the taxpayers as well
to understand it. Have you compiled a table showing not only the rate
of the existing law and the amount of tax that the taxpayers pay in
various brackets but also the dollar figures for the House bill and the
dollar figures for the administration bill all the way down the line for
the various categories for a comparison? If you have that, I would
suggest we put it in the record at this point. If you don't perhaps you
would rather supply it for the record. -

Secretary KENNEDY. We would be glad to put that in the record.
(The Department of the Treasury subsequently supplied the follow-

ing information:)
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TABLE .- EXISTING LAW, MARRIED PERSONS RATES

Taxable Income bracket

to $100 ...................................................... ......
00.to ......................................................

000 o 000.. .................................. ..............
to 0 ............................... ...........................

. ............. ........ . ..... .
o .000...............................................

I 000 to .....0.......................................
16,0 t ..00 .............................................

0 t00 4.000. -. ........ ................................ _...

,, 8,000 o :00 ..................... ............... ... ........
0000 o ...........................................00o 000 ..... _... ................................ ... - -

$,000 tO .00............................. .......... .........

4,00 0 00..- I..................................... ......
$500to .000 ..... _...................... .......... ........

76 000 to $1 0000 . _ .. . . . . . . . . --. I. . . . . .. . . . . .
200to 106000.............................. ...............

S1610.000 to 18.000............. .............. .........
booooo and Over.. . .. . .. . . . . . . . .. .. . . . . .

Plus percent of
Tax bracket amount

0 14
$140 15

290 16
450 17
620 19

1,380 22
2,260 25
3 260 28
4,380 32
5 660 36
7,100 39
8 660 42

10,340 45
12,140 48
14,060 50
18,060 53
24,420 55
31,020 58
37:980 60
45 180 62
57,580 64
70,380 66
83,580 68
97,180 69

110,980 70

TABLE 2-H.R. 13270 AND TREASURY PROPOSAL, MARRIED PERSONS RATES (EFFECTIVE 1972)

Taxable income bracket

0 to $1,000 ....... .....................................

...000 $4.000............. ...................

.000 to O ..... ....... .. . ...... ....... ... .......... . . .

'4000 to8000 .. ..... ........
$000 to$1.00.............----------- ---------L i00 16,000......... ................ ...................
1, 000 6 - _ ......... ----_ -------

10001 4,000 .....
$400to 8,0

5 .000 to. ... ... ..0

3 8000 t 0011.0. . . .- -. . . . - - . .
40,0006,000...... . . ..... . _ - ... . . ..- -

OQ to ,000.. . . . . . - - - - . . . . . - I . . .-

.000W 000D . .. . . . . . - - _ -- _ _- - -- - -

1 000W 312,00... .............. .... ..............
12 t0 o 5160,000 ............................... _..........

160,00 two ,00............ ....................
.000W $24o 000............................... .............. ..

40,000W to00000 ...............................
.000 $40000.............. ......---**",,-................
'0006an over ..........-........ .....-................

Plum percent of
Tax bracket amount

0 13
$130 14

210 is
420 16
580 1

1,300 21
2,140 23
3,060 27
4,140 30
5340 34
6,700 37
8,180 40
9,780 42

11,460 44
13,220 47
16,980 49
22,o so
286 52
35.10 54
41,580 5
53,180 60
77,180 61

101 580 62
126.380 63
164 180 64
228,180 65
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TABLE 3.-EXISTING LAW, SINGLE PERSONS RATES

Plus percent of
Taxable income bracket Tax bracket amount

Sto $500 ---------........... ........................................... 0 14
S500 to $ 000 ................... .......................................... $70 15

1,000 to 1,500 .. .......... ..... .... .... .. ............ " . ... 145 16
$1,500 to 00 0 . - - 

............
-

................... ... ......... 
- - - - 225 17

0zoo to ---- ............... 1................0.......................... 310 19
$400 to ,000 .......... -.......... -.... .........-.......... .......... 690 22

, 00 0 - - -to --- -.. . . . . . .. 1,130 25
N,000 to 6)000 ....... .................................. 1, 630 28

1,630 28
' 180,to 12 ,00 0 ... .. .. ..... .- -. ............ . .- -- -.. .. ..:.: .: . .. 2 .19 0 32

12,000 to 14,000 ........... ....... I- - --...............-........... 2830 36
1 1,000 to 16,000..--- - --.......... -.-. --... ........... . ............ 03,550 39
16,0o to 18,0 ......................... ...- ---..................... -- o4,330 42
18,000 to 0,000---- --- -.......--. --....... ............... 5,170 45

,000 to 2,000 ....... ...........---......-........ . ................ , 7 48
1,000 to p6000 -........ -..-... - -...... . ........ . ................ 97,030 50

$26,000 to 32,000 .. .....----............... ..................... 2-------9,030 53
,000 to 0000 ........ ..... .......................................... 12,210 55
,000 to 0000 . -....... 1...................- .....-- .............. 15,510 58

,000 to $50,000 ....................... -..........-- .- ................. i 990 so
.,000 to p0,000-....------------------------------------............ 22,590 62

$6,00 to $70,000...--------------------------------------------28,790 64
$0,000 to 80,000 ... ...-... ------- --- ..........---- 35,190 66

000 toj0O0000----...--------- ...-........-.....-------- ------- 41,790 68
$0000 to 1001000 .......................................................... 48,590 69
$100,000 and over -.......-.............................-------- 55490

TABLE 4.-HOUSE BILL HR. 13270, SINGLE PERSONS UNDER 35 RATES (EFFECTIVE 1972)

Plus percent of
Taxable income bracket Tax bracket income

Oto - --............-..............- ................................ 0 13
$ 1500 - - --.. .. ...... ...............-. .----- .- ------ ....... $5 14

1i000 tou 00 ----..-................ -.. -....... 3.......5 15........ .... ,i
, 0 00 ... 2....................... ............................. .16

$2,000 to .000 ....... ... o 18................................... 2
$4,000 to 6,000 ............... .... ................... ......... ........ 1 650 21
$ o000  - to ,.......... . o1,0 70  23

$ 00 booo--------------------1,530 27
b6,oo to $l1500K------------ --. "--- .------ --.--------------------- 2,070 30

$12,000 to $14,000 ........... ...... -- ------------- -- .............. 2,670
$14,000 to $16,000 -.................. ........................... . . . .350 37
$16,000 to$18,000-... ....... ................ ...... ........- 4,00 40
$132,000 to $20,000.--- ..............--- ...----------------------- 4,390 42

000 2,000-.... .... ------------ 0 44
.000to 6,000-- - --------------......... 6,610 47

000 t o -.-.......... -... --.......---....... .......... ...... k490 49
W,00to $3800----------------------------. -.. ... .... I.... .------. 11,430 so

. ,00o0 . ..... .. ...... ............... .......................... 14,430 52
,000 to I ..................$- ..............-................... -- - 17,550 54

00 t000 to $0 0005
0 0 0t0Fo . .....................................-................. . 38,590 54

55100 , I POOo .......... ............. .................... :: : : : so. M 62
01000 to $12,000.0 653120,000 to 1,00------------------------------------------------.63,190 1

1,000 an over--------------------------------------------------..114.090 65
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TABLE 5.-HOUSE BILL HR. 13270, SINGLE PERSONS 35 AND OVER RATES (EFFECTIVE 1972)

Plus percent ol
Taxable Income bracket Tax bracket amount

$O $1,000 .............. ................ ............................. 0 13
1,OO to 2000 ................................................... ...... $130 15
000 to O .............----------------------------............. 280 17
000 to p.000 ------- --------------- ------------------------------ 620 l9

,0W to S0&b --------------------------- 1,000 21.6 .. . . . . . . . . . . . . . . .. . . . . . .. . . . . . . . .. . .. . . . . . . . . . .. .. . . . .,0 02
S000 .................................---------------------- 1,420 24

r 0 t o1200 ........ ................................. ....... -1,900 26
12000 t $1 ,000 .........................................................- 2,420 28
4000 16,000 -------.........- ................- ..................... 2,980 30

1 o 18,000 ...............---........................----------- 3 580 33
180 0 to $20000.......................... -----------...... 4,240 35

:000 $ 2,000 ........-- ........ .................... ................ 4 940 37
,000 o 4,000 ............ . ....... ............................ 5 680 39

000 ......-------------..............---......... 6460 40
000 ............................................ ......... 7,260 41

000 to 000 ............. ....................... ......-------- .... 8,080 43
000 000 ......... .....................................---------- 9, 800 45
,0o 000 ........- ....-....... ......... ............ ---- 11.600 46
000 to 00 ..................- ............-- ...................... 12,520 47
000 to 4,000 ................................... ..................... 13,460 48
00toS O 000- ............................................. 15,380 51

000 to $000 .........----..................-----.......... 18,440 53
too .......................................................... 23,740 55

)to S00000--.- - ------------ ----------------------------- 4:740 5?
to$12to 000 ......------- ......................... - .....--- 46,140 60

20 to $160,00 ............-- -................-.................-- 58,140 62
160,000 to $200,0 ........---- ................................-... 82,940 63

$200O to $300000 ........................................ .......... ---- 108 140 64
$300 and over ........................................ ................. 172,140 65

TABLE 6.-TREASURY PROPOSAL, SINGLE PERSONS RATES (EFFECTIVE 1972)

Plus percent of
Taxable income bracket Tax bracket amount

to$500 ...... .................................................... 0 13
to$ 00- .........-........ ........................................... 5

to ,500 ...................................... ..................... 135 1
1500 $2,000 ...........................................................- 210 16
000 to $4,000-------------------------------------------------------- 290 Is
.000 0 ........................ .........................------- .. 650 20

000 -----------................................................ 1,050 22
to 0000-------------------------------------------------- 1,490 24

0..to ............................... o-1,970 26
2,00 00 ........................................................... 2,490 28
4,000 000 ..............--......................... ............. 3050 30
6,000W 118,O00------------------------------------------------------ 3,650 32
000 o 0,000 .......................................................... 4290 34
000 to 2,00 ........................................................... 4,970 35.0 0 o 0 0 ..................... ...................................... ,5, 670 37

2000 --------------------------- --------------------------- 7,150 42
.000 to '00------------------------------------- ----------------- 9,670 47

O to $44000---------------------------------------------------1.... 2,490 52
Sto 0000 ........................................................ 15,610 54

000 ........................................................... 18,850 54
:- to 70000 ............................................... ........ 5,6 0 60
ot 000......................................................... 30650 60

00 ....... .......... ----------------------------------- 36:650 61
0to ....................................... .................. 42,750 61

to b -. ............. - - -. ............................ 48850 62
10,OOto $l. ........------------------------------------------- 61250 63

oto .-.......................................................... I 50 64
$0000o and over----...---------------------------------------------- 111,650 65

Secretary KENNEDY. We also have some very interesting figures here
in summary form that I would like to discuss at this time.

The point was made yesterday about changing the mix and that we
were taking taxes away from the individuals and giving it to the
corporations. I have some figures here on that which I thin are very



693

interesting. I think Senator Gore made the point, and I would like to
just run through these, if I may.

Senator WILLAMS. Surely.
Secretary KENNEDY. The division, under the present law, of taxes

between individuals and corporations, is that individuals pay $77.9
billion, which is 69.4 percent of all income taxes. Corporations pay
$34.4 billion or 30.6 percent of the faxes.

Under the House bill individuls would pay $70.6 billion, 64.3 per-
cent. Corporations would go up from $,4.4 to $39.3 billion, or to
35.7 percent.

Now, under our proposal individuals would pay $73.1 billion, which
is 65.9 percent, and corporations would pay $37.9 billion or 34.1 percent.
I thought those percentage figures would be of some interest.

Under the House cuts, for example, the individual share is reduced
from 69 percent down to 64 percent. The Treasury would put it at 66
percent. So it is not too far apart percentagewise.

Mr. ConiP N. Senator, I might say there are s-ome tables at the back
of my statement in the pamphlet as printed en page 90 and following.

Senator WILLAM s. I have seen those; yes.
Mr. COnEN. They are our tables in general but we can supply

additional ones.
CAPITAL GAINS ?'AX

Senator WILLTAMS. No. Under the bill as it came from the House,
and also, Mr. Secretary, under your l)roposal, you increase the tax on
capital gains features but, as i understand it you reduce the avail-
ability of capital losses; is that not. correct?

Secretary KENNEDY. That is correct.
Senator WiLiAMS. Under existing law the individual can claim,

of course he can offset his capital losses against capital gains in any
amount, but if his capital losses exceed his capital gains he can write
off up to $1,000 against his regular income. Now, as I understand it
under the bill and under your proposal he can only write off one-half
of that; is that correct?

Secretary KENNEDY. He can still write off a thousand dollars but it
would take $2,000 of a long-term capital loss to give him the $1,000 he
could write off.

Senator ITLIAMs. That is right; if he has only $1,000 loss he can
only write off $500.

Secretary KENNEDY. Yes; that iscorrect.
Senator WILLIAMS. I was wondering since you are extending the tax
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as far as the gains are concerned if that $1,000 that you are
cutting in half is realistic to give a man a chance. A fellow who
is going to have capital gains next year is not worried too much
whether he writes off a loss this year or carries it forward. But you
do have some people who will go into the market. for the first. time
in their lives, and they will get burned very severely, take a heavy
loss, and so far as they are concerned they -are never going in again.

I think there should be some provision maybe for recovering this.
I know that we provide almost an indefinite writeoff of this $1.000
but what would be the effect on revenue or the objections, if we raised
that to an equivalent now to $2,000, if you write off a thousand,
to raise that to, we will say $5,000 and let him write off up to the $2,500
or offset it in the same manner as your formula.

Mr. CohE.. I can't give you the answer to that, Senator, but we
have a study underway to determine what the revenue effect would be
of increasing the thousand dollar limit to $2,000 or $3,000 or $5.000. To
some extent it would be based upon an estimate as to what the effect
would be in causing people to realize more losses than they now realize.
But we are going to try to provide an estimate for the committee.

Senator WILLIAMS. Yes, I wish you would. We have time here to deal
with that and I am not suggesting a fantastic figure but I think that
we have some built-in safeguards against being abused here in that
under the rules they can only write off half of it anyway.

Mr. ConeN. Yes.
Senator WILLIAMS. Which is cartainlv different from existing law.
Mr. COHEN. And certainly the $1,000 limit, which I believe was put

into the law in the early thirties at the time of the depression could
now be raised to some higher amount. in view of the inflation that has
occurred since then.

Senator WILLIAMS. Well, it is really reduced under this proposal
because while an individual can write off up to a thousand dollars on
that basis a married couple only gets half of it, each one five hundred
apiece isn't it?

Mr. COHEN. If they file separate returns.
Senator WILLIAMS. Separate returns.
Mr. Conrm. Yes: but if they file a joint return it will be the same

limit, as under existing law.
Senator WILLIAMS. That is correct.
Mr. CoURN. We rather think that permitting a deduction for only

one-half of the losses is quite consistent with taking into income only
one-half of the gains.

Senator WILLIAMS. I am not quarreling with that feature.
Mr. COHEN. Yes.
Senator WILLIAMS. I am not quarreling with you, but I am just

wondering if we shouldn't recognize that when we extend that. feature
we are really cutting half of it down and maybe the figure, the
thousand dollar figure should be likewise raised at some point some-
where so I would like to have the benefit of your estimates on it.

Secretary KPNNEDy. We will look into it, Senator, because that is
worthwhile.

Senator WILLIAMS. Yes.
Just a couple of more minutes here.
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TAXING THY RICH

There is considerable publicity° given to the fact that the rich are
not paying enough taxes. I certainly support and have long advocated
the fact. that everybody should pay his proportionate part of the
taxes. I realize there have been some abuses under existing law
where those some of us feel should pay taxes have been escaping
and this bill is channeled in the direction of correcting those inequities.
If we need further correction we are going to do it but at the same
time I am wondering if there is not too much emphasis placed on that
and too many people feeling getting the impression that all we have
to do to solve the inflation problems of this O-%,y-xrnment, or raise the
revenue is to put. a higher tax upon the rich. In order to illustrate
just how far we have gone on that, and just how unrealistic such
proposals are, I am going to ask these questions:

Assuming that individuals kept working just as hard as they are
now for the benefit of turning all of the money over to the Federal
Government, which we know is not a good assumption but on that.
asumption, how much extra revenue would you get. if you put a
hundred percent tax on every income above a hundred thousand
dollars in America?

Mr. CohxEN. Well, they are now paying about $7.7 billion of tax;
that is, the aggregate for all those who have adjusted gross income of
more than a hundred thousand dollars.

Senator WILIAMS. Assume for the moment that you just completely
confiscated the income of everyone in America earning over a hundred
thousand dollars; how much extra revenue would we get?

Senator CuRTIs. I think Senator Williams means if the income that
is in excess of a hundred thousand dollars.

Senator WILLAMS. That is correct; was confiscated.
Senator CuRTis. The first $100,000 would be at present rates; you

would get less than a billion dollars.
Mr. COHEN. You would not increase the tax on the first $100,000.
Senator WILLIAMS. No; leave it as it is but all over a hundred thou-

sand just say turn it all over to the Government.
Senator CuRTIs. I think it is less than a billion dollars.
Senator WILAMS. Would you put in the record-
Mr. CoHEN. I certainly shall.
Senator WILLIAMS (continuing). Just -what you would get on the

basis of a hundred thousand and on the basis of $50,000. I think it, would
be well to put in the record.

Mr. COHEN. Yes, sir.
Senator IILUAMS. As I recall it it was around 400 to 500 million.
Mr. CoHer. Well, I can understand that, Senator. There is about $19

billion of income in the aggregate by everyone who has more than a
hundred thousand dollars of adjusted gross income. But if you ex-
empted from that the first hundred thousand dollars it would be far
less than that

Secretary KEwNY. Pardon me.
Senator Cui s. T think it is less than a billion dollars.
Secretary KNNEzDY. That may be.
Senator Cuirrs. If you applied the same rule down to 25,000 you

wouldn't have, you woild have less than 4 billion.
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Senator WILLIAMS. For the record would you put in the record-
Mr. COHEn. I certainly shall.
Senator WILLIAMS (continuing). Just what you would get on the

basis of a hundred thousand and on the basis of $50,000. I think it
would be well to put it in the record.

Mr. CohEN. Yes, sir.
Senator WILLIAMS. As I recall it it was around 400 or 500

million.
Mr. COHmN. Well, I can understand that, Senator There is about

$19 billion of income in the aggregate by everyone who has more
than a hundred thousand dollars of adjusted gross income. But. if
you exempted from that the first $100,000 it would be far less than
that, and I will provide that figure for you shortly.

Senator WILLIAMS. Yon provide the figure for the record because I
am confident that the first figure that you mentioned was incorrect.

Mr. ContN. Yes, I am confident this figure is based upon a hundred
percent tax on the total income which is not what you had in mind.

(The information referred to follows:)
SzPTEMBNR 8, 199.

We understand the question to be "How much would revenue be increased
if the taxable income in excess of $100,000 per return were taxed at 100% and
no change occurs in the amount of before tax income nor in the. amount of
deductions?"

The answer is $965 million.
If we assume that the beginning of the 100 percent rate was at $50,000 for

single returns aud separate returns (consistent with $100,000 for Joint returns)
the additional revenue would be $1125 million rather than $965 million.

Repeating these calculations for $50,000, the results are as follows:
(a) A 100 percent rate on taxable income (present law) over $50,000 would

yield $8.3 billion on the basis of the present tax base.
(b) The yield would be $3.8 billion if the 100 percent rate started at $25,000

for singles and separate returns.

The CHAIMAN. Senator Gore.

ORIDUATM TAX RATES

Senator GoRE. Mr. Secretary, I mentioned a matter yesterday and
said I would return to it. I am deeply disturbed at the major assault
upon the principle of progression in the incometax that is represented
by your recommendations and by the bill. For instance, one of my
secretaries told me this morning that his marginal rate would reach
40 percent. Yet by your recommendation and this bill Roger Blough's
salary would be taxed at a marginal rate of 50 percent.

Now when we get to the ridiculous extreme that there is only 10 per-
centage points difference between the tax on the salary of one of my
secretaries and the tax on the salary of Roger Blough, who earns per-
hIps $600,000 or $700,000 then we have just about abandoned the prin-
ciple of progressivism in our system of income taxation.

Which one of you would reply to that I
Secretary KENNEY. I don't know what the salary of your secretary-

is. It must be very high. [Laughter..
Senator Goim No, I am sorry, it is not. It is not permitted to be

very high.
Secretary KENNEDY. What do they go up to-
Mr. COHEN. Under the table that we are suggesting, Senator, for

a single person-
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Senator GORE. Yes.
Mr. CoHEN. A single person would reach, would exceed the 40-

percent bracket at $26,000.
Senator GORE. Well, one of my secretaries draws that much, and

yet-now at what level would Mr. Roger Blough's salary reach 50
percent?

Mr. COHEN. Well, I don't know whether Mr. Blough is married
or not.

Well, a single person would reach the 50-percent level at about
$38,000.

Senator GORE. And all above $38,000 would be taxed at 50 percent?
Mr. COHEN. All earned income above that amount under the bill.
Senator GORE. Do you think anyone, any man on salary really earns

$600,000? You can answer it if you want to. I don't. Only a corporate
insider can ever draw that kind of a salary.

Mr. COHEN. W-.l, I don't know that that is true. There are certainly
people who are not corporate insiders who earn very large amounts
of money in the form of compensation. I will cite you just as an
instance the amount that a movie star will get for making a movie.

Senator GORE. Well, you are diverting a bit. I said in salary. Of
course there are accountants and there are tax lawyers who, in fees,
have earned income of this amount. My statement was that I did not
believe anyone except a corporate insider drew a salary of such an
amount.

Mr. CoHEN. Well, I am confident that anyone with a salary of that
size would be, in general terms, within your definition of corporate
insider, because he would be an executive of the company.

Senator GORE. Yes. Well, we really are talking about the definition
of earned income. I wanted to get back to the principle of progres-
sivism, since, in 15 years time, if this bill becomes law, we will have
succeeded in large measure in eliminating the progressive character
of the U.S. income tax.

Mr. COHEN. Senator, I wouldn't agree with that.
Senator GORE. I said in large measure.
Mr. COHEN. I wouldn't agree with that.
Senator GORE. May I go on just a moment.
Mr. COHEN. Surely.
Senator GORE. You have just given an example. You just made the

calculation that a single person working in my office at a salary of
$26,000 would reach the marginal rate of 40 percent.

Mr. COHEN. But you don't figure the progressive nature of the tax
based upon the marginal rate obviously. You figure it upon the total
effective rate, how much tax is she paying compared with the taxes
being paid by a person earningS600,000.

Senator GORE. Well, I will proceed with an example.
Mr. COHEN. Yes, sir.
Senator GORE. You have just given me and helped me develop the

example. A secretary drawing $26,000 would reach the marginal
rate on his last $1,000 of 40 percent, and you told me that a single man
drawing a much larger salary would reach the 50 percent rate at a
salary of $38,000, which would mean there would be 10 percentage
points difference.

Now, on $562,000 of his salary, he would pay only 50 percent. So
my secretary would pay 40 percent and Mr. Roger Blough 50 percent.
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Now, I say to you that thatt is a violent. t sault upon the principle of
graduation in 'income taxes completely e ontrary to the Cordell Hull
yardstick of taxation according to the ability to pay, and I am going
to fight you on this 50 percent limit.

It is not fair, it is not right, it violates the principle of progression,
In 15 Years time we will have reduced the marginal rate on Mr.
Blough's salary from 90 percent to 50 percent. What other taxpayers
except thos in that category have had such a tax reduction ?

Mr. (C'o .Senator, I would say that when you are talking zout
marginal rates you are not giving full effect. to the progreivity of
the system. The secrtary to whom you referred would pay an effee-
tire rte of tax on a salarY of $26,000 of 25 percent. She would pay then
roughly $6,000 or $7,000 a year, whereas the person with the higl
earned income would be paying close to 50 perc-ent effective rate of
tax. So the other person would he paving twice the effective rate of
tax, would have twice the burden of the secretary.

I don't think you gt the full impact when you are looking solely to
the marginal rate. But if I might say to you, if one wanted to one
could put a limit ulon the aniount of inco1ne that could be subject
to this 50 percent limit.

If you think $600,000 is not really earned income one could say no
one could count more than $200,100 as earned income: there are a good
many corporate executives today, I guess, with total benefits in that
range.

But I think the concept, here has been that the rate of the present
law of 70 percent, is now so high that a corporate executive is led to
spend his time trying to figure if he can make slne form of investment
or participate in some kind of joint venture or equipment leasing trans-
action, farm operations or what not, in which he can take an ordinary
deduction and spend only 30 cents on the dollar, because he reduce
his tax by 70 cents for ever dollar he invests. If he can turn the in-
vestment into a capital gain he will pay tax only at 25 percent or under
the bill 321 percent. He may also try to enter into a special deferred
compensation arrangement to postpone his income until after his re-
tirement has occurred. Hence, Treasury is not getting the full 70
percent tax from a great many of these persons; those who have aim-
lyzed the system have pointed to the fact that, in general, the effective
rate of ta.x in these upper brackets is lower than it is in the middle
income brackets.

Now, if you reduce the earned inome, ceiling rates to 150 percent,
then the executive has an entirely different prospect. If he Puts .some
money into an investment with an ordinary income deduction lie can
only deduct against it a 50-percent tax; so he has to spend 50 cents
of his own money for every 50 cents that he can save in taxes bv this
type of investment in oil, fams, equipment leming, or whatever. I think
it enables us to tighten up much more strictly than we have in the
present law on such things as restricted stock, and we have recom-
mended tightening up vcry suebtantially on' this device.

You could tighten up, as you have already, but even further, on stock,
options and other programs of that kind. The 50-percent level assures
the exeutive that you are not going to take more than half of every
dollar that lie earns from his work. You enable him to say, 'T would
rather have a dollar now and pay 50 cewts to the Government and have
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a dollar that I can mit in the bank to do with as I wish, to invest or
not invest its I wish." Ile will have less incentive to engage in the
transctions that have Iei so widespread, and in which his talents are
wasted by his effort to determine what mechanisms he can use to reduce
this effective rate of tax.

I think this is just a recognition of the fact that the man should
be encouraged to spend his time and efforts in the job for which he is
lwst equipped.

Senator GORE. That is a very interesting comment. You are saying
that they are wasting some of their effort or utilizing some of their
effort, to cut their effective tax so you just want to make it easy for
them, because vou are going to giv; it to them anyway. The corporate
executive doesn't have to look for ways to get capital gains, he doesn't
have to take a risk and make an investment. You are just. automatically
going to 'ut his rate to 50 perc^'nt.

Mr. CoiisN. That is it high rate, in my judgment, Senator.
Senator (1on. It is what?
Mr. CoiwEN. I think the 50.peevent rate is in itself a very high rate.
Senator Goiw. Well, so is 40.
Mr. C(t 1E . Well-
Senator GoRE. So is 40. But my secretary reaches 40 and Mr. Roger

Blough reaches 50. I)o you call that progressivism ?
Mr. Cour.w. I think 'it is a question of degree of lrogressivism. As I

w)inted out- to you with respect to your secretary, her effective rate
would be only half of what it would be for the person in the higher
bracket.

Senator (4op. It happens to be a he, it. could be either a he or a she.
I guess it is better to use it she, perhaps a widow. You used her yester-
day, you remember.
Mli. CoimnN. Yes; I did. [Laughter.]
I may retreat now. But T think that, all I wanted to point out, Sen-

ator, is 'if you use a married person these effective rates are different.'Senator o:. Well, now you again referred to effective rates. A
great deal depends upon the assumpations unless you take an actual
taxpayer. I gave you a hypothetical taxpayer yesterday, and I have
asked my staff to take the example, No. 2, and aply the effect of the
allocation of deductions. I don't know that you still 1iave the example
that T gave you.

Mr. COHIEN. Yes; I have it, Senator.
Senator Goam It is No. 2.
Mr. Coimi. Yes.
Senator Goaz. Assuming a'salary of $400,00, tax exempt income of

$800,000, the effective rate under your recommendation in this bill
would be 28 percent. But if you apply the allocation of deductions
and assuming a deduction of 20 percent, then the effective rate be.
comes 26.57 percent. You are doing things to people with this bill
and with your recommendation, and you are doing things violently
to the great mass of our people. You are making It easy for people
with very large incomes to pay very low effective rates, and this, I say
to you, is not right, and I am going to fight you on it and we are going
to have some votes on it.

Whether I win or whether you win, we are going to have some votes,
wime record votes on this. In a period of 15 years we have reversed the
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system of graduated income tax until now we are concentrating the
tax upon the great majority of the people, and we are bringing about a
reconcentration of the wealth of this country through modifying the
tax rates and deductions, and the interest rate structure.

Mr. CoHrna. Senator, I don't think this is the overall effect of this bill.
I think, in particular, the great advantage that those in the top brackets
have had has been in the capital gains provision with a limit of 25
percent on the tax. Under the House bill or under our proposal it will
not be possible for a person in the top brackets to have large amounts
of capital gains in relation to their ordinary income and pay only 25
percent tax. I think that is what has interfered with the progressivity
Of the system. But for those with incomes of a hundred thousand
dollars or over, this bill causes an increase in taxes, not for each person
but as a group. Those with a hundred thousand dollars and over would
have as a group a 3-percent increase in tax, whereas every other
bracket has in the neighborhood of a 5-percent reduction and some
going up to a 56-percent reduction in the lower brackets under our
proposals.

Senator Goix. Well, I am advised by the staff that my time is up.
I would obviously need more time to debate this.
Mr. CoinN. Yes.
Senator GORE. I would like certain information for the record. In-

stead of reading it, I will ask the staff to hand it to you if you will
be so kind.

Now, when I again have an allocation of time I wish to go into
the preferential tax treatment of income earned abroad which neither
this bill nor your recommendation does more than touch with a
powder puff.

Than you, Mr. Chairman.
The CHAIRMAN. Thank you.
(Information supplied by the Treasury Department follows:)

LIMITATIONS ON USE OF DATA FOR "AVERAGE" TAXPAYEw To SHOW EFFECTS OF
TAX REFOIm M&AFRES ON HIGH-INCOME TAXPAYERS

A table such as the attached Table 1, based on income and deduction amounts
for an "average" taxpayer at specified income levels is satisfactory for showing
the effects of a tax change like an Increase in the standard deduction. This is
because those who benefit from such a change fall into the middle and lower mid-
dle income groups which are reatively homogeneous in income and deduction
characteristics and thus are well represented by an average.

On the other hand, the same table is inappropriate for illustrating 1 changes
which affect high-income individuals who within an income class are heterogene-
ous with respect to types of income and deductions.

The use of averages Is even more Inappropriate when tax reform proposals
affect high-income taxpayers with tax preferences which are enjoyed to an
extraordinary degree by relatively few.

By way of Illustrat lo the Limit on Tax Preferences (IiP) has no effect on
the "average" taxpayer at any Income level. Thls, of course, is consistent with the
intent of this proposal: It Is meant to affect only those individuals who, as a
result of having extraordinary preferences relative to their other income, pres-
ently pay disproportionately low effective rates of tax on their incomes. Similarly,
the repeal of the unlimited deduction of chartabl contributions and the Treasury
recommendation to limit the amount of capital gains eligible for the alternaUve
rate affect nobody "on the average." The effect of these and other recommenda-
tions Is felt only by those few who benefit most from present law preferences
Obviously, an illustration of these tax effects is only meaningful when it is baed
on data concerning specific tax preferencegroups.



r TABLE 1.-TA CHUGE AND CHANGE IN AFTER-TAX INCOME UNDER HOUSE BILL 13270 AND UNDER HOUSE BILL 13270 MODIFIED BY TREASURY RECOMMENDATIONS TO THE

SENATE COMMITTEE ON FINANCE 1

(Married couple with 2 dependents, typical personal deduction ead typical composition of income 9J

House bill modified by Treasury recommendations to the Senate
Preset law House bill 13270on finance

Percent Percent

After-tax After-tax Tax change change In Tax change change inAtrtxAtrtx-aftr-tax After-tax after-tax
AGI Tax income' Tax income s Amount Percent income Tax, income 3 Amount Percent income

, 0000 --------------------- $60 $3,025 0 , 02,-- -- - -- - - -- - -- -- -- - -- - - 0 $3,025 .- -- - - -- - - - - -- - - - - - -

1 ------------ " 6 051 -1604 0o . 29 _6 10. .

= ---------- 19 908 $65 3,971 .... ) -43 . . - .'-49.2 . .....-1.6 $810 3,9955 ... 5-47 . ..- 3 6-- .7 1.... .2,
--- -- -1.--------.. ... 4215190 -11 -31.6 L. 5,205 24,376 -25 -13.2 .6
-00 ... ..... ..... .... 253 4,7 200 4,835 -53 -20.9 1.1 236 4,799 -17 -6.7 .4
- - 390 5652 345 97 -45 -11.5 .8 363 5,679 -27 869 95........... ......... 101 90.9816 -3 -62. 6 4 6 60., -- 0 ---------------.... . 1,42 Ise4 1,3 , 11, M -35 -6.9 . 350 1,280 -9 -5.7 .6-------------:. ----- "2 !I0. . ......... 1903 1,1 1 428 19,03 1,816 78 13,532 ,128-104 8-5.4 -69- . .8 7 1,816 13611,8 13532 9,4 -104 --2-157-5.4 .8 "q

.................... 2,410 ]s495 278; 15,627 -132 -5.5 .9 2,28 1s 627 -132 -5.5 .9----------- ,985" 1.]6 5 Sol) 18,338 -178 -L~o 1.0 2,0 18.33 -178 -6.0 1.0
........... 413 M 21 2,01 -23 -5.6 1.0 3,31 2,501 -23 -5.6 1.0........ -- 5, 516 26, 201 1.25 26,512 -311 -5. 6 1.2 525 26, 512 -311 -5.6 1. 2" ------- :------ 33,54 8,260 34,030 -44 -5.5 1.4 8,26 4030 -44 -5.5 1.4---------- ........... 5 24 43,67 11 $2 44,390 -712 -5.7 1.6 11.812 44,39 -712 -s.7 1.6,."-----------/;: 2,o 60., o W X06 6,2 -1, M -5.6 z 1 2,07 62,22 -1,304 -5.6 2.1

.10 -. ..
I0--------- 2,7 .6,6 4,S ,4,4 17,,r,74)2. 41,2 1,229,111 32,055 7.5 -z 5

ITax amounts froa joint retre tax rato schedules. Surcharge ar',.K + . Source: Olce of the Secretary of the Treasury, Office of Tax Analysis.
'Atsonrd ldses and u a composition based on dab Ifronf , iics domf o ie q 1966."s After-tax Ioaon exceeds AGI Ions lax by the amovt of tax preferres excluded fromt AGI. Note: Imprtant--Ses, attached memrsadum on limitation of the use of data for "overalle"
4 Tax prboe are Incled in tax calcolnN taxpayers to show the tax reform efet o lab Incomes.
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TABLE 2.-HISTORICAL TAX LIABILITIES (FAMILY OF 4 FILING A JOINT RETURN USING AVERAGE
CHARACTERISTICS FOR THE APPROPRIATE INCOME CLASS)

Yearlpropoe-s

Adjusted gross 1965
Income class 1954 1964 1965 surcharge House Treasury

$1,000 ............... $1,425 $1,097 $1,021 $1,123 $958 $990
20 0 ----------_---- 4,674 3,177 2,985 3,284 2,807 2,807

.I.0O. --------------- 46,185 34,363 33,290 36,619 33,177 32,860
$2001000-----_--------- 95323 76,074 74,689 82 158 83,381 76,966
$,000------------- 247,766. 211,378 208,082 288,890 251,225 220,361

Percentages of 1954 tax liabilities

$10,000 ---------------- 100 77 72 79 60 60
',20000 100 68 64 70 60 60

165,6W ........ . 100 74 72 79 72 71
000----------------100 80 78 86 87 81
:000---------------- -0 85 83 92 101 8

Source: Office of the Secretary at the Treasury, Office of Tax Analysis.

The CHALMA. Senator Miller will not be able to attend the after-
noon session and his colleagues have yielded to him so he can ask his
questions at this time

PERCENTAGE DEPLETION

Senator MILLER. Thank you, Mr. Chairman.
Mr. Secretary, I would like to get on the subject of depletion and

also related to that depletion of other items in that category.
As I understand it, the percentage depletion was originally arrived

at as a replacement for discovery depletion and that in the case
of oil the 272 percent represented a compromise between one house
which wanted 30 percent and the other house which wanted 25 percent
so they arrived at 27 percent.

I understand further that certainly the overriding purpose of Con-
gress was to provide an incentive for the exploration and develop-
ment of natural resources for the overall benefit of the general public.
Am I correct in that understanding?

Secretary KENNEDY. I think that was the basis on which the legisla-
tion was passed.

Mr. CoHwN. I think there was another basis, too, Senator Miller.
Although I have not studied the history, I think this came about
because of the income tax law going into effect in 1913. Persons were
able to take depreciation and depletion based upon March 1, 1943 value
with respect to assets owned on that date. When the rates of tax sud-
denly shot up during World War I, that right to use the 1913 value
was of great benefit, to those that owned mines on March 1, 1913, but
left those who discovered mines afterwards with a much higher tax.
The discovery value, I think, came in as a means of alleviating that
situation for mines opened up after March 1,1913.

Senator Mnutn. Yes.
Then when this was devised as a replacement for discovery you

had both that original concept and the incentive concept in the mindsof Congress.Mr. OHEw. That is correct. Right.

Senator Mnwi. Now, do I understand that the position of the
Department before the Congress on this subject would lead to this
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result: in the case of two corporations, let's say corporation A has
percentage depletion from oil and gas which amounts to $25 million.
Corporation Balso has $25 million percentage depletion. Corporation
A, pursuant to the intention and purpose of Congress, plows back that
$25 million in exploration and development. But Corporation B, con-
trary to the intention of Congress, abuses the provision which Con-
gress has enacted, and uses that $25 million to pay dividends to stock-
holders, and yet you are advocating precisely the same treatment for
both corporations.

Is that correct?
Mr. COHEN. Yes, Senator; that is correct under our present proposal,

under our recommendations made to you yesterday.
Senator Mimm Yes. You recoginze that corporation B in my ex-

ample is abusing the tax law, do you not, because it is not carrying out
the purpose for which that provision was devised by Congress.

Mr. COHFN. Senator, I have been intrigued by this concept and have
had numerous discussions about it, both within the Goverment and
outside, and I think that the argument that is made on the other side
is that the incentive is intended as a reward. This is different from
intangible drilling expenses, which is an actual permission to deduct
currently the expenses involved. But a percentage depletion is to some
extent a reward.

It changes the degree of risk of exploration because you know that
if you are successful you will have tax-free benefits from it to the
extent of the depletion allowance.

Therefore, it can be argued that the incentive has been given as a
reward for past action and not on the condition that this reward be
plowed back into further exploration.

Yowl if you are going to reduce the percentage depletion to 20 per-
cent this is likely to have considerable impact, althoh none of us can
predict with complete certainty, and if on to of that you were to
require a plow back of the moneys you would, I think, decrease the
inamctive.

Senator MiziL You understand, I am not suggesting anything
reducing the percentage depletion. I am merely pointing out that there
is an abuse as between corporation A and corporation B. It is an abuse
because corporation B is not carrying out the intention of Congress,
and the proposal of the Treasury is not to do anything about the abuse:
What I am suggesting is that instead of treating both corporations
exactly the same, as you propose, we get at the abuse, and say to cor-
poi.tion A, "You are permitted to have your percentage depletion,"
but, to corporation B, "Because you are abusing the law, you are not
going to have percentage depletion unless you plow it bac within a
reasonable period of tine," say a couple of years.

But what bothers me is that I can see abuses here, and you can call
them loopholes, too, because I don't think Congress intended such
abuses, and we are not doing anything about it. We are just treating
both corporations exactly the same.

I could also give you an example of individuals, individual A and
individual B, and they are both in business, and individual A has a
million dollars percentage depletion and individual B has a million
dollars from depletion. hi~dividual A carries Out the intention of Con-
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gress by plowing that back into exploration, and individual B decides
he does not want, to carry out the intention of Congress because the
law covers him, so he takes the million dollars and buys a building
with it.

Why can't. we do something about the abuse, instead of using what
I call a meat ax approach and treating them all alike.

Mr. ComuN. Senator, I ain not sure this was the intention of Con-
gress. It, could be the intention of this Congress, but I am not. sure it
was the intention of the Congress 40 or 50 years ago when they allowed
discovery value for a mine. I think that Was designed as a reward to
the man who had been a successful prospector, but I don't think it. was
given only on the condition that he take his discovery value depletion
and plow it back into search h for additional mines.

Senator MtLERv. Well, sir, let me quote from a icent speech -
Mr. CoirN. Yes, sir; I am aware of this speech.
Senator Mimn, R (continuing). Down in Texas.
"One of the principal arguments in favor of percentage depletion

after the cost. of investment has been fully rec-overed is that it is needed
as an incentive in development of our natural resources."

If this is true, and I am inclined to think it is true, now, have youl
changed your mind in expressing some doubt about the intention. 1
might say; that I thought this was pretty much the position of Presi.
dent Nixon until the last. election indicated that he wts opposed to
cutting the percentage depletion and he stated why, one reason being
that he was concerned about the development of our natural resources
pursuant to the intention. And I might also add that so was Vice Pres-
ident. Humphrey opposed to cutting it and he had another reson
which I would like to discuss with you in just a moment.

But what bothers me is that we are treating everybody alike in this
thing and I have a feeling that there are abuses that are going to con-
tinue which we can put. a stop to by the plowback approach, and I
don't want to get into intangible drilling and development costs. That
is another subject. I -n just talking now about percentage depletion.

But it seems to me that if a corporation or an individual takes their
percentage depletion and carries out. the intention of Congress by de-
veloping the natural resources for the benefit of the general public,
that they ought to be treated differently from the one that doesn't.

Mr. oim. I think the argument on the other side, Senator, is that
if your goal is to attract capital for exploration, and a lot of capital is
needed for exploration in the capital-intensive industry of oil and gas,
it is difficult to get the capital if the incentive is given only so long as
people keep their money invested constantly in exploration. If they
cannot, withdraw it, if ihe capital is not mobile, it will be difficult to
raise.

Senator Mzrr.R. May I make a point on that. I don't think anybow,
is advocating that. T ani only talking about the plowing back of the
27 -percent depletion. They are stillging to have a profit if it is a
profitable operation which,'in the case of a corporation, would be 50
percent. They don't have to plow that back in, nobody is advocating
that. They can pay out dividends to stockholders with that. I am talk-
ing about the plowing back of the percentage depletion.

Mr. CoHz, . Senator, I feel somewhat, as though I were on a college
debating team, switching from one side to the other in the argument,
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he'aus* you are reading from my spleeh, and [laughter] I am in-
trigued by the possibilities of the plowback theory.

However, there are many reasons for not raising the plowback prin-
cip le at, the same time that. there is such a major chan being made in
otter respects in the industry. The total additional taxes that are
applicable to mineral industries as a result of this bill and our pro-
pous would be upward of $650 million without regard to the repeal
of the investment credit or the corporate rate reductions which would
net against it, and to go further with the plowback theory at this time
would %em to me to be running risks of imbalances thatought not to
be run now.

Senator MILLR. I think you have a point there However, I don't
believe it is responsive to w hatI am getting at. I am not suggesting
that we adopt the percentage depletion reduction. I am suggesting we
leave it alone. But. in the case of those individuals and corporations
who are abusing the law that we cover them by the plowback situation.
If they don't want to plow it back, let them pay tax on it. That is what
I suggest.

Senator GoRE. Would the Senator yield that I might give another
example.

Senator MILUR. Yes; indeed.
Senator Goui I am aware of a merger of two corporations, which

I will prefer not to identify. Corporation A had accumulated a large
reserve, a multi-million-dollar reserve largely from percentage depe-
tion. It was a mineral corporation.

Corporation B purchased a controlling interest, and proceeded al-
most immediately to milk or siphon oW this reserve and use it for
entirely different pu

Senator MiLLent Wery colleague from Tennessee has brought up
another version of what I referred to as the abuse of the intention of
Congress on this.

Sermtor BzENNEr. Will the Senator yield to mef
Senator MIU3.R. Yes.
Senator BEwNrr. Well, I hope you will forgive me for getting into

the argument. In my State of Utah over the years there have been
literally thousands of mines started that produced a little and then
quit.

Now, if a mine runs out are you going to force the owner of the mine
to go on, even if as he sees the mine it is beginning to run out? Are
you going to force him to go on digging more holes looking for more
meta just because he has been actually mining a depletable ore body,
and you have given him under the percentage depletion arrangement
a chance to represent the fact that his ore body was depleted, but you
say to him, "you can't get this benefit unless you take this money and
go somewhere else and dig another hole."

S eator MILum. I would like to respond to it.
Senator BzNoNc-r. I would like you to.
senator MIIi I am not talking about the percen tage depletion,except insofar as it exceeds the oost depletion. -If he paid a million

dollars for the mine that is for the ore or ore rights in the mine, and
he takes whatever tAe, let's say it is 15 percent, percentage depletion
on production over a period of 7' years, or say 5 years, ho has recovered
the cost of that property, we are not alking about that.
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He is entitled -to that.
Senator BENNETr. The miners in that State, Senator, don't go out

and buy mines. They take a shovel and go out and dig them, and so
the percentage depletion applies to all of the ore that they take out
of the mine.

Senator MILLER. Well, to the extent that they have recovered their
costs, there is no problem. They are left alone. It is only when they
recover their costs, it is a little more graphic in the oil industry, but
it is true in the case of all depletable assets, and nobody is talking
about a plowback until they have recovered their costs of their deplet-
able asset. But beyond that point, it is my understanding Congress
intended this percentage depletion as a percentage for people to ex-
plore and develop, put down another mine shaft, develop the ore
resources or the mineral resources for the benefit of the people of this
country, and if one corporation is going to do it and the other cor-
poration is simply going to- pay out the dividends to stockholders, I
think there is a difference there.

Senator BENNITr. Well, you can go on digging shafts, we don't
know what we will find at the bottom of the hole, and I can't believe
that it is the purpose of the tax law to force a man to exhaust what-
ever value this percentage depletion represents by continuing to dig
holes or wells until he runs out of money, because in the end, if you
are going to force him to continue that would be the ultimate result.
He would not be able to dividend or share this income with his
stockholders.

He has got to keep digging more holes until he finally digs enough
dry holes so that he runs out of depletable assets, and out of money.

Senator MILER. Well, I wouldn't want to carry it that far, I say
to my colleague, with all deference, because in a case where somebody
just figures they don't want to continue to dig any more or mine any
more or develop any more, you wouldn't have to run out of money.
He would just pay the tax on it and that is all, and certainly that
would be a prudent thing to do in some cases.

I would like to ask-
The CHA1iRxM. Might I just put one point in there since the Sena-

tor has been interrupted, I would like to put one point. No one is mak-
ing any point at all about that farmer sitting out there who owns
something. If someone comes and discovers mineral resources on his
farm, there is a difference, between depleting an investment and de-
pleting a resource, and I would like to ask this: Has it ever occurred
to you, one, that as far as this sort of farmer is concerned, if you are
not going to allow him percentage depletion then his only alternative
is just to sell all of his minerals--or a fraction of it-as a capital gain.
He would then pay taxes en half and would be done with it.

Now the man who buys it then takes cost depletion which would be
a lot more than 271/ or any percentage here, it could be 50, 70, or 80
percent. How high does cot depletion run in some cases--might it be
a hundred percent I

Mr. CoHEN. It could be if it were a losing operation or if a very
unprofitable operation. .

The CHAIRMAN. So that as a radical matter if you don't allow a
farmer who has something valuable discovered beneath his property
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something to adjust for the fact he has a depleting resource, his only
alternative is to sell the whole thing as a capital gain and then pay
a tax on half of it, or a maximum tax of 25 percent, isn't that the
alternative.

Mr. CoHEN. That could be the argument, Mr. Chairman, for giving
the benefit to the owner of the land.

The CHAIRMAN. Well, this point is when this thing was put into ef-
fect nobody ever came up and made the argument for the poor old
former, he is just sitting out there. But he has a better argument than
any of them if you are going to make him pay as ordinary income when
you remove his resources from his land, that if you don't give him some
kind of depletion allowance his ,nly alternative is to just sell it as a
capital gain and he would be forced to, no alternative.

Mr. COhIEN. There can be a different set of values though with respect
to the rson who is the lessee of the land with rights to remove the
mineras.

The CHAIRMAN. Very possible.
Senator MILLER. I had one last question, and that is this: Following

the action of the House Wayq and Means Committee, I read in the
paper where some industry spokesman forecast that if this overall re-
duction in percentage depletion across the board, without any recog-
nition of differences between those that are abusing the law and those
that are not, went through that this would result in an overall increase
to the consuming public, an overall increase in the price they would
have to pay for their automobile gas, their home heating fuel, and
various petrochemicals.

Does the Treasury have a position on that? Has the Commerce De-
partment or some other department of the Government made a study
of what the impact on the consumers will be?

Mr. COHEN. We have considered it, Senator, and it is very hard to
tell what the result will be in this regard, because you don't know what
the effect will be on intangible drilling expenses. For example, there
might just be more drilling and not as much additional tax as we have
estimated. However, considering many factors, the calculation in-
dicatesthat if all of the net costs in tI price of the products were
passed on to the consumer, the price increase would be around four-
tenths of a cent a gallon.

Dr. WALKER. I think we should add a caution there, as I tried to do
in the discussion with Senator Fannin yesterday. There is a question as
to the relative effectiveness of the market power of this industry in
passing on these price increases. I am not saying they could or they
couldn't. But it doesn't seem to jibe with the industry statements that
they need tax preferences because of a low rate of profit relative to
capital. Otherwise they could now increase prices and increase the
profitability of the industry. I am not taking a position one way or the
other -but saying this is a very complicated matter as to whether there
would be a pass on of costs or not.

Senator MiutR. I appreciate that comment but I think all of us are
very much aware of the fact that over the last few years there have
been increases in the cost of automobile gas, and I think we are getting
tired of it, and I don't like to see it go up any more unless it is
absolutely essential. If the Treasury's proposal is such that this would
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cause an increase, whereas by some other approach to this problem
to cut out the abuses we can do that without increasing the cost to the
consumer, I think we ought to pursue that.

I would like to ask further, what is the Interior Department's
approach on this plowback or have they given a position.

Mr. COHEN. We don't have an official statement from them, Senator.
They have been interested in it, and I think Secretary Hickel has indi-
cated an interest in the plowback theory in some informal public state-
ments, but I don't know of any formal position they have taken.

Senator MiLLER. Do you suppose you could get a position from
Interior.

Mr. COHEr. Yes, we can certainly inquire of them. We have been
consulting with them, and they have been interested in it. But I don't
know that they have studied it sufficiently to have taken any firm
position.

Senator MILLER. Thank you very much.
Thank you, Mr. Chairman.
The CHAIRMAN. Gentlemen, I would like to ask the pleasure of the

committee. We can come back here, let's say, at 2 o'clock, if that suits
the Senators. If someone cannot be here, if, Senator Byrd, you cannot
be here we will go ahead.

Senator BYRD. If you can give me 6 or 7 minutes I can conclude it. I
can't be here this afternoon.

The CHAIRMAN. Senator Byrd.
Senator BYRD. Thank you, Mr. Chairman.
We are discussing oil depletion. I wonder if the Treasury would

give its thinking in regard to the proposed change for coal depletion
of 10 to 7 percent.

Mr. COHEN. Senator, the thought was that if depletion were to be re-
duced from 271/ to 20 percent on oil and gas, that except with re-
spect to the five minerals that are in short supply, a similar percentage
reduction would be made with respect to the other 105 minerals that
are given a percentage depletion under the law. There are a total of
110 minerals that are given percentage depletion, and 271/2 percent
when reduced to 20 percent is a reduction of about 271/2 percent. So
the bill calls for an across-the-board reduction in percentage depletion
of about, 271/2 percent. for each depletable mineral except the five I
mentioned, I think this is why coal had been reduced from 10 to 7
percent.

Senator Bnm. Then I take it there was an arbitrary reduction
in so far as coal is concerned, and it was not-there was no study made
to indicate that coal was entitled to only 7 percent.

Mr. COHPN. I wouldn't say, Senator, that it was arbitrary. It was
across the board without any special consideration being given to the
percentage applicable to coal in relation to the reduction applicable
to the other 105 minerals.

Senator Bym. In other words, you determined what change should
be made insofar as oil is concerned and applied that same change to all
the other commodities, the other minerals, with a few exceptions?

Mr. COHEN. Yes.
Senator BYmD. It was based entirely on what was done to oil.
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Mr. COHEN. Well, that was the major consideration because the ma-
jor amount of depletion is with respect to oil and gas.

Senator BinD. Well, I would certainly call that an arbitrary cut-
back insofar as the coal depletion is concerned. I am not saying
whether it should be cut back, I don't know whether it should or
shouldn't, but it seems to me some study should e made of it before
we arbitrarily say because oil should be cut back then we ought to cut
back coal to the same extent.

Anyway, I have established to my satisfaction that it was an arbi-
trary change.

FOUNDATIONS

Now, would you supply for the record, to go back to Senator Tal-
madge's question earlier today in regard to the foundations, would you
supply for the record the total assets or the assets of all the private
foundations for the last available year, which I assume would be 1968,
and then if you would do that also for 1958 and 1948 and 1938. What
I'm getting at is it seems to me it would be important for the com-
mittee to know just how extensive have been these accumulations of
assets by the private foundations.

I know you don't have the figures now and I am not asking for
them now but if you would supply them for the record.

Mr. COHEN. In general, Senator I think Senator Talmadge was
correct. I think he mentioned some 123 billion in assets and our rough
estimate here is that assets are in the neighborhood of $20 billion. How-
ever, we will supply the data for the record to the extent that we can.

(The material referred to follows:)

ASSETS OF PRIVATE FOUNDATIONS, 1930-

Assts(InYear Number miNions)
Source of data

Twenty Century Fund, "American Foundations and Their Fields ............ 1930 122 1850
Harrison and Andrews, "American Foundations for Social Welfare," p. 58 .... 1944 505 820
F. E. Andrews,"Philinthroplc Glvinlr" p. 93 -------------------------- 1950 1,007 2'570
W. B. Chrn (editor) "American Foundations and Their Fields." 7th ad . 1954 4 164 4, 520
RusI Sale Foundaion, "Foundation Directory ---- ----------------- 1959 ,202 1,520
Russell Sage Foundation, 'Foundation Directory 2 --....................... 1962 6.007 14,510
1964 Treasury Department Survey, "Treasury Department Report on Private

Foundations, p. 74 ......... .................................... 15,000 16260
Russell Sage Foundation "Foundation Directory ....................... 11964-65 17,303 20,314
The Foundation Center Annual Report 196. p. 11 ........................ 1968 22,000 20,500

Source: Office of the Secretary of the Treasury, Office of Tax Analyis.

FARM LOSSES

Senator Bym. Thank you, sir.
Now, just one other category. In regard to farm losses, now I am

not speaking about hobby farming, I am speaking about professional
farming professional farmers, and of course they cannot determine
the weather, they have no control over excess heat or excess cold at the
wrong time of the year, can't determine the rainfall except in the West
where they have irrigation. They can't determine what damage would
be done by hail and all that.
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Do I understand accurately that the provision in this bill will not
apply unless both items occur, No. 1, that the annual nonfarm income
exceeds $50,000 and the farm losses exceed $25,000. I am talking of
taking the House bill now to establish the principle.

Mr. CoHE.N. The outside income-
Senator BYRD. Outside income.
Mr. COHEN. Nonfarm gross adjusted income has to be more than

$50,000 and the losses have to exceed $25,000. That rule only deals,
however, with the right of a person to take capital gains on the sale
of livestock or orange groves. It does not deal with deductibility of the
losses themselves.

Senator BYRD. It does not deal with the deductibility of the losses
themselves.

Mr. CoHiaN. That is correct.
Senator BYRD. It only deals with capital gains.
Mr. COHEM. It only deals with the right to get capital gains on the

sale of livestock or on orchards. It deala with the difference between
ordinary losses and capital gains, and just cuts back on the right of
the owner of a farm to be able to sell his livestock, for example, at
capital gains if he has had very large deductions from ordinary income
in the cost of raising the cattle.

Senator Bym. Then it does not apply to a general farmer who, for
one reason or another has his crop destroyed and loses $40,000, say?

Mr. COHEN. No provision of the bill would deny the farmer the right
to deduct actual economic losses. Even the capital gain rule would not
apply if the farmer kept his books on the methods of accounting that
were applicable to other industries. The problem arises from the basis
of accounting that enables him to deduct his costs of raising cattle or
developing a grove on the cash basis in the year incurred rather than
treating them as a cost of the cattle or grove to be offset against the
gain on sale of such farm assets.

Senator Bym. S6 this provision then applies only if he sells his
assets?

Mr. COHF. Only if he sells his assets, that is correct.
Senator BYRD. that clears up the point.
Mr. ConEN. There is another provision in the bill though. In the list

of preferences we include farm losses to the extent that they are due
to the use of the cas method of accounting.

Senator BYRD. Does the $25,000 figure apply in that case?
Mr. COHEN. No; it does not apply in that case. But, for example, if

an executive had a $100,000 salary, and his farm losses amounted to as
much as $50,000, the provision would not affect him. But if his farm
losses on a cash basis were $70,000, so he is paying tax on only $30,000,
we would insist that he pay tax on at least $50,000, which is half his
income after he adds back his farm losses.

Senator ByRi. Thank you, Mr. Secretary. Thank you, Mr. Chairman.
The CHAIRMAN. All eight, then, we will now stand in recess until

2 p.m.
Thank you very much, Mr. Secretary.
(Whereupon, at 12:50 p.m., the committee was adjourned, to recon-

vene at 2 p.m., of the same day.)
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AFrERNOON SFSION

Senator GoRE. The committee will come to order.

DEFINrrION OF EARNED INCOME

Secretary Cohen, this morning we were discussing earned income. Do
you understand the bill to refer to earned income by the present legal
definition in the code

Mr. CoHEN. I think that it uses, Senator, the definition of earned
income that is used with respect to income earned outside the United
States.

Senator Gomz. Which includes salary, bonus, commission, fees.
Mr. COHEN. Any form of compensation for services rendered.
Senator Gonz. What other forms do they take I Commissions, fees,

bonuses salary?
Mr. COHEN. Well, you have pensions. The problem that exists in

addition to the type of compensation is with respect to a person who is
in a business and who has income from a mixture of capital assets in
which he has an investment and from services. There is a special rule
with respect to income from businesses in which capital is a material
income-producing factor. There has been such a rule in the statute for
a good many years dealing with a proprietorship, for example, in which
the man is not a salary-earning employee but just has profits from his
business; you have to determine what percentage of h income from
the business is going to be counted as earned income and what is to be
counted as income from an investment.

50-PERCENT CEIIJNG ON EARNED INCOE

Senator Goiz. Well, for purposes of the 50-percent ceiling on earned
income what would be the definition with respect to the self-employed,
or to proprietorship of a business ?

Mr. COHEN. I think that in the bill we would use precisely the same
definition as has been used in determining earned income of a sole
proprietor in a business overseas. The definition is in section 911(b),
and it includes wages, salaries, or professional fees, other amounts
received as compensation for personal services actually rendered.
It does not include that part of any payment to him by a corporation
which represents a distribution of earnings and profits rather than a
reasonable allowance as compensation for personal services. The latter
point would be involved where a person was a sole stockholder of a
corporation and received a payment designated as compensation which
exceeded a reasonable amount for his services. This provision gives
the Commissioner of Internal Revenue the authority to say that the
amount above the reasonable portion would be treated as a dividend
and would not be earned income.

The section goes on to say that in the> case of a taxpayer engaged in a
trade or business in which both personal services and capital are ma-
terial income-producing factors, under regulations prescribed by the
Secretary or his delegate, a reasonable allowance as compensation for
the personal services rendered by the taxpayer, not in excess of 80
percent of his share of the net profit,. of the trade or business, shall
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be considered as earned income. That is the provision that I was
referring to.

Senator Gott. Let us come to something specific. Let us take the
case of a subchapter S corporation that turns out to be very profitable.
Let us take the case of one with which I am familiar. Three partners
started out as a partnership and later formed a subchapter S corpo-
ration. They draw salaries. They devoted a good deal of time and
attention to the business, and their salaries usually, plus the bonus,
approximate the earnings of the corporation. I see nothing in this
rule, in this definition, to affect that. If the corporation makes a half
million dollars a year they can easily draw $150,000 a year in salary
and bonuses.

Mr. Coin.N. As long as it is reasonable compensation for services.
Now, you have to make that determination with respect to a corpo-
ration generally. It would not be necessary ordinarily to make the
calculation with respect to a subchapter S corporation, I think be.
cause the individuals are subject to tax on all of the income oi the
corporation whether they take it out as compensation or whether it is
just taxed to them as their undistributed share of the corporation.

Senator (ioaL. The salary part is not so regarded is itI
Mr. CotNx. No; the salary will be a deduction. hiut, for example, if

I owned all the stock of a subchapter' S corporation, the company
made a hundred thousand dollars of net profits before salary I don t
think it makes nny difference in that case, whether I take the hundred
thousand dollars out as salary or whether it is just taxed to me as my
undistributed share of the company's profit. I will still pay tax on
ordinary income of a hundred thousand dollars.

There are cases in which it could make a difference. For example,
if it is not a subchapter S corporation. In such a case, the Commis-
sioner of Internal Revenue may assert that $100,000 is an unreasonably
high salary for me. He might say that my reasonable compensation is
only $50,000; the other $5,000 will not be a deductible expense to the
corporation but will be treated as a dividend to me. I will still Pay tax
on it, but the company won't be able to deduct that other $5(,000.
Thus, for the regular corporations there is a requirement for determi-
nation of reasonable salary because no deduction may be taken beyond
a reasonable salary.

Senator Gonz. Well, now, take the hypothetical ease I give you,
which is not far from an actual case. Three taxpayers are the sole
owners of a subchapter S corporation. They devote about ani equal
amount of time to the business They draw a salary of a hundred
thousand dollars each. The corporation has earnings after salary, net of
$200,000. And before the end of the fiscal year, let us suppose that the
owners declare for themselves a bonus for personal services of $50,000
each. This represents $150,000 for personal services. I see nothing by
this definition or by the 'terms of the bill that would require them to
pay a rate in excess of 50 percent.

Mr. 0outri. The requirement is contained in the language of the
definition of earned income in section 911 (b) that earned- income does
not include that part of the compensation derived by the taxpayer for
personal services rendered by him to a corporation which represents
a distribution of earnings or profits rather than a reasonable allow-
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ance as compensation for the personal service actually rendered. So
the 50-percent rate would be limited to an amount which is considered
a eas6nable allowance for personal services actually rendered, and
tils is no greater problem, tan exists with respect to corporations
that are not under sibchapter S.

There are already provisions in subchapter S with respect to un-
derpayment of salaries. The problem exists in the situation where
one of the stockholders of the subchapter S corporation you mentioned
gives half of his stock to his children. Now, assuming that is a valid
and completed gift, under subchapter S if the individual doesn't draw
that salary or bonus, these amounts would be taxed to the children
because they are the stockholders.

Now, to control this opportunity for shifting income, subchapter S
has a provision regulating a person who is managing the venture, like
the father in my example, to locate to himself a reasonable salary or
compensation for Ihis services rendered. Thus, problems exist in a num-
ber of different directions in subchapter S and in closely held com-
panies, and while problems would exist in this case with the 50-percmt
limit on earned income, they would not be novel problems. The bill it-
self would limit the benefits of the 50-percent ceiling to amounts which
are reasonable for the services rendered.

For example, if the individual in question is not really running
it but is only a stockholder and someone else is running it he would get
no benefit from it. There is always a difference of opinion as to reason-
ableness of salaries, but that is a problem we have to live with in the
law as it now reads.

Senator Goax. Well, I bring up the subehapter S corporation, which
I judge may be, if not isolated at least minor in the brad scheme of
things, to illustrate the invitation which this provision affords for A
mushroomini of corporate salaries of all sorts.

Now, I think this bill is an open invitation for corporate officials,
particularly those who are in a position of control to engage in an
orgy of corporate salary executive increases and bonuses, and you
have no rule, at least no feasible rule, for a major corpration to use
in deciding whether or not the officers of one of the-big steel com-
panie.-well, say, Bethlehem Steel-ou have, so far as'I^ know, no
yardstick of reasonableness that would prevent the top 10 of B3eth-
ehem Steel from receiving enormous bonuses which would really be

denying a larger dividend to the stockholders, but which, in fact, would
be given to the officers, plus their salary and bonuses, on which they
would have to pay only a 50-percent tax rate.

Mr. Conhe. Senator, I am aware of the problems you ramie, but
there are some limits on reasonableness. The corporation may not
deduct on its income tax return more than a reasonable salary.

Senator Gonz. Or bonus.
Mr. Conuu. Or bonus.
Senator Goax. Or commission.
Mr. Comax. Pardon I
Senator Gons. Or commission or fees.
Mr. Contoi. Yes. But the deduction to the corpoilation in section

162 with respect to compensation says that the corporation may deduct
a reasonable allowance for salaries or other compensation for personal
services actually rendered. That Is the basic rule.
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Senator GoRw Has the Treasury in its history ruled a salary or bonus
of Bethlehem bteel or IBM or United States :Steel to be unreasonable I

Mr. CoHzx. I can't tell you with respect to those specific companies,
Senator, but there have been a number of controversies involving this
provision. I think ir. tb' case of publicly held corporations where the
officers are not sluareholders to any large extent this problem has not
been raised, but there have been public suits over compensation of
officers of large corporations, particularly where it is pursuant to a
contract enterA into when the company was in an unprofitable posi-
tion. The company might have hired an executive and said, "You can
have 5 percent of the profits for the indefinite future." Then those
profits might have grown enormously, and in some instances the
arrangements have been challenged in stockholder suits.

I don't think the Internal Revenue Service can judge whether the
executives of the largest corporations are properly compensated at a
$200,000 level or a $400,000 level. 1 do think that, in my experience, the
finance committees of directors of large corporations do look to see
what is customary and standard in the industry, and I think if it
were an unconscionable amount in relation to what is paid by other
companies in that industry the Internal Revenue Service itself would
challenge it.

Senator Goim. I think if we leave this provision in you will see a
wave of unconscionable salary increases for corporate executives.

Mr. CoHEN. Well, as I suggested this morning if the committee
should desire it could say that it will put a ceiling o the dollar amount
that could be regarded as earned income under this provision.

Senator G(pEm. What would you suggestV
Mr. COHpN. Well, I am not prepared to-
Senator Goz. My secretary gets to the 40-percent bracket on $26,000

salary. Now how tar above that would you think the ceiling ought
to be?

Mr. COHEN. Well, you and I differed as to what all of the considera-
tions were this morning, but- i

Senator Goaz. I didn't think we did.
Mr. CoHEN. Well, I thought we were differing a bit. I think I was

trying to urge on you that the important thing is the effective rate of
tax rather than that marginal rate of tax. But let me say-

Senator GoRE. We didn't disagree on that. These are two ways of
looking at the same problem.

Mr. Com=N. Yes.
Senator Goiw. But I am referring now to the marginal rate on

that $26,000 that my secretary earns. There is an applicable rate of
40 percent.

Mr. Coinii. Yes.
Senator GoR. On the $38,000 that a corporate executive earns, he

reaches the 50-percent bracket and thereafter you have no progres-
sion, no graduation. It stops right there. Only 10 percentage points
different.

Mr. COmN. Let us take a married person because-
Senator Gonz. Let us take the one I.have given you first.
Mr. CoHEN. I will. I think you get it in a better setting with respect

to persons in that range if you consider married persons because I
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think most of those upper bracket persons that would be affected
by the 50-percent limit would be married persons. You can t.ke it
either way, but I noted that under the bill a single person would exceed
the 50-percent bracket at $38,000, but the married person would not
exceed it until $76,000.

Senator GORE. Well, let us take that, then.
' Mr. CoHzN. That is $76,000 of taxable income and a person in that
category would normally have on the average about 20 percent of his
income offset by personal deductions so there is a person in the $80,000
to $100,000 gross income range.

Senator Goim. Well, let us take your example. Senator Bennett has
now entered the committee room and it is his turn but if he will
pardon me I would just like to complete this, and then I will yield
to him.

Let us take this case. Suppose this lonely secretary does get married
but her husband has no income, he keeps house. Now, when would
their joint income reach the 40-percent bracket?

Mr. CoHtN. The 40-percent bracket would be reached at $82,000 in
the new rate schedule and that would be with deductions somewhere
in the $35,000 to $40,000 compensation range ordinarily.

Senator GoRE. Well, staying again with this example which you
provide-

Mr. COHE.N. The tax though at that level, sir, is about $8,00 in
relation to roughly $40,000 of compensation, that is somewhere above
20 percent effective rate.

Senator GoRE. Well, assuming the example you gave, a married
couple without deductions would reach the 40-percent bracket with an
income of $32,000. The corporate executive, married, likewise without
deductions, for purposes of this example, would reach the 50-percent
bracket at what level of income?

Mr. CoHEN. Well he reaches it at $64,000 but he goes over it at
$76 000. So that is the reason I gave you the figure of $76,000.

senator GoRE. So between $32,000 and-
Mr. Conrx. It goes over 40 percent at $18,000 for a single individual

or $36,000 for a married person, and it goes over 50 percent at $76,000
for a married person, as compared to $88,000 for a single person.

Senator Goii. So from $36,000 to $76,000 there is progressivity of
10 percentage points.

Mr. CoHEw. Yes, sir.
Senator Goiw And from there progressivity stops entirely. We

then repeal the law of progression the principle of the graduated
income tax. I say to you this is utterly indefensible. I will oppose that
but will not deny you the privilege to reply in any way you would like.

Mr. Corn. Well, Senator, if you wished to carry out complete
progressivity of the rates, you cula go all the way to a hundred
percent. We do get to the point where with respect to services, for
the reason that I mentioned this morning, inordinately high rates
may cause a person to spend more time trying to figure out some of
the incentives in the law than he does concentrating on his work, and
you have a substantial disincentive effect for a person who is earning
money if you are taking 70 cents out of every llar that he earm.

Senator GoRE. If we are going to give recognition and preference to
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earned income for the high brackets, I ani going to insist that earned
income for the low brackets, for all brackets, have it, too.

Senator Bennett.
TAX EXEMPT ORGANIZATIONS

Senator BrNNm-r. Thank you.
You have been dealing with these global problems, let us go down

and talk about some rather unimportant ones, simple ones. I know that
in the bill as it came from the House the exemption in the present law
which exempts churches from making tax returns has been eliminated.
They have to file an annual return stating specifically the items of
gross income, receipts and disbursements, and such other information
as the Secretary orhis delegate may by forms or regulations prescribe.
Don't you think this is a rather purposeless so far as the Government
is concerned, but rather drastic change in the tax law? Don't you think
this is something under which this committee could well return to
the existing law?

Mr. COHFN. Well, we are putting a tax in this bill, Senator, on the
unrelated business income of churches. There have been a number of
instances in which churches are carrying on active business opera-
tions. Now we would plan by regulation to exempt large groups of
organizations from this requirement. We would not want to put the
churches to the expense mad difficulty of filing those returns. The law
provides that the Secretary or his delegate may relieve any organiza-
tion required under this provision to fie an information return from
filing the return if he determines that such filing is not necessary to
the efficient administration of the Internal Revenue laws.

Senator BENNmET. That is putting a lot of responsibility on the
Secretary because I can conceive of a situation where one group which
calls itself a church iis exempted b ut another group is not. Shouldn't
you require the churches to file returns o-h-thbir unrelated business
income rather than their entire income?

Mr. COHEN. They will have to do that, sir. If a tax is put on their
unrelated business income, then it is clear they will have to do that.

Senator BENTm-. Then why should the have to account to you
for their income which is related solely to their activity as a church ?

Mr. CoHEN. Well, I don't think we want that information but I
am not familiar with all of the reasons that went into this. We cer-
tainly don't want a flood of useless tax returns which we are not going
to act on, but I assume that this was asked for in order that we would
have the power to request returns of particular types of organizations
that might be needed to enable us to determine whether an activity
was exempt or not exempt.

Senator BENNErr. This committee has an interesting precedent to
look back to. When we wrote the social security legislation, the com-
mittee decided that the division between church and State was so
clear that we could not compel ministers to come under social security.
I think that separation still exists. I don't think we should compel
churches to file returns of their income which has nothing to do with
taxable activities, and I would hope that you could help us prepare
language which might satisfy you. i would think the Seeretary would
not want this responsibility as an individual because there might be
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circumstances under which he might ask for information and thus
be accused of an antichurch bias or a bias against one church as com-
pared to another.

Mr. ConEN. We would be happy to review this, Senator. We have
no desire t3 get information beyond what is necessary for the admin-
istration of the law.

Senator BENNEr. You are interested in information where a tax
might conceivably be involved.

Mr. Connz;. Yes.
DEPIAETABIE, RESOURCES

Senator.BENNE-rr. That is fine.
My other subject takes us back to this depletion problem about which

we had so much discussion this morning. There is another aspect of
depletion which is not involved directly in the law but is certainly
related to it, and that is the definition of the cutoff point. I understand
you inherited a set of semifinished regulations which would have set
a pattern of cutoff points, and this has left the depletable industries,
many of them, up in the air. I hope we don't have to in this bill attempt
to write a pattern of cutoff points, but the pressure will be on us unless
these regulations or in some cases some slightly different regulations
are issued. We got into that cutoff point problem when we were talking
about oil shale. That is vital in the oil shale problem. Can you give us
any information as to what prospect there is that these regulations
will be available?

Mr. Conmlr. Well, we have been so occupied with the tax reform bill
itself, Senator, that we have not been able to complete our work on this
as yet, but we would expect to be able to advise the committee before
we get into executive session of what position we will take with respect
to the existing situation. I don't think that we would be able to give you
our recommendations for the long-range future at that time. We would
like to consider the cutoff problem in the future and present our recom-
mendations to you, but we think that is a matter that requires more
study than we have had now.

Senator BENNETr. I think you are always entitled to a second look.
Mr. COHEN. Yes.
Senator BENN E' ". No question about it. But for the benefit of these

industries, including the oil shale industry, I hope you can save us
from the pressure we will get from an attempt to write cutoff patterns
into the depletion section of the law.

Mr. ConE,. What I hope to be able to do would be to tell you before
the close of the public hearings or before the start of the executive
session what our position will be with respect to pending cases and the
current year, andif we are to make recommendations for long-range
changes, we would make them to you at a later date.

Senator BE*Nm.r. I think if you could handle the current pressing
cases, that would go a long way to relieve us of the pressure.

I have no other questions.
I suddenly find that the Republicans have taken over the committee.

We will declare a dividend. [Laughter.]
Senator CURTIS. Mr. Chairman, is a motion in ordert There are one

or two sections I would like to strike out of the bill. rLaughter.]

33--865 0-m-pt. 1--46



718

I -have a few questions, but I want to say to you gentleman that I
have admired the wav you have responded to questions. You have
been most helpful and most cooperative. I really mean it. Your ap-
pearance here has been fine.

FARK LO88E5

The first question is this: Tvae the case of a farmer who has sub-
stantial nonfarming income and who devotes his principal efforts to
farming, fully striving for a profit, but he suffers continuous losses
How is he affected by the bill that the House passed?

Mr. COHEN. You are assuming that he is a professional farmer and
doesn't have a hobby loss?

Senator Cuwns. RFis primary business is farming. He may live on
the farm, or he may reside in the town which is becoming more prev-
alent, but his sole business, so far as his time and attention is con-
cerned, is in his farming or ranching business.

Mr. COHEN. We can assume he is in business for a profit?
Senator Curns. Yes; he is fully striving to make a profit and we will

assume he does have outside income and he suffers some heavy repeated
farm losses.

Mr. COHEN. It wouldn't affect true economic losses due to drought or
tornado or cvclone or whatnot.

Senator B.NNETT. Low prices?
Mr. COHEN. Low prices, yes; anything that is a true economic loss.
The problem in the farm area, Senator, has come from the fact that

there has been a favorable method of accountinq intentionally given to
the farmers to enable them to treat as a deductible expense purchases of
fertilizer, feed, and so on.

Senator Curms. Aren't they truly expenses of doing business?
Mr. COHEN. Well, if they are expenses of producing a cron, the ex-

penses ought to be included in the same tax return in which the income
from the sale of the crop is included.

Senator CuRTis. Yes.
Mr. COHEN. In the case of expenses to raise cattle, the question would

hx whether he can properly deduct against his outside income the ex-
pense of raising the cattle and then sell the cattle at a capital gain.

Now, our provisions in this bill, assming--
Senator Curris. First, what does the House bill do?
Mr. COHEN. Well, the House bill does essentially what we recom-

mended.
Senator CumRIs. I see.
Mr. COHEN. But it puts in another limitation. The House bill pro-

vides, that if a farmer has more than $50,000 of adjusted gross income
off the farm, nonfarm income, and he suffers losses from the operation
of the farm in excess of $25,000, then the losses above $25,000 will be
recorded in an excess deduction account (EDA). If he has capital gains
thereafter in subsequent years from the sale of the livestock-

Senator Curm. Or the land?
Mr. COHEN. No; generally not the land, just from the sale of the

livestock or if he were to sell an orange grove which he had grown
and deducted expenses of growing the trees. To the extent that he has
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a capital gain on the subsequent sale, it will have to be treated as ordi-
nary income until these excess losses'that are in this particular account
have been made good.

Now, this provision does not disallow his deduction for the losses
that he is incurring. It just says that if he has high outside income
and he has extraordinary losses year after year, he can take the losses
now, but later when he sells the cattle, he must treat a portion of his
capital gains as ordinary income.

Senator CuRTIs. Now that is true even though his primary business
activity is farmingI

Mr. COHEN. Yes; that is correct.
Senator CURTIS. Now, do we treat any other occupation that way?
Mr. CoHm . Well, Senator, I was asked that question on the House

side. Someone said to me, "Isn't that discriminatory, you don't do
that with respect to the owner of bowling alleys," and I said that
the difference is that bowling alleys don't have little bowling alleys,
which are born with a zero cost because all the expenses have been
deducted, and which can be sold at a capital gain. We do this with
respect to other businesses where a business buys a depreciable asset,
deducts depreciation against ordinary income, and then sells the
asset at a profit for a price above the depreciated cost. We would
insist upon recapture of the depreciation. To the extent of the depre-
ciation deducted, the profit would be ordinary income, rather than
capital gains. That is in existing law.

Senator CUrTIS. You are talking about what is in this bill or present
law?

Mr. COHEN. Present law.
Suppose you go out and buy an asset for, say, $3,000 and begin to

denreciate it over its normal useful life. After having written off
$1,000 of depreciation- so that its basis is down to $2,000, you sell it for
$3,000. Since you have deducted $1,000 against ordinary income,
you would have to treat that $1,000 profit on the sale as ordinary in-
come. The difference with respect to cattle that you raise yourself, born
on the farm, all the expenses of the feed and care of the herd has been
written off against ordinary income so that the new-born animal comes
into life with a zero cost. Under present law, the herd may be culled in
situations where the law allows a capital gain, and the cattle sold will
yield the farmer a capital gain, although he has deducted the expense
allocable to the raising of the cattle against ordinary income.

The House provision wouldn't affect the farmer who is growing
crops or vegetables. He is deducting expenses, true, but, when he sells
his vegetables or his crops, they are ordinary income and he is not
getting a capital-gain befiefit.

The House provision would only apply where capital gain is being
taken on the sale of the livestock or orange groves.

Senator CuRTIs. How are capital losses treated in reference to live-
stock?

Mr. COHEN. I think they would be ordinary losses. Under existing
!aw, if you raise cattle for sale to customers, you would have ordinary
income. It is only in the cases where you are culling a herd, do you
get capital-gain treatment.
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If you raise cattle for the purpose of sale it would be treated the
same as in the case of crops.

Senator CURTIS. Then it is true that the farmer whose primary
business is farming, who is striving for a profit, and who has substan-
tial outside income can be penalized for not making a profit?

Mr. COHzN. Well, he is not penalized for not making a profit under
this provision. He can deduct his losses in full as far as this provision
is concerned, and he comes out even in the end, as we see it. We see
this as no penalty. We see this as not allowing him the special capital-
gains rate on the sale of the livestock to the extent that lie has had
particular benefit from the deduction earlier of the expense of raising
the livestock.

Now, there is another provision that is involved to which you may
be referring, Senator.

Senator Curris. The hobby farm provision.
Mr. COHEN. No; beyond that with regard to the hobby farmer. The

farm loss is calculated on a cash basis. We are not speaking of the
real economic farm losses such as from drought or low prices, as
Senator Bennett says, but of losses because of the use of the cash method
of accounting. We treat this as one of the total, one of the list of
preferences in our limit on tax preferences.

For example, if a man had a hundred thousand dollars" of outside
income, this would not disturb him unless his preferences amounted
to $50,000, so if his farm-

Senator Cumrs. Capital gains.
Mr. COHEN. No; we are not speaking of gains now, we are speaking

this time of net farm.losses in a year.
The other provision speaks in relation to capital gains. This speaks

only in terms of the farmer's net loss and would not involve capital
gains. This time I am assuming a man with a hundred thousand
dollar income. If he had a $50,000 farm loss, and no other prefer-
ences from depletion, accelerated depreciation on real estate invest-
ment and so on, we would not disturb him unless his farm loss
exceeded $50,000, half his income.

But if his farm loss was $80,000 and his net income was $40,000, we
would say that he would have to pay tax on one-half of his income or
$50,000 that year. We would give him a 5-year carryforward so that
if this just happened one year and on the average he were under 50
percent for 5 years he wouldn't be affected.

Senator CuRIs. What is the minimum figure you go down?
Mr. COHEN. With respect to this provision we only make the adjust-

ment if it exceeds $10,000. In the case of the small farmer, say someone
with under $20,000 of outside income, it would not affect him at all.

Senator Cum s. By his economic losses you mean the ordinary and
necessary expenditures made to carry on the farming Dr ranching
operation.

Mr. CoHEN. We don't think this is likely to be applicable in many
cases, Senator. With respect to the provision about capital gains that
I mentioned to you before, we recommend that it apply where outside
income is $1215,000 and the farm loss exceeds $15,000. The computer run
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that we have made indicates that the provision would apply only to
9,300 persons in the country and that those 9,300 persons have an
average farm loss of almost $45,000 apiece.

Senator GonE. Would the Senator yield?
Senator CUTIms. Yes.
Senator GonE. I am fairly familiar with the tax returns of a farmer

who was reared on a farm and still does have a farm but who engages
in other activities and has other income. He has had fairly proftable
years, but in 1 year because of a combination of drought and brucellosis
and a few other bad, unlucky streaks, he had a loss of $51,000. How
would your rule affect thatI

Mr. COHEN. Well, we would allow a 5-year carryforward, and I
would assume that on a 5-year basis it would not affect him.

Senator GORE. Well, assume a man quit after such a year.
Senator Curris. Does he have a carryback as well as a carryforward ?
Mr. COHEN. No; he only has a 5-year carryforward as we have

drawn it.
Senator GORE. There are not too many people who can stand a

$51,000 loss--he might go out of business.
Mr. COHEN. Our excess deduction account would not apply in such

a case unless he had subsequent capital gains from the sale of the
cattle.

Now, I don't know in the case that you put, I don't know whether
when he went out of business 'he had a capital gain on the sale of a
herd or not, but if he did-

Senator GoRE. This particular farmer didn't go out of business but
he may have.

Mr. COHEN. Well, the excess deduction account only applies to the
extent that after taking a $51,000 loss, a person in a subsequent year

has a $51,000 capital gain from the sale of cattle.
Senator CtrTis. Does this apply to corporations as well as indi-

viduals?
Mr. COHEN. The capital gain provision involving the taking of ordi-

nary losses and then realizing capital gains would apply to corpora-
tions as well as individuals. The limit on tax preferences only applies
to individuals.

Senator CurTIs. The tax preferences comes into play when he has
outside income?

Mr. COHEN. Yes.
Senator CuRIs. So a corporation can create a separate entity for afarming operation?Mr. COHEN. Well, the corporation couldn't deduct the farming ex-

penses against its ordinary income a,1 then claim capital gain on the
sale of the cattle any more than an individual could. The same rules
would be applicable both to corporations and to individuals.

FARMERS NOT MAKING MONEY

Senator Cu wrs. I think, and I am not applying this to the Treasury,
that among nonfarming people there is a great misunderstanding about
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the economic status of farmers at the present time. They are not mak-
ing money. Some of them are living off the depreciation allowance&
I have in mind one rancher, who is a rather large operator.

He operates a ranch that would sell for around a half million dollars.
He keeps his books accurately, and if he allowed himself a salary for
last year, he would get no return on his property investment.

Also, we do not always operate in a rising price situation. I know of
ranchers in their middle fifties who had cattle that they may have
purchased or otherwise acquired that were worth $300 a hea and now
are worth about a hundred dollars a head. There may be a few isolated
cases of very grave abuses by people using farm Losses but I think
there is a very great misunderstanding as to the economic position of
aw"culture.

Mr. CoHmiN. Well, this provision, Senator, is intended to apply to the
abuse cases, and I think that this is indicated by the fact that our
computer runs show that the excess deduction account provision applies
only to 9,300 people.

Senator C6uws. Does the bill do anything with the general provisions
for the capital gains treatment ?

Mr. CoHEN.. This provision changes the holding period in that the
holding period, now 1 year, would start running from the time
that the animal is normally placed in service rather than from the time
of birth.

Now, the present law has a 1-year holding period from the time of
birth, and I said to Senator Miller yesterday when he inspired that
since we had recommended returning to the 6-month holding period
for securities and real estate and other assets, we would be willing to
accept 6 months after the time the animal is normally placed in service
rather than 1 year after that time.

Senator GomL Would the Senator yield I
Senator Cuirs. Yes.
Senator Goim. I apologize for asking the Senator to yield but this

is an informative session and I am particularly interisted in this.
I would like to know what you mean by "in serivce." I take it in the

case of cattle you would mean when the animal is impregnated or used
for thepurpose of breeding. What do you mean in the case of a walking
horse, in the case of a saddle horse, in the case of a purebred racers

Mr. CoiniN. Well, I am, Senator, over my depth when we get to
discussing this with respect to specific types of animals. Wlat we were
trying to do was to solve the problem of determining whether the
animal is really held for sale in which event the profit would under
existing law be treated as ordinary income. If the animal is held for
breeding purposes, the profit would be entitled to capital gain
treatment.

Senator GoRa. As you know, or as you may or may not know, my
State is the center of the walking horse industry. The State just north
of me is the center of purebred racers. Many of both these groups have
called upon me and I would really like to know precisely the meaning
of this term "in service."
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MEANING OF THE TERM "IN-SERVICE1

Mr. COHEN. Well, the actual language in the statute says, in the case
of property used in a trade or business which can be sold at a capital
gain, "such term also includes livestock, regardless of age, held by the
taxpayer for draft, breeding, or dairy purposes, and held by him for
- months or more from the date of acquisition." That is existing law.

The bill would change that language to say, "such term includes live-
stock, regardless of age, held by a taxpayer for draft, breeding, sport-
ing, or dairy purposes, but only if held by him for at least 365 days
after such animal normally would have first been used for any of such
purposes." So in the statute, the question would be at wh%t age would
the animal normally be first used for draft, breeding, sporting, or dairy
purposes.

Now in breeding, this would be when the animal is normally bred,
and in sporting, I assume it would mean when the animal is first nor-
mally used for sporting purposes.

Senator GOR. Well, now, does that mean riding a horse for sporting
pleasure or in a race for competition?

Mr. C EN. I think that it would normally mean in competition but
not in training.

Senator GORE. I apologize to the Senator.
Senator CURTIS. That is all right.
Mr. COHEN. But the point was that up until that moment of time

there is no means of knowing whether an animal has been raised for
one purpose or the other. Now, in the securities market, for example,
there is a comparable problem with respect to the investment banking
firms that may underwrite certain securities. The securities they ac-
quire on an underwriting will, if sold, produce ordinary income and
ordinary loss deductions,but if theylbought the security for investment
purposes, any gain or loss would be capital gain or loss. There is a prob-
lem of knowing for what purpose the particular asset has been held,
because unless you have some rule, the taxpayer will regard it as an
investment asset, if -he sells it at a gain in order to have a capital gain.
He will naturally regard it as a business asset if he has a loss in order
to be able to deduct the loss as an ordinary loss.

What we are trying to see is whether there is some way in this live-
stock area to determine the purpose for which the animal has been
held, and you can't do that until there is a commitment.

At some point the owner has to make up his mind whether he wants
to hold the animal for sale or to hold him for breeding or sporting
purposes. And until the animal reaches the right age, the owner doesn't
have to commit himself.

HOBBY FARMING

Senator Curns. Now, I have a question that is somewhat related.
What is hobby farming and what is it you propose to do about it?

Mr. COHEN. The hobby-loss provision in the existing law is a highly
technical one and applie-

Senator CurTs. Are there any changes in this bill?



Mr. COHtEN. Yes. What we have done is to provide for a _rebuttable
presumption. The bill provides that if the deductions attributable to
an activity exceed the gross income from such activity by $25,000 or
more; that is, there is a loss of $25,000 or more, for any 3 of 5 consecu-
tive years ending with the taxable year, then unless the taxpayer estab-
lishes to the contrary the activity shall be deemed to have been carried
on without a reasonable expectation of realizing a profit.

Senator CURTIS. What would be an example of hobby farming?
Mr. COHEN. Well, in a case in which there are farming losses in

excess of $25,000 in 3 out of 5 consecutive years, the fact that there
are such continuing losses would create a presumption, a rebuttable
presumption, which the taxpayer could overcome by showing that he
intended to make a profit, but due to drought or low prices or other
misfortune he had not been able to make a profit.

Now, we have said in our recommendations to you, Senator, that in
order to make clear that the provision is not intended to apply to legiti-
mate business operations we recommend that the term "profit" be
specifically defined to include not only immediate economic profit but
also any reasonably anticipated long-term increase in the value of
property.

For example, if you were raising a herd of cattle, you could take
into account the increase in the value of your herd and not just the
sales that have currently been made.

Senator CURTIS. Is this intended to reach the taxpayer who chooses
to live in the country, has quite an acreage, and likes to see cattle and
sheep grazing around; anci so he goes into the operations on a very
uneconomic basis hiring help to take care of it, but under normal cir-
cumstances couldn't expect it to pay ?

What you are saying is that if he does this for pleasure, that is what
a hobby is, he can't charge the losses off against other income. Is that
all it is?

Mr. CoHEN. Yes, that is correct, Senator. Presumably the business
farmer, the professional farmer, cannot continue to survive year after
year unless he is going to have a profit. But the provision is not directed
solely to farming. We are talking about what may be a country estate,
as you say, in which farming for profit is not the real purpose. ft would
also apply to racing cars and other activities.

Senator Cuwrxs. What about the professional man in the city, lie
gets an idea that he can make a killing in the cattle field and he goes
into it on a one-shot basis for 1 year and he burns his fingers. Instead
of making a lot of money he loses a couple of hundred thousand dollars.
He quits. Is he a hobby farmer or is he affected by any of these rules-:
and frankly I am not too concerned about it, I am concerned about a
genuine farmer-but for my information I want to know, is that
individual precluded from charging his losses against other income?

Mr. COHEN. Well, there are at least three ways in which he might be
affected under this bill. There have been a lot of syndicate participa-
tions sold in this area in which, with respect to cattle and livestock,
people have been induced to enter on the basis of being able to deduct
the expenses against ordinary income and have a capital gain on the
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sale of the livestock. That has been limited severely by the provision
of the House bill.

We think that if such a man had losses of more than $15,000, his
right to take his capital gains ultimately should be eliminated until
he made good those excess losses.

Also if his loss in any year exceeded a half of his income, his other
income, he would be cut back unless on a 5-year carry forward he could
be excepted. But if the man to which you refer were not affected by
those provisions, the answer would depend upon whether he reasonably
intended to make a profit or not. I don't think this presumption would
apply because he doesn't have a record of at least 3 years of $25,000
loss or more and we would be bach to the basic issue that the Internal
Revenue Service has of whether t, is transaction was entered into for
profit or whether it was just a pleasure item.

Senator CURns. I have run over my time but I would like to pro-
pound two questions and you can supply the answers for the record.

FOUNDATIONS

What evidence do you have, if any, that foundations whose assets
are such that the Hous bill would require divestiture, including
foundations that are the sole owners of businesses, operate less in
the public interest for truly charitable purposes than foundations
generally.

I don't want you to answer it now but if there are any special abuses
in this area, I would like to know it.

I am not trying to shut you off, and in fairness to my colleagues I
will not ask you to answer. But what does your proposal prescribe in
the case of a foundation which is the sole owner of an operating cor-
poration being required to divest if such divestiture would run into an
antitrust suit?

I know of an instance or two where I just don't think it could be sold
other than to a rather monopolistic situation but if you will answer
that I would appreciate it.

Secretary KENNEDY. We will try to supply the information, Mr.
Chairman.

Senator CURTIS. That is all.
(The Department of the Treasury subsequently supplied the follow-

ing information. Testimony continues on p. 737.)
The House bill provides for a period of time to divest existing business hold-

ings, 10 years subject to the satisfaction of interim 2-year and 5-year require-
ments. We believe that this time would ordinarily be adequate to find a buyer
without the necessity of having to sell to a competitor. However, we would be glad
to explore the need for additional time if this is required In specific situations
which are brought to the committee's attention.

The adverse consequences of foundation ownership of business interests have
been described in, the Treasury's General Explanation of its Tax Reform Pro-
posals to the Ways and Means Committee beginning at page 5328 in Part 14 of
Hearings before the Committee on Ways and Means, House of Representatives,
91st Cong., 1A t Sess., on the subject of Tax Reform.'

A description of specific abuses will be found in the 1965 Treasury Department
Report on Private Foundations beginning on page 30.'

Page 726 of this book.
'Page 729 of this book.
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[ExCEIPT FROM THE TREASURY D)PAwTMENT'S GENFRAL EXPLANATION or ITs TAX
RWORM PROPOSALS TO THE WAYS AND MEANS CoMMIrrEE, 19)6]

3. FOUNDATXON OWNERSHIP Or IMPROPER BUSINESS INTERESTS

Present law
Present law contains certain restrictions upon the direct operation by a foun.

dation of a trade or business that is not related (aside from the need for funds)
to its charitable purposes. In general, a foundation may not be organized or
operated for the primary purpose of conducting an unrelated trade or business.
Furthermore, the income from the regular conduct of an unrelated trade or busi-
ness is subject to tax under the provisions of the unrelated business income tax.
In general, there are no limitations upon conducting an unrelated trade or busl.
ness through the ownership of a controlling interest in a separate corporate
entity.

The problem
Adverse consequences resulting from foundation ownership of business interests

arise in two distinct contexts: (1) foundation ownership of controlling interests
in businesses and (2) foundation ownership of any interests in donor controlled
businesses.

(1) Foundation Controlled Buswneses.-Foundation ownership of controlling
interests in businesses is detrimental to charity, unfair to competitors, unhealthy
for the national economy and inimical to the prescribed limitations on activities
by charitable organizations. Charity suffers because substantial responsibilities
are imposed upon foundation management to the detriment of their fundamental
responsibility to further charitable activities. For example, a heavy investment in
a business often imposes a responsibility to provide additional financing in times
of difficulty. Such a use of funds may make good business sense, but run counter
to the interests of charity which would indicate use of the funds for charitable
purposes. These additional responsibilities may, in some cases completely over-
shadow the responsibilities of exclusive devotion to charity, thereby tending to
cause that management to lose sight of the fundamental nature of a foundation as
a charitable organization. The Treasury Department Report on Private Founda-
tions (p. 30) contains several examples of foundations owning controlling inter-
ests in numerous diverse businesses and in businesses, of substantial size. In
addition, the Sixth Installment of Congressman Patman's study of foundations
entitled Tar Ex'empt Foundations and Charitable Trusts: Their Impact on Our
Economy, contains substantial information on the extent of business involvement
by 596 surveyed foundations. Some of the results of that survey are summarized
in Tables 3 and 4. In many of these cases it appears that the obligation of exclu-
sive devotion to charity is interfered with by the obligation to successfully operate
substantial business interests. On the other hand, the responsibilities to a business
in which the foundation has invested heavily can be sharply contrasted with the
responsibilities involved in the proper management of a passive investment port.
folio. In this latter case, the only responsibility is to retain or dispose of the
investment as the financial interests of charity dictate. It would seem that he
interests of charity are best preserved by limiting income production to in t-
ment portfolio management thereby eliminating the additional responsibilities
to a business in which the foundation is heavily invested.

Taxpaying competitors suffer because control permits a tax exempt organiza-
tion to provide advantages not available to a business owned by taxpayers. A
foundation can supply capital to its corporation from a source undiminished
by tax. Thus, a foundation is in a position to make loans and contributions to
the capital of its corporation out of its income in larger amounts than would be
possible without its tax exemption. To this extent the tax exemption of the
foundation contributes to the competitive ability of the owned corporation to the
detriment of businesses owned by taxpayers.

The national economy suffers because foundations provide a unique vehicle
for the permanent separation of business management from shareholder scrutiny.
Where the foundation and business management are the same, there are no
shareholders to judge the adequacy of business management, approve or di&
approve of management activities and, in general, provide a governing or super-
visory force. The existence of such autonomous corporations, divorced from
periodic shareholder scrutiny, would not appear to be in the best interests of a
healthful national economy.



727

Finally, the statutory restrictions upon activities by charitable organizations
are eroded by ownership of a controlling interest in a business. For example,
while a foundation may not directly engage in substantial efforts to influence
legislation, foundation owned businesses may do so. Thus, inherent difficulties
arise when the obligation vf exclusive devotion to charity and the operation of
ordinary commercial enterprises are vested in one managing body.

On the other hand, these undesirable consequences are substantially reduced
'or nonexistent in cases where, no matter what the magnitude, the foundation's
stock ownership does not constitute control of the business entity. For example,
the responsibilities imposed upon foundation management in connection with the
ownership of a substantial block of preferred, nonvoting, stock in a corporation
would seem to closely approximate the responsibilities of foundation management
to any passive investment. MimIla.rly, the danger of the existence of autonomous
corporations, the likelihood of finanDcal assistance and the possibility of indirect
impermissible activities, such as lobbying, are substantially reduced or eliminated
where control of a corporation remains in persons or entities othlr than the
foundation. Where control resides outside the foundation there would be no
reason to require divestiture of investments which the foundation management,
in their Judgment, considers beneficial to charity.

Furthermore, for many persons in a position to benefit charity through the
establishment of a private foundation, a substantial block of stock is the only
property available for that purpose. Where such an interest, can be reduced
within a reasonable period of time to eliminate the problems of controlled busi-
resses, the interests of charity, would be unduly penalized by a rule absolutely
foreclosing foundation receipt of such property.

Proposal
The seemingly conflicting interests of the detriments from controlling business

interests on the one hand and the benefits to charity from the ability to receive
such property on the other can be reconciled by a rule which would permit the
receipt and holding of controlling business interests for a substantial period of
time with a requirement of reduction by sale or contribution to a publicly sup-
ported charity at the end of that period. Under this rule, a foundation would be
permitted to receive the contributions of any interest in a business, without
limitation, but would be required, at the end of five years, to reduce its holdings
to a point where it did not hold stock representing a controlling interest in a
business. Existing foundations would be given 5 years from the effective date of
this legislation to reduce their holdings. Control would be conclusively presumed
by the ownership of more than 35 percent of the total combined voting power
of the corporation. A stock interest of between 20 and 35 percent of the combined
voting power would be required to be divested only if the foundation, in fact,
exercised control. Under this rule no limitation would be placed upon the maxi-
mum business Interests owned in the form of nonvoting stock or voting stock

* below 20 percent of the combined voting power.' Both interests in corporations
and unincorporated businesses would be subject to this rule.

However, the percentage limitations, in the case of an unincorporated business,
would apply to interests in the capital or income rather than the total combined
voting power of stock. The detriments to which this rule is addressed arise only
In connection with the exercise of control by a foundation over a business.
Therefore, stock owned by the substantial contributor to a foundation, the
creator of the foundation or other related persons would not be attributed to
the foundation for purposes of this test. (See, however, the donor controlled
business rule for attribution of stock held by a donor of stock to a foundation.)

Since the purpose of a five-year holding period is to permit contributions of
business interests, it would not apply to the purchase of business interests in
excess of the limitations. Such purchases would be prohibited. The five-year
holding period will preserve the flow of funds to foundations by permitting the
funding of foundations with business interests. On the other hand the required
divestiture will insure that the undesirable consequences of business control by
private foundations are eliminated.

Existing foundations whose governing instruments, as presently drawn, compel

The donor controlled business rule, however, could have an effect on these holdings, as
explained below.
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them to hold specified business interests would be exempt from these rules,
but only If local law prevents suitable revision of such instruments.

(2) Donor Controlled Buainess.-The ownership of an Interest in a business
which the donor controls involves distinct problems from those raised above.
Severe conflicts of interest and doubt as to the real value of the interest trans-
ferred to the foundation arise in this context. In its most aggravated form the
foundation Is utilized as a device to maintain family control over a business
while achieving income, gift and estate tax reductions for the donor. The family
remains vitally Interested in the corporation by virtue of Its retained stock in-
terest and, possibly, employment relationships. Where the family also controls
the foundation an objective appraisal of the best Interests of charity is inter-
fered with by the conflicting interest of family members who own shares, look
to the business for their livelihood, or both. For example, the decision as to the
desirability of selling the donated investment can not be approached with the
same degree of objectivity as the desirability of selling an investment in which
the family has no stock or employment interest. Furthermore, the salary and
dividend policy often Involves conflicts between the interest of charity for lower
salaries and higher dividends and the interests of the family for higher salaries
and lower dividends. As in the case of self-dealing, the very situation imposes
upon even the most scrupulous foundation manager a difficult, if not Impossible,
task of objectively protecting charitable interests and opens for the unscrupulous
avenues for personal benefit to the detriment of charity. Even where conflicting
interests are not present, by virtue of lack of control over the foundation, the
real value to charity of the transferred business interest may be extremely
doubtful.

In cases where the donated property consists of an unmarketable minority
interest in a close family corporation, the extent to which charity will benefit
at all remains almost entirely In the hands of the donor. The foundation can not
realize any value through the sale of the interest and the extent to which it derives
value through the distribution of earnings is wholly dependent upon the dictates
of the donor.

On the other hand, as is the case with the donation of controlling interests in
businesses, an interest in a close family corporation may be the only property
available for funding a foundation. Where such an Interest can be disposed of
within a reasonable period of time to eliminate conflicts of interest and realize
value for charitable purposes, the Interests of charity would be unduly penalized
by a rule absolutely foreclosing foundation receipt of such property.

Proposal
In order to permit the donation of property which will be beneficial to charity

and yet preclude continued conflicts or donation of property of doubtful value
arising in the context of interests In donor controlled business a foundation would
be given five years within which to sell or contribute to a publicly supported
charity any interest in a business controlled by a donor (or certain related
persons.)

Foundations holding business interests of this type at the effective date of this
legislation would be given 5 years from the effective date. A business would be
considered controlled by the donor If his holdings of voting stock (and those of
persons related to him) when combined with any voting stock of the foundation,
constituted more than 35 percent of the total combined voting stock of the corpo-
ration. Since the problems here involve ownership of interests in business con-
trolled by the donor, both voting and nonvoting stock owned by the foundation
would be subject to the rule. Thus, divestiture of nonvoting preferred would be
required if the donor controlled more than 35 percent of the voting power of the
corporation. The same rules would apply to combined ownership of more than 35
percent of the capital or profits of an unincorporated business.

Finally, under both the foundation controlled and donor controlled business
rules, extensions of the five year holding period could be secured from the Internal
Revenue Service. Such an extension would not be granted solely upon the grounds
of inability to sell the business interest since divestiture by contribution to a pub-
licly supported charity would be available. However, extensions would be granted
in cases where divestiture of the improper interest would have serious conse-
quences on the market for the stock.



729

[EXoERPT FROM THE TREASURY DEPARTMENT REPORT OW PRIVATE
FOUNDATrONS, 19651

(1) The existing situation
A number of private foundations have become deeply involved in the conduct

of active business enterprises. Ordinarily, the involvement takes the form of
ownership of a controlling interest in one or more corporations which operate
businesses; ocassionally, a foundation owns and operates a business directly.
interests which do not constitute control my nonetheless be of sufficient mag-
nitude to involve foundations in the affairs of businesses.

Eranzplc l.-lhe A foundation holds controlling Interests in 26 separate
corporations, 18 of which operate going businesses. One of the businesses is a
large and aggressively competitive metropolitan newspaper, with assets reported
at a book value of approximately $10,500,000 at the end of 1962 and with gross
receipts of more than $17 million for that year. Another of the corporations op-
erates the largest radio broadcasting station in the State. A third, sold to a
national concern as of the beginning of 1965, carried on a life insurance business
whose total assets had a reported book value of more than $20 million at the zdnd
of 1962. Among the other businesses controlled by the foundation are a lun'ber
company, several banks, three large hotels, a garage, and a variety of office
buildings. Concentrated largely in one city, these properties present al economic
empire of substantial power and influence.

xampl .- The B foundation controls 45 business corporations. Fifteen of
the corporations are clothing manufacturers; seven conduct real estate busi-
nesses; six operate retail stores; one owns and manages a hotel; others carry
on printing, hardware, cPnd jewelry businesses.

E.amplc 3.-The C foundation has acquired the operating assets of 18 differ-
ert businesses, including dairies, foundries, a lumber mill, and a window manu-
facturing establishment. At the present time It owns the properties of seven of
these businesses. Its practice has been to lease its commercial assets by short-
term arrangements under which Its rent consists of a share of the profits of the
leased enterprise. By means of frequent reports and inspections, it maintains
close check upon its lessees' operations.

Example 4.-The D foundation owns a crude oil refining company to which it
assigns a book value in excess of $32 million.

E.amplc 5.-The E foundation controls a corporation which operates a large
metropolitan department store. For its fiscal year ended January 31, 1963, the
store reported gross sales of $78,395,052, gross profit of $32,062,405, and paid
wages and salaries of $17,488,211. It stated the book value of its assets at that
time to be $55,091,820.

Emample 6.-Among the business interests owned by the F foundation Is a sub-
stantial holding in a corporation which constructs machines for the manufacture
of concrete blocks. The corporation has approximately 800 employees; its annual
sales have ranged from $12 to $15 million in recent years.

These striking illustrations of foundation participation in business are not iso-
lated phenomena, peculiar to a limited group of very unusual private foundations.
On the contrary, the available information Indicatez, that the involvement of
foundations in business activities is frequent. Of a p1oximately 1,300 private
foundations recently surveyed by the Treasury Departmtnt, about 180 reported
ownership of 10 percent or more of at least one class of the outstanding stock of
a corporation. One hundred and nine foundations in this group own 20 percent or
larger interests; 1240 hold 100 percent Interests. Forty-three foundations reported
that they possess 10 percent or larger interests in two or more corporations.
A recent report on foundations states that, of 543 foundations studied, 111 owned
10 percent or more of at least one class of stock of a corporation." Together these

U1 Further information about the business ownership of those foundations which have
assets valued irr excess of $10 million is set forth in Appendix A.

" Patman Report, let installment, supra, p. 8.
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111 foundations held interests of not less than the described magnitude (most
were in fact considerably larger than 10 percent in 263 separate corporations.
In other cases, of course, foundations own and operate 'businesses directly."

(2) Evaluation
Examination of any broad sampling of the commercial ventures of foundations

reveals that several kinds of undesirable results frequently follow from them.
In the first place, taxable businesses are often placed at a serious competitive dis-
advantage. Congress recognized this problem In 1950, and, by the Revenue Act of
that year, aimed at solving it. The statute which resulted subjects the so-called
unrelated business income of foundations and certain other exempt organizations
to tax at ordinary rates and removes the immunity formerly enjoyed by "feeder"
organizations-entities primarily engaged in business, whose sole claim to exemp-
tion is the turning over of profits to exempt entities.

Fourteen years of experience under these rules, however, has demonstrated that
organizations which pay careful heed to the exceptions prescribed by the 19O
act and retained in the 1954 code can frequently shield their commercial enter.
prises from tax. Because of the fact that the unrelated business income tax does
not, for example, apply to rents derived from property with respect to which the
lessor has no outstanding indebtedness, foundations are able to lease business
assets owned free of debt to operating subsidiaries, siphon off most or all of the
business profits by means of rent which is deductible by the subsidiary but not
taxable to the parent foundation, and thereby accumulate large reservoirs of un.
taxed capital which can 'be used to support the future operations of the business
Another exception to the unrelated business income tax Immunizes rents stem
ming from a lease whose term is not longer than 5 years even if the lessor has an
outstanding Indebtedness with respect to the leased assets.

The foundation, referred to in example 3, is typical of the private foundations
which have tailored their acquisitions of businesses to make use of this excep.
tion. In the ordinary pattern of these acquisitions, the foundation contracts
to purchase the stock of a business corporation for future payments, liquidates
the corporation, leases its assets to a newly formed operating company for a 5-
year term, I and applied the rents--usually fixed at 80 percent of the before-tax
profits of the business-to the discharge of the stock purchase obligation. The
ability of the foundation to receive the proceeds of the business operations in the
form of tax-free rent enables it to pay a much higher price for the corporation
than a nonexempt purchaser could afford." A third and rather elaborate excep.
tion to the unrelated business income tax immunizes rental income which found.
tions realize in certain sorts of situations not qualifying for the first two excep-
tions.' All of these foundations compete with similar businesses owned by non.
exempt taxpayers, who must pay for their acquisitions, finance their operations
and support -their expansion programs with the funds which remain after taxes
have been paid.

1, The transfer of businesses to foundations and other exempt organizations has been
encouraged by decisions of several courts that, under the arrangements ordinarily employed
for these transfers, the transferers are entitled to treat the proceeds which they receive as
capital gains. E.g., Union Bank v. United States, 285 F. 2d 126 (CL Cls.) ; Anderson Dairy,
Inc. v. Commissioner, 40 T.C. 172; Commisoner v. Brown, 325 F. 2d 313 (C.A. 9th). The
Supreme Court now has under consideration the question of whether or not, after such a
transaction, the former owners of the business receive capital gains treatment where the
exempt organization makes no downpayment other than from the assets of the business
itself, has no fixed personal obligation to pay a purehnAe price and is required simply to turn
over a specified proportion of the future earnings of the business. (ommi eoier v. Brows,
a#pra, certiorari granted June 8, 1964. Whatever the outcome of that case, however, it seems
clear that substantial inducements for the transfer of businesses to foundations will remain,

uThe foundation may or may not control the lessee corporation; the C foundation's
practice is to lease to an Independent corporation. In either event, the connection of the
foundation with the business remains a close one. Since the lease bases the determination
of rent upon the profits of the business, the foundation has a direct financial reason to be
concerned with the conduct of the enterprise. Because of this interest, the foundation cu-
tomarily reserves and exercises a right to maintain close supervision over the management
of the business. The C foundation typically retains the additional right to approve the
holders of a majority of the lessee's stock.

Transactions of this kind have received widespreed attention--and recommendation-
in tax literature and other publications. See e.g, "Boosting Profits: Have You Put a Prie
on Your Business? You May Be Able To Double It-By Selling to a Charity," Prentice-Hall
Executives Tax Report, June 24, 1968, p. 6; "Recent Cases Show How Best To Sell a
Business to a Tax-Exempt Organization," Journal of Taxation, November 1963, p. 302.

"1 Internal Revenue Code of 1954, sec. 514(b) (8) (B).
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Moreover, even if the laws governing the taxation of unrelated business in-
come of foundations and feeder organizations contained no avenues permitting
business profits to escape tax, commercial enterprises conducted or controlled
by private foundations would still possess significant competitive advantages
over those owned by taxable entities. Because contributions to foundations may
be deducted by the contributors for Federal income tax purposes, the capitaliza-
tion of foundation businesses is accomplished with tax-free dollar j, rather than
after-tax dollars. A corporation which wishes to allocate $1 million of its gross
earnings to the establishment of a taxable business subsidiary, for example,
would be able to contribute only $500,000 of capital to the subsidiary after Fed-
ral income taxes have been paid; but the same corporation could create a foun-

dation to operate the business, deduct its capital contributing, and have a full
$1 million available for the business operation. Again, the tax immunity of
dividends, interest, and other proceeds stemming from passive sources enables
foundations to supply capital to their business endeavors with exempt income.
Neither of these benefits is available to nonexempt commercial enterprises. Both
benefits contribute materially to the ability of a foundation to subsidize its busi-
nesses during periods of difficulty and to expand them during periods of growth.

Example 7.-When modernization of its textile mill facilities appeared desir-
able in 1958, the G foundation had sufficient funds available to make an addi-
tional $4 million capital contribution to its operating subsidiary.

Ex.ple 8.-The I- foundation has been able to sustain the operations of
one of its department store subsidiaries with a 1956 loan of $1,400,000 (at 4 %
percent interest) and a currently outstanding loan of $200,000 (which bears no
interest).

Example 9.-The I foundation has advanced more than $3 million to support
the business of one of its foreign subsidiaries.

Eranplc IO.-A recent report on foundations sets forth details of the numer-
ous loans which the J, K, and L. foundations made during the period from 1951
through 1961 to various of the business corporations in which they held con-
trolling or substantial interests."' The total of this indebtedness on December 31,
1956, was $1,897,605. These foundations appear to have entered into at least 36
separate loan transactions with their corporations during the designated period,
many involving sums in excess of $100,000."

Another advantage which foundation businesses have over their taxable com-
petitors is their freedom from the demands of shareholders for current distribu-
tions of earnings. A remarkable number of foundation-owned enterprises proceed
from year to year realizing substantial profits, but making negligible or no dis-
tributions to their parent organizations.

Example 11.-The A foundation, referred to in example 1, received no divi-
dends for either 1961 or 1962 from its newspaper corporation, its lumber com-
pany, or its 8, T, or U real estate corporations, despite the fact that all of those
companies earned substantial profits during both years.

Example 1.-The M company, a department store, entered its fiscal year end-
Ing in 1961 with a retained earned surplus of almost $4 million. During that year
and the 2 following years it enlarged this surplus with earnings of $365,819,
$193,450, and $149,320, respectively. It paid no dividends to its parent foundation
during any of these years.

Example 1S.-The dividends which the E foundation, referred to in example 5,
has received from Its department store subsidiary for the years 1900 through
1963 have ranged from less than 1 to I1/ percent of the book value of Its equity
in the corporation, as reflected on the corporation's February 1, 1962, balance
sheet. In each of these years the store's after-tax net income has been consider-
ably more than twice as much as the total dividends paid.

Thuis common willingness of foundations to defer indefinitely the realization of'
profits from their commercial operations--an attitude frequently not shared by

18 Patman Report 2d Installment supra, pp. 41-45.
3* The recommendation of Part It-R (2) of this report-that restrictions be impo"d upon

foundation lending practiee--deals with problems fundamentally different from that of
unfair competition, and would have limited effect in the area of the present inquiry. Foun-
dation loans to affiliated businesses could frequently be brought within exceptions to that
recommendation (as, for example, private placements or obligations secured by first mort-
V s), and if, in a particular situation, the proposed limitations appeared troublesome, the
foundation might well simply decide to furnish funds to its business by means of a capital
contribution, rather than a loan.
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the shareholders of other businesses--makes it possible for the profits to be
invested in modernization, expansion, and other programs which improve the
competitive posture of the foundation-owned businesss m

The various advantages of foundation-held businesses can make then for.
midable and successful competitors.

Example 14.-The X evening newspaper, owned by a foundation, has one
competitor, the Z morning newspaper. Z has been in operation for it number of
years and has very substantial financial resources. X, however, appears to have
made competitive efforts which neither Z nor other newspapers of comparable
size elsewhere in the country have been able to duplicate. X utilizes seven wire
services; other newspapers of similar size have from one to three. X publhihes
seven separate editions each day; Z publishes five; no comparable evening
newspaper in the country publishes seven. X's normal subscription rate is $2 a
month; Z's has been forced down to $2.25; those of newspapers in comparable
cities range from $2.20 to $3. X recently purchased the only other evening news.
paper in the city. Its advertising rates appear to remain substantially lower than
those of any similar newspaper in the country.

In addition to having adverse effects upon competitors, foundation involve-
ment in business may occasion other, equally objectionable results. Opportunities
for abuses of the kind with which parts II A and B of this report deal spe.
cifically are frequently greatest where a foundation conducts or controls a
business. Temptation for subtle and varied forms of self-dealing proliferate In
such a situation. Remote relatives may be employed in the business; friends
may be assisted; business acquaintances may be accommodated. However broadly
drawn the restrictions upon self-dealing may be, many of the conflicts of interest
arising in this area are likely to be sufficiently obscure or sufficiently beyond
the realm of reasonable definition to escape the practical impact of the limitation&
Making certain that none of the 800 employees of the F foundation's manufac-
turing business receive special benefits because of a relationship to one of the
foundation's donors, or that none of the D foundation's $32 million oil refining
business involves the transfer or use of money or property to or by parties re-
lated to the creator of the foundation, would entail enormous administrative
burdens in itself, even if the danger of less definable abuses were not present

Again, the problem of' deferral of charitable benefits has been particularly
pronounced in the foundation business setting. We have already noted the
competitive advantage which foundation-controlled businesses commonly derive
from the willingness of their owners to forego distributions of current profits
That some unconcern with the present realization of business earnings, mani-
fested by many foundations, often delays the progress of funds to charity even
when accumulation has no reasonable relation to business needs. The restrictions
of existing law upon accumulations of income by businesses become operative
only where a corporation is "formed or availed of for the purpose of avoiding
the income tax with respect to its shareholders"; where the shareholders of
the business are themselves tax exempt, the limitations may not apply. Similarly,
the statute which prohibits unreasonable accumulations of income by founda-
tions applies only to accumulations within the foundation itself; it does not
prevent retention of earnings in a separate, though controlled, entity." As a
consequence, many foundations have permitted large amounts of income to
accumulate in their business subsidiaries.

Example 15.-In 1962 the Y foundation had amassed almost $9,700,000 of
undistributed earnings in one of Its business subsidiaries, and more than $5,800,-
000 in another.

Example 16.-By the end of 1963 the 0 foundation had accumulated profits of
$3,808,957 in its department store subsidiary.

When these funds will find their way to charity is, at best, a matter of
conjecture. The moderate pressure provided by the payout requirement recom-

0 The requirement recommended in the preceding section of this report-that foundation'
make annual charitable disbursements at least equivalent to a prescribed percentage of the
value of their assets-would not remove this advantage of foundation businesses. In many
cases foundations wili be able to comply with this requirement by mqking payments from
contributions. Income derived from nonbusiness assets. or proceeds arising from the liqulda.
tion of other holdings. Such foundations will have no greater reason to make demands upon
their commercial subsidiaries for the distribution of business earnings.1 Even if the accumulation restrictions of existing law were extended to these situations,
their enforcement would require an arduous, case-by-case examination of each separate st
of facts.



mended in the preceding section of this report-whch, after all, merely fixe7
a basic floor for foundation performance in dlstributions-affords only a partial
solution to the aggravated deferral problem which exists in the foundation
business context.

The problem has another facet. A number of foundations have revealed a
willingness to commit charitable funds to business operations which are failing
or, at least, producing consistent losses.

E.ramplc 17.-The P foundation continues a printing and lithographing busi-
ness which lost $06,000 in 1959, $36,000 in 1960, $142,000 In 1961, $150,000 in
19C2, and an additional amount in 1963.

Example 18.-Twenty-four of the 53 business corporations controlled by the
B foundation referred to ift example 2, in 1956 lost money in that year, and most
of those 24 showed net earnings deficits from previous years' operations. Fifteen
of the 45 corporations which the foundations controlled in 1963 either had net
losses in that year or had net operating loss carryovers to that year.

Exampk 19.-A construction subsidiary of the F foundation referred to in
example 0. lost $22,920 In 190, $17,133 in 1961, $41,023 in 1962, and $49,408 in
1963. At the end of 1962 the corporation's earned surplus account showed a net
deficit of $199,818.

In all of these situations, charity bears the loss.
Participation by foundations in active business endeavors may also give rise

to a problem of a different character. As the Introduction to this Report has
pointed out, the private foundation is uniquely qualified to provide a basis
for individual experimentation and the exercise of creative imagination. The
framework of institutionalized charities can, in the nature of things, afford
only limited scope for the development of individual insights, the testing of
new approaches, the exploration of uncharted areas. But the private foundation-
easily established, inherently flexible, and available even to those with relatively
restricted means---can be utilized for precisely these ends.

Indeed, many would argue that the private foundation derives the principal
Justification for the favorable tax treatment accorded it from its particular suit-
ability for use by those who are concerned with, and devoted to the development
of new areas for social improvement. This special virtue of the foundation
assumes that the individual or group In control will, in fact, be devoted to the
development of these new areas; that the primary concern will be with social
aims. But where a foundation becomes heavily involved in business activities.
the charitable pursuits which constitute the real reason for its existence may
be submerged by the pressures and demands of the commercial enterprise. The
directors of a foundation which owns 26 widely diverse businesses must of neces-
sity devote a very considerable portion of their time and energies to the supervi-
sion of business affairs; and charity's claim upon their attention may well suffer.
Business may become the end of the organization; charity, an insufficiently
considered and mechanically accomplished afterthought. Little may remain to
distinguish the directors of such a foundatlot' from the self-perpetuating man-
agement of a publicly owned business corporation, without the balance supplied
by watchful shareholders. Unrestricted involvement in business may, then, under-
mine the very ability of the private foundation to make its unique contribution
to our society.

It is quite true that, occasionally, beneficial consequences have stemmed from
the business activities of a particular foundation. The Internal Revenue Service
has, for example, discovered several instances in which foundation businesses
have been profitable, their prods have been applied' to charitable operations
without undue delay, and private benefits for the foundation's donors or con.
trollers have been avoided. In these situations It may well be true that charity
has been advanced, and no one else harmed, by the ability of the foundation
to carry on business endeavors.

On the other hand, the fact that the large majority of private foundations
do not own businesses--and that their charitable endeavors suffer no noticeable
disadvantage from the lack of business ownership-suggests persuasively that
foundations have no real need to engage in business. Other sources of income
and other kinds of investments, less inimical to the accomplishment of their
charitable objectives, are available to them. Indeed, the Treasury Department
has encountered widespread opinion,. among foundations themselves and those
familiar with their affairs, that business participation Is altogether inappropriate
for private foundations. Hence, the obvious, fundamental, and common abuses
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which attend the involvement of foundations in commercial endeavors would
appear far to outweigh the minor and occasional benefits which particular
foundations have sometimes derived from business ownership.

D. FAMILY USE OF FOUNDATIONS TO CONTROL CORPORATE AND OTHER PROPERTY

(1) Two widely practiced tam devices
Foundations have commonly been established as convenient vehicles for main.

tatning control of a private corporation within a family while substantially
diminishing the burden of income, gift, anl estate taxes for the family. Two
somewhat different techniques have been used to accomplish this result. Some
taxpayers have contributed voting stock in a corporation which their family
controls to a foundation which the family also controls. In this way, they obtain
income- and gift-tax deductions for the donation, eliminate the impact of the
estate tax upon the value of the contributed stock, and achieve tax-free transfer
of dominion over the corporation to the younger members of the family by sub-
sequently shifting control of the foundation to them. Other taxpayers have caused
family corporations to be capitalized or recapitalized with substantial blocks
of nonvoting stock. By contributing that stock to a foundation, the older genera-
tion secures the current income and gift tax advantages of the contribution and
then transmits the voting stock-now representing a diminished proportion of
the value of the equity of the corporation and, therefore, largely or entirely
sheltered from gift or estate taxes-to the younger generation.

The availability of these devices has received widespread attention in tax and
business publications. An excerpt from the May 7, 1960, issue of Business Week
magazine (p. 158) is illustrative:

"Have you ever thought about setting up a 'family foundation,'"?

"However, before you get serious, there are two prime questions: First, are
there certain philanthropies (religious, educational, medical, etc.) that you'd
willingly devote considerable time and money to in later years? And second,
do you have a sizable family business that you want to pass control of to your
heirs, despite crippling Federal estate taxresI If your answers are 'yes' then a prl.
vate foundation could be a way to give your 'estate plan' an entirely new outlook,

"What is a foundation? It's a nonprofit organization with its own capital fund,
that uses its resources solely for public welfare. It can be a State-chartered
corporation, or a trust, or an unincorporated association. If properly set up
(with special Treasury-approved tax status) it pays no Federal taxes at all; yet ift
can be kept entirely under the control of its founder and his family.

"The real motive behind most private foundations Its keeping control of
wealth (even while the wealth itself is given away).

"Take the typical case: Say the bulk of your property is in a: family business.
When you die, if you have a high-bracket estate, the estate tax could cause a
forced sale of part or even all of the business--your children might lose control
of the company, as well as have to sell their shares at a poor price.

"A foundation can prevent this. You set it up, dedicated to charity. Year b
year, you make gifts of company stock to it, until the value of your remainfn
holdings is down to the point where eventual estate taxes could be paid without
undue strain, or until the foundation's holdings constitute firm control of tho
company. You maintain control of the foundation while you live; you direct its
charitable activities-and so, indirectly, you control the shares in your compan
that have been donated. When you die, control of the foundation passes from yot
to your family or other persons you trust and thus they, in turn, keep reins or
the business,"

.5 * * * * * *

[The italics are those of the original.]
Recurrent advice of this kind appears to have led many taxpayers to establish

and utilize private foundations for the purposes suggested. The recent Treasur
Department survey described in Appendix A disclosed a large number of founds
tions whose principal asset consists of stock in a corporation in which the foum
datlon's donors, officers, or related parties retain substantial interests. Of th

U A specific exception would als6 seem advisable for the Incidental rental of assets (rei
or personal) used primarily in a foundation's charitable operations.



approximately 180 surveyed foundations" which hold 10 percent or more of at
least 1 class of stock of a corporation, 121 reported ownership of family corpora-
tion stock.3 Such ownership appears to be particularly concentrated among
foundations of medium size-those whose total asset value is between $100,000
and $1 million. Of the 39 such foundations canvassed which have stock holdings
of the noted magnitude, 32 own family corporation stock.

Example 1.-The A foundation holds approximately 21 percent of the common
stock of the A corporation, possessing a book value of more than $2 million. Sub-
stantial contributors to the A foundation and related parties own approximately
00 percent of the corporation's common stock.

Example .- By both inter vivos and testamentary transfers, the B foundation
has received substantial holdings of the non-voting common stock of two corpora-
tions which continue to be controlled by the B family.

Example 3.-The C and D foundations' principal donor owns all of the voting
stock of the C corporation. Members of his family and he have given 106,000
shares of that corporation's class B nonvoting stock to the C foundation; they
have given 80,000 shares of this stock to the D foundation.

(2) Evaluation
The use of private foundations to perpetuate family dominion over business

creates situations which frequently contain, in their most aggravated form, prob-
lemis of the sort which have been discussed in the preceding sections of this part.
Plainly enough, the dangers of foundation involvement in business are at least
potentially present in all of these situations. Moreover, because of the donor's
retention of control over the dividend distribution policy of the corporation, the
benefits which charity ought to receive from the contribution of stock to the
foundation are frequently deferred indefinitely or absent altogther. Since the
stock is closely held and ordinarily unmarketable, the foundation--even if it is
not subject to the donor's influence-has little choice but to hold the shares and
hope for dividends; and the donor often proves unwilling--or the corporation
unable-to pay them. Yet, b;% arranging redemption of token amounts of the stock
or by causing an atypical, b.t strategically timed dividend distribution, the donor
may very well be able to sustain his claim that the stock has substantial value and
entitles him to a large deduction on its contribution to the foundation.

Example 4.-The recent Tax Court case of Pullman v. Commiassoncr, T.C.
Memo. Dec. 1964-218, affords an excellent illustration of these problems. The tax-
payers there, in control of a clothing corporation, arranged the recapitalization
ef the corporation with 8 percent preferred stock, nonvoting common stock, and
voting common stock. They then made gifts of the preferred stock to various rela-
tives and donated large portions of the nonvoting common stock to a family
foundation. They also donated small blocks of the nonvoting common stock to
two independent charities, and had the corporation redeem these blocks shortly
after the contributions at approximately book value. In its 19-year history the
corporation had laid dividends of more than 8 percent only once: in 1969---which
was one of the years in which a major contribution of stock was made to the
foundation-8 percent was paid on the preferred stock and an additional 3 per-
cent was paid on the nonvoting common stock. Nonetheless, despite the existence
of the preferred stock, with its large prior claim upon the profits of the corpora-
tion and the consequent unlikelihood that the common stock would ever receive
significant dividends, the Tax Court held that the transfers to the foundation
qualified for charitable deductions only slightly smaller in amount than the
book value of the transferred stock.

Examplc 5.-NMembers of the A family claimed deductions of almost $2 million
for their contributions of A corporation stock to the A foundation, referred to in
example 1. The stock of this corporation paid no dividends from 1948 through
1957, and none for 1962 or 1963." While small dividends were declared in the years
1958 through 1901, they appear to have produced less than $5,000 a year for the
foundation.

"A total of approximately 1,800 foundations were covered by the survey.
25 The term "family corporation stock" is used here In a sense consistent with the recom-

mendation outlined later in this aectton. The situations to which the text refers, hesee, are
those In which both the foundation and a donor (and/or related parties) own stock In a
given corporation and, together or separately, they hold at least 20 percent of the corpora-
tion's voting power.

The founation received its stock in the latter 1950's, 2960i and 1961.
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Example 6.-Beyond the immediate members of the B family, no market exists
for the stock owned by the B foundation (referred to in example 2) in two family
corporations, and the foundation has never received any dividend on either
holding.

Example 7.-!n only 1 of the last 6 years have the C and D foundations, re-
ferred to in example 3, received dividends on their large holdings of nonvoting
stock in a corporation controlled by their principal donor.

Extreme delay or entire absence of benefit to charity, then, is common in family
corporate cases.

Also present in these cases-often with unusual severity and complexity--are
the conflicts of interest characteristic of the self-dealing problems discussed in
part IIA of the Report. Where the donor exercises decisive influence over both
the foundations and the corporation, he faces difficult divisions of responsibility.
When the corporation encounters financial difficulties, for example, his duty to
the foundation may dictate efforts to dispose of its shares without delay; but
liquidation of the foundation's interest may occasion adverse market conse-
quences and thereby run counter to his obligation to other shareholders or his
own self-interest.

Example 8.-The E foundation suffered heavily from the divided loyalties
of its creators and managers. In 1953 substantially all of its assets were In-
vested in the preferred stock of a corporation 50 percent of whose common
stock was owned by these persons. The corporation's prospects appear even
then to have been far from bright. As matters grew worse, the foundation
maintained its holdings. In 1962, at the time of the last available information,
the preferred stock had never paid any dividends, the corporation was on the
verge of bankruptcy, and the assets of the foundation had become virtually
worthless.

The donor's retention of a personal interest in the corporation may place
him at odds with the welfare of the foundation In other ways. If he is in a
high personal tax bracket, he may wish to have the corporation accumulate
its earnings so that he can realize his gains by future sale of his stock and
confine his tax to the rate prescribed for capital gains; but the foundation
may require present funds for its charitable program. He may wish the cor-
pc-ration to employ his relatives; it may be best for the foundation that they
not be employed. The donor will generally find it In his interest to have the
corporate salary levels of family members fixed as high as is consistent with
the requirement of the tax law that deductible compensation be "reasonable,"
for it makes little difference to them whether they receive the earnings of the
corporation as dividends or salary, and the corporation may deduct only the
latter. The interest of the foundation, on the other hand, lies in keeping
salaries as low as is consonant with the employment of competent personnel.
The requirements of charity may dictate current expenditures by the founda-
tion; the donor may be tempted to have the foundation retain its funds to
meet the possible future needs of the business. In all of these situations it is
unrealistic to expect the donor, as director of thE foundations, to bring to bear
upon problems which involve his personal inter t the same Judgment which
an independent party, concerned only with the welfare of charity, would employ.

Problems of the same nature arise where the donor contributes to a private
foundation an interest in an unincorporated business, or an undivided Interest
in property, In which he or those related to 'him retain substantial rights.
Current tax deductions have been claimed, for example, for contributions of
rights in the air space over the donor's land, water rights adjacent to a private
beach which the donor owns, or fractional interests in vacant land which the
donor controls. Here again, because of the donor's close continuing connection
with the property, it is hardly realistic to expect the foundation to make inde-
pendent decisions about its use and disposition of the property.

While the abuses generated by family dominion over foundation property in
many respects are similar to those dealt with by other portions of this Report,
the problems here are sufficiently intensified, complex, and possessed of novel
ramifications to require a special remedy. This Report elsewhere r.,ommends
that foundations be required to pay out annually at least a minimum approxi-
mation of a normal return upon their assets but that requirement cannot
obviate the need for foundations to have sufficient Independent command over
their assets to enable them to realize-whether by sale, conversion to more
productive Investments, or otherwise-the means to exceed the minimum when
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their charitable objectives demand It. Indeed, the payout rule may create press
sures upon a foundation to liquidate other useful assets in order to preserve
its holdings of unproductive family, corporation stock; or the rule may be
satisfied simply by the donor employing the foundation as a conduit for his
ordinary annual charitable giving-while charity continues to derive no benefit
from the foundation's family corporation stock. Similarly, rules concrete enough
to possess real efficacy In the prohibition of specific self-dealing practices cannot
cope successfully and decisively with the subtle and continuing conflicts of in-
terest which arise in the family stock situation. Finally, a foundation which
is itself under the influence of a donor and which holds stock in a corporation
controlled by the donor will, even where Its stock holdings amount to less
than 20 percent of the corporate equity, almost necessarily find itself involved
in the business affairs of the corporation: for the foundation's stock will be
used In combination with that of the donor and related parties to govern the
commercial enterprise.

Senator GORE. Senator Hartke.
Senator HARTKII. Thank you, Mr. Chairman.

T8 THE REFORm B"L ATI-INFLATIONARY ?

Mr. Secretary, do you consider this tax measure as an anti-infla-
tionary measure?

Secretary KENNEDY. I do if you take the whole package, Senator.
The extension of the surtax through December of this year and
through June of 1970 as we have recommended and the repeal of the
investment tax credit have an economic impact that will be deflation-
ary for the near term. The revenue reductions are such that. they don't
come into play until 1971 and later.

So that from the period that we are working under, in the atmos-
phere of today, this would be deflationary. However, it may turn out
to be slightly inflationary because there is a long-run imbalance of
$1.3 billion in the package we recommend.

Senator HARKE. What I am asking is whether you consider this bill
as an inflationary or an anti-inflationary bill, or neither.

Secretary KEmNEDY. Well, the bill was determined, of course, to be
neutral in effect except for the surtax. We are picking up revenue
in fiscal 1970 and 1971.

Senator Huw&. You are picking up revenue?
Secretary KENNEDY. That is right. The net effect is an increase in

revenue.
Senator iAmTKEF Until 1971 and 1972?
Mr. CoH m. Yes. There is a net increase in revenue of a substan-

tial amount in fiscal 1970 and 1971. In fiscal 1972 it would be roughly
neutral or within a half billion dollars or so, in our estimate, and
then it would begin to lose revenue.

Senator HATrE. So you look at this in substance as being an anti-
inflationary device, is that correct?

Mr. COHEN. As the Secretary said, in the near term that would be so.
Senator Huzrr& Near term.
Mr. COHEN. In the middle term it would have a net reduction in

revenue and in the long term, as we propose it, there would be a
$1.3 billion revenue loss.

Senator HANIXE. All right. Can we define--
Secretary Kwmixr. We look at the bill as a tax reform bill.
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Senator HAzril Can we define the near term, the middle term, and
the long termI

Mr. CoHEz;. Well, I suggested that in this fiscal year and the next
there will be a significant net increase in revenue. In the third fiscal
year, which would be fiscal 1972, I think it is roughly neutral and
thereafter for several years there is a net reduction in revenue. The
net reduction becomes less and less until at the end of the 10th year,
the reduction is 1.3.

I don't know how you define near term, middle term and long
term but if you take it as 2 years near term and then 1 year in whic
it is neutral, it gives you in general the picture.

Senator HArrxE. You anticipate then that you will need some en-
couragement to the economy through tax measures by fiscal 1972,
which is July 1, 1971.

Secretary KzNNzDy. We were looking here at tax reform and we
wanted the reform part of this package in about a neutral position.

Then we found that the bill was, in our judgment, imbalanced with
respect to consumption and investment and we were willing to agree
to a revenue loss of a billion, three, over the long pull in order to
give a better balance for investment production.

Senator HARME. Wouldn't you be better off just to suspend the
investment credit until such time as you deemed it necessary to alle-
viate this inflationary pressure?

Secretary KENNEDY. I explained previously, Senator, that you can't
turn on and off a tax measure as much as you would like. I personally
prefer a reduction in the corporate rate to the investment tax credit
as a way to facilitate and encourage business. I would much prefer
a change in the depreciation schedules to retention of the investment
tax credit. I don't think the investment tax credit is the best kind of
incentive.

Senator HARTKE. If you really want it to have an anti-inflationary
device why wouldn't you make the cuts in the individual income taxes
this year instead of holding them off until 2 years from now?

Secretary KNNEDY. I don't understand that question. It is just the
reverse. I thought a reduction would be inflationary.

Senator IHIArE. That is what I am saying. In other words, why
don't you make the cuts effective now, cutting back now right away,
instead of some increase.

Secretary KENNEDy. We are not trying to encourage but trying to
discourage inflation, Senator.

Senator HARTKE. I know, that is what I am saying.
Secretary KENNEDY. If you cut taxes it seems to me-
Senator HARTKF. I am not talking about the cut, I am talking about

the cutback on the individuals, the reduction of the benefits. Really
what I am talking about is the fact that you say 1971-1972 that you
propose the amount of benefits which go to the individual should be
reduced, isn't that right, by $1.7 billion?

Secretary KENNEDY. I was saying we are phasing in the rate reduc-
tions to individuals and the other-

Senator HARTKE. What year does that take effectI
Secretary KENNEDY. There is a whole series of years. Do you want

to tell him about that?
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Mr. CoHEir. These benefits, the double benefits, Senator, that came
in the House bill in the standard deduction cases would not have been
effective until calendar 1971, and would have had their principal effect
for the first time in fiscal 1972, with some effect in fiscal 1971. So the
cutback was made, I think, not because of inflationary or anti-infla-
tionary aspects but because of the commitment of the revenues to this
extent.

Senator HARTKE. You are talking about revenue. Let me just ask the
question again as I understand the situation.

These cutbacks really for benefits to the individual in the lower and
middle income group take effect basically in 1971 and 1972. They do
not take effect this year.

Mr. CoHEx. Some do take effect in 1970.
Senator HARrKE. Yes; I understand, but the substantial reduction

in the amount you are proposing in the House bill really takes effect in
1971 or 1972.

Mr. Conmst. Yes.
Senator HAwirxz That is what I said in the first place. What I want

to ask you is: Do you consider this as necessary as an anti-inflationary
mechanism?

Mr. Comm. As far as I am concerned, I am not an economist, Sen-
ator, but I wouldn't consider that we took this approach because of
its anti-inflationary tendencies. You have a reduction in revenue made
by the House which we have suggested ought to be cut back; we have
suggested less of a revenue reduction in 1971 and 1972 than the House
has suggested, but it is still a revenue reduction.

Senator HARTKE. All right. Here, we are not confused, I hope and
I don't think we are, but the point very simply is that if the Rouse
bill became the law and was the law today the recommendation of
the Treasury very simply reduces the amount of-increases the taxes
and reduces the benefit to the middle-income and lower-income indi-
vidual by $1.7 billion; is that correct?

Mr. CoHzx. That is true in relation to the House bill.
Senator HAIRTKF In relation to the House bill it is true.
Now, in the totality of what is involved is this almost $2 billion in

reduction considered by the administration a deflationary device?
Mr. COHRN. It was not for that person because, Senator, any change

which increases the revenue would be a deflationary move and any
change that would result in a reduction in revenue might be said to be
inflationary, but I don't think that you make the decision on each of
the provisions in the law based upon the inflationary or deflationary
tendencies alone.

Senator HARTxE. Can I address it then to the Secretary, because, as
I understand, since you don't want to be an economist the fact of the
matter is that the fiscal affairs of this country and fiscal judgments
are being made in terms of their inflationary or their anti-inflationary
effect; isn't that true? We are using fiscal policy to affect-

Secretary KNWEDy. Precisely, Senator, and the package as we pro-
pose it is anti-inflationary over the period where we think that the
balance should be in that direction. But the changes to which you refer
were not made on that basis.

Those changes were made on the basis of equity within brackets and
the balancing out of the program, and we fol owed about the same pat-
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tern as the House in the distribution. I don't think there was any
change in the way it was done, just the amounts were changed.

Senator HARTar. In other words, by providing for an additional
$1.6 billion for the corporate sector as contrasted to taking away from
the individual sector will provide that type of balance in the total of
the economy is that what you are saying?

Secretary K& Nwy. I think that is generally what we are saying,
because--

Senator HARrl.. In other words, the fiscal effect of your proposal
upon the economic structure of the country is a balanced effect, but at
the expense of the individual with benefits to the corporations?

Secretary KzNxmxy. Well, I wouldn't agree with that, not for a
moment.

In the House bill there was an imbalance in revenue of $2.4 billion.
I felt that was too much. 1 also felt that the bill was overbalanced in
favor of consumption as against investment and production, and from
an inflationary point of view you know as well as I do that production
facilities and the investment community is very important.

We were willing to have an imbalance to the extent of a billion and
three hundred million, over a long period of time which is about half
the imbalance that was in the House bill. In arriving at that decision,
we looked at the schedules and there were inequities because people
making the same amount of money, with the same jobs, side by eah,
would-be getting a different tax relief, depending on whether they
owned a home or were living in an apartment, andour proposal will
bring those more into balance by making the change largely in the
rates rather than in the standard deduction.

POSSIBILITY OF WITHHOLDING INCOME TAX ON INTEREST AND DIVIDENDS AT
SOURCE

Senator HARTKE. Talking about the tax reform aspect of this bill
did you consider other sources of revenue, other types of reforms
which could produce substantial revenue? Let me be very specific with
you. Would you favor an amendment which would require that the
Federal income tax on interest and dividends must be withheld at their
source?

Let me go ahead with that for a moment. There seems to be an un-
fortunate continuity of expression throughout all the Federal law
which seems to give a different treatment to those individuals who
work for a living as corresponding to those individuals who have
their income from interest and dividends and investments.

For example, even in the social security law, as you well know, the
earnings liniitation only applies to individuals who work for wages.
It does not apply to those people who collect their income from rent
and from interest or from dividends.

Now, in the field of taxation the present law requires, as I said, only
the withholding of the taxes on wages and salaries and there is no
comparable requirement applicable to income from interest and
dividends.

The revenue gain from this amendment would, according to every
estimate I have, be significant. Under the present law there appears
to be a great deal of unreported income from interest and dividends,
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and according to the best estimates this amount is something in the
neighborhood of $4 billion, and the tax on that alone, the revenue
which would come as a result of changing that, would bring in about
a billion dollars.

Now, I would like your comment upon that.
Mr. COHEN. Senator, this matter was considered on a number of

occasions in the Ways and Means Committee, and was considered most
thoroughly in 1961 and 1962, both by the House and the Senate and
was reected. Moreover, the Ways and Means Committee considered
the matter of the extent to which dividends and interest are not re-
ported, and found that since 1961 and 1962 when the Congress last
gave consideration to it there has been a very large decrease in the
reporting gap.

Now, studied that matter at great length in 1961 and 1962 and I
would be glad to take up with you at some point, if you wouid like,
the problems involved in dividends and interest withholding. It is not
a simple form of withholding such as that which can be had with
respect to wages and salaries. The average individual works for one
employer, he fells him what his personal exemptions are, and the em-
ployer then withholds on a rather individualized basis for each person
by approximating the tax that that person would have to pay on hissalary.

With respect to dividends and interest where the amounts come
from various corporations and various banks, it would be impossible
to give effect to the person's exemptions, and you run into the very
grave difficulty that this committee ran into in 1962. The only way it
could effectively be done is to withhold some flat amount across the
board on dividends and interest, and that amount would be greater
than the amount that would be due from any person who does not have
sufficient income to pay tax; for example, a widow, or child or some-
one of that kind, but the wealthy person would only have his tax with-
held t the flat rate. It is a very grave administrative problem that
this Committee, and the House Ways and Means Committee in 1962,
most thoroughly considered.

Moreover, the gap has closed very significantly since that time, and
I doubt that the revenue estimate that you have is correct, but I would
be glad to go iito ita t length.

SenatorHARmi What-is your estimate as to the gap now?
Mr. COnnx . I do not have that, but I can give it to you, Senator, as

it was estimated before the Ways and Means Committee. I think there
the amount with respect to percent of dividends reported was estimated
as 98 percent or 98Z5 percent. This was in accordance with a survey
made by the Internal Revenue Service in 1964.

Senator M4_rz. How much was tho dollar value of that 2 percent
not reported I

Mr. COHEN. Well, dividends in the case of individuals, speaking
roughly, I think are in the neighborhood of $16 billion. This is for
individuals, and I am speaking off the top of my head, but 2 percent
of $15 billion would bej thin, $300 million of dividends that might
not be reported, and I think they estimate about a 40- or 50-percent
average-tax rate on dividends would be $120 million at a 40-percent
average rate.
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Now, with respect to interest, the figure was about 96 percent report.
ed according to a survey. You always are going to have some leakage
because no system is going to be perfect.

Senator Twmr,. How much is that?
Mr. CoNii. I think about $20 billion of interest for individuals, 4
rent of that would be roughly $800 million, and the rate would

iely be 20 to 30 percent, not as big a rate with respect, to dividends.
Senator HARTK Can you give, if those figures are not correct-
Mr. ConN. $150 million to $200 million, so if we add the two to.

t~ther that might be, say, $800 million to $400 million according to
that survey.

I don't mean to indicate to you, Senator, that these figures are per.
feet. They are based upon a survey, and I don't mean to indicate either
that there are not problems, but there is no easy solution to this prob-
lem of withholding on dividends and interest.

Senator HATxz. Well, presently the reporting of dividends and
interest is made by all interest- and dividend-paying organizations not
only to the individual but to the Treasury; isn't that true?

Mr. COHEn. I am sorry, sir, I didn't hear that.
Senator HAtTKL At the present time any organization is required

to report to the individual and to the Treasury any interest, and divi-
dends which are paid

Mr. Cont¢. In excess of $10-in effect they report them all. That
was provided in 1962, and has been to a great extent responsible for
the increase in the reporting not only because the service has this in-
formation, but also because the taxpayer when lie goes to make out
his income tax return knows what it is.

Senator HARTKE. SO it would be as you said you hold out a flat
amount even if it were less or more than the actual amount it would
also be computed on his tax return without. any difficulty, would it
not?

Mr. CoiEN. If you withhold a flat amount. But the problem the
Congress got into before was that a married couple over 65, who are
retired, a re entitled to at least $2,400 in income tax free, and if they
had $2,000 of dividends and interest. income and 20 percent was with-
held from it, $400, they would then have to claim the refund at a later
time. So the Congress decided, "Well, we will permit married couples
over 65 to file exemption certificates with all the paying agencies o
that every company in which they had stock or every bftk in which
they had a bank deposit would have to make up two lists. That is
when it so complicated; they put in a difference for corporate
stockhold ers, and charities that have income from investments and
the colleges wanted exemptions from withholding, and the system
becomes complicated because as soon as you require the withholding
agent to process all of those claims for exemption, you have a rather
unwieldy system.

If you want to be tough and say, "Yes, we will take 20 percent out
of every dividend and every interst item, and then we can jus treat
every dollar amount received as representing 80 percent of the in-
come involved," that is a possible system. But that creates hardship
upon retired persons, and charities and others, and the Congress was
not willing to go to that extreme.
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In wage mid salary withholding we don't create such hardship be-
cause we take into account tie fact that these two people over 65 would
liave $2,400 ini exemptions.

Senator lAwrKE. They can file the same way with the people, have
the saune type trebnenL

Let me say this, there is no question this would produce additional
rtwenue that. is not in the bill, is that correct ?

Mr. COtoN. Well, it would p roduce addition. revenue. Whether it
would represent a net savings in view of the additional cost is some-
thing else in.

Senator M r' . Cost to whom I
Mr. CoM.N. Crst to the (0overnment in administering it, cost to

the withholding agents administering it. Of course, you don't have to
reimburse them, but tliy object and they feel they should be reim.

uIrsed for the tadditional expense.

TRE=LIH DAMAO8

Senator HARTKE. Let us turn to another matter, the question of
treble damntes in regard to antitrust cases. Would you favor or sup-
port an muendinent tat would overrule the Internal Revenue Service
decision that triple damages awarded in antitrust cases are deduct-
iblet In the 2 years this ruling has been in effect, I think that the
Treasury has lost more than a billion dollars, and even greater tax
losses can be anticipated in the future. And also the effect of such a
ruling has t teaidency to really retard the effectiveness of the antitrust
laws is being aL punitive measure and having a punitive effect upon
those who vi61ite the law.

Whiqt is your omment m that?
Mr. CojwrN. Well, we have not discussed it, Senator, to the point, of

having ti official position of the Treasury. I am familiar with the
problem, and have my individual views but I don't think I should
state themn because we have not discussed this witin the adninis-
tration, so far as I know. At least I have not been a participant in
any such discussion and the matter was not brought. up for considers-
tion before the Housw so far as I can recall.

There is t bill pending or at least the matter had been studied by
the staff of the Joint Committee on Internal Revenue Taxation, atd
I think they have released t rport, which I think was out some 2
yetrs. ago, in whioh, I believe the recommendation was made to per-
mit a deduction for the single amount of damage but not for the
double or treble damages. That is my recollection.

Senator HARTTK. Don't you think it would be fair I mean if a man
or an organization is found to violate the law that he not be allowed
to deduct that from his taxes

Mr. CoHzN. Well, if I were to comment I would be commenting only
my individual views before I arrived at the Treasury and I would
prefer not to.

Senator H,%wJm' Would you have the Treasury give me an opinion
on that, in the futureI

Mr. CoHAx. Yes, we will be glad to.

(CLtmx's Norr.-The Department of the Treasury subsequently Informed the
Committee that the Department was In the process of diacusaing this matter with
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other Interested agencies but would not expect to have the administration's
position before the hearing is printed.)

FARK LOSSES

Senator HARTKE. Next I want to get to the question of farm losses.
The approach by the House is what is called excess deductions

account m farm losses.
Mr. COHEN. Yes, excess deductions account.
Senator HARTKE. This provides that individuals and the corpora-

tion be required to list in an excess deductions account only that por-
tion of the farm loss in a given year that exceeds $25,000.

Mr. COHEN. That is correct under the House bill.
Senator HARTKE. All right. However, an individual taxpayer would

not have to add any amount to his excess deductions account unless his
nonfarm adjusted gross income exceeded $50,000.

Mr. COHEN. That is correct, sir.
Senator HARTKE. And I know that you have suggested reducing this

dollar amount but the problem is that the EDA approach permits
the nonformer to continue to deduct artificial farm losses from his
nonfarm income each year, and at the same time, permits him to defer
recognition of capital gains until it is advantageous to do so. Thi;
means that the attempt to recapture previously lost tax dollars by
converting what would be otherwise capital gain into ordinary income
to the extent of any balance in an excessive deductions account, may
look plausible in theory but in practice it simply will not do the job.

Why don't you go back to a provision which I introduced which
would limit the amount of farm losses that can be used to offset non-
farm income on an annual basis rather than attempt to recapture
revenue at some distant point in the future through this complicated
process of converting capital gains inco ordinary income, and wouldn't
this really generate more money because after all the deferred tax
really amounts to an exemption?

Wouldn't this really provide more revenue and be less complicated?
Mr. COHEN. Senator, there are at least two provisions in the bill

dealing with farm losses, and you have referred to only one of them.
Senator HARTEE. That is right.
Mr. COHEN. The one that you referred to is designed to cover a prob-

lem that exists in a number of places in the law in which expenses or
depreciation can be deducted against ordinary income and the assets
later sold at favorable capital gain rates.

Senator HAITxF. Really this is what we are talking about. We are
talking about hobby farmers so-called isn't that true?

Mr. COHEN. We are not necessarily talking about hobby farmers
in this provision.

Senator HARTKE. Not necessarily, but they are included in this
group.

Mr. COHEN. They are included.
Senator HAWRM& Yes.
Mr. COHEN. But this would apply to professional farmers as well.
Senator HArm. I understand, that is right.
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Mr. CoHEN. This provision gets at the problem of capital gains on
the sale of livestock, capital gains on the sale of an orange grove and so
on, where the expenses of producing it have been deducted against out-
side ordinary income. Now, that is one provision. And, as you say, we
don't get the revenue until the later year in which the livestock or the
orange grove is sold. That is Where we think the problem exists.

Not until he does sell it and report it as capital gain instead of ordi-
nary income is that a problem to be solved.

There is another problem with respect to the hobby farmer, and we
have a provision which treats this as one of the preferences, and we
limit preferences under the bill to 50 percent of the man's income. I
don't recall what limit you had in your bill; there have been bills pend-
ing, and I think there is one introduced by Seiator Metcalf and others
in this session, that would limit the loss from operation of a farm to
$15,000.

Senator HARTKE. What is wrong with that bill .
Mr. COHEN. Well, suppose, as Senator Gore said a short while ago,

there was an actual economic loss of $50,000. Suppose there isan ac-
tual economic loss from tornados, floods, low prices, drought, any num-
ber of factors, why should we disallow a true economic loss to the
farmer or why should we disallow it in any event at strictly $15,000
a year I

There is an incentive put in the law with respect to farming, be-
cause the methods of accounting represent a concession to the farmer.
There are similar methods that are concessions to the oil industry, and
in the real estate field. We took all of them as a group, preferring not
one to another, and said a man can take these various incentives that
are given in the law, but he cannot use them to excess. We won't let him
offset more than half his income, so he has the incentive, but he ought
also to contribute taxes to the support of the Federal Government, so
that he can use any one of these preferences, which one it matters not,
but he can't use them beyond half his income.

Then we are not dealing exclusively with farming as against real
estate or as against oil. The investor can put his money in one or the
other and we are not legislating with respect to one any more than
the others. That is the theory of the bill.

TIMBER AND TH CAPITAL GAINS TAX

Senator HARTKE. Let us turn to another measure because I am taking
far too much time. What about the timber reform proposals which were
made in the Treasury report on February 5, 1969? Are you familiar
with those ?

Mr. COiHN. Well, Senator, these were recommendations of the
Treasury staff in the last administration, which had not been trans-
mitted to the Congress during the last administration and were sent
up on February 5. I think those are the ones you referred to.

Senator HARTJ. Yes.
Mr. COHEN. My recollection is that there were no recommendations

for changing the law with respect to timber. There was a suIplemen-
tary report at the back of the recommendations giving statistical data
wit respect to certain problem. In this bill I would say that the
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major effect with respect to timber would be tat, with respect to
corporations, the capital gains tax which they are now paying when
timber is sold would be raised from 25 percent to 30 percent. In our
recommendation it would be raised to 30 percent with respect to cap-
ital gains above $50,000 and this would cover most of the major tim-
ber companies, so there would be a 20-percent increase in that burden
from 25 percent to 30 percent. Similarly with respect to individuals,
while we would recommend that capital gains be kept at the same for
normal amounts, if a person had large amounts of capital gains on
the cutting of timber in relation to his taxable income he would have
a similar proportionate rise in his taxes. So there is an increase in the
tax burden of the lumber industry.

Senator HARTEi. To some extent. Would you favor an amendment
or support an amendment which would limit capital gains only to
those taxpayers who sell their timber in a lump sum or sell their timber
and lands together outright I

Mr. COHEN. Well, we have not been prepared to recommend at this
time any further changes in view of increasing th3 burden 20 percent in
this law. We are concerned about this problem ,nd have been giving
consideration to it, but at the present time our only recommendation
to you is for the increase in the capital gains, rate.

Senator HARTEE. You are acquainted with the fact that the capital
gains treatment is allowed for the taxpayer whether he practices con-
servation methods or not, are you not?

Mr. CoHEN. I am indeed Senator.
Senator HA=TE. You do know that there is a distortion here in

favor of just a few companies, about five companies really, throughout
the United States. In fact, one of them accounts for the biggest portion
of this revenue loss to the Treasury as a result of this preferential
treatment which is given to timber companies, is that true&

Mr. COHEN. We are concerned about the fact that, substantially, the
effective rate of the timber companies is not much above the capital
gains rate, so that their reported profit is almost entirely capital gain
and very little is ordinary income from profit from' manufacturing.

Since I have taken office I have not had time to study this in the
detail that I would like, but I understand it to be asserted in the indus-
try that this is in fact the case-that the gain is with respect to the
timber and not with respect to the manufacturing operation-but I
have no opinion on it.

TAXING CAPITAL GAINS AT DEATH

Senator HAIRTKE. The last matter which I would like for you to com-
ment upon is the question as to whether or not you would favor an
additional tax reform measure on taxing capital gains and which are
now untaxed, at death. In other words, at the present time, as you well
know, there is an estate tax upon the inheritance which goes to the
person at the time of death but, at the same time, this value is estab-
lished at an entirely different rate.

Now, do you favor any type of amendment which would change that
situation ? One of them is to provide either that the person who inherits
the property would be required to go back to the original value at the
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time of acquisition of the decedent or whether or not you would favor
there would be some type of capital gains tax assessment upon the
decedent not at the time of his death but when his final return is sub-
mitted. Do you understand what I am talking about?

Mr. COHEN. I do understand that, Senator. The matter was con-
sidered in the Ways and Means Committee and it was thought that this
problem of the treatment of capital gains on property passing at death
form an income tax standpoint was a problem linked with the problem
of estate and gift taxes because the two problems would have to be
considered together.

The Ways and Means Committee thought, and we agreed that there
was such a mass of material in the bill at thepresent time that neither
the committee nor the Treasury staff nor the joint committee staff
had adequate time to consider this matter in depth.

From an estate and gift tax standpoint, the committee report reflects
this view, and the committee report says that:

Estate and gift taxeb are areas of the tax laws which your committee will
undertake to study as soon as possible with the expectation of reporting out a
bill on this subject in this Congress.

And that is my understanding of the procedure to be followed.
Senator HAWTE. Would the-Treasury be prepared to have a posi-

tion in this CongessI
Mr. COHEN. We expect to, sir.
Senator HARTEE. I thank the chairman.
The CHAIRMAN. Senator Fulbright.
Senator FULBRIGHT. Mr. Chairman, I hesitate to further prolong this

hearing. The Secretary and the Assistant Secretary have been ex-
tremely fortboming in their answers to these questions. The difficulty,
I suppose, is in my own capacity to understand some of this.

May I ask, first, Mr. Chairman, what are the rules? Do I have 5
minutes or 10 minutes or what are the ground rules? I was reprimanded
yesterday. I wondered what the rules today are.

The CHAIRMAN. I think we have been going on about a 20-minute
rule, Senator, but your conscience will be your guide this afternoon.
I would like to ask a few questions after you get through.

Senator FULBRIGHT. I certainly won't take longer than that.

INDIVIDUAL RELIEF AS OOMPARED WITH CORPORATE RELIEF UNDER THE
TREASURY PROPOSALS

This matter has been covered, Mr. Secretary, and Mr. Assistant Sec-
retary but I am still a little bit at a loss to understand quite the reason-
ing behind the shift between the individual tax relief of the House bill
versus the corporate relief and the change you recommend centering
around your statement that the bill of the House shows a bias against
investment in favor of consumption.

One way to get at it is, I think, the question of investment; of what
is saved to the corporations by the decrease in their taxes.

Why do you believe that investment would be necessarily increased
due to this? Why would it not go simply as greater dividends or
salaries or whatever other way the corporation desires to use its in-
creased profits which are savedby the decrease in its corporate tax as
opposed, for example, to the investment tax credit.
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You had this discussion with Senator Hartke and others, and I do
not quite follow it. The investment tax credit is given only as a result
of investment. There is no assurance, or at least I do not see any as-
surance at all that this saving of taxes by the corporations, by decreas-
ing the rate, is going to go into investment.

Secretary KENNEDY, There is no assurance that the corporation will
use the money for plrnt or capacity; they will use it for general pur-
poses. But with a reduction in the tax rate the incentive for profits is
greater, and most of the corporations have a dividend policy that they
follow, which is a rather consistent one, and they will take the funds
that they have and promote their business. That is the profit system at
work at best, and in the investment tax credit they could take the credit
only if they had profit to charge it against.

Now, it seems to me that the investment credit went only to certain
corporations whereas this rate reduction will go across the board, and
will help to modernize many of the facilities and so on that would not
qualify for the investment tax credits.

The other factor helping investment is the capital gains tax treat-
ment, and these were the two that we felt would, taken in combination,
put a better balance in this tax bill.

Senator FuLBiGHT. I do not know whether I can follow that or not.
There has been such a tremendous movement recently, not toward the
increasing of production and new investment. We have an enormous in-
dustrial plant. The great movement in recent years has been conglo-
meration, which is simply bringing together the existing securities of
corporations.

I had not noticed that the increased profits of these companies have
been especially siphoned into increased investments. But you seem to
give this as the principal reason for recommending .t shift from the
individual taxpayer to the corporations.

When I asked the Assistant Secretary yesterday where this 2 per-
cent decrease goes, it went to the second level; that is, to the larger
corporations, not the smaller. Is that not what you said?

Mr. COHEN. I did, Senator. But this morning the request was made
as to whether we would be agreeable to extending say, one point to
the income below $25,000, and my recollection is that the figure was
that this would cause an additional loss in revenue for $70 million. So
the rate on the first $25,000 of income would be reduced from 22 to 21
percent, and we said that that would be acceptable.

That would involve, a 1-point reduction at the 22 percent level which
would be approximately the same percentage reduction as a 2-point
reduction at the 48 percent level.

Senator FULERIGHT. Is this 1 percent on the 22 percent; is that
instead of-

Mr. COHEN. Reduced from 22 to 21.
Senator FULBEIGHT. And no reduction on the 48; is that correct?
Mr. COHEN. No. The rates at present are 22 percent on the first

$25000.
Senator FULBRIGHT. Yes.
Mr. CoHEN. Forty-eight percent on the balance, and we would sug-

gest after the phase-in iQ, finished that the rates be 21 percent on the
first $25,000 and 46 percent on the balance.
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Senator FULBRIGHT. It is one and one; I mean it is one on each side.
I see. I did not know you had-

Secretary KENNEDY. That came up this morning, S.nator, when you
were out.

Senator FULBRIOHT. We discussed this yesterday.
Secretary KENNEDY. You were out at the moment. Dr. Walker

wanted to make one comment, I think, in clarification of something
that you said.

INVESTMENT TAX CREDr

Dr. WAL R. Supplementing something that the Secretary said with
respect to investment, both in terms of economic theory and more
demonstrably in terms of the economic history of this country, particu-
larly since 1960 there seems to be a pretty clear relationship between
the tax level of business corporations and the amount that they invest.

You had commented that you did not think there had been so much
of that investment. Actually since 1960 the investment of corporations
or the investment in new plant and equipment has more than doubled
from an annual rate of $36 billion to an annual rate estimated of around
$72 billion at the present time.

Senator FULBRIGHT. But in recent years we have had the investment
credit of 7 percent which is a very specific investment incentive.

Dr. WALKER. Precisely.
Senator FULBIIGHT. Incentive to investment as distinguished from

just increasing their returned profits. I mean, that is a big difference.
You are talkng about a period in which they have had the invest-

ment credit.
Dr. WALKER. No ; but the question was whether a cut in taxes would

would be an incentive to invest. Actually an investment tax credit was a
cut in taxes at a certain period. You have the impetus in the tax bill
of 1964, but I think it can be pretty clearly shown that, given the
dividend policy that the Secretary referred to, there would be a stimu-
lus to investment, and we asked for repeal of the investment credit
because we did not think that that stimulus in and of itself was any
longer necessary or desirable.

But the bill went further and raised corporate taxes much higher
than that.

Senator FULBRIGHT. Not desirable for another reason. That is the
inflatibnary effect, is it not? Isn't the primary and principal reason
for repeal an effort to dampen inflation?

Dr. WALKER. The principal reason for the repeal of the investment
credit was that priorities had shifted since 1961 and 1962 when it was
proposed.

In addition, it would be helpful in the fight against inflation, and
would be-an offset to the reduction of the surtax to half at the
beginning of 1970.

Senator FULBRIGHT. I may have misunderstood it. I thought the re-
peal of the investment tax credit was almost wholly an action to cool
off the economy. The inflation, our interest rates, are the most press-
ing immediate problem; is that not so?

Dr. WALKER. If it were solely for that purpose, the proper approach
even though it is very difficult to do, would be to turn it off again, on

33-865 O-69-pt. 1- 48
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again. Our conclusion was that it was not an appropriate part of the
long-run tax structure, fhe atmosphere of the 1970's, so it was perma-
nently repealed, albeit at the same consistent with and reinforcing our
anti-inflationary programs.

Senator FULBRIGHT. As a matter of fact, you will agree, Mr. Secre-
tary, that the real inflationary problem is the nonproductive invest.
ment of such a large part of our resources in the war and going to the
moon, and such idle experiments that have nothing to do with the
reproduction of wealth. That is the real problem, is it not, that brought
on these problems you are trying to deal with in small ways ?

Secretary KxNEDY. We have had an expenditure on the part of the
Government itself and, in addition to that, every municipal and State
government and of the corporations expanding in a sense beyond their
needs at the moment because, at the same time, we have had a war
going on.

DEFENSE EXPENDMUM

Senator FULBIUGHT. Yes; at the same time a war, and it is not only
the war directly, but it is the expenditure for armaments, that is for
military activities, which are associated with the war which have
grossly expanded during this period in the last 5 years; have they
not? They ve doubled about, have they not?

Secretary KENNEDY. They have gone up substantially.
Senator FUL=GHT. Approximately doubled, I think, since 1963.
Secretary KzNEDY. Yes.
Senator FULIoHT. To a sum that is so great that none of us can

comprehend it.
Secretary KpwNrDy. And we had a $25 billion deficit in the Govern-

ment in one single year.
Senator FuBRniGHT. That is right and that is, to my way of feeling,

at least, primarily attributable to these activities that I am speaking
of. These bear, I think, upon the reasoning, at least, for these shifts
I mean I can follow to some extent your reasoning about the shifts,
but they are very small really, $1.7 billion, and $1.6 billion for the
relief of corporations. This is such peanuts compared to nearly $80
billion which we are spending on nonproductive activities.

When were talking about business and so on, it does have some
prospect at least of increasing the tax base. I think the least profitable
in that sense to the Treasury Department is the expenditure of Gov-
ernment funds on ammunition and such things as that.

This is where I get lost when you come in with these arguments,
they seem like such puny-

Secretary KENNEDY. We are working on the other side of the budget
too as you know, the expenditure side, and that seems to be longer-

_enator FUIBR GHT. We are not getting much cooperation from the
administration on what the Senate is trying to do in that field. We
just had a very long and drawn-out battle in which you thwarted us
in trying to save you a substantial amount on the ABM.

We have a vote on Monday on the same matter involving several
hundred million dollars and we get no support whatever from the
administration.

Secretary KENNEDY. You have had a lot of support, Senator, from
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this administration in the reduction of defense -rnenditures, and you
can see more coming.

Senator FULBRIGHT. I do not see many signs of it. x, does not turn
up when we bring it up on the floor of the Senate.

Secretary KENNEDY. Well, item by item, perhaps not, 6:t, if you
look at the total and

Senator FULBRIGHT. Well, the total has not yet been very great "hat
I can see. What do you estimate the total-what do you mean by th, ,
saying it has beun great?

Secretary KENNEDY. Well, the effort, of course, recently, to cut
another $3.5 billion out of defense, and that is a substantial figure.
They have already started to cut more than that. There is a timelag
in these matters. There is the obligational authority and appropria-
tions, and so on. The total is about $781/2 billion.

Senator FULERIGHT. You are talking about a cut from what the
last administration was going to propose, are you not? Really, this
cut is not a substantial cut yet, and we always are faced in this area
-with these--

Secretary KENNEDY. This was last year and a year ago.
Senator FULBRIGHT. What?
Secretary KENNEDY. There were too many laws put on the books

or appropriations last year and the year before to permit what we
are doing to occur immediately. What we are doing is turning the
corner there and cutting the obligational authority more than the
actual expenditures, but that will show up in a later period.

Senator FULBRIGHT. I am all for it.
Secretary KENNEDY. So am I.
Senator FULBRIGHT. I agree that this whole business, the war itself,

is not attributable to this administration except that they have not
stopped it yet. I mean, it is still going on. You did not start it, I agree
with that, and you are not responsible for it, its origin.

Secretary KENNEDY. We are trying to stop it.
Senator FULBRMGHT. But when we talk about the tax bill, and I

get down to this, that this reasoning given for this shift seems to me
to be rather puny. The other side of it is really a social, I guess you call
it, a social objective of trying to give relief to lower income people
over a long period. There has been this enormous differential in the
income among our citizens, I think, contributing to some extent-
certainly not the only reason-along with the war and the unsatis-
factory living conditions and other things, to these very distressing
violent actions and turmoil that have afflicted the country and the
Hg cities in particular.

There are many reasons contributing to that, and I am not persuaded
yet that your reasoning for these shifts is justified in view of the
relationship of this to the war and to these much greater reasons that
affect consumption, inflation, and so on.

On this inflation and our competitive situation in the balance of
payments with foreign countries, it seems to me, is minimal compared
to this other thing we have already mentioned.

We can never become competitive by juggling figures, if we do
not do something about the war and about the expenditures which
add t the inflation.
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I want for us to be as competitive as we can, and I think it is essential.
But all I am trying to say here is the reasoning given for this change
I am not sure is very persuasive in view of the other reasons which I
am sure impressed the House for the need to try to lessen the gap
between the very prosperous and the very poor.

SOME INEQUIrIES IN THE TAX LAW

Secretary KENNEDy. Well, there was an inequity by putting the
standard deduction up as high and then also giving the rate reduction
there, so that you have two different people making the same amount
of money, one in an apartment and the other purchasing a home,
getting widely different benefits.

Senator FLDMGIT. That is a persuasive reason. I think that is a
good reason.

Secretary KENNEY. It seems to me that is almost intolerable be-
cause to be working side by each-

Senator FULBRIGHT. That is the most persuasive reason, the inequity
of the treatment of the people in similar circumstances.

The other inequity of the tremendous advantages that the very well
off, the very rich, have in taxation is not only because of the rates
and so on, but the capacity for the employment of the best lawyers
and the best tax accountants to find ways to avoid taxes where the
ordinary fellow just cannot do that. He just cannot take advantage
of even those possibilities which exist in the law.

These are iriherent, I guess, in our system. But I think it is our
duty to try to do the best we can, and this simplification which has
been mentioned is one of the ways to get at it.

These tax laws are very mysterious to the ordinary taxpayers, but
that seems to be our system. I do not have any answer other than I
certainly hope we can simplify them.

HOLDINGS OF TAX-EXEMPT ORGANIZATIONS

Let me see, I had something else. I did not get clearly in my mind
this morning the size of the tax-exempt property. Senator Talmadge
raised a question in a rather specific way that interested me, and I
did not quite understand the answer.

I think Mr. Cohen gave the answer. You estimated that $24 billion
is the value, the total value, of all the holdings of corporations or in-
stitutions which do not pay taxes; is that the estimate?

Mr. CoiEN. No, sir.
Senator FULBRIGHT. That seems very low to me.
Mr. CoHE. It is greater than that.
This was an estimate of the amount held by the private foundations,

and Senator Talmadge estimated it at $23 or $24 billion, and I un-
derstand from estimates that are here this morning that we would fix
it at a little bit less than that, probably $20 billion, but we were going
to check it more thoroughly. But that is not with respect to all exempt
organizations.

For example, that would not include the endowment funds of col-
leges and universities or churches, which would be far beyond that
The private foundation would be an organization which, in general,
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does not solicit contributions from the public, so you would not have
your churches or your largest tax-exempt organizations the various
health organizations, such as the American ed Cross--of course, they
would depend more upon annual contributions and less endowment,
but this is only with respect to the so-called private foundations.

Senator FULEPIGHT. It seems to me that since this has become such
an important matter that the Treasury ought to try to make an esti-
mate for the benefit of the Congress of the total amount of property
which normally would be subject to tax, but that do not pay any tx.
I mean, this is a problem that has plagued other countries, going
back to Henry VIII. One of the principal reasons causing him so much
trouble was that so much of the total wealth was immune from the
normal burdens of society.

Take in this city, which is a good example of it. Isn't it feasible for
you to do that?

Mr. COHEn. But it is not feasible under existing circumstances be-
cause we do not have any returns from churches or educational orga-
nizations. It was a provision in the bill that would authorize the Sec-
retary of the Treasury to exempt from the requirement of filing cer-
tain classes of institutions, and Senator Bennett asked me about that
earlier, and I said it was my understanding that the Treasury would
exercise this power so the would not, in general, require income tax
returns of public charitable institutions, including the churches.

Not until you have had such information and had balance sheets
from all these organizations would one know. We do not have that
information.

Senator FULMGHT. Don't you think it would be useful to the
Treasury as well as the Congress to at least know the approximate
extent of the tax-exempt property, real estate, and so on, the amount,
as to how serious is the drift of normally taxpaying property into the
hands of institutions that pay no taxes, before the situation becomes
too critical?

Mr. CoHrw. Well, we would not normally be interested in the value
of the assets. We would only be interested in income for income tax
purposes.

One would want to know if one were interested, what were the in-
come of the exempt organizations, but unless one were prepared to
move forward to consider taxing it, I do not see that it would be a
useful purpose served in accumulating the information.

Senator FULBRIGur. Well, the useful purpose is this: I mean,
whether or not it is in the public interest to continue to give tax ex-
emption on more and more private property that would normally
come into the coffers of the Government. Should spending for the
public welfare be under the jurisdiction of the Government, or are we
ging to let private boards, set upby private individuals, to use their

sretion as to how best to spend such funds.
If this gets clear out of proportion, it seems to me, we are under-

mining the very basis of our fiscal structure and of our whole Govern-
ment.

I am not sure that the boards of all these institutions are necessarily
much wiser than the Government. This is a denigration of the *hole
constitutional system we have.
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Mr. CoI3.N. What we do know, Senator, is how much money is
being deducted on tax returns at the present time, so we can tell ow
much money is flowing to these organizations from individuals and
corporations.

For example, the statistics of income for 1966 indicate that some-
thing in the area of $9 billion of contributions were made to charitable
organizations.

Some more was deducted by corporations and some more in estate
tax returns, and the total amount of contributions at the present time
flowing into exempt organizations that is deductible, not all exempt
organizations but just those to whom contributions are deductible, we
estimated being in the neighborhood of $15 billion.

Senator FuBuomir. $15 billion?
Mr. Coxmi. $15 billion a year going to these public charities, to

charities and educational organizations, partly on the individual in-
come tax return, partly on corporation tax returns, partly in bequests
and from other sources.

Secretary KENNEDY. Senator, from the standpoint of this bill, how-
ever, there is a provision, as you know, that would require these organi-
zations on their business activities-and some of them are in business--
to report and pay a tax. That loophole is being closed in this bill, and
that is the important one because we are not taxing property here, we
are taxing income.

Senator Fum anHT. Well, I think that may be wise.
Secretary KENEDY. Yes.
Senator FuLBPorr. I do not have a very clear idea of this matter,

because I do not know whether it is getting out of hand.
If $15 billion a year should go on for 10 years that is $150 billion;

for 20 years it would be $300 billion. Does this accumulate2 is it grow-
ing, is there an enormous amount of property accumulating in these
hands which will not be subject to taxes?

How do you interpret $15 billion a year?
Secretary KENNEDY. A lot will be expended in the way of salaries of

people, too.
Senator FULBRIGHT. Is there any evidence of how much is being

expended?
Secretary KENNEDY. Take colleges and universities. They are adding

to their property and to their expense, and in every college I know they
are having a hard time making a go of it even with their endowment
funds.

Senator FULBIGHT. They are.
Secretary KENNEDY. And that is one big area here.
Senator FULBRioHT. Yes.
Secretary KENNEDY. They are out for drives. The University of

Chicago, we have a drive on for $360 million. Some of it is in plant,
some of it is in buildings, but a good share of it goes to salaries and
other university activities.

You have a real problem of estimating values. What would be the
value of a university? I know of one down in Illinois that is now for
sale. They cannot give it away. They tried to find a buyer and actually.,
I think, if they find somebody who would take it they would let it go.

The same with churches. They would have a hard time making an
estimate. I sat with the archbishop of Chicago, and he was talking
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about the various properties in their archdiocese, and he himself does
not know what the various orders had, and it would take a lot of ap-
praising and reappraising to try to come up with that kind of a figure.
After you have got it, what would you have?

Senator FULBRIGHT. I do not know. I was only asking you. I do not
really know about that.

Secretary KENNEDY. I know we would have a lot of dissension and a
lot of kickback.

TAXATION OF FINANCIAL INSTITUTIONS

Senator FULBRIGHT. Lastly, I wondered if you would comment on
this. The House bill changes the taxation for banks and savings and
loan associations. I wonder if you would enlarge on that a bit. I did not
hear your discussion. Maybe this has been covered. I wonder if you
would just say ar ttle bit about this.

Secretary KENNEDY. I will ask Dr. Walker to cover that, all three,
savings and loans, mutual savings banks, and commercial banks.

Senator FULBRIGHT. One of the reasons I ask it is that banks are
doing well and savings and loans not so well. Is that true or not?

Dr. WALKER. That is not true with respect to the level of taxes tiey
pay. That is true, perhaps, in some respects as to their competitive
situation.

Senator FULBMRIOT. Would you elaborate a bit behind the reasoning.
Dr. WALKER. It has been traditional in the tax law for a number of

years to subsidize the mortgage lending activities of the savings and
oaus and the mutual savigbanks through liberal bad debt reserves,

reserves for bad debt losses on loans.
The result of the legislation in 1962, I guess it was, was to end u

with mutual savings banks paying a net average income tax of around
3 to 5 percent.

Savings and loans in the general range of 15 to 16 percent average
income tax, and commercial banks in recent years have been paying
around 23 percent partly because of their very large holdings of tax-
exempt securities.

The aim of the legislation in the House was to raise the taxes on
these institutions over a period of time to a general range of about
27 to 34 percent, roughly, tax equality. Our major concern with this
legislation was not to object to the decision of the House. in raising the
taxes of these institutions, which are relatively quite low compared
with other businesses in this country, but the manner in which it was
done by retaining in the statute very severe restrictions on the saving
and loans and the savings banks with respect to their mortgage
lending.

In other words, through the tax law saying, "If you want these tax
advantages you have got to keep your mortgage loans up to a certain
level."

We thought that it would be much better to promote mortgage lend-
ing, residential construction, through the tax laws by tying any such
subsidy not to the institution but to the loan. This would encourage
commercial banks, which do not now get the subsidy, to make a lot
more mortgage loans than they have been making in the past.
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As a result, our substitute proposal, which admittedly needs discus-
sion-we will be very interested in what the industry witnesses say
about this and the housing people say about this-would simply say
that any of these three institutions to the extent it holds socially pre-
ferred type assets such as residential mortgage loans or perhaps guar-
anteed student loans, or perhaps loans guaranteed by the Small Busi-
ness Administration, would get a deduction off of gross income, gross
interest income, on those loans of, perhaps, five points, which would
stimulate them to make the loans, with the proviso, however, that they
would have to pay tax on, say, 60 percent of their total income, in-
cluding tax-exempt interest income, and other, certain other, types of
exempt income.

If you pay a tax at the regular corporate rate on 60 percent of
your income, and your corporate rate is around 45 percent, you have,
in effect, got a minimum tax area that is very close to the 30-percent
level the House was shooting at.

So we were nut quarreling with the effort to get them to, pay more
taxes, but we want fo create a situation that would strengthen the
institutions and strengthen their incentive to make these loans.

Incidentally-not incidentally, but importantly to the extent savings
and loans and savings b riks can broaden out their investments and not
just stick with mortgages, they will be in a better position to fight off
the outflows of funds hey have in tight money periods like in 1966

and 1969. They are hemmed in very narrowly now to long-term
mortgages, and they are captured in the rate ofinterest in the past,
which are not high enough to pay savers today.

Senator FuLBOrItT. Tell me, what is the reason historically that all
of these, but particularly I am speaking of commercial banks, I think
I understand the savings and loans-savings banks are a little clearer-
but why have co.,.rnercial banks experienced less than the ordinary-
less than half of tLo- ordinary taxation of ordinary businesses?

Dr. WALKER. Comme .';l banks or savings and loans?
Senator FULBRIGIT. Commercial banks. You said 23 percent as op-

posed to 48 percent on the ordinary manufacturing and other business.
Why is that?

Dr. WALKER. Well, the major reasons have been, they have been, the
major market holding about 45 percent of the ta7 -exempt securities
issued by State and local governments. That cuts their tax rate way
down. In recent years they have been buying 80 or 90 percent of these
new issues of State and local governments.

Secondly, they have had a special bad debt reserve treatment which
grew out of the experience in the depression when so many banks
failed and took terrific losses, and that experience indicated that a
reserve for bad debts of approximately 2.4 percent was appropriate
under Treasury regulations that allowed that.

Third, they have been able, and this is changed in the House bill,
since they are dealers in debt and lenders of money, to treat their capi-
tal losses on securities-if they sell a Government bond to make a loan
to a consumer or a home buyer or a businessman-to treat the loss on
any such sale as a deduction against income, an ordinary loss, but a
gam on any such sale as a capitalguin.

This has led to a great deal of wiggling and wobbling around in
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the market each year to decide since, this is a net operation, whether
they want to make a loss or a gain for the year as a whole.

Senator FULP.RIOHT. Is this situation with regard to the banks as
the result of the experience in the depression or, put it prior to that
time, did the banks have the similar advantages over other businesses
or not?

Secretary KENNEDY. It is a result of the experience in the depres-
sion. The banks were going broke as a result of their bad-debt losses,
and it was an attempt to build up capital to sustain them over periods
of heavy loss.

Senator FULBRIGHT. I understand that. Before that happened, were
they on the same basis as other businesses?

Secretary KENNEDY. I think they were.
Senator FULimGHT. I am just curious if that is so.
Secretary KENNEDY. We will have to look that part up particularly,

but I am pretty sure that they were.
Senator FULBIGHT. Then it seems to me with the development of

the FDIC and, in a sense, the sponsorship and subsidy of the FDIC
by the Government, that this reason for special preference for the
banks is somewhat lessened, is it not?

Secretary KENNEDY. You mean the subsidy by the banks to the
FDIC. Who pays the assessment?

Senator FULBRIGHT. Well, the Government organized it.
Secretary KENNEDY. They organized it, andit is assessed to the

banks.
Senator FuLmiGHT. And they also have a contingency guarantee.
Secretary KF NEY. That is right.
Senator FTULBRIGHT. That stands there, is that not so, in addition to

what is actually paid in?
Secretary KnwwEY. Well, that is in case of insolvency. That does

not help you tt get your loan collected.
Senator FULaRIGHT. That is what I mean.
Secretary KzNNEDY. It is only in a bad case where you are going

broke.
Senator FULBRioHT. All I meant is, there is certainly some help.
Secretary KENNEDY. That helps, that is right, no question about it.
The CHAIMAN. Thank you so much.
I want to ask the Secretary a few more questions. But if I might,

I would just like to ask our -friends from the radio and television to
turn these lights off.

Secretary KENNEDY. Those two big ones here are the ones that hit
me.

The CHAIRMAN. Yes. Mr. Secretary, there is one thing here that
concerns me about what I think has not been a fair presentation of
what is in the bill.

It is table 3 in your presentation here which is attached back on
page 90.

IMPACT OF THE INVESTMENT CREDrr

Now, that chart undertakes to show how the various classes of tax-
payers are affected. It does not take into account, compute into this set
of figures, the impact of the investment tax credit.
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Now, I understand the investment tax credit, of course, is primarily
of advantage to corporations; is it notV

Secretary KNNEDY. To corporations; that is correct. But there
are some-

The CHAnImAN. So what we are doing with operations with this
bill with respect to investment credit, four of the big items would re.
fleet the dividends that those corporations are able to pay, and even
to the extent that it does not, it reflects retained earnings, which
evenually the corporations could, perhaps, pay out.

One is wealthy because the corporation has more assets whether
it pays more dividends or not.

So I would like to ask that your officials work with our staff to
try to come up with the best guess to give us some idea of what this
thing would mean if you put the investment tax credit into that chart.

Secretary KxNNzEDY. We can provide that. We will see what we
can do.

The CHAIRMAN. I think it is going to show up, for one thing, that
the category of taxpayers of the $20,000 and over-and even more it
would be emphasized when we get above $50,000, and even more so
above $100,000-that of these upper middle- and high-income bracket
payers are being taxed a lot more and getting much less back on the
overall impact of this bill than is indicated.

Secretary KENY. Than this shows.
The CH MAN. In other words, that category of taxpayer which

may appear to be gaining some benefit in the $20,000 to $50,000 or
$50,000 to $100,000 range might well not be gaining anything; in fact,
might be a net loser by the time you crank into your computer where
you would be when you see-

Secretary KENNEDY. Phase out the investment tax credit.
The CHAIRMAN (continuing). When you see what the investment

tax credit will be. We will have to get the best estimate of how stock
is held, who holds it, where the dividends go, how much of it would
be to cut it out in dividends, and so forth. Give us some idea as to
what this chart would mean if you take that big item of $3 billion
a year into calculation.

Mr. COHEN. There are others; there would be other problems, too,
Senator.

For example, the changes that produce additional taxes for banks
and oil companies and other effects upon the corporate structure might
be reflected. That will get you into the argument as to whether he
corporate tax is shifted forward to the consumer or is it a burden
entirely upon the shareholders of the corporation.

But we can do it on one or another assumption. But I assume that
we could show the investment credit alone, but there would be also
other substantial corporate increases and some decreases that we can
show.

The CHAMrMAN. I think you would have to work on the asumption
that it is not going to be shifted onto the consumers; and having done
so, you might try to arrive at come balance to try to give your best
guess as to what percentage Gf it they can roll forward.

Mr. COHEN. Yes; we would be happy to do it.
(The Department of fie Treasury subsequently submitted the fol-

lowing information:)
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TAX UNDER PRESENT LAW AND TAX CHANGE UNDER H.R. 13270 AND THE TREASURY PROPOSALS BEFORE THE
SENATE FINANCE COMMITTEE ASSUMING FINAL INCIDENCE OF THE CORPORATION INCOME TAX IS BORNE
50 PERCENT BY STOCKHOLDERS AND 50 PERCENT BY CONSUMERS

Treasury hrcet change
Chang
before H.R. 13270 TreasuryChange In Senate from from

Adjusted gross income class (in Present law H.R. 13270 Finance present present
thousands of dollars) tax (millions) tax (million) (millions) law law

os ................................ 53481 - -$424 -12.4 -12.2
3105 ................................ 5,632 -61 -211 -12.3 -3.7
S 7 ............................... 8 226 -579 -153 -7.0 -1.971010 ............................... 16, 416 -608 -31 -3.7 -1.9
1Ot 15 ............................. 24,427 -942 -545 -3.9 -2.2
151020 ........................... 11,921 -304 -230 -2.6 -1.9
20o 50 .................. ...... 19 360 -51 -230 -0.3 -1.2
5111900 ............................. 345 +82 -3 +0.9 -0.3ice and over ......................... 13,075 +1.141 +7? +.7 +6.1

Total .......................... 111,8W4 -2,383 -1, 1- -2.1 -1.2

Source: Office *I the Secretary of the Treasury, Office of Tax Analysis.

TAX UNDER PRESENT LAW AND TAX CHANGE UNDER H.R. 13270 AND THE TREASURY PROPOSALS BEFORE THE
SENATE FINANCE COMMITTEE ASSUMING FINAL INCIDENCE OF THE CORPORATION INCOME TAX IS ALL
BORNE BY INDIVIDUAL STOCKHOLDERS

Treasury Pereent canp
change
before H.R. 13270 TraeryChange in Senate from tm

Adjusted gross Income class (in Present law H.R. 13270 Finance present prese4t
thousands of dollars) tax (millions) tax (millions) (millions) law lw

0113 ............................ $2,155 -5623 -560 -28. 9 -26.03to5 ............................... . 4,272 -on - -20.6 -8.2
Sul ................................ 6,$s -73 -27 -11.5 -4. 4
?to ............................... 14,002 -957 -567 -6.8 -40
IOtl s .............................. 21,60 -1,336 -827 -6.2 -3.82611020 .............................. 11,564 -355 -267 -&1 -2.3
201050 .............................. 21,910 +317 +32 +1.4 +0.1
SotoGO0 .......................... 11,385 +376 +177 +3. 3 +1.6
150and over ....................... 18, 090 +1,56 +1,314 +10.3 +7.3

Total .......................... 111,884 -2.,383 -1,34S -2.1 -1.2

Source: Office of the Secretary of the Treasury, Offce of Tax Analysis.

TAX UNDER PRESENT LAW AND TAX CHANGE UNDER H.R. 13270 AND THE TREASURY PROPOSALS BEFORE THE
SENATE FINANCE COMMITTEE ASSUMING FINAL INCIDENCE OF THE CORPORATION INCOME TAX IS ALL
BORNE BY INDIVIDUAL CONSUMERS

Treasury Percent change
change
before H.R. 13270 Treasury

Chan In Sente from fromAdjusted gross Inwma class (in Present law HRa 13270. Fiance pres4nt prentthousands of dollars) tax (mollIons) tax R(fllons) (millioas) law law

0103 ............................... $4,807 -$240 -5.0 --4.0
15 .......................... 6,22 -495 --71 -71 -1.0lo7 .......................... 9637 -376 -8 -3.9 -0.1

0O ............ ....... 1.......... 8Im -260 -72 -1.4 -. 4itois ... ......... 27,164 -5 -2" -20 -1.015 to20 ................. ............. 12, 278 -m - 193 -2.1l -1.6
m to s1 ............................ 1.40 -419 --41 -2.5 -2.9
so 100. .......................... 7,305 -213 -242 -2.9 -3,3tO0 and ove r ......................... 6; 060 -4417 +284 +5.2 +33

Total .......................... 111,Wm -2,383 -1,345 -2.1 -1.2

Source: Office of the Secretary of the Treasury, Office of Tax Analysis.
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CORPORATE TAX RATES

The CHAIRMLAN. You have arguments both ways. Some people con-
tend that corporations shift all their taxes to the consumer. They will
if they can, we understand that, because if they cannot roll their
expenditures forward and pass it on to the consumer they are not
making a profit and will have to go out of business. So they try to
pass it all forward.

But the rule of thumb is that the big ones try to declare about 50
percent of their'earnings out in dividends, and the other half they try
to put into expansion.

Mr. CoHm. I might say this point of where the corporate tax
burden falls is a significant item, Mr. Chairman, in determining what
the effective tax rate is in the upper income tax brackets.

It has been said that the effective tax rate in the $100,000-and-up
brackets is less than the effective tax rate in some lower brackets. But
if you assume that the corporate tax burden is borne by the share-
holders or even three-quarters of it is borne by the Qhareholders, you
will find, I think, that the tax burden on the individuals in the upper
income brackets is a progressive one; it is much higher than that of
those in the middle-income brackets.

You have to make an assumption as to where the corporate tax
burden really falls, and that is because the largest holdings of stock
in the corporations will be held by those in the upper income brackets.

The CHAIRMAN. Right.
We have heard both sides of that philosophy expressed from your

side of the table. Just a while back, someone was contending that a
reduction in depletion allowances, which means an increase in the tax
on oil companies, will cause, apparently, an increase in cost. Secretary
Walker said if they could raise their price they would have done it
already. That, then, gets us back to what, Estes Kefauver conducted his
o',"estigation about-administered prices. He contended that many

were setting the prices, not based on competitive factors as much as o
an administered price basis: feeling that they were entitled to make a
certain amount of money on their investment, and that is about what
they were shooting for.

You can argue those factors, but I think we ought to try to take
both of them into consideration.

There is not a doubt in the world that the oil companies would pay
more taxes, and if they can they are going to try to push them forward
onto the consumer. If they cannot, it is just because the competition in
the industry is such that they cannot do it, and if they cannot do it, it
is frankly _going to be difficult to attract capital into the industry. That
runs into the argument the Secretary makes that he thinks they can
still attract enough capital. With all these factors, obviously we canrot
be 100-percent right on both sides of tht argument.

Either they can pass it on or they cannot pass it on, or else they (%D
pass part of it on but cannot pass on the rest, which is probably more
likely the answer.

CAPITAL GAINS PROBLEMS

Now, I am concerned about this capital gains problem in some situa-
tions where it seems very unfair to the.

Is it not true that with regard to an asset held over a period of many
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years in many instances the capital gains tax is merely a matter of
forcing the citizen to pay taxes as a penalty for the fact that the
Government has failed to maintain the purchasing power of the dollar?

I have in mind, for example, where a person buys a piece of prop-
erty which brings him very little income, little or none and 17 look
at what has happened in the past 30 years he has been holding it that
long. If he bought a piece of property in 1939 worth $100,000, and
he sold it today at a price that would bring him the same purchasing
p wer that he paid for it at that time he would be selling at $263,800,
all- he would be paying a capital gains tax of $41,000.

That is assuming the State is not getting to him for some of that,
too. So he would be paying a $41,000 penalty because the Government
was not able to maintain a stable price level.

Now, as I understand there was some talk about considering this
factor in the House of Vepresentatives when the Ways and Means
Committee studied this matter.

Would you not be willing to concede that in a great number of
cases-particularly when an asset has been held over a long period
of time--that the capital gains would not represent income at all? In
fact, in some cases, assuming he is not getting $263,000 for it, assum-
ing he is getting only $200,000, in terms of constant dollars or pur-
chasing power, he is actually losing money. You would be taxing
him $25,000 on a loss transaction considered in real terms.

Secretary KFNEDY. I think, Senator, we would take a look at
whether there could be some differential in rates about long-term hold-
ings. That is what you are alluding to I am sure.

The CHAIRMAN. That is ri ht. And it may be that we can only do
it with regard to property, but I do think it rather unfair that we
should tax someone, place a heavy tax on someone where he really did
not make any money in real terms at all; he only made it in terms
of inflation.

Secretary KENNEDY. I think we should study that and take a look
at it.

The CHAIRMAN. How far we can go with that principle, I do not
know, but if we are going to raise this capital gains tax rate, I think
it is about time that we start doing something for the fellow who
really did not make any money at all in real terms. It is just a ficti-
tious profit, and in many instances an actual loss. We might be able
to do something about it, and if we could I think it would be simple
justice.

Now, with regard to what the House did on foreign depletion, what
is your estimate of how much money you make out of that?

Mr. COHEN. I am sorry, Mr. Chairman; I did not hear that.

DEPLETION ALLOWANCES ON FOREIGN OIL

The CHAIRMAN. With regard to what the House did to eliminate
depletion allowances on foreign oil, how much money do you estimate
you are going to make out of that?

Mr. CoHrN. Well, I think that we estimated that there would be a
short-term revenuegain of perhaps $15 or $20 million, but that we
thought there would be no revenue gin ultimately because it would
have its principal effect in inducing the foreign countries to raise their
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taxes. So that the net effect by the time they got around to changing
their income taxes would be only to cost the American companies
money in additional taxes abroad.

The CHAnRMAN. Well, if you think you are going to get a gain even
for a year you are in for a disappointment, unless you are in a position
to repeal the foreign tax credit, and if you do that it would be the most
unfair thing you can do to one industry without doing it to all of
them.'

Are you aware of the fact that practically all of the modern coun.
tries that I know of, all of them, treat their foreign trading companies
far more generously than we treat ours?

Mr. COHEN. Well, yes, sir. I understand that a number of the foreign
countries neither tax the profits nor give any deductions for losses on
foreign operations. They drop a wall around their own country and
any operations outside of the country are not taxed.

We have given some consideration to that, but it has not been done
in this bill, and nothing in this bill would affect the right of com.
panies that have a net loss abroad from deducting that 2oss against
American income.

I want to say we have opposed, Senator, we have opposed in our
recommendations, this provision that would eliminate percentage de-
pletion with respect to foreign oil and gas production. But we have
recommended to you changes with respect to the foreign tax credit
in order to prevent any duplication of credits or undue benefits from
the difference in tax rates between the foreign law, which does not
allow a percentage depletion, and our law which does allow it.

We suggest that differential should be taken into account in deter-
mining the foreign tax credit, and we think that would eliminate any
present undue advantage there is in the law.

The CHAMMAN. Let me just illustrate that situation. May I say this,
that while talking on this subject, if we must choose between taxing
a Louisiana oil producer and taxing some fellow producing in the
Persian Gulf, I am for taxing the fellow in the Persian Gulf. Let us
understand that.

But the question is, do you make anything or do you lose money by
this, and I think it should be carefully calculated with that in mind.

Now, a spokesman of Standard Oil of New Jersey visited me some-
times ago, and he will be here to testify. I think his testimony would
go something like this, that in an operation out of $16 billion of sales,
they have about $9 billion of expenses, and they pay something in
excess of $5 billion of taxes to governments.

They are left in the position then to have about $1.2 billion, which
they must plow back in a substantial amount, I think they plow back
about $400 million, and actually have to borrow about $600 million in
order to keep up with competition and stay modern.

They borrow money rather than put more earnings into their pro-
gram of their modernization and expansion and improvement, because
if they do not declare enough money out of their earnings and divi-
dends to keep it an attractive investment then. stockholders are going
to put their money in something else, and it will depress the value of
the stock.

So, as I understand it, they are able to bring home about $700 mil-
lion, to declare dividends, -and after the stockholders pay taxes on that,
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perhaps $400 million actually got through to the stockholders after
taxes.

Now, in the process of all of this, you would make about $350 million
profit by the tax you collect on their shareholders when the dividend
is declared.

But if we raise the tax on the company, it won't take a year for the
Arab countries to realize that all they must do is just raise the tax on
American companies and it would go into their treasury rather than
ours. The company would still be in the same position. The Organiza-
tion of Petroleum Exporting Counties, and the Organization of the
Arab Petroleum Exporting Countries, are so sophisticated nowadays
that if someone like Gulf Oil Co. goes to bid for a lease in Thailand,
the OAPEC or the OPEC, as the case may be, has a representative
there to consult with the Thailand Government to say: "By all means,
you must not let that company get terms any more favorable than
they have with us, because otherwise they will be trying to use this
as leverage to t ry to get a better deal from us."

So the result is those people are so sophisticated, so well advised by
lawyers here and elsewhere, that I predict that you won't have this
elimination of -that overseas 272 percent on the statute books 60 days
before they will raise their tax on all these companies and recoup it for
their country rather than ours.

When you do that you would then lose the tax you would be collect-
ing on the dividends if those people had been permitted to take the
money and bring it on home. Doesn't that make sense?

Mr. CoHEN. That is why we are opposed to it.
The CAIPm€w. In other words, I think you ought to follow this

thing through. You think your gain would be negligible, it would
not be but a negligible gain. After the Arabs got through-you
wouldn't have any gain. They have some pretty smart people them-
selves, and they are smart enough to figure that out and say, "Here is
where we could make a lot of money off these American oil companies
and it won't cost those companies anything because if they did not pay
it to us they would have to pay it to the American Government."

Isn't that about the size of it?
Mr. COHEN. Yes. In some countries, Senator, the law provides auto-

matically that it goes up to sponge up any tax that we would collect,
so that it would not even require any further action.

The CHAIRMAN. I did not know thut. You mean some countries have
their laws fixed so that anytime we raise the tax on one of our oil
companies doing business in that country their tax automatically
goes up to sop up anything that our Treasury would otherwise achieve.

Mr. COHEN. That is correct.
The CHAIRMAN. NOW, the thought occurs to me that if we really

want to get more money for American oil companies who are taxed
overseas, and heaven knows who they are competing with, they are
competing with the Japanese, they are competing with the Germans,
the Italians, with the British, and they are competing with some very
up and coming efficient concerns.

Now, if we want to tax them more heavily than other countries tax
them, or if we want to get more money out of them, the most logical
way to do it would be to tax the oil coming into this country, and you
could do it by taxing the tickets that come in, the oil import tickets,
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or you could do it by putting a border tax on it if you wanted to, or you
could simply reverse what you have done on some of these tariff agree-
ments under the reciprocal trade deal.

But if you did it that way at least you would be getting this Govern.
ment some money.

All you are doing is losing this Government money with what is in
the bill, is that not correct?

Mr. ConuEN. With respect to that point, yes.
The CHAMAN. It seems to me some people are so anxious to whip

the oil industry and make a big show out of it that they actually beat
the poor horse to the extent of losing money. I wish you would try to
calculate what happens, and let us know the answer if those -treign
countries do what you think they will do, what the Interior Depart.
ment thinks they will do, what they think the foreign countries will
do, and what I think they will do if that hap ens. What happens to
your revenue? I think you will find that you do not have a negligible
gain, you have a very substantial loss, and it would not take very long
for it to happen.

I would think that' any member of OPEC or OAPEC would think
that they were very inefficient and foolhardy indeed if they had not
recouped that money for their treasuries within 60 days by the time
we put it into effect. That would mean they did not have good lawyers,
good accountants, or good legislators.

In many instances, they can just do it by Government decree, can
they not? It. does not mean the calling of a special session of the legis-
lature, they just issue a decree.

Senator BFwT. Mr. Chairman, before you go on to another sub-
ject, I am going to peel off and leave these friends of mine.

The CHAMMAX. I promise you I will not browbeat the witnesses.
I will protect the Republican employees as well as the Democratic
employees in these closing moments.

Senator BENNE'rr. If you would permit me, I would just like to ex-
press to the Secretary and his staff my appreciation for their great
patience, their very remarkable knowledge of the details of the bill
and the law, and the problems, and to say for myself and my colleague
that we have enjoyed this first real major appearance of this team
before the committee. I look forward to further assistance and coopera-
tion when we meet to write up the bill.

The CHAIRMAN. Senator, if you will just stick around for one
moment, I am going to show equal charity to the Secretary.

I did want to ask you if you would provide us with some additional
information in addition to that which has already been provided-
Mr. Cohen submitted a statement, and in the statement was a table
showing the revenue effect of the Treasury suggestions.

Several of the categories however, have several different items in
them; for example, capital gains, charitable contributions, natural
resources, financial institutions, to name but a few.

Would you submit for the record a table showing the revenue effect
of each of these suggestions so that we could separate them out ?

Secretary KrxNEuY. We shall.
Mr. Comnr. Delighted, Mr. Senator.
(The Department of the Treasury subsequently supplied the fol-

lowing information:)



EFFECT OF CURRENT TREASURY PROPOSALS ON CALENDAR YEAR LIABILITIES

110 mios of dolrs!

1959 1970 1971 1972 1974 1979

REFORM PROVISIONS
individuals:

Contribut"n ......................................... 5 IS 20 20 20
farm losse ---------------------------------------- - 5 10 20 30 50
Accumulation trusts .............................. 5 10 20 30 70
Coastal pins ......................................... 360 365 375 3 425
Natural resources ........................... .. 70 70 70 70 70
LTP ................................................. 60 60 60 60 60
AlloIt ............................................ 240 480 480 480 480
Reatata ........................................... 5 25 60 150 3
Tax-free divWends .................................................................. s
Gasoline tax deduction ........................................... 390 390 390

iotal .............................................. 750 1,420 1,495 1,705 1,975

Corporations:
Foundations ......................................... Is 15 20 20 25
Unrelated business income ............................. 5 5 5 5 20
Multiple corporations ....................... 30 70 125 170 235 235
Finanial Ilttutlons ............. .......... 280 310 330 380 330
Natural resources ..................................... 430 440 455 480 530
Foranla Income ..................................... 50 50 50 50 50
Regulated utiities.................................60 140 135 260 310
Rea es"te.................................10----- to 65 195 475 98
Corporat meriers, ot .............................. 10 20 25 40 70
Capital gains rate .......................... 65 150 150 150 150 150

Total ................................... 95 1,080 1,340 1,585 2,065 2.755
TAX RELIEF PROVISIONS

individuals:
Low-income alow ................................ -9 -920 -920 -920 -920
Increse standard deduction ...................................... -770 --770 -770 -770
Maximum tax on earned Income ........................ -200 -100 -100 -00 -100
Sin mhrate scwul ... ............................. -445 -445 -445 -445
Reduce tx rtes ......................... 1....... .......... -2, 350 -4,705 -4.705 -4706
MovW pn ...................................... 100 -100 -100 -100 -100
Incom avering ..................................... -30 0 -300 300 --30

Total .............................................. -1,520 -4,965 -7,340 -7,340 -7,340

Corporations:
Norm.al tax reduction of 1 percent.......................-870 -370 -170 -870
Surtax reductio of I percent ............................................... -800 -00 -300

Total ....................................................... -170 -1,670 -I,67 -1,670

TAX INCENTIVE PROVISIONS

P.ution control amortization corporation)................. - -40 -70 -115 -120
Rol estate rehabilitation (Ind d)...................... -5 -10 -20 -40 -70
al estate :ebitut:on (corporation)................... -10 -40 -10 -160 -260

Total .............................................. -30 -90 -170 -315 -40

OTHER PROVISIONS

Repeal investmet credit:
Individuals. ................................ 400 600 600 6oo Goo 600
-rporlsm ................................ 500 1,900 2,400 2.400 2,500 2,700

Total .................................... 9(0 2,500 3,000 3,000 3,100 3,300

xeInd surcharge:
Individuals .......................................... 2,100 ........................................

s.......................................... 1,000 ........................................

Told ................................ 3,100................
End ex tm ft................................. 1,170 . .. :0"

Gr ad to.al........................ 5 7,050 615 -2,300 -2,425 - 1,435
Isdi 2 ". . . . . 400 1,11 275-55 -5,M -,840'T ;.: ;: m 2 o -, 3o,405Copod tns ................................ 5 1,131% 2M ...................

ss-86 0-U--pt. 1-40
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REVENUE ESTIMATES TAX REFORM (TREASURY PROPOSALS)-CALENDAR YEAR LIABILITY '

[in millions of dollars

1970 1971 1972 1974 1979

Gasoline tax deduction ........................................ 390
Corporate capital gains. -.-- --------------------- '0 ' $S 2150
Foundations-inveetment Incme ...................... 15 is
Unrelated business income ................................. 5 5
Contributions ............................................ 5 10
Farm losses .............................................. 5 to
Moving expenses ........................................ --100 -100
Railroad depreciation ......................................
Amortization of air and water pollution ...................... - -
Corporate mergers, and so forth ............................ 10 20
Mufiple corporations ...................................... 70 125
Accumulation trusts ....................................... 5 10
Income averaging ---------------------------------------- -300 -300
Deferred compensa

t i ons:Restrctd stock ....................................... ( 6)()
Other deferred compensation ...........................

Stock dividends ........................................... 4) 4
Subchapter S ............................................. 4 ) ()
Tax-free dividends ............................................................
Financial institutions:

Commercial banks:
Reserve .......................................... 210 '210
Capital gains ........................... s......... s 50

Mutual thrift Institutions ............................... 220 '50Mun Icas ............................................... (1) (1)
Capi lo~ss provision ................................. 50 so

6Cp los p-eroin --------------------------- (4 4Pension plans ----------------------------------------

6asmonths 1-yea hdn-------------------------------Casualty loss --------------------------------------- (Sale of papers ................................
Life estates ...........................................
Franchises ...........................................
Alternate rate ........................................

Natural resources:
Production payment ---------------------------------- 100 110
Cut percontale depletion ............................... 400 400
Foreign depletion ------------------------------------ () (')

Foreign income:
Loss carryover --------------------------------------- 35 35
Restriction on mineral credits ........................... 15 15

Individual interest deduction -------------------------------
Regulated utilities a I ------------------------------------- 1
Cooperatives----------------
Umit on tax preferences (LTP)-------------------
Allocation ----------------------------------------------- 480
Real estate:'

Used property --------------------------------------- '15 '40
New nonhousinL ............................... 2 (4) W

Capital in, recapture ................................. (is) A 10
Rehabilitation ...................................... - _50

Preliminary total ----------------------------------- 1,400 '2,270
Plus investment credit ................................... 2,500 3,000

Total .............................................. 33,900 '5,270

390
'150

20
5

20
20

-100

25
170
20

-300

2210so
'70
(4)
55

125
400
(1)

35
is

480

'65
'170

20
2-100

'2,510
3,000

'5,510

390 390
'150 '150

20 21
5 20

20 20
30 so

-100 -itt

40 70
235 235
30 70

-300 -30D

2210so
'120

(4)

60

150
400
(1)
35
15

480

2150
'435

40'-200

'3,085
3,100

36,185

'210
50

'120
(4)

200
400
(2)

'Is

'960
100

'-30

'3975
3,300

37.175

'E xcept as indicated these estimates are all at current levels, the time differences being solely to show the phasein.
' Estimates have been revised from estimates shown as part of Assistant Secretary Cohen's statement before Senate

Finanoommittee.
I Administration recommends deletion.
' Less than $2,500,000.'Assumes rw.Excludac to 150 percent for construction of public utilities, 1971, $10,000,000; 1972, $30,000,000; 1974, $50,000,.

000; 197 , $80,U 0.

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Oct 2,1969.

Secretary KEzNEDY. I would like to say this, in response to Sena-
tor Bennett and to the hearing here on this matter, we consider this
very important. We think that this tax bill is important to this
country, and we are here at your disposal, not only at this open hear-
ing but any time to furnish you with whatever information, help, or
guidance we can and to work with your technicians.
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You have a legislative job on your hands, but we have, of course, the
administrative side of it, and we want to work hand-in-glove with
you, and we appreciate this kind of cooperation.

The CHAIMAN. Mr. Secretary, no matter how much we Demo-
crats proclaim our desire to change this tax structure for the good
of all citizens concerned, and even though we have a majority in
the Congress, there is no doubt in my mind when this President of
the United States signs the tax bill this is going to be his bill, whether
he likes it or not.

Secretary KENNEDY. I pray it will.
The CHAIRMAN. It will be in line with your administration even

if we draft it and insist on rejecting all amendments offered by Re-
publicans, Senators and Congressmen. So for better or for worse, this
is going to be an achievement of the Nixon administration, no matter
how much we Democrats may claim it if it turns out all for the best,
and I hope very much that it will be a good monument to your
administration.

Secretary KENNEDY. I hope so, so that it will be for the good of the
country.

The CHAIRMAN. And in the national interest I hope it will be some-
thing we can all join together and proudly proclaim for the good of the
country.

I do think some of it needs changing. Some of the work was done
hastily in the House, but I would hop in the time afforded us--we
have 7 weeks--we can do a good job, and work with you and to
consider all of your suggestions.

I do not know how you stood all the bright lights. I noticed you put
on some dark glasses. I started to send for Senator Fulbright's base-
ball cap to provide you with some help in shielding you from them,
but you have done 2 days of very hard work, and this committee
appreciates all the help and the courteous way you have responded to
questions, some of which have been a little bit intemperate from time
to time. We appreciate the way you have been restrained in respond-
ingto speeches that some Senators felt inspired to direct to you.

Thank you very much, Mr. Secretary.
I thank both you and Mr. Cohen, Mr. Walker, and your other two

fine assistants here for a very good job.
Secretary KENNEDY. Thank you, Mr. Chairman.
(Whereupon, at 5 p.m., the committee recessed, to reconvene at

10 a.m., Monday, September 8, 1969.)
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September 30, 1969

Technical Memorandum
of Treasury Position

on H.R. 13270, Tax Reform Act of 1969

Sec. 101--Private Foundations

1. Tax on Investment Income

The House bill proposes a 7-1/2 percent tax on net

investment income of private foundations. Treasury recom-

mends that in lieu of this revenue-raising levy, a supervi-

sion tax be imposed to offset the cost of administering the

audit program for foundations. It is estimated that 2 per-

cent of net investment income would be sufficient for this

purpose.

2. Computation of Investment Income

The bill now allows the full amount of a capital loss

to be deducted from gross investment income. This is incon-

sistent with the method of computing taxable income of other

taxpayers. Treasury recommends that the deduction for capital

losses be limited to the amount of capital gains, with a

five-year carryforward, thus providing the same treatment

given to corporations.
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The bill now allows a deduction for ordinary and necessar

expenses paid or incurred for the production or collection of

gross investment income or for the management, conservation,

or maintenance of property held for the production of such

income. This provision should be clarified to make certain

that it includes an allowance for depreciation (including

accelerated depreciation) and depletion (including percentage

depletion). Foundations should be allowed to claim such

deductions to the extent they are related to gross invest-

ment income in computing the tax on net investment income in

the same manner as other taxpayers.

The bill provides that, in computing net capital gain or

loss, the basis of property held by a foundation on December

31, 1969, shall not be less than the fair market value of such

property on such date. This treatment should be limited to

the determination of gain. Losses should be determined in

relation to adjusted basis. This is sLmilar to the treatment

now provided for property held on March 1, 1913.
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3. Substantial Contributor

Several provisions of the bill depend upon whether a

person is a substantial contributor to the private founda-

tion. A substantial contributor is any person who (by him-

self or with his spouse) contributed more than $5,000 to the

foundation in any one calendar year, or any person who (by

himself or with his spouse) contributed or bequeathed the

largest amount to the foundation in any one calendar year.

The latter rule should be clarified to indicate that if two

or more persons contribute the same amount, all such persons

should be treated as the largest contributor if no other

person contributes a greater amount. Since the spouse of a

substantial contributor to the foundation is included in the

group of disqualified persons, it is not necessary to apply

the $5,000 minimum or the largest contributor rule to a hus-

band and wife as a unit. Thus, the parenthetical "(by him-

self or with his spouse)" should be eliminated in both

provisions.
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4. Abatement of Taxes

In the case of a private foundation which voluntarily

gives up its status as such or which has engaged in willful

and flagrant violations of the law, the bill provides for a

tax equal to the amount of tax benefit previously received

by the foundation and its substantial contributors from the

tax-exempt status of the foundation, limited to the value of

the net assets of the foundation at a specified time. The

bill gives the Secretary or his delegate authority to abate

the unpaid portion of the tax if the private foundation

distributes all of its net assets to a public charitable

organization. In addition, if a private foundation which

has not engaged in willful and flagrant violations of the law

voluntarily terminates its status as a private foundation,

the tax may be abated, provided the foundation has operated

as a public charity for a continuous 60-month period prior

to the date of such voluntary termination.

It does not seem logical that a private foundaLion which

has not engaged in willful and flagrant violations should be

subjected first to imposition of tax and later abatement of

if it transfers its assets or converts to a public charity.
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the contrary, Treasury believes that such a private founda-

tion should be encouraged to transfer its assets to or con-

vert to a public charity. Accordingly, Treasury recommends

that the bill be amended to permit such a private foundation

to terminate its status as such, following notice to the

Commissioner, if it either transfers its assets to a public

charity or operates as a public charity for a continuous

60-month period. In the latter case, the foundation would

lose its private foundation status only at the end of the

60-month period, but no tax on termination of status would

ever be imposed.

With respect to a private foundation which has engaged

in willful and flagrant violations, the tax on termination

of status currently applies under the bill, unless the Sec-

retary abates the tax upon a showing that the foundation is

distributing all of its net assets to a public charity. Pro-

vision should also be made for abatement of this tax if the

State Attorney General takes appropriate corrective action to

insure that such foundation's assets are preserved for char-

itable purposes.
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5. Definition of Private Foundation

The bill excludes various categories of charitable

organizations from the term "private foundation" wh,.re those

organizations are subject to the discipline of continuing

reliance on public support. One oi the excluded categories

is an organization which receives more than one-third of its

support in the form of either gifts or receipts from the

performance of its exempt function and meets certain other

conditions.

Thus a definition of support should also be added to

proposed section 509, since the definition of a private

foundation may hinge upon the fraction of support received

from various sources. Treasury recommends adoption of the

definition currently in section 1.170-2(b)(5)(ii) of the

Income Tax Regulations (which defines "support" in connec-

tion with the delineation of organizations qualifying for the

30 percent contribution rule of present law), modified to in-

clude in support any amounts received from the exercise or

performance by an organization of its exempt purpose or

function. Such amounts are already included in the numerator

of the fraction described in proposed section 509(a)(2)(A)

of the bill, and the bill should be clarified to include such

amounts in the denominator as well.
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6. Income Distribution Requirement

A nonoperating private foundation is required under the

bill to distribute currently each year the larger of its net

income or a minimum investment return based on a percentage

(at present 5 percent) of the aggregate fair market value of

the investment assets of the foundation. The minimum invest-

ment return is determined on a gross basis without deduction

for investment expenses. A deduction should, however, be

allowed for the tax on foundation income imposed by section

506 of the bill (or for the 2 percent supervision tax recom-

mended by the Treasury).

For purposes of the income distribution requirement,

the bill now allows a deduction for ordinary and necessary

expenses paid or incurred for the production or collection

of gross income or for the management, conservation, or main-

tenance of property held for the production of such income.

This provision should be clarified to make certain that such

deduction includes an allowance for depreciation (including

accelerated depreciation) and depletion (including percentage

depletion).
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Qualifying distributions (subparagraph (g) of proposed

.section 4942) include any amounts, including administration

expenses, expended directly to accomplish the foundation's

exempt purposes; theyalso include contributions to another

organization in furtherance of such purposes. Limitations

on payments to other organizations are provided in order

to assure that the money will be currently expended and

will not remain under the control of the persons in con-

trol of the private foundation. Thus, contributions to a

private foundation which is not an operating foundation, to

a foreign organizatior which would be a private foundation

if it were a domestic organization, and to an organization

controlled by one or more disqualified persons with respect

to the foundation are aot qualifying distributions. .

The Treasury believe that these exclusions are more

restrictive than is necessary to accomplish the desired pur-

pose. Thus, Treasury recommends that contributions to a

foreign organization which would be a private operating

foundation if it were a domestic organization should be.
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counted. Further, a distribution from one private nonoperat-

ing foundation to another such organization, or to any section

501(c)(3) organization which is controlled by one or more

persons who are disqualified persons with respect to the

foundation making the distribution, should be considered

qualified if the recipient organization applies such cash

or property directly to charitable activities within one

year of receipt sq Thus, contributions to such organizations

should be counted if t cipient orga tion makes a

distribution of s amount in addition to s required

to be distrib ed underth nc pa - require t

(other than o anoph privat non perat foundatio o~r

controlle organizt na one-ye r nod. Tis

rule woul not apply unles tr . fo t o

obtains idence ten r t -- e r 4 organic -

tion has de the equir distr

An o rating o ati is f in osed sec on

4942(J)(3) s a foundation (a) e pends s stantl ly

all its inco for acti ies in rsu c of its e Pt

function, and (b either devotes substantially e than

half its assets to it empt function or eiv.. support

38-8W0 -40--pt. 1--5W
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from at least five private foundations under certain condi-

tions. It appears that the definition of an operating foundation

now in the bill may in some cases (for example, when an organ-

ization has been funded only once and receives little support

from other exempt organizations or the general public) provide

an unwarranted exception from the minimum distribution require-

ments. In view of the suggested broadening of the definition

of qualifying distributions to allow distributions from one

foundation to another under the circumstances stated, the

support part of the definition of an operating foundation

should be deleted to prevent the possible unwarranted excep-

tion. Thus an operating foundation should be an organization

which both (a) expends substantially all of its income,and

(b) devotes substantially more than half its assets to its

exempt functions.

The bill provides for a five-year carryover of distribu-

tions made in excess of the minimum distribution requirement.

It was not intended that distributions for a taxable year

beginning prior to January 1, 1970, would be counted for

this purpose and the bill should make this clear.
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7. Political Activities and Other Taxable Expenditures

The bill changes present law to prohibit carrying on

propaganda or otherwise attempting to influence legislation,

even though such activities do not amount to a substantial

part of the activities of the foundation. No other changes

in this provision of present law are made by the bill. How-

ever, for the first time the Code would contain a definition

of activities covered by this prohibition. This has created

some uncertainty because this defirdtLon is not all-inclusive.

Treasury recommends that section 4945(c), as added by the

bill, be amended to specify the types of activities which

are to be prohibited irrespective of substantiality, which

would be the same activities as result in denial of exemption

under existing law if they are "substantial." As amended,

this provision would read as follows:

"For purposes of subsection (b)(1), the term
'taxable expenditures' means any amount paid or
incurred by a private foundation for --
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"(1) any attempt to influence legislation

by attempting to cause members of the
general public, or any segment thereof,
to propose, support, or oppose legisla-
tion, and

"(2) any attempt to influence legislation
through communication with any member
or employee of a legislative body, or
with any other government official or
employee who may participate in the
formulation of the legislation (except
technical assistance provided in response
to a written request by such member,
government official, or employee),

other than through making available the results of
nonpartisan analysisstudy, or research. Paragraph
(2) of this subsection shall not apply to any amount
paid or incurred in connection with an appearance
before, or communication to, any legislative body
with respect to a possible decision of such body
which might affect the existence of the private
foundation, its powers and duties, its tax-exempt
status, or the deduction of contributions to such
foundation."

The bill requires that private foundations making gifts

to other private foundations or to nonexempt organizations

exercise some control over the expenditure of the funds.

This provision was not, we believe, intended to make the

private foundation an insurer of the activities of the

recipient of the grant, provided the foundation uses reason-

able efforts and establishes adequate procedures. The bill

should be clarified to reflect this intent.
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8. Foreign Organizations

The bill does not deal specifically with foreign exempt

organizations which have U.S. income. Treasury recommends

that the bill provide for a 2 percent supervision tax on

U.S. source income of foreign organizations which would be

private foundations were they domestic organizations. Further,

a foreign organization should be denied exemption from U.S.

income tax if it acts in a manner which would subject it or

a disqualified person to tax under section 507 or chapter 42

if it were a domestic organization.

9. Return Requirements

The bill required the Internal Revenue Service Co make

public, among other information, the names and addresses of

all substantial contributors to exempt organizations. Treasury

is concerned that this particular publicity will discourage

contributions to churches, educational institutions, and

publicly supported charities, and Treasury recommends that

the provision be limited to contributions to organizations

which are private foundations.
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Treasury recommends that a return be required by an

exempt organization which liquidates or which substantially

contracts or terminates its activities. Very small organiza-

tions should be relieved from filing this special return.

10. Hospital Care

Under present law, hospitals may qualify as exempt

organizations under section 501(c)(3) if it is determined

that they are operated for charitable purposes. This has

caused uncertainty, and the bill provides for the inclusion

of hospital care as an activity which in itself qualifies

under section 501(c)(3). Thus, section lOl(j)(7) of the bill

provides for adding the following wording to section 501(c)(3):

"or for the providing of hospital care."

Specific inclusion of hospital care in the bill, partic-

ularly in the form quoted above, could create an inference

that other charitable activities not specifically included

may no longer be treated as within the scope of section

501(c)(3). It is essential to good administration that there

be flexibility in this provision. The proper scope of exempt
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functions under section 501(c) of the Code, and the most ef-

fective manner of describing them in the statute, are pres-

ently under study at Treasury and may be the subject of

further legislative recommendations in this area at a later

time. The Internal Revenue Service is expected to issue a

ruling shortly clarifying the treatment of hospitals as sec-

tion 501(c)(3) organizations. In view of these circumstances,

and in light of the terms of the ruling when issued, the

specific inclusion of "the providing of hospital care" in

section 501(c)(3) of the Code by the bill should be recon-

sidered. At the very least, the Comittee report should make

it clear that the inclusion of hospital care is not intended

to indicate that other activities which are charitable, edu-

cational, etc., in nature are not to be included under these

general provisions of section 501(c)(3).



788

-16 -

11. Effective Date

Under the bill, section 4942 does not apply to any

organization which is prohibited by its governing instrument

from making distributions of income unless the instrument

can be changed. A similar rule should be provided for organi

zations which are not'permitted to distribute any of their

corpus; such a rule would excuse such organizations from the

requirement of distributing 5 percent of the aggregate fair

market value of their assets until it would be possible to

amend their governing instrument.
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Sec. 121--Other Exempt Organizations

Unrelated Business Income

Section 512(b)(3) of the Code currently excludes from

the definition of unrelated business income rent from real

estate and from personal property leased with such real

property. The exception was intended to exclude "passive"

investment income from the tax, but as interpreted broadly

by the courts, all rents from personal property are excluded

if the personalty has any connection with the lease of real

estate. This has led to a situation in which an exempt

organization may own substantial business assets, which

together may constitute an operating business and which are

leased to an independent management company. Most of the

profits from the business can then be received by the

exempt organization in the form of rent, affording a compet-

itive advantage to the exempt organization contrary to the

purpose of the unrelated business income provisions.
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Two amendments to the bill are recommended to insure

that income attributable to the active conduct of an unre-

lated business pays its fair share of tax. First, in order

to make clear that only "passive" rental income is excluded

from the unrelated business income, section 512(b)(3) should

specify that rent from personal property is excluded only

when the lease of personal property is incidental to the

lease of the realty. The bill should also incorporate the

test for "passive" .entals utilized in section 856(d)(1)

(dealing with real estate investment trusts). Application

of this rule would serve to tax real property rentals in

any case where they are measured by reference to the net

income from the property, but would exclude rentals based

upon a percentage of gross receipts or sales.

Income Received by Exempt Organizations from Controlled
Corporations

The House bill includes in the definition of unrelated

business income all interest, annuities, rents and royalties

received by exempt organizations from controlled corporations.

As drafted, the bill would also tax receipts from controlled

exempt corporations. Treasury recommends that this provision
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apply to income from exempt organizations only in proportion

to their unrelated business income.

Investment Income--Fraternal Societies. Emlovee Associations

The House bill treats the investment income of fraternal

beneficiary societies or voluntary employees' beneficiary

associations as unrelated business income unless it is set

aside for a charitable purpose or for the provision of life,

sick, accident or other benefits. Treasury recoinends that

it be made clear that income is set aside for providing these

benefits to the extent it is used for the reasonable cost of

administration of thp benefit program as well as the payment

of the benefits themselves.

In addition, the income so taxed should be defined to

exclude gain on the sale of assets used directly by the organ-

izations in the performance of their exempt functions to the

extent the proceeds of sale are reinvested in assets used

for such purposes within a period of three years. Thus, gain

realized by a fraternal benefit society on sale of its club-

house facilities and reinvested in replacement facilities

within the specified period should not be treated as unre-

lated business income.
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Sec. 201--Charitable Contributions

1. Contributions of Appreciated Property

Under present law, the deduction of charitable contribu-

tions by individual taxpayers is subject to two separate limi-

tations. A general limitation of 20 percent of adjusted gross

income applies to all contributions. In addition, gifts to

certain publicly supported organizations are permitted up to

30 percent of adjusted gross income. The bill increases the

30 percent limitation to 50 percent of a new contribution

base (adjusted gross income plus allowable tax preferences).

The bill introduces new rules with respect to gifts of

appreciated property. Gifts of appreciated property to cer-

tain organizations would either be limited to the taxpayer's

basis in the property or would result in a tax on the unreal-

ized appreciation if the taxpayer elected to claim the chari-

table deduction based on the fair market value of the property.

This treatment would apply to gifts of appreciated property to

private foundations, other than private operating foundations.

Gifts to a private foundation would be excepted from the new

rules where the foundation, within one year after its taxable
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year in which the contribution is received, applies such

contributions to a charitable purpose in a prescribed manner.

The bill then provides for a separate 30 percent limitation

on gifts of appreciated property which are not subject to

the new appreciated property rules (such as a gift to a pub-

licly supported charity of a present interest in appreciated

securities constituting a capital asset in the hands of the

donor-taxpayer).

Thus, some gifts of appreciated property to a private

foundation would be subject to this new appreciated property

rule and some would not. Furthermore, since the class of

organizations subject to the new rule for appreciated prop-

erty is narrower than those excluded from the old 30 percent

(and proposed 50 percent) limit, gifts of appreciated prop-

erty under the bill are subject to three percentage rules:

the 20 percent limit, the new 50 percent limit, and a new

30 percent limit.

The bill applies the new appreciated property rule,

limiting the deduction to basis or requiring the apprecia-

tion to be included in income, to gifts of three classes
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of appreciated property--ordinary income property, tangible

personal property, or a future interest.

These rules result in a confusing interrelation of three

separate limitations applying in slightly different fashions

to three classes of organizations. Treasury recommends that

these rules be greatly simplified as follows:

(a) The 50 percent limitation should be expanded to cover

any contributions made to organizations not subject to the

application of the new appreciated property rule, which means

adding to this group of organizations private operating founda-

tions and other foundati': s if the contribution is passed

through as a qualifying distribution within the succeeding

year. Since contributions to such organizations directly

benefit public charity, there is no reason for excluding them

from the new 50 percent limit. This would mean that the

remaining effective scope of the 20 percent rule, i.e., those

donee organizations which would not come within the 50 percent

rule as expanded, would be co-extensive with the new rule for

taxing gain on appreciated property as that rule relates to

the donee organization, i.e., a private foundation which is

not an operating foundation or which does not channel the

property to P publicly supported charity within one year.

Hence, the Code should be restructured so that the 20 percent
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rule is a rule of limited rather than general application,

and the 50 percent rule is the general rule. This change

will result in considerable simplification, since the scope

of the 30 percent limitation on appreciated property will

then be co-extensive with the 50 percent group of donees.

(b) The bill should be further revised to make the

30 percent limitation apply only to the aggregate amount of

appreciation in all property contributed during the tax year,

and not to the aggregate value of all property with any ele-

menc of appreciation. Tn the extent a taxpayer has basis in

the appreciated property, he should be eligible for the

50 percent limitation before applying the 30 percent rule

to the appreciation element.

For example, suppose a taxpayer with a contribution base

of $30,000 contributes to a public charity an appreciated

security held for more than six months having a fair market

value of $20,000, a basis of $5,000, and thus $15,000 of ap-

preciation. The 50 percent limit would first be applied to

limit the total charitable contribution deduction to $15,000.

The 30 percent limit wOuld then be applied to limit the

amount of deductible appreciation element to $9,000. The
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deductible contribution thus would be $14,000, being the

total of the $9,000 appreciation element and the $5,000

basis. The taxpayer could carry over to the following year

the remaining $6,000 of the gift, which would be deemed to

constitute appreciation and thus would be required to be

added to contributions of appreciated property, if any,

made in the following year for purposes of applying the

30 percent limitation in such year.

As previously stated, the House bill applies the appre-

ciated property rule (which limits the charitable contribution

deduction to the amount of the taxpayer's cost or other basis

in the property or, if he takes a charitable deduction based

on the fair market value of the property, requires him to in-

clude the unrealized appreciation in income) to gifts of prop-

erty which would give rise to ordinary income if sold by the

taxpayer; and applies the rule also to gifts of tangible per-

sonal property, gifts of future interests in property, and

certain gifts to a private foundation. Treasury recosmends

that the deduction not be so limited in the case of gifts of

tangible personal property unless this section otherwise

applies because, for example, the property is ordinary income
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property in the hands of the donor. Thus, a gift to a pub-

licly supported charity of a present interest in a work of

art held for more than six months by a person other than

the creator of such work of art, in whose hands the -

work of art is a capital asset, should not be subject to

the rule.

2. Charitable Income Trusts with Noncharitable Remainder

The bill amends section 170(b)(1) to deny a deduction for

a contribution of charitable income interest to a trust which

has a noncharitable beneficiary unless both the "grantor

trust" provisions of section 671-678 apply and the charitable

interest is in the form of either a guaranteed annuity or

unitrust. The bill also provides a "recapture rule" to apply

when the donor ceases to be the owner of such interest for

purposes of section 671. Similar provisions with respect to

this type of gift are added by section 201(h) of the bill to

the estate and gift taxes deduction rules.

These provisions are unduly stringent in denying a

deduction for a gift of a long-term income interest to char-

ity. Where the term is sufficiently long, the donor has in

effect given away such a substantial powrale of the va]e of

s-s o-.--pt 1---
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the property that it is appropriate to treat the transaction

as an outright gift of an undivided interest in the property.

Treasury considers that the proper dividing line is 20 years,

the period of time when the present value of the income

interest under the valuation tables in the regulations is

approximately 50 percent.

Accordingly, Treasury recommends that these rules be

liberalized and simplified by allowing a current deduction

for the value of contributions of a guaranteed income interest

to charity whenever the gift is for a period of more than

20 years whether or not the grantor trust rules apply. In

this way, the complex "recapture" provisions could be elimin-

ated and the rule could be made more equitable, with results

as follows:

(a) Where the charitable income interest is in

the form of a guaranteed annuity or unitrust for a

period in excess of 20 years, a charitable deduction

would be allowed in the year the trust is created

for the present value of the contribution whether or

not the income which goes to charity is includible
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in the taxpayer's income (because of the

application of the "grantor trust" provisions

of section 671 through 678).

(b) Where the taxpayer is subject to the

"grantor trust" provisions, but the contribution

is not in the form of a guaranteed annuity or

unitrust for a period in excess of 20 years, the

taxpayer would be permitted a charitable deduction

in the year the income is taxable to him under

section 671 and distributed to the charity. He

would not be allowed a deduction in the year the

contribution to the trust was made.

The estate tax provisions of the bill deny an estate

tax deduction for an income interest given to charity. In

the case of an estate, however, the double benefit (the

basis for denying the income tax deduction) doestot exist;

there is no income tax deduction in addition to the exclusion

of the income from income tax. Accordingly, the bill should

be amended to allow the estate tax deduction for a gift of

an income interest to charity. Other changes should be made

to the estate and gift tax provisions to conform them to the

changes recommended in income tax treatment.
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3. Deduction by Estate or Trust

The bill amends section 642(c) to provide that an estate

or trust is to receive a deduction only for amounts actually

paid for a charitable purpose. The estate or trust would no

longer be allowed a deduction for amounts permanently set

aside or to be used for a charitable purpose. The bill applie

to amounts paid, permanently set aside, or to be used for

a charitable purpose after the date of the enactment of the

bill.

Treasury recommends that this provision apply only with

respect to taxable years beginning after December 31, 1969.

Further, in a case where an irrevocable trust instrument has

been executed on or prior to August 1. 1969, Treasury recom-

mends that the requirements of this section should not apply

unless and until it is possible to amend the instrument.

Similarly, the provision should not apply with respect to an

estate or trust pursuant to a will in existence on August 1,

1969, which is not subject to change under state law at auy

time prior to the testator's death because of the testator's L-

competency or other disability. In any such case, however,
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the charitable contribution deduction for the amounts perma-

nently set aside or to be used for a charitable purpose Should

be limited to its present value, and no amount would be deduct-

ible when such amounts were actually paid for charitable pur-

poses at a later time.

Further, Treasury believes that different considerations

apply to an estate than to a trust with respect to amounts

set aside for charitable purposes. Estate administration is

normally of relatively short duration with safeguards not

normally present during trust administration. Estates pre-

sent many factors which may make it either impracticable or

in soe instances contrary to probate law to sake distribu-

tions currently. Accordingly, Treasury recomends that sec-

tion 201(f) of the bill be changed so that the proposed

limiting of a charitable deduction to amounts actually paid

will apply only to trusts and the provisions of section 642(c)

allowing deductions for amounts permanently set aside will

continue to apply to estates.
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4. Disallowance of Estate Tax Deductions in Certain Cases

The bill amends section 2055(e) to provide that a

charitable contribution deduction for estate tax purposes

is not to be allowed for a charitable gift of a remainder

interest in trust where there is a noncharitable income

beneficiary unless the trust is either a charitable remainder

annuity trust or a charitable remainder unitrust. This pro-

vision is to apply with respect to persons dying after the

date of the enactment of the bill.

It is proposed that the effective date of the new estate

tax provisions governing charitable deductions be deferred so

that the new rules will apply only to persons dying after

December 31, 1970. This will provide time for amendment of

wills to comply with the new requirements. In cases where

irrevocable trust instruments have been executed prior to

August 1, 1969, it is proposed that the new requirements not

be applied where the governing instrument cannot be reformed

by amendment, judicial proceedings, or otherwise. This ex-

ception would apply, for example, in the case of an irrevo-

cable intervivos trust under which the grantor reserves the

income for his life, and upon his death the income is payable
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to his surviving spouse, with the vested remainder passing to

desipated charities. Under the exception, the deduction

would be allowed for the value of the remainder interest

even though it is impossible to amend the governing instru-

ment to comply with these rules. A similar exception should

be provided with respect to wills in existence on August 1,

1969, which are not subject to change under state law at any

time prior to the testator's death because of the testator's

incompetency or other disability.

5. Charitable Remainder Trusts

Section 201(e) of the bill amends section 170(h) of the

Code to deny an income tax deduction for a charitable remainder

interest in a trust unless such interest is in the form of a

charitable remainder annuity trust or a charitable remainder

unitrust. This provision is made effective with respect to

transfers in trust made after April 22, 1969, although the

provision was not contained in the Treasury Department's

recommendations announced that date. The provision should

be made effective with respect to transfers in trust made

after August 1, 1969.
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Section 201(i) of the bill adds a new section 664 to

the Code providing definitions of a "charitable remainder

annuity trust" and a "charitable remainder unitrust." Under

the bill, a "charitable remainder annuity trust" must pay a

sum certain not less often than annually, and a "charitable

remainder unitrust" must pay a fixed percentage of the net

fair market value of the trust assets, valued annually, not

less often than annually. Such a trust would be exempt from

tax and would be subject to the private foundation rules other

than the income distribution requirement.

A charitable remainder trust should, in general, be sub-

ject to all of the substantive requirements governing private

foundations. Accordingly, consistent with the income distribu-

tion requirement for private foundations, these provisions

should be amended to provide that the specified amount may

be paid out either to an organization described in section 170(c)

or any other person, and may not be less than:

(a) in the case of a "charitable remainder

annuity trust," an amount equal to 5 percent of

the fair market value of the trust assets (valued

at the date of contribution), and
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(b) in the case of a "charitable remainder

unitrust," an amount equal to 5 percent of the

net fair market value of the trust assets, valued

annually.
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Sec. 211-213--Farm Losses

1. Exemption from EM eguiremnt

Under the House bill, a taxpayer would not be required

to add farm losses to an excess deductions account (EA) if

his nonfarm adjusted gross income does not exceed $50,000 for

the taxable year. Treasury recommends that this figure be

reduced from $50,000 to $25,000. Further, we recommend chat

in computing adjusted gross income for this purpose, taxpayers

should be required to add back to adjusted gross income items

of tax preference determined under the Limit on Tax Prefer-

ences proposal even though such amounts of tax preference

are not subject to tax under LTP because they do not exceed

the permissible limit.

The House bill excludes the first $25,000 of farm losses

from EDM regardless of the taxpayer's nonfarm adjusted gross

income. Treasury recommends that a taxpayer be required to

add the full amount of farm losses (without an exclusion)

whenever total farm losses exceed $15,000 and nonfarm adjusted

gross income exceeds $25,000.
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2. Hobby Losses

Section 213 of the House bill revises the "hobby loss"

provisions of present section 270 to provide that losses from

an activity will be disallowed if the activity is not carried

on with a reasonable expectation of profit. An activity 'will

be presumed to have been carried on without a reasonable Ox-

pectation of profit if losses exceed $25,000 in any three

out of five consecutive taxable years.

Treasury recommends that this provision be amended to

make it clear that the reasonably anticipated profit must be

an economic profit, not a "tax savings" profit, and that

"profit" need not be determined on an annual basis.

It should also be made clear that those deductions which

are allowable under the Code without regard to whether they

are incurred in a trade or business or for the production of

income, such as interest and certain state and local taxes,

will continue to be deductible even where incurred in an

activity not engaged in for profit. Similarly, it should be

made clear that deductions incurred in an activity not engaged
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in for profit (other than those described in the preceding

sentence) shall be allowable to a proper extent mere income

is realized from that activity. The amount allowed should

be that proportion of the total of such deductions which the

income realized bears to the total deductions attributable to

the activity, including deductions described in the first

sentence of this paragraph. Thus, if the taxpayer with a

hobby farm has interest and taxes of $100,000, operating

costs of $120,000, and depreciation of $80,000, and if the

income from the farm is $30,000, the taxpayer should be en-

titled to deduct the full $100,000 amount of interest and

taxes plus $12,000 of operating costs and $8,000 of depreciatim
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Sec. 231--Moving Expenses

Under present law certain expenses of moving a taxpayer's

family and belongings from one place of employment to another

are deductible. In general, the deduction applies only if the

taxpayer's new place of employment is at least 20 miles farther

from his former residence than was his former place of employ-

ment. The bill increases the required distance before any

deduction is allowed from 20 miles to 50 miles. Treasury

recommends that the 20-mile test contained in existing law

be retained.
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Sec. 301, 302--Limit on Tax Preferences and
Allocation of Deductions

The House bill treats the following items as preferences

for the purpose of the Limit on Tax Preferences: (a) the

excess of tax-exempt interest on state and local bonds over

expenses related thereto which are not allowed as deductions;*

(b) the amount (50 percent) of net long-term capital gains

which is excluded from income; (c) the untaxed appreciation

in value of property contributed to charity; (d) the excess

of accelerated depreciation over straight-line depreciation

of real property; and (e) the excess of any farm loss over

the amount that would be deductible under normal accrual ac-

counting rules. For purposes of the Allocation of Deductions

rule, the items of tax preference are the same except that:

(a) interest on state and local bonds is included only with

respect to bonds issued after July 12, 1969 (subject to the

same 10-year transition rule); and (b) the preferences for

this purpose also include the excess of the deductions for

intangible drilling expenses and percentage depletion over

*Under a special transition rule, only 10 percent of
such excess is taken into account in 1970, 20 percent in
1971, and, similarly, 10 percent more in each succeeding
year so that the full amount is not taken into account
until 1979 and thereafter.
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the amount that would be deductible had these expenses been

capitalized and recovered through straight-line depreciation

and cost depletion.

1. Tax Preferences

Treasury recommends that the following modifications be

made to tC.e group of items treated as tax preferences:

(a) Appreciation in value of property contributed to

charity should not be treated as a tax preference for the

purpose of either the Limit on Tax Preference or the Alloca-

tion of Deductions.

(b) Interest on state and local bonds (without distinc-

tion as to when the bonds were issued) should be treated as

a tax preference for the purpose of the Allocation of Deduc-

tions but not for the purpose of the Limit on Tax Preferences.

The 10-year transitional rule should be eliminated.

(c) Intangible drilling expenses and percentage deple-

tion in excess of cost should be treated as tax preferences

for both the Limit on Tax Preferences and the Allocation of

Deductions, except that a taxpayer 60 percent or more of

whose gross income is from oil and ao properties should

not treat the intangible drilLng expense deduction
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as an item of tax preference for purposes of the Limit on

Tax Preferences.

(d) In the case of percentage depletion, the amount of

the preference should be computed by first allowing full re-

covery of the tax basis of the property (increased as described

below); that is, percentage depletion would first become a

preference only after full recovery of basis. This will

avoid the necessity of calculating cost depletion for each

taxable year. In those instances in which the intangible

drilling cost deduction is treated as a preference under the

proposal, the full amount of the deduction would be treated

as a preference, but the amount would be added to basis for

purposes of the Limit on Tax Preferences to be recovered in

full before any amount of percentage depletion with respect

to such property would be treated as a preference. In the

case of a taxpayer 60 percent or more of whose gross income

is from oil and gas operations, since the intangible drill-

ing cost deduction would not be treated as a preference for

LTP purposes, it would not be added to basis for purposes of-

the iUmit on Tax Preferences, and thus percentage depletion
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taken by such a taxpayer in excess of actual basis (without

inclusion of intangible drilling costs which have been

expensed) would be the taxpayer's LTP preference.

(e) In addition to including the excess of accelerated

depreciation over straight-line depreciation with respect to

section 1250 property as a preference, the list of preferences

should include such excess with respect to section 1245 prop-

erty if such section 1245 property is leased on a net lease

basis. Such excess should constitute a preference for pur-

poses of both the Limit on Tax Preferences and the Allocation

of Deductions.

(f) The amount of the deduction for interest, taxes, and

ground rents with respect to real property during the period

of construction of substantial improvements (other than housing

construction) should be treated as a tax preference for both the

Limit on Tax Preferences and the Allocation of Deductions.

(g) The excess of the deductinn for amortization of re-

habilitation expenditures for low-cost housing (provided in

section 521 of tho House bill) over the amount that would be

deductible as straight-line depreciation should be treated

as a tax preference for purposes of both the Limit on Tax

Preferences and the Allocation of Deductions.

88-65 0-9--pt. 1-52
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In connection with the Allocation of Deductions, allocable

expenses which are disallowed because the taxpayer had items

of tax preference which relate solely to the year in which a

deduction is allowed (e.g., the excess of accelerated depre-

ciation over straight-line depreciation) should be allowed to

reduce the amount of ordinary income when the asset is later

sold.

Also, as a complement to the rule that the intangible

drilling cost deduction would not be treated as an LTP pref-

erence item for taxpayers 60 percent or more of whose income

is from the operation of oil and gas properties, a provision

should be added requiring such a taxpayer to recapture as

ordinary income any gain on the sale of an oil or gas prop-

erty (or a portion thereof), including a transfer to a con-

trolled corporation, to the extent of intangible drilling

costs previously deducted with respect to such property.



815

- 43 -

2. IntanibIe Drilling ULMse and Percent&ae Denletion

For purposes of determining the amount of tax preferences

from percentage depletion and intangible drilling expenses,

taxpayers would be divided into two broad categories: those

whose income from oil and gas properties is less than 60 per-

cent of gross income; and those whose income from oil and gas

properties is 60 percent or more of gross income.

Taxpayers with less than 60 percent of their gross income

from oil and gas properties would treat as preferences both

percentage depletion and the intangible drilling cost deduc-

tion for both the Limit on Tax Preferences and for Allocation

of Deductions. The amount of their preferences would be the

full amount of the intangible drilling cost deduction taken

during the year (not reduced by any amount which would have

been allowble for the year as cost depletion or straight-

line depreciation) plus, with regard to each oil and gas

property, percentage depletion to the extent it exceeds the

basis of the property and the amomt of intangible drilling

costs which were incurred with respect to such property and

were expensed. Thus, percentage depletion would not begin

to be treated as a preference until the cumulative amount
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thereof exceeded the basis of the property plus the intangi-

bles expensed with respect to that property.

Taxpayers whose gross income is 60 percent or more from

oil and gas properties would include both intangible drill-

ing expenses and percentage depletion as preferences to the

extent set forth above only for purposes of the Allocation

of Deductions. The Limit of Tax Preferences for this group

would be determined without inclusion of intangible drilling

expenses deducted during the taxable year. Percentage deple-

tion deducted during the year would be considered a preference

to the extent it exceeded the adjusted basis of the mineral

property to which it related as of the end of the taxable

year (determined without regard to any depletion deduction

for the current year). In addition, such group of taxpayers

would be required to recapture as ordinary income any gain

on the sale, exchange, transfer or other disposition (includ-

ing transfers to a controlled corporation under section 351

of the Code) of an oil and gas property, to the extent of

intangible drilling costs previously deducted with regard to

such property. The recapture rule would extend only to this
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group of individual taxpayers who are not required to include

intangible drilling costs as a preference for purposes of the

Limit of Tax Preferences.

These special rules regarding percentage of income from

oil and gas properties would not affect the treatment of per-

sons whose preferences consist of percentage depletion for

other minerals. Taxpayers with percentage depletion from a

mineral property other than oil and gas properties would

treat percentage depletion in excess of the basis of the

property as a preference for both the Limit on Tax Preferences

and the Allocation of Dedactions, and would have no other

preference with respect to the mineral activities concerning

such property, irrespective of the percentage of their total

income represented by income from such properties.

3. Net Leases of Personal Property

The excess of accelerated depreciation with respect to

a particular item of section 1245 property over straight-line

depreciation would be treated as a tax preference if that prop-

erty is the subject of a net lease. For this purpose, a lease

would be treated as a net lease only if: (i) the deductions

allowable to the lessor for operating expenses with respect to
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the property are less than 15 percent of the rental income

from the property; or (ii) the lessor is either guaranteed

a specified net return or is guaranteed in whole or in part

aSainst lose. The excess described in the first sentence is

to be computed separately for each item of section 1245

property.

The inclusion of this preference in the Limit on Tax

Preferences should not be taken as creating any inference

that a transaction is to be treated as a lease if it would

otherwise be treated as a sale, loan, or other business

transaction.

4. Interest, Taxes, and Ground Rents

The amount allowable as a deduction for interest, taxes,

and ground rents with respect to real property during the period

of construction of substantial improvements or additions to,

or other reconstruction of, existing substantial improvements

(other than housing construction) would ,be treated as a tax

preference to the extent such amount exceeded any gross income

from the property for that year. Such rule would apply only
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to real property used in the trade or business of the taxpayer,

or held by the taxpayer for the production of income. Each

separate acquisition of real property would be treated sep-

arately, irrespective of the eventual combined use with other

parcels of real property. The rule would apply only if the

improvements were "substantial," which would be defined as

improvements having a value at least equal to the value of

the land without improvaments. The period of construction

would be deemed to end when the improvement is placed in

service for purposes of taking depreciation thereon. The

amounts would not be treated as a preference if the construc-

tion consisted of residential rental housing as defined in

proposed section 167(j)(2) as added by section 521 of the

House bill. Nor would the amounts constitute a preference

in any case in which the property was held primarily for sale

to customers in the ordinary course of business or was inven-

tory in the hands of the taxpayer.
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5. Amortization of Rehabilitation Expenditures for Low-Cost
Housing

The excess of the deduction allowable under section 167(k)

of the Code (added by section 521(a) of the House bill) for

amortization of rehabilitation expenditures for low-cost housing

over straight-line depreciation would be treated as a preference.

Straight-line depreciation for this purpose would be computed on

the basis of the actual useful life of the property (or the additi

or improvement to the property) acquired or constructed with the

rehabilitation expenditures. For this purpose, the excess would

be computed separately for each item of property.

6. Adjustment of Recapture for Disallowed Allocable Expenses

Allocable expenses which are disallowed because the

taxpayer has an item of tax preference which results in a

deferral, rather than an exclusion of income, should be

applied as an offset against any ordinary income on later

sale of the asset giving rise to the preference. The tax

preferences which result in a deferral rather than an

exclusion of income are:
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(a) accelerated depreciation on section 1250 property;

(b) accelerated depreciation on section 1245 property which

is the subject of a net lease;

(c) farm losses;

(d) interest, taxes, and ground rents during period of

construction;

(e) amortization of rehabilitation expenditures for low-cost

housing; and

(f) the deduction for disallowed tax preferences allowable

under section 218 of the Code (added by section 301(a)(2) of the

House bill) to the extent attributable to the foregoing items

of tax preference.

A separate account would be established for the allocable

expenses disallowed by reason of each of the taxpayer's assets

(or in the case of a farm loss, the group of assets) giving rise

to a tax preference listed above. Thus, if a taxpayer were

claiming accelerated depreciation on two section 1250 assets, two

accounts would be established. The disallowed expenses added to

such account would not retain their character as interest, taxes,

medical expenses, or the like but would simply be carried as a
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dollar amount available to offset ordinary income if any,

on a later sale of the asset which gave rise to the dis-

allowance.

7. Publication of Statistics of Excludable Income

Section 6108 of the Internal Revenue Code should be

amended to provide that the statistics the Secretary is required

to publish annually shall include tax-exempt income in addi-

tion to taxable income, deductions, and credits.
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Sec. 311--Income Averaging

Relationship to Accumulation Trust.Rules

The House bill provides that if a taxpayer elects the

benefits of income averaging, he will not also be entitled

to the benefits of certain provisions of section 668 of the

Code which limit the tax imposed by the throw-back rules on

a beneficiary of an accumulation trust. The limitations of

section 668 have the effect of spreading distributions of

accumulated income over the taxable years during which the

income was earned by the trust, which is a form of averaging.

If both income averaging and the limitations of section

668 were available, the taxpayer would obtain an unintended

benefit in the event of a large accumulation distribution

where the taxpayer qualified for averaging by reason of

receiving such accumulation distr:Lbution. -On the other

hand, however, it is unfair and unnecessary to require a

taxpayer who would qualify for thi benefits of income averag-

ing even in the absence of an accumlation distribution to
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choose between the benefits of income averaging with respect

to all his income and the limitation on tax on accumulation

distributions of section 668. Treasury reconmends that the

limitations of section 668 apply with respect to all accumula.

tion distributions but that accumulation distributions be

excluded from averagable income.
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Sec. 321--Restricted Property

1. Transferable Interests in Restricted Property

Under the House bill an individual receiving restricted

property in connection with his performance of services is

subject to tax when his interest in that property becomes

transferable even though it is still forfeitable. The intent

of this provision was to impose tax when an individual re-

ceived property which he could transfer to a bona fide pur-

chaser for value whose rights would not be subject to the

forfeiture provision. In such a case, the bill imposes a

tax on the theory that such individual has unrestricted use

of the property even though he might be required to respond

in damages to the original transferor in the event of breach

by him of the forfeiture condition.

This rule merely says that the property is not truly

forfeitable if it is within the recipient's power to realize

its full value, avoiding forteiture, by transferring the

property by sale. The House bill, however, would result in
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income to the employee merely because the property is trans-

ferable by gift or upon death though it remains subject to

forfeiture. It would appear that the employee should not

be treated as realizing income merely because a donative

transfer could be made. The employee has not realized the

value of the property and the circumstances depriving it of

determinable value continue to exist.

Treasury recommends that the provision in the House bill

be simplified by providing that an interest in property is

not forfeitable unless the original transferor could compel

a subsequent transferee to return the identical property upon

the happening of events causing forfeiture. Where the prop-

erty is forfeitable, the original recipient will be treated

as realizing income on a transfer of the property for value

if this occurs prior to the time the property ceases to be

forfeitable. The original recipient would realize income

equal to the amount received in the sale (assuming the sale

is an arm's length transaction).
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Under this rule, tax would not be imposed merely because

the original recipient can transfer his forfeitable interest

to another person in a donative transaction if such other

person will also be subject to the forfeitability condition.

Such a donative transfer will not, however, change the tax

consequences to the original recipient at the time his trans-

feree's rights become nonforfeitable; he will realize income

at that time just as if there had been no donative transfer.

2. Transfers Under Qualified Annuity Plans

Under proposed new Code section 85(d)(2), transfers by

an employer to an employees' trust which satisfy the quali-

fication requirements of section 401(a) are not subject to

the restricted property rules of section 85. Similar treat-

ment should be provided with respect to premiums paid by an

employer under nontrusteed annuity plans for an employee

which meets these requirements.
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3. Transition Rules

Under proposed new Code section 85(f), the restricted

property rules of section 85 do not apply to property trans-

ferred before July 1, 1969, or to certain property trans-

ferred on or after that date if certain conditions are sat-

isfied. This section should be amended to provide that

where corporate securities to which section 85 does not ap-

ply because of these effective date provisions are exchanged

for other securities in a tax-free transaction and the new

securities are subject to restrictions identical to those

applicable to the old securities, section 85 will not apply

to the new securities.

4. Nonexempt Trusts and Nonqualified Annuities

Section 321(b) of the bill amends sections 402(b) and

403(c) of the Internal Revenue Code to provide essentially

the same tax treatment for pension, profit-sharing, stock

bonus, and annuity plans which do not satisfy the qualifica-

tion requirements of section 401(a) as would be provided

under the bill for restricted stock plans. This section

should be amended to make it clear that the amount subject
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to tax when the employee's interest becomes nonforfeitable

is the value of his interest in the trust at that time or

the value of the annuity contract at that time. The value

of amounts subsequently contributed to the trust, or premiums

subsequently paid, by the employer on behalf of the employees-

should be includible in the income of the employee in the

subsequent years in which contributed P;: paii to the trust

or insurer.

In addition, section 403(c) should be amended to make

it clear that the restricted property rules of section 85 do

not apply to any amount excluded from gross income under

section 403(b) dealing with annuities purchased for an employee

by a section 501(c)(3) organization.

88-865 0--49--pt. 1- 8
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Sec. 341--Accumulation Trusts

. Transitional Problem

Under present law, if a trust makes an "accumulation

distribution"--that is, a distribution in excess of distrib-

utable net income for the current year--there is a five-year

"tt3wback." This results in a recomputation of the benefi-

ciary's income tax for each of such years to determine the

increase in tax which would have resulted had the trust

Income been distributed to his currently rather than accumu-

lated. This amount is then added to his tax liability in

the year of distribution. Under existing law, however, the

only accumulated income which is subjected to this additional

tax is that which was accumulated in the five years preceding

the year of the distribution. All earlier accumulations are

distributed tax free. Moreover, there are several exceptions

under the existing throwback rule so that even part of the

accumulation during the preceding five years may be distrib-

uted free of additional tax.



831

- 59 -

The House bill removes the five-year limitation on the

throwback rule as well as all of the exceptions. All accu-

mulation distributions by trusts would be throm back and

the amount of tax at the tive of distribution would be cal-

culated as though they had been distributed to the beneficiary

in the year earned by the trust. The bill provides, however,

that this unlimited throwback rule will not operate to tax

accumulations made in a taxable year of the trust ending

before April 23, 1964. This limitation would prevent a

throwback to years prior to the five years which are subject

to the rule under existing law.

As indicated, however, the exceptions to the throwback

rule contained in existing law are removed by the bill.

Thus, even though a distribution would have qualified under

one of these exceptions in present law, the distribution of

such income accumulated by a trust prior to the effective

date of this provision would be subject to additional tax

when distributed.
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Treasury recommnds that present law be continued for

all income° iccumwlated in taxable years of trusts beginning on

or before April 22, 1969, and that the unlimited throwback

provided by the bill be made applicable only to accumulations

made in taxable years beginning after that date. Any amounts

accumulated in taxable years of a trust beginning before

April 22, 1969, should, when paid out in an accumulation dis-

tribution in a taxable year beginning after that dePte, be

subject to the law in existence on the date when the income

was accumulated. Consistent with present law and th, House

bill, an accumulation distribution should be deemed to have

been made from the most recently accumulated income of the

trust. Thus, distributions made during taxable years begin-

ning after April 22, 1969, would be subject to the new unlim-

ited throwback rules to the extent the trust had undistributed

net income accumulated during a taxable year beginning after

such date.
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For example, if a trust using-the calendar year as its

taxable year had undistributed net income of 4.0 accumulated

in each of the years 1968 through 1972 and on December 31,

1973 muse a distribution of $2,500 in excess of the trust's

1973 distributable net income, $1,500 would be taxed pursuant

to the new unlimited throwback rules and #1,000 would be sub-

Jected to additional tax only if it did not fall within one

of the exceptions to the definition of an accumalation dis-

tribution presently contained in section 665(b) of the Code.

Thus, for example, if any portion of the $1,000 accumulated

in 1968 and 1969 were distributed to mt the "emegen y

needs" of the beneficiary, or had been accumulated prior to

the beneficiary's 21st birthday, such sun would be distrib-

uted tax free. There should, however, be no $2,000 do minLmis

exception for distributions made-in taxable years beginning

after April 22, 1969.

The five-year liaitaton of present law should continue

to apply to income accumulated during taxable years beginning

before April 23, 1969. Accordingly, if income accumlated in

1968 were distributed in 1975, it would be subject to no addi-

tional tax.
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2. "Short-Cut" method of Limitina Tax

The House bill provides that one method of limiting the

beneficiary's tax attributable to an accumulation distribu-

tion is to compute the average increase in the beneficiary's

tax caused by adding the average annual income of the trust

for the period over which the amount distributed was earned

to the beneficiary's Income for the current year and each of

the two preceding years. This averaging device would be more

accurate if it utilized the three preceding years and excluded

the current year.

The current year's income will necessarily include the

trust Income for that year even though it is not part of the

accumulation distribution and therefore should not enter into

the computation. Treasury recooeends that this so-called

"tshort-cut" limitation be altered to eliminate a recomputa-

tion of the beneficiary's tax for the current year and include

in its place a recomputation of the tax for the third year

preceding the year in which the accumulation distribution

occurs*
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Treasury also recommends that the short-cut method should

not be available to the taxpayer if prior accumlation distri-

butions made to him by two or more other trusts overlap the

accumulation distribution in question. This is necessary to

prevent the creation of ultiple trusts with staggered accu-

mulation distributions to take advantage of the short-cut

rule. Thus, the short-cut method would not be available to

limit the tax attributable to an accumulation distribution

made to a beneficiary if during any preceding taxable year

in which such accumulation distribution was deemed to have

been distributed to such beneficiary under section 666(a) of

the Code, prior accumulation distributions made by two or

more other trusts were deemed, under section 666(a), to have

been distributed to such beneficiary.
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Sec. 401--Multiple Corporations

I. Transition Period

The House bill provides for an eight-year transition

period beginning on January 1, 1969, during which the amount

of each additional $25,000 surtax exemption, $100,000 accu-

mulated earnings credit, and $25,000 limitation on the small

business deduction of life insurance companies, otherwise

allowable to the controlled group, would be phased-out. At

the end of this period, the group would be limited to only

one of each of these tax benefits.

Treasury does not oppose the eight-year phase-out period.

However, the transition period originally recuoiended by

Treasury on April 22, 1969, would also be equitable and would

reduce the administrative complexity of the longer eight-year

period. Under the earlier proposal, the maximum number of

$25,000 surtax exemptions and other benefits listed above of

a controlled group for taxable years including a December 31

after 1968 and before 1974 would be reduced over a five-year

transition period in accordance with the following schedule:
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Taxable years including -- Maximum number

December 31, 1969 100

December 31, 1970 50

December 31, 1971 25

December 31, 1972 10

December 31, 1973 5

2. Special Transition Rules

Treasury recommends that the two special transition rules,

not included in its April 22, 1969, proposal, be eliminated

from the bill. The first rule, in general, provides for a

gradual increase of the dividends received deduction for cer-

tain transition period dividends from 85 to 100 percent over

an eight-year transition period. The second rule applies only

to a controlled group filing a consolidated return and, in

general, provides for the deductibility of a gradually increas-

ing portion of certain pre-consolidation net operating losses

arising in the transition period. These rules involve extraor-

dinary complexity and are not necessary in addition to the ex-

tended transition period to provide equity.
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3. Mutual Insurance Companies

The House bill limits a controlled group of mutual

insurance companies subject to taxation under section 821 of

the Code to only one of each of the stated dollar amounts in

subsections (a)(1) and (c) of section 821 (relating to the

imposition of the income tax upon mutual insurance companies)

and subsection (c) of section 823 (relating to the special

deduction for a small company having a gross amount of less

than $1,100,000). Treasury recommends that this provision

be deleted as unnecessary.

After study of this provision, Treasury has found that

there is no known controlled group of mutual insurance

companies in existence, and because of the 80-percent stock

ownership requirement of section 1563(a), it is very doubt-

ful that such a group would come into existence in the

future. Since it is extremely remote that the provision

could ever apply, it can safely be deleted from the bill.



839

- 67 -

Sec. 411, 412--Debt-Financed Corporate Acquisitions
and Related Problems

1. Disallowance of Interest Deduction

The House bill contains a provision denying corporations

a deduction for interest paid on an obligation issued as con-

sideration for the acquisition of stock or assets of another

corporation under certain conditions. These conditions are

designed to determine if the obligation has characteristics

normally associated with equity rather than debt.

One of the conditions which must exist if the disallow-

ance of interest on corporate acquisition indebtedness is to

apply is that the obligation be "subordinated to the claims

of trade creditors of the issuing corporation generally."

Some recent acquisitions would not be covered because the

indebtedness, though subordinated to pre-existing indebted-

ness, including, for example, substantial outstanding unse-

cured bank credit, is not subordinated to all "trade creditors

generally." Treasury recoends that the scope of the defini-

tion of corporate acquisition indebtedness be broadened to

include an obligation which by its terms (other than solely
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by operation of law) is subordinated in right of payment to

the payment of any substantial amount of indebtedness of the

corporation. For this purpose, indebtedness will not be

deemed subordinated merely because the corporation has se-

cured indebtedness; there vast be a legal subordination of

the debt.

Another condition which must exist for the interest on

corporate acquisition indebtedness to be disallowed is that

the issuing corporation have either (i) a debt-to-equity

ratio in excess of two to one, or (ii) projected earnings

which do not exceed three times its annual interest expense.

Treasury recommends that in applying the debt-equity or pro-

Jected earnings test in the case of a taxpayer engaged in

the business of making loans, the amount of the taxpayer's

indebtedness be reduced by mounts owed to the taxpayer and

that the annual interest expense of the taxpayer be reduced

by the taxpayer's annual interest income. Treasury believes

that this was the intention of-the House bill and that the

failure to provide special rules for the application of these

tests to such taxpayers was inadvertent.
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The House bill provides for the disallowance of interest

paid during the taxable year with respect to corporate acqui-

sition indebtedness only to the extent that such interest

exceeds $5 million, reduced, however, by the amount of inter-

est paid during the taxable year on obligations which have

the general character of "acquisition Indebtedness" as defined

in the bill. Obligations would have that character If they

were issued for the acquisition of stock or at least two-

thirds of the assets of another corporation, but do not fall

within all of three specific tests as to subordination, con-

vertibility, and debt-equity ratio. Although the Comittee

report states that th" annual interest cost Incurred or paid

on such obligations issued before the effective date of this

provision of the Rouse bill would reduce the $5 million exemp-

tion, the bill itself is unclear on this point. Further, the

Comttee report places no limit on the number of past years

which must be considered. Treasury recamnds that the stat-

utory language hke It clear that the $5 million amount is

so reduced, but only with respect to such obligations issued

after January 1, 1964.
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As pointed out above, one of the characteristics of

"corporate acquisition indebtedness" as defined in the bill

is that it is issued for the acquisition of stock or assets

of another corporation. The bill specifies that in an asset

acquisition, obligations do not fall in this category unless

"at least two-thirds of the total value of all the assets"

are acquired. Since the focus of asset acquisition trans-

actions is on the operating assets, the tvo-thirds test might

be avoided in those instances where the acquired corporation

has more than one-third of its total assets in cash and non-

operating properties. Accordingly, Treasury recommends that

the two-thirds test be applied only to operating assets

(excluding cash).

2. Installment Method

Under present law, a taxpayer may elect the installment

method of reporting gain on a sale of real property, or a

casual sale of personal property where the price is in excess

of $1,000, if the payments received by the seller in the year

of sale (not counting evidences of indebtedness of the pur-

chaser) do not exceed 30 percent of the sales price. The
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House bill would deny installment reporting where the obli-

gations consist of bonds, debentures, notes, or other

evidences of indebtedness with interest coupons attached,

in registered form, or in a form designed to be readily

traded on an established securities market. The House bill

also provides that installment reporting is available only

where paymnt of the principal, and interest (if any),

of the obligation is required to be made periodically and

in such amounts during the calendar year as shall be pre-

scribed under regulations.

The latter provision requiring periodic payments

throughout the term of the obligation is a significant

departure from existing law and could disrupt the pattern

of legitimate commercial transactions where payment is defer-

red because of lack of ability to make immediate payment.

This is precisely the situation that the installment sales

provisions were designed to ameliorate. The installment

method is consistent with the cash method in not requiring

the taxpayer to report income until the income has been

assured by receipt of payment by the seller and thus until he

has received cash to pay his tax.
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Treasury recommends that this periodic payment provi-

sion be deleted except that installment reporting should not

be available where the obligation is payable on demand. In

all events, the periodic payment provision should not be made

effective until January 1, 1970, so as to give taxpayers an

opportunity to adjust to the new rule. The installment

reporting rule had widespread application to many common

sales transactions in small as well as large amounts, and

many taxpayers may not be aware of this change at the present

time. There was no advance warning of this change, and an

adjustment period seems warranted.
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Sec. 431, 432--Foreign Tax Credit

1. Foreign Tax Credit Reduction in Case of Foreian Losses

The House bill provides for the carryover of previously

deducted foreign losses in computing the foreign tax credit

limitation in the case of taxpayers who have chosen the per-

country limitation (section 904(a)(1) of the Code) for the

year in which the loss was incurred. Treasury recommends

that this section also apply to taxpayers who have elected

the over-all limitation (section 904(a)(2) of the Code) and

who have sustained an over-all loss on their foreign opera-

tions in a prior year.

Treasury has concluded that the operation of the provi-

sion can be improved, and be made more equitable, by som

technical changes which we believe consistent with the purpose

of the House bill. These technical changes would make the

provision inapplicable where loss carryover provisions in

the foreign law achieve the same result as recapture; would

provide a recapture rule where the taxpayer elects to deduct

foreign income taxes; and would make it clear that capital

losses, as well as other losses, are intended to be covered.

89-865 G-46-t. 1-64
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The changes would also limit the number of years to which

losses must be carried (but at the same time eliminate the

annual 50 percent limit on recapture). With respect to the

provision providing for an addition to gross income in cer-

tain cases where property in the loss country is disposed

of, the amount of the addition should be limited to the amount

of gain on disposition and it should be made clear that the

foreign tax credit limitation in to be computed without

regard to such addition.

2. Foreign Mineral Income

The bill provides for the separate computation of the

foreign tax credit limitation with respect to foreign

mineral income in cases in which it is presumed that the

amount of foreign tax in excess of the U.S. tax on the same

income constitutes a hidden royalty payment. An examina-

tion of the tax and royalty structure in the international

minerals industry does not justify such a presumption.

Treasury believes that the defect to be remedied in present

law is the ability of taxpayers to offset U.S. tax on other

foreign income by the use of excess foreign tax credits

generated as a result of the fact that the United States

grants a percentage depletion allowance and the foreign country
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does not grant such an allowance or otherwise imposes a tax

at a higher rate than the effective U.S. rate. Treasury

believes that the "spill-over" of excess credits attributable

to the percentage depletion allowance should not be permitted.

Accordingly, Treasury recommends that in lieu of the

approach in section 432 of the bill, the amount of foreign

taxes otherwise creditable under section 901 of the Code be

reduced on a country-by-country basis by the amount by which

the U.S. tax on the foreign mineral income, defined along

the lines set forth in the House bill, is exceeded by either:

(1) the foreign tax on the foreign mineral income; or (2) the

simulated U.S. tax on such income calculated as though

percentage depletion were not allowed for U.S. tax purposes

(but as if cost depletion were allowed), whichever figure

is lower.

The provision permitting a taxpayer to change from the

over-all to the per-country limitation, set forth in the

House bill, should be retained.
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Any additional problems which may exist in this area,

including the disguised royalty problem, require further

long-range study and will be dealt with i the Treasury's

planned restudy of the entire tax treatment of foreign

income.

3. Continental Shelf Areas

Treasury recommends that the definition of the term

"United States" inspection 7701(a)(9) be amended by expressly

including the continent tal shelf areas of the United States

with respect to the exploration for, or exploitation of,

mineral resources, consistent with principles of interna-

tional law. This means, for example, that income earned with

respect to mineral exploration and development on the conti-

nental shelf (whether or not there is a physical connection

with the shelf) is income earned within the United States

for tax purposes. Conforming amendments should also be

adopted to delete reference to the Outer Continental Shelf

where that term appears elsewhere in the Internal Revenue

Code in conjunction with the term "United States." See for

example, sections 48(a)(2)(B)(vi) and 617(a) of the Code.
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The amended definition should also specify that conti-

nental shelf areas are not taken into account in determining

whether a foreign country is contiU.ous to the United States

for purposes of the Internal Revenue Code. This would make

it clear that certain provisions dealing with contiguous

countries are only applicable with respect to countries Li-

ing a coon land border with the United States.

Treasury similarly recommends that the term "foreign

country" be defined in section 7701 of the Code to include

the continental shelf areas of foreign countries with respect

to exploration for, or exploitation of, mineral resources,

to the extent tax jurisdiction is exercised by such countries

over such areas under principles of international law. This

change is desirable because international law does not rec-

ognixe that coastal states have "sovereignty" over their

continental shelves, but rather have limited "sovereign

rights." Section 904(a) and 911 of the Code are examples

of provisions which would be. affected by this change.

Continental shelf areas should also be taken into

account for tax treaty purposes in such cases where the other

country indicates its concurrence.
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Sec. 441-443--Financial Institutions

1. d Debt Reserves

Under present administrative rulings, comrcial banks

are allowed' to establish a reserve equivalent to 2.4 percent

of noninsured loans, even though their recent actual experi-

ence would appear to entitle them to a reserve of less than

0.2 percent of such loans. The bill would require these

institutions for the future (after the transition period) to

compute additions to reserves on the basis of actual loss

experience.

Mutual savings banks and savings and loan institutions,

on the other hand, are allowed by provisions in the Internal

Revenue Code to compute additions to their bad debt reserves

using the greater of: (a) their actual experience; (b) 60 per-

cent of taxable income; or (c) 3 percent of qualifying real

property loans. In addition, savings and loan institutions,

but not mutual savings banks, are required to met ccprehen-

sive investment standards.
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The House bill would repeal the 3 percent method of com-

puting reserves. In addition, the allowance based on 60 per-

cent of taxable income would be reduced to 30 percent over a

10-year period. Since favorable bad debt treatment is allowed

utual thrift institutions only because they provide a major

source of residential mortgages, the bill would tie the bad

debt reserve to a sliding scale which permits the full 30 per-

cent of taxable income deduction only if a savings and loan

institution has 82 percent of its assets invested in residen-

tial real estate loans and certain other qualifying ites

and only if a mutual savings bank has 72 percent of its assets

in those categories. The 30 percent would be reduced a pro-

portionate amount as qualified invemtmn t falls below the

82 percent or 72 percent mark, and the 30 percent method

would be altogether denied if investment in residential and

other qualifying property drops below 60 percent of total

assets. Existing categories of qualifying property would be

liberalized under the bill to include loans made for the

improvement of cuinrcial real property located within an

urban renewal area or a model cities area, loans secured by

an interest in educational, health or welfare institutions,
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loans secured by mobile home not used on a transient basis

and student loans.

Treasury recommends that in lieu of the provisions of

present law and the House bill, all financial institutions

commerciall banks, small business investment companies, busi-

ness development corporations, savings and loan associations,

cooperative banks and mutual savings banks) be required to

compute their bad debt reserves using an actual experience

method. Thus, mutual savings banks and savings and loan

associations should be allowed the same bad debt deduction

provided for other financial institutions under the House

bill, including the use of a six-year moving average of

actual bad debt experience and the use of industry bad debt

experience in the case of new financial institutions. More-

over, under a transition rule, financial institutions would

be allowed to maintain the balance in their existing reserve

through an annual deduction equal to actual bad debt losses

in excess of recoveries until an addition to the reserve is

permitted under the actual experience method.
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Section 441 of the House bill, which provides for the

computation of bad debt reserves on the basis of actual expe-

rience, does not set forth any definition of the tern "loan"

or "loans outstanding." Section 441 should be clarified so

that government insured or guaranteed loans, which were in-

tended to be included in the loan base under the House bill.

would definitely be included as "loans outstanding" under

proposed amended section 585(b) (1) (B) (Li).

2. Special Housing Deduction

In order to provide an incentive for investment in resi-

dential real property mortgages (permanent financing) and

certain other preferred loans, Treasury also recomends a

separate special deduction related to investet by financial

institutions in such mortgages and loans. The special hous-

ing deduction would be equal to a specified percentage of the

gross income realized from residential real property mortgage

loans and certain other qualifying loans. Treasury suggests

that the special deduction be 5 percent of gross income from
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such loans. Gross income for this purpose would include

discount, points, and any other amounts which in substance

are interest income.

Qalifying loans would include not only residential real

property loans but also certain other loans which further

national policy objectives. Residential real property loans

for this purpose should include long-term loans, including

typical home improvement loans, but not construction financ-

ing, and would include the same categories proposed in the

House bill--single or multifamily dwellings, facilities in

residential developments dedicated to public use or prop-

erty used on a nonprofit basis by residents, mobile homes not

used on a transient basis, and property used primarily for

church purposes. Other categories of qualifying loans should

include loans guaranteed by the Small Business Administration

and the additional categories proposed in the House bill of

student loans, loans made for the improvement of real property

located within an urban renewal area or a model cities area,

and loans secured by an interest in educational, health or

welfare institutions.
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To prevent the incentLve from enabling financial insti-

tutions to avoid paying a reasonable tax oan their income, a

limit would be placed on the use of the deduction so that it

could not reduce taxable income to lees than 60 percent of

their econouLc income. economic Lincome for this purpose only

would be computed by adding tax-exempt interest to taxable

income, and by determining such income without allowing the

85 percent dividends received deduction. Thus$ if the finan-

cial Institution's gross Income consisted of $100,000 of

interest income from residential real estate mortgages, and

if its operating expenses (Including interest paid to depos-

itors) amounted to $80,000, its taxable Lneome and its eco-

nomic income would both be $20,000. The special deduction

would be $5,000 (5 percent of $100,000 Interest income), and

it would pay tax on only $15,000. If the institution had

instead received $5,000 of tax-exempt Interest and only

$95,000 of Interest from residential real estate mortgagee,

economic income would remain at $20.000, but taxable incom

before allowance of the special housing deduction would only

be $15,000. The special housing deduction ($4.750 before



866

applying the limitation) mould be limited to $3,000 since it

could not reduce taxable income belov $12,000 (60 percent of

$20,000).

3. TrMaitio Rule

The foregoing proposal is intended to provide for a sub-

stantial increase In the effective rate of tax to be paid by

mutual thrift institutions as compared to present law. To

prevent undue hardship on mutual thrift institutions and to

minimize the possible adverse effect on the housing market,

a transition rule should be provided to phase-in gradually

the increased tax burden an these institutions.

Treasury recommends a five-year transition period during

which mutual thrift institutions would be allowed a deduction

equal to the greater of: (a) the special 5 percent deduction

(subject to the 60 percent of income limitation); or (b) an

amount equal to the following percentages of taxable income:

Taxable Year le3nJnint Zn Amolicable Percentae

1969 60
1970 56
1971 52
1972 48
1973 44
1974 40
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The deduction would be allowable in full only if such Lnsti-

tutions had at least 82 percent of their assets invested in

residential real property loans and other qualifying loans

and assets as defined in the House bill (72 percent for mutual

savings banks). The amount of deduction otherwise allowable

in any such year would be re~siced 2 percent (4 percent for

mutual savings banks) for each percentage point by which

their percentage of assets invested in qualifying assets was

less than 82 percent of total assets (72 percent for mutual

savings banks). No deduction would be allowed if the percent-

age of qualifying assets were below 60 percent of total

assets. These investment standards would remain in the law

only until the end of the transition period (the end of tht

taxpayer's taxable year ending in 1974). Further, at that

time the deduction based on a percentage of taxable income

(40 percent for taxable years ending in 1974 as set forth

above) would terminate, and the taxpayer would use only the

special 5 percent deduction (subject to the 60 percent of

income limitation).
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Sec. 444--Foreign Deposits in United States Banks

The House bill extends from December 31, 1972, to

December 31, 1975, the expiration date of the rule of exist-

ing law exempting from Federal income tax certain interest

paid to nonresident aliens and foreign corporations on depos-

its in U.S. banks. This rule applies where the interest con-

stitutes income not effectively connected with a trade or

business of the foreign person in the United States. The

extension of the expiration date would also apply to the

existing exception from Federal estate tax for such deposits

held by nonresident aliens.

Under current law, interest paid by U.S. branches of

foreign banks to nonresident aliens or foreign corporations

ordinarily is not subject to U.S. income tax whether or not

the interest is effectively connected with the depositor's

U.S. trade or business. While the Foreign Investors Tax Act

of 1966 recognized that U.S. business-connected deposits in

U.S. branches of foreign banks should be subject to U.S. tax

to the same extent as if the deposits were made in a U.S.

bank, that Act provided that such deposits in U.S. branches
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of foreign banks would not become taxable until January 1,

1973. Treasury believes that there is no further reason to

postpone this parallel treatment. Therefore, we recomend

that interest paid by U.S. branches of foreign banks become

subject to the same treatment as interest paid by U.S. banks

effective with respect to taxable years beginning after

December 31, 1969. We also recoend that parallel treat-

ment be similarly provided for testate tax purposes for de-

posits by nonresident aliens in U.S. branches of foreign

banks.
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Sec. 451--Regulated Utilities

1. Normalization

The House bill requires a regulated utility under cer-

tain circumstances to use the normalization method of account-

ing in order to qualify to use accelerated methods of depre-

cLation for tax purposes. The Ways and Means Comnittee report

makes it clear that a utility is required to use the normaliza-

tLon method of accounting both in computing cost of service

for ratemaking purposes and for the purposes of reflecting

operating results on its regulated books of account. However,

the bill as drafted creates a possible implication that a

utility may satisfy the requirement of this section merely by

using the normalization method of accounting for purposes of

reflecting operating results on its regulated books of account.

Any such implication should be eliminated.

The normalization method of accounting is defined in

proposed new section 167(1)(5)(B) of the Code. This section

.provides that a taxpayer uses the normalization method of

accounting only if he computes his tax expense for purposes

of establishing his cost of service and of reflecting operation
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results in his regulated books of account by using a method

of depreciation other than ,the method he used for purposes

of computing his allowance for depreciation for tax purposes;

he must also make adjustments to a reserve for deferred taxes

to reflect the tax deferral resulting from the use of such

different methods of depreciation. This provision of the

bill should be clarified to indicate that such a taxpayer

must compute both his tax expense (including any deferred

tax expense) and his depreciation expense, for the purposes

of establishing his cost of service and ,for reflecting operat-

ing results in his regulated books of account, based upon the

same method of depreciation. This will prevent a taxpayer

from computing his tax expense by a method only nominally

different from the method used for tax purposes so that in

effect he flows through most of the saving. To qualify for

accelerated depreciation, the normalizing taxpayer must nor-

alize to the full extent of th difference between the tax

which would be payable under the method of depreciation for

book purposes and that which is )aid under the method used

for tax purposes.

88-8= 0-6--pt. 1-55
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The normalization reserve required by the House bill is

described as a "reserve for deferred taxes." In some Juris-

dictions the same purpose is accomplished by making adjust-

ments to a depreciation reserve. The bill should not restrict

the latter method of reflecting the tax deferral where it

achieves the same result.

2. Public Utility Property

The bill defines public utility property to include prop-

erty used predominantly in the trade or business of furnish-

ing or sale of electrical energy, water, sewage disposal

services, gas through a local distribution system, telephone

services (other than those provided by the Coumunications

Satellite Corporation), or transportation of gas, oil (includ-

ing shale oil) or petroleum products by pipeline, if the rates

are regulated by a utilities commission or similar agency.

Oil pipelines, unlike gas pipelines, are nonmonopolistic com-

mon carriers, subject to the regulation of the Interstate

Commerce Commission. Like other common carriers such as

railroads, motor carriers and air carriers, rates for oil

pipelines are not fixed so as to provide a guaranteed return
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and the problem which has arisen with respect to the other

regulated public utilities described in the bill does not

pertain to carriers of oil and other petroleum products.

Therefore, references in the definition of section 451 of

the bill to "oil," "shale oil," and "petroleum products"

should be deleted. On the other hand, the bill should make

clear that property of regulated steam producers is within

the definition of public utility property.

3. Effective Date

The bill provides that a taxpayer may not use an accel-

erated method of depreciation with respect to property

acquired or constructed before December 31, 1969, unless he

used an accelerated method in a tax return filed before

July 22, 1969. The proper cutoff date is not July 22, 1969,

since there was no public announcement of a change from the

Administration's recommendation of April 22, 1969, until the

press release dated July 25, 1969, and even then the announce-

ment did not describe the provision as actually adopted in

the bill. The date of July 22, 1969, should be canned to

August 1, 1969, wherever it appears In section 451 of the

bill. The August 1 date is the date the bill was Itroduced,J
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the first date on which the terms of this provision became

available to the public.

Under the bill, this provision is effective only with

respect to taxable years ending after July 22, 1969; thus a

taxpayer who has not yet filed his return for a taxable year

ending before such date could apparently elect accelerated

depreciation for such year even if he has not previously used

such a method. This is not in accord with the intent of the

bill and it should be changed to be effective for all taxable

years for which a return has not been filed before July 22,

1969 (or August 1, 1969, as recommended above, hereinafter

referred to as the "proper cutoff date").

It appears that certain utilities were collecting rates

based upon flow-through, or had filed rate schedules with a

regulatory agency based upon flow-through and were thus in

effect co itted to flow-through, and had reflected accelerated

depreciation with flow-through in establishing cost of service

and for reflecting operating results in their regulated books

of account even though they had not yet filed a tax return

using an accelerated method of depreciation. Utilities which
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have made such a change in computing their tax expense in

their regulated books of account for the latest monthly

accounting period ending on or before the proper cutoff date

should be permitted to elect an accelerated method of depre-

ciation with flow-through for such property and for future

acquisitions.

Additionally, certain utilities had, prior to the proper

cutoff date, filed with the Internal Revenue Service Form 3115,

Application for Change in Accounting Method, which would have

had the effect of permitting these companies to elect an

accelerated method of depreciation for existing property.

Although these coulanies had not reflected their decision

to adopt accelerated depreciation for tax purposes in a re-

turn filed by that &,te, the Form 3115 evidences their deci-

sion to do so as much as the actual filing of. a return.

Treasury recoimnnds that utilities which filed a Form 3115

prior to the proper cutoff date be permitted to elect an

accelerated method of depreciation for property which is the

subject of such Form 3115. In addition, since they had

thereby evidenced their intention to elect accelerated depre-

ciation for existing property, they should be allowed to
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elect accelerated depreciation for any year for which a

return has not yet been filed (which would not be covered by

the Form 3115). Further, if in addition to filing Form 3115,

the taxpayer prior to the proper cutoff date used flow-through

with respect to such property, he should be permitted to use

flow-through with respect to future property.

Utilities which have not elected an accelerated method

of depreciation in a tax return filed prior to the proper

cutoff date, nor used accelerated depreciation in computing

their tax expense in their regulated books of account for a

monthly accounting period ending prior to the proper cutoff

date, nor filed Form 3115 prior to the proper cutoff date would

not be permitted to elect an accelerated method of deprecia-

tion for existing property.
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Sec. 452--Effect on Earnings and Profits
of Accelerated Depreciation

The House bill provides, as recoinnded by Treasury,

that accelerated depreciation in excess of straight-line

depreciation shall not be taken into account for purposes

of computing the earnings and profits of a corporation. In

this respect, the bill would treat the excess depreciation

in the same way as the excess of percentage over cost deple-

tion is treated in determining earnings and profits under

existing law. The stated purpose of this provision is to

prevent the payment of dividends which are not treated as

ordinary income because accelerated depreciation in the case

of some companies exhausts earnings and profits. Questions

have been raised as to the application of this provision in

the determination oE the foreign tax credit under section 902

of the Code.
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Section 902 allows a "deemed paid" foreign tax c:'edit

to a domestic corporation, owning 10 percent or more of the

voting stock of a foreign corporation, with respect to for-

eign income taxes paid by such foreign corporation to the

extent the taxes are allocable to a dividend paid by the

foreign corporation to the domestic corporation. In general,

the allocation of foreign taxes to tli dividend is made on the

basis of the ratio of the dividend to "accumulated profits,"

and any increase in "accumulated profits" will result in an

allocation of less of the foreign taxes to the dividend.

Since "accumulated profits" are determined in accordance with

criteria applied under United States income tax law for deter-

mining earnings and profits (see Rev. Rul. 63-6, 1963-1

C.B. 126),* the increase in earnings and profits accomplished

by the House bill (representing the excess of accelerated

depreciation over straight-line depreciation) will increase

"accumulated profits; and thereby decrease the foreign income

taxes allocated to the dividend.

*While the taxpayer can elect to determine accumulated profits
under one of two methods, both methods depend upon the U.S.
concept of earnings and profits.
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The net effect of this provision is to deny the benefits

of accelerated depreciation to operations conducted through

foreign subsidiaries by allowing a credit for the foreign

taxes on the income as if only straight-line depreciation had

been taken. The same result occurs under existing law with

respect to percentage depletion. While not previously stated

as an intended purpose of the provision, Treasury considers

that this result is proper and that the provision should be

retained in the form contained in the House bill.

Section 452 of the bill will effect a similar reduction

in the foreign tax credit for foreign income taxes paid by a

50 percent or more owned foreign subsidiary of a 10 percent

owned foreign subsidiary.

In addition, this provision would affect tne U.S. taxa-

tion of subpart F income (section 951-964 of the Code) includ-

ing minimum distributions under section 963 and the special

foreign tax credit provisions, the increase in earnings of

controlled foreign corporations invested in United States

property (section 956 of the Code), gain on sal. or exchange

of stock in a foreign investment company (section 1246 of the

Code) and gain on sale or exchange of stock of a controlled

foreign corporation (section 1248 of the Code).
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Sec. 461, 511-516--Capital Gains and Losses

1. Alternative Capital Gains Rate for Corporations
(Sec. 461)

Under existing law, corporations which have an excess

of net long-term capital gains over net short-term capital

losses may exclude such excess from taxable income and pay

an alternative tax of 25 percent of such excess. The bill

increases the alternative capital gains tax rate to 30 per-

cent for sales or other dispositions made after July 31, 1969.

Treasury recomends that the increase in the capital

gain rate be made applicable only to the extent that in any

year net long-term capital gains exceed net short-term cap-

ital losses plus $50,000.

2. Alternative Capital Gains Tax for Individuals
(Sec. 511)

Under existing law, 50 percent of an individual's net

long-term capital gain in excess of his net short-term cap-

ital loss is included in adjusted gross income. Existing law

establishes a limit on the tax of a person other than a cor-

poration by providing that the tax rate on the excess of

long-term capital gains over short-term capital losses may

not exceed 25 percent.
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The effect of this limitation on the rate of tax is to

increase above 50 percent the amount of long-term capital

gains that are not subject to tax. In other words, the same

tax burden would result if, instead of taxing the included

50 percent of these gains at a maximum rate of 50 percent,

the portion of the total gains subjact to tax were reduced

below 50 percent and that portion were subject to the regular

graduated rates of tax. The following example will illustrate

the interchangeability of these approactis:

Assume that a single individual has $500,000 of long-

term capital gains and no other income for the taxable year.

Disregarding personal exemptions and item izei deductions,

his tax is $125,000, i.e., 50 percent of the 4250,000 of

long-term capital gains which are included in his adjusted

gross income. The same tax would result, howeve,:, if instead

of toaxin $250,000 at a 50 percent rate, $199,300 (39.86 per-

cent) of his gains were subject to tax at the regular grad-

uated rates of tax now in effect.
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Thus, under the particular facts of the preceding

example, the effect of the alternative capital gains tax is

the same as permitting him to exclude $300,700 ($500,000 -

$199,300), or slightly more than 60 percent of the $500,000

long-term capital gains. Under the tax rate schedule pro-

vided in existing law, this percentage can be as high as

64.3 percent, and under the tax rate schedule in the House

bill, it can be as high as 61.5 percent.

Viewed as an exclusion of income from the tax base, the

alternative tax is an item of tax preference which should be

subject to the Limit on Tax Preferences. However, while it

is known that under the proposed tax rate schedule the addi-

tional exclusion produced by the alternative tax will never

exceed 11.5 percent of the total capital gain (61.5 percent

maximum exclusion minus 50 percent exclusion available in all

cases), the exact amount cannot be determined until the tax-

payer computes his tax and his effective rate is known. For

this reason, this tax preference cannot readily be integrated

into the Limit on Tax Preferences, which is determined at an

earlier stage in the tax computation.
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The intent of the imitt on Tax Preference proposal is

to make certain that a taxpayer will not be able to use the

preferences beyond 50 percent of his income calculated with-

out allowance of such preferences--an aLount that siht be

referred to as his economic income. This, if a taxpayer has

other preferences equal to or In excess of his taxable income,

he will not pay tax on 50 percent of hi, economic income if

he is allowed the benefit of the alternative tax under which

he includes in adjusted gross income, iv effect, less than

one-half of his capital gains. On the other hand, if a tax-

payer's taxable income exceeds his tax preferences, he would

be paying tax on more than 50 percent of his economic income

other them capital gains, and therefore he could be allowed

in this circumstance the benefit of the alternativee tax com-

putation to a proper degree without violating the principle

of the LTP proposal.
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Treasury recommnds that for taxable years beginning

after December 31, 1969, in lieu of repealing the alternative

tax, a limit be placed upon the amount of long-term capital

gains to which it can be applied. The excess of the long-

term capital gains over the limit should, after applying the

50 percent exclusion, be taxed at the ordinary rates (but at

a rate not less than 50 percent applied to the 50 percent

included portion). Thus, the amount by which the excess of

the net long-term capital gain over the net short-term cap-

ital loss exceeds the limit would be taxed, after applying

the 50 percent exclusion, at the graduated rates by includ-

ing the full 50 percent includible portion in the taxpayer's

adjusted gross income without the benefit of the alternative

tax computation (except that the lowest graduated rates so

applied would be not less than 50 percent).

The limit on the availability of the alternative tax

would be four times taxable income adjusted in the following

manner:
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(a) Increased by the itemized deductions disallowed

under the Allocation of Deductions,

(b) Reduced by the sum of:

(i) Allowable tax preferences (as defined for pur-

poses of the Limit on Tax Preferences) in ex-

cess of $10,000 (thi, 50 percent capital gain

exclusion would not be considered a tax pref-

erence for this purpose), and

(ii) Included capital gains (i.e., 50 percent of the

excess of the net long-term capital gains over

the short-term capital losses).

If a taxpayer's allowable tax preferences (other than

the 50 percent capital gain exclusion) do not exceed $10,000,

the limit on the amount subject to the alternative tax would

be seemed to be not less than $140,000 if married and $85,000

if single (under the Treasury's proposed rate schedule). A

taxpayer would be permitted to carry over to the next succeed-

ing five years the unused portion of his limit on the alter-

native tax for any taxable year.
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For the first five taxable years ending after December 31,

1969, the unused limit on the alternative tax computation, if

any, would be computed on the basis of the taxpayer's taxable

income for the preceding five years, even though this rule

did not apply to all such years. However, the Limit on Tax

Preferences would be taken into account to reduce taxable

income for years beginning before December 31, 1969, as if

it applied to such years. In effect, a simulated computation

would be made with respect to years beginning before Decem-

ber 31, 1969, to determine the carryover as if these provi-

sions had been in effect.

The application of this limit on the availability of

the alternative tax may be illustrated (for taxpayers filing

joint returns) by the following examples:
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*Example 1:

Dividends

Long-term capital gain

Adjusted gross income
($110,000 + 1/2 of $250,000)

Taxable income

Limit on amount subject
to the alternative rate

Limit on alternative rate
taxable income

Included capital gains

Tax computation

Alternative tax on capital gain
(25% x $250,000)

Tax on taxable income other than
capital gain ($110,000 - married,
filing joint return)

Total tax

33-865 0-09pt. 1-56

$110,000

250,000

235,000

235,000

$235,000

125.000

4 x $110,000 440,000

62,500

47,380

$L09.880

AAssume the taxpayer has no income other than that shown and has
no tax preference amounts other than capital gains. Itemized
personal deductions and exemptions are ignored. Assumes 1972
rate schedule under the House bill.
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Dividends $ 35,000

Long-term capital gains 250,000

Adjusted gross income
(35,000 + 1/2 of $250,000) 160,000

Taxable income 160,000

Limit on amount subject
to the alternative rate

Limit on alternative rate
(4 x $35,000) 140,000

Capital gain subject to
alternative tax 140,000

Amount of capital gain included
in adjusted gross income to which
alternative tax will apply
[one-half of $140,000] 70,000

Amount of capital gain included
in adjusted gross income--to which
alternative tax will not apply
Ione-half of ($250,000 - $140,000)] 55,000

Amount of taxable income to which
alternative tax will not apply
($160,000 - $70,000) 90,000

Tax commutation

Alternative tax on capital gain
(257. x $140,000) 35,000

Tax (married, filing joint return)
ordinary income ($35,000) $ 9,380

**Capital gain of $55,000 (tax on
$119,000 minus tax on $64,000) A9,740 39.120

Total tax $ 74.120

*Assume the taxpayer has no income other than that showm and has

no tax preference amounts other than capital gains. Itemized
personal deductions and exemptions are ignored. Assumes 1972
rate schedule under the House bill.

**Capital gain in excess of lnit is taxed at progressive rates,

the lowest of which is 257.. Since one-helf of gain . included
In income, the lowest rate for the computation must be 50%.
Hence the computation mat assume an ordinary income element of
$64,000, which is the point at which a married taxpayer reaches
the 50 bracket.
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$ 65,000

300,000

215.000

215,000

Dividends

Long-term capital gain

Adjusted gross income
(465,000 + 1/2 of $300,000)

Taxable income

Liit on amount subject
to the alternative rate

Limit on alternative rate
(4 x $65,000)

Capital gain subject to
alterna&l~e tax

Amount of capitalA niclud
in adjusted gr income to which
alternative e will apply
[one-hal f $260,0001

Amount f capital gaI lud
in ad stadgross oms-to ic
alte tiLve tax 11 not apply
[on -half of 300,00- 260,

t of taxab ,-
a ternative tax will n pl
[1215,000 $130oQoI 0 i

260,000

260,000

130,000

20,000

5,000

)5,000

*Assure the t t has no income other .that sham and has
no tax prefetrmc as other gains. IteaLzed
personal deductions an are ignored. Assumes 1972
rate schedule under the House bill.

**Sinc the $20,000 of capital gain is taxed at the marginal rate
of 50% or above, Lt 'is not necessary, as in exmele 2, to assume
a hypothetical ordinary income in order to compute the tax on
the portion of capital jin which is taxed at progressive rates
of 50% and higher.
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3. Holding Period of Capital Assets (See. 514)

Under existing law, capital gains on assets held for

more than six months are considered long-term gains. The

House bill lengthens the holding period to 12 months. Treas-

ury recommends that the six months holding period be retained.

In addition, we recomend that the provisions of the bill

changing the holding period for timber under existing law be

eliminated.

4. Casualty Losses Under Section 1231 (Sec. 516)

Under present law, uninsured losses from casualty or

theft of property used in a trade or business, or property

held for the production of income, are deductible from ordi-

nary income. The bill provides that all casualty gains and

losses, whether or not insured, are to be consolidated, and

if losses exceed gains, the excess gives rise to an ordinary

loss. If the Sains exceed the losses, the excess is consol-

idated with other section 1231 gains and losses. Hoevr,

the bill, apparently through a drafting error excludes from

this treament capital assets which are neither used in a

trade or business nor held for the production of income

(jg., personal capital assets).
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Treasury recommends that casualty gains and losses on

personal capital assets be included in the consolidation of

casualty gains and losses. Treasury believes this was the

intention of the House bill and that the exclusion of such

gains and losses was inadvertent.

5. Transfer of Franchises (Sec. 516)

Under present law, the tax treatment of the transfer of

franchises has been uncertain. Some such transfers have been

created as sales, resulting in capital gains, and some have

been treated as leases so that payments to the transferor are

treated as ordinary income. The till denies capital gain

treatment to the transfer of a frAinchise if the transferor

retains any significant power, right, or continuing interest

with respect to the subject matter of the franchise.

Treasury recommends that the criteria for determining

whether capital gain treatment will be denied the disposition

of the franchise be broadened to include the method of pay-

ment. Thus, the term "significant power, right, or continu-

ing interest" would include a right to continuing payments

unless such payments are to be made only for a specified

period which is substantially less than the useful life of

the property and which in any event is less than 20 years.
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Sec. 521--Real Estate

1. Recapture of Depreciation

The House bill provides that with respect to sales of

depreciable real estate at a gain after July 24, 1969,

accelerated depreciation taken after July 24, 1969, in excess

of straight line depreciation will be recaptured as ordinary

income to the extent of such gain. Thus, the percentage

reduction under existing law in the amount recaptured, based

on the period the asset has been held, would be eliminated.

Although more favorable depreciation is provided under

the House bill for new residential housing than for other

buildings, no difference is provided under the recapture rule.

It appears that application of the same recapture rule tends

tu reduce materially the stimuli to new residential housing

intended by the House bill.

Treasury recommends that there be a percentage reduction

in the amount of excess depreciation recaptured with respect

to sales of new residential housing in the hands of the

original owner. The percentage reduction, however, should be

stretched out over a substantially longer period than that

provided in existing law. The full excess of accelerated
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over straight line depreciation should be recaptured with

respect to sales within the first ten years, at which time

the percentage reduction would begin at the rate of one

percent per month. A sale after the fourth month of the

nineteenth year of the taxpayer's holding period would thus

result in no recapture.

Treasury recommends further that the recapture rule of

existing law be retained without change for certain Federally-

assisted projects under the so-called FHA 221(d)(3) and FHA

236 programs. These programs provide a limited return to

investors of 6 percent, this low rate of return having been

based on the existing favorable tax treatment. It is inap-

propriate to change this treatment unless and until Congress

acts to increase the allowable return.

The revised recapture rules of section 1250 would apply

under the House bill to all depreciation attributable to

periods after July 25, 1969. It is suggested that the effec-

tive date be changed to apply to depreciation taken after

December 31, 1969. This would provide a simpler transition

rule comparable to the effective date provision used when

section 1250 was first enacted.
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2. Foreign Housing

The House bill reduces accelerated depreciation allow-

ances for certain real estate investments. New real estate

other than housing would be limited to an amount not in

excess of the amount allowable under the 150 percent declin-

ing balance depreciation method. Housing was excepted from

the limitation in order to foster our national housing goals.

As drafted, however, the House bill would allow the benefits

of 200 percent accelerated depreciation in respect to housing

constructed both in the United States and in foreign countries.

Treasury recommends that the 200 percent depreciation allow-

ance be available only for housing constructed in the United

States or its possessions. The same transition rule for

existing commitments as is contained in proposed section

167(j)(3)(3) (which would be added by section 521(a) of the

bill) would be provided.
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Sec. 531--Cooperatives

Additional 30 Percent Requirement

Under present law, cooperative organizations are per-

mitted to reduce their taxable income by the amount of "qual-

ified" patronage dividends distributed to members. This

requirement is satisfied if a "qualified" written notice of

allocation is distributed and if 20 percent or more of the

amount of a patronage dividend is paid in money or by qual-

ified check.

The House bill imposes an additional requirement in

order for a written notice of allocation to be treated as

"qualified." The bill provides that an additional 30 percent

(phased-in over a 10-year period) must be paid to patrons

either: (1) with respect to the current allocation; or

(2) in redemption of prior allocations by the cooperative

for any taxable year.

The additional payout requirement will result in com-

plexity and administrative difficulty. The House bill

provides that the requirement may be met eittamr; (1) by an
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additional cash payment on account of the patronage dividend

for the current year; or (2) by redemption of any prior

qualified written notice of allocation by the cooperative

for any taxable year. The following problems illustrate the

difficulty of this rule.

Since the cooperative is allowed a period of 8-1/2 months

after the close of its taxable year within which to pay a

patronage dividend, a payment could be made by a fiscal

year cooperative after April 15 (the patron's calendar year

filing date) of a given year which the cooperative might

allocate to a written notice of allocation issued by the

cooperative prior to the end of the previous calendar year.

This would thereby qualify a previously issued notice which

had not yet otherwise been qualified, and which would then

be taxable to the patron for the prior calendar year even

though his return had already been filed. This could not

occur under existing law where the 20 percent cash payment

requirement must be satisfied at the time the written notice

is issued.

Similarly, the cooperative might satisfy the additional

30 percent pa youth requirement by redeeming prior written
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notices of some patrons and not others. The bill contains

nn requirement that redemptions be made an a pro rata basis.

As a result, written notices of allocation could become

qualified, and become income to patrons, although som

patrons receive more cash in relation to their allocations

in a given year than others.

For example, a cooperative on a calendar year basis

might pay patronage dividends of $1,000 each to Patrons A

and B on March 15, 1970 ($200 in cash and $800 in written

notices of allocation). The cooperative at that time might

also pay $600 in cash in redemption of prior years' written

notices of allocation held by A, thus qualifying the written

notices issued to both A and B, though A received $800 in

in cash and B only $200. In fact, the cooperative might

instead pay only $300 in redemption of prior years' notices

held by A but apply this to B's current written notice of

allocation so that B would be taxed currently but A would

not (since the additional 30 percent payout requirement

would not be deemed satisfied with respect to A).
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Treasury has considered whether better rules could be

developed with respect to the additional 30 percent payout

requirement but has concluded that the 15-year payout require.

ment, when fully effective, will be sufficient in and of

itself to assure adequate annual payments to patrons. Thus,

the complexities of the additional 30 percent payout require-

ment are unnecessary and the reptiremmnt should be deleted.
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Sec. 601--State and Local Obligations

I. Subsidy for Taxable Issues

Treasury recommends that the provisions in the House

bill providing an election to state and local governmental

units to issue taxable bonds and for payment by the Federal

Government of a percentage of the interest yield on such

taxable issues be deleted. The Administration is developing

an alternative provision which will be submitted to the

Congress in due course.

2. Arbitrage Obligations.

Some states and localities have used funds received from

the issuance by them of tax-exempt bonds to purchase higher

yield taxable securities. Since municipal governments are

not subject to Federal income taxes, the interest received

is not taxed in their hands; the issuer thus profits in an

amount equal to the spread between the tax-exempt interest

paid and the higher interest received on the higher yield

taxable securities. The House bill deals with this problem

by providing that an "arbitrage obligation" shall not be

entitled to tax-exempt status. The definition of an arbi-

trage obligation is left to regulations.
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Treasury supports the objective of the bill to deny tax-

exempt status to state and local bonds issued in a true arbi-

trage transaction. However, Treasury reco mends that the

bill be amended to provide a rule which may be easily under-

stood and applied and which furnishes a clearer standard to

be followed in the regulations. Treasury proposes that an

obligation be considered an "arbitrage obligation" if, under

regulations prescribed by the Secretary or his delegate the

circumstances (including but not limited to the terms of the

obligation, the specified purpose of the issue, the nature

of the security provided for the obligation, and all other

relevant facts) demonstrate that the result of the issuance

is the realization of an arbitrage profit from reinvestment

of the proceeds in higher yield securities other than govern-

mental obligations to which section 103(a) of the Code applies,

The provision, however, should contain explicit authority

for the regulations to treat temporary investment of the pro-

ceeds of an issue in higher yield securities as not constitut-

ing an arbitrage transaction where substantially all of the

proceeds of the issue are used within a specified period for

other purposes, such as construction of new government
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fAcilities. Similarly, authority should be given to provide

-hat obligations issued to refund obligations then outstand-

,ng which are not themselves arbitrage obligations will not

e arbitrage obligations if the refunding is completed with-

in a stated period.

Further, explicit authority should be given to exclude

"rom the definition of an arbitrage obligation any obligation

-he proce-ds of which are used to provide permanent financing

(mortgage funds) for family housing, sports facilities, or

other exempt activities specified in section 103(c) of the

Code. No limit is placed in the Code on the issuance of

tax-exempt bonds to construct governmental facilities which

may in fact produce a profit from operation. The same con-

siderations justifying the blanket exemptions from industrial

revenue bond treatment apply with respect to funds used to

provide mortgage financing for the construction of such

facilities. The exception should only be available if the

yield received on such mortgage obligations does not sub-

stantially exceed the interest yield on the obligations of

the state or local government. Further, a limitation should
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be included making the exception inappli~able with respect

to such obligations of the state or local government for any

period for which they are held by the mortgagor (see, for

example, section 103(c)(7) of the Code).
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Sec. 704--Amortization of
Pollution Control Facilities

1. Definition of a Certified Pollution Control Facility

The House bill provides for five-year amortization of

the cost of a "new identifiable treatment facility" construc-

tion of which is completed after December 31, 1968, or which

is acquired after that date. There is no differentiation

between pollution control facilities which are added to

existing plants and those which are incorporated into now

plants constructed after that date. In general, the cost of

modifying an existing installation for pollution control is

greatly in excess of the cost of incorporating such facilities

into new construction. The impact of pollution control laws

will thus be more severe on existing plants where the need

for such devices is the greatest. A special incentive for

installation of pollution control facilities in new plants

constructed in the future subject to pollution control laws

seems unnecessary.

88-U O-4--pt 1--T
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Treasury recommends that the benefits of this provision

be limited to pollution control facilities added after

December 31, 1968, to plants which were in actual operation

on that date. In addition, the definition should be further

limited so as to exclude any facility which serves any func-

tion other than pollution control.

The intent of this provision of the bills as shown by

the Comittee report, is to assist those industries which add

pollution control devices to correct or reduce pollution now

being released directly in the course of manufacturing opera-

tions. It has been suggested that the bill could be construed

to extend this rapid amortisation privilege to primary fuel

processors, such A an oil refinery, which add facilities to

remove pollutants from fuels sold to customers. The bill

should be clarified to limit the provision solely to instal-

lations which prevent or miniaLse the direct release of pol-

lutants into the air or water is the course of manufacturing

operations and to exclude any facilities which tend to remove

from fuel certain elements which upon burning would cause

pollutants to be released.
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2. Amortizatio Iasi.

The five-year write-off provided by the House bill,

when applied to property having a long useful life, is a

considerably greater tax benefit than the 7 percent invest-

ment credit. For instance, for property with a 50-year life,

the five-year amortisation is approximately equal to a 20 per-

cent investment credit. This provides too great a tax bene-

fit and makes the benefit vary too greatly dependent on the

normal life of the equipment.

Treasury recommends that the five-year amortization be

limited to:

(i) the adjusted basis of property with a normal useful

life of 15 years or less; and

(ii) in the case of property with a longer life, the

proportionate part of the adjusted basis which is

represented by the first 15 years of the normal

useful life of such property.
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In t.s latter circumstance, the taxpayer would comence

depreciation of the remainder of the basis In the sixth year

over a period of time equal to the remaining normal useful

life. The taxpayer would use any mthod of depreciation

otherwise allowble under section 167 of the Code, as though

the remaining basis represented the cost of a separate iteu

of now property acquired on the first day of the sixth year.-
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Sec. 801-805--Adjustment of Tax Burden

Treasury recommends several changes in the provisions

of the bill relating to the adjustment of the taxes paid by

individuals. Treasury also recommends certain changes con-

cerning computation of tax by the Internal Revenue Service

for persons electing this treatment, withholding provisions,

and other related matters. Finally, Treasury recommends a

tax reduction for corporations. No changes are recommended

with respect to the 50 percent maximum rate on earned income

(Sec. 802) or the new rate schedules for married persons

(Sec. 804).

1. Low-Income Allowance

The bill adopts the Treasury proposal for a low-income

allowance designed to eliminate from the tax rolls persons

vith income at or below the poverty levels, effective for

1970 and subsequent years. Under the Treasury proposal the

allowance itas to be reduced by 50 cents for each dollar of

adjusted gross income over the maximum tax-free income. The

bill eliuinates this "phase-out" after 1970, thus in effect

converting the low-income allowance (in combination with the

existing minimum standard deduction) into a minimum standard

deduction of $1,100 for each taxpayer for 1971 and later years.
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Treasury recoue nds that the "phase-out" be retained

but liberalized so as to provide that the reduction in the

low-income allowance be 25 cents for each dollar of income

above the maximum tax-free income. This would be effective

for 1970 and subsequent years.

2. Standard Deduction

The bill increases the present 10-percent standard de-

duction and $1,000 ceiling to 15 percent with a $2,000 ceil-

ing in three stages: 13 percent and a $1,400 ceiling in

1970; 14 percent and a $1,700 ceiling in 1971; and 15 percent

and a $2,000 ceiling for 1972 and subsequent years.

Treasury recormnends that in lieu of these increases,

the percentage and dollar limitations of the standard deduc-

tion be increased to 12 percent and $1,400 effective for

1971 and subsequent years. There would be no increase for

1970.

3. Single Persons

The bill extends the "head-of-household" tax rates to

all single persons 35 years and older and to widows and wid-

owers, regardless of age. In addition, the bill extends for
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an unlimited period the joint return privilege now granted

for two years to a surviving spouse maintaining a home for

a dependent child.

Treasury recomends that the extension of the joint

return privilege for surviving spouses beyond two years be

eliminated. In lieu of the extension of head-of-household

rates to all widows and widowers and single persons age 35

and over, Treasury recommends that for 1971 and subsequent

years the single person s rate schedule be reduced so that

a single person (whether under or over age 35) will pay a

tax that is no more than 20 percent greater than the tax paid

by a arrived couple with the same taxable income. In addi-

tion, the head-of-household rates would be adjusted (for

persons who qualify for that status under present law) so

that they fall, as they do now, apprcximately halfway between

the new single person mte schedule and the married persons

rate schedule. To accomplish the foregoing, the following

rate schedules representing the rates when fully effective

in 1972 and later years would apply (somewhat higher rates

would apply for 1971 reflecting roughly the same tax differ-

ential from the married persons tax burdens applicable for

1971):
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0
500

1,000
1,500
2,000
3,000
4,000
6,000
8,000
10,000
12,000
14,000
16,000
18,000
20,000 -
22,000 -
24,000
26,000
28,000
32,000
36,000
38,000
40,000-
44,000
-50,000
52,000
60,000
64,000
76,000
80,000
88,000

100,000
120,000
150,000
160,000 -
200,000 -
240,000 -
300,000 -

Over

:Regular
:SRate
*Schedule

500
1,000
1,500
2,000
3,000
4,000
6,000
8,000

10,000
12,000
14,000
16,000
18,000
20,000
22,000
24,000

-26,000
28,000

,-32,000
36,000
38,000
40,000
44,000
50,000
52,000
60,000
64,000
76,000
80,000
88,000

100,000
120,000
150,000
160,000
200,000
240,000
300,000
400,000
400,0O0

13%
14
15
16
18
18
21
23
27
30
34
37
40
42
44
47
47
49
49
50
50
5252

54

58
60
60
60
61

62
63
64
64
65
65
65
65

:Head-of- : Inter-
:ousehold: mediato
: Rate : Rate
:Schedule :Scbedule

13% 13%
13 14
15 15
15 16
17 18
17 18
19 20
20 22
22 24.
23 26
.25 28
27 30
29 32
31 34
32 35
34 37
36, 37
38 42
40 42
43 47
45 47
47 52
48 .52
51 54
53 .,58
53 58
55 60
55 60
55 60
57. 61
57 61
60 62
62 63
62 64
63 64
64 65
64 65
65 65
65 65
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Married perswns would use the regular rate schedule by deter-

mining the tax on one-half the income in the joint return and

then doubling the amount of tax so determined, as under exist-

ing law. Single persons would use the intermdiate rate

schedule. It is not appropriate to eliminate the regular

rate schedule and construct a new rate schedule for joint

returns because married persons filing separately are not to

be eligible for the intermediate rate schedule. Married per-

sons filing separately will be required to use the regular

rate schedule. This treatment is necessary to prevent mar-

ried persons from arranging their affairs so as to have

amounts of income on which, if they could separately use the

intermediate rate schedules, the combined tax would be less

than the amount payable on a joint return.

4. Repeal of the State Gasoline Tax Deduction

Present law permits an income tax deduction for state

and local taxes levied on the sale of gasoline or other motor

fuels. Treasury recommends repeal of this provision, effec-

tive for 1971 and subsequent years. Gasoline tax payments

paid or accrued in carrying on a trade or business or for

the production of income would continue to be deductible.
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5. Libralization of Filing Requirements

Present law requires an individual to file a return if

his gross income is $600 or more. An individual over 65 is

required to file if his income is $1,200 or more. The House

bill made no change in these requirements although the Low-

Income Allowance adopted, in the House bill substantially.

raises the levels under which individuals will not be subject

to income tax. Treasury recommends that the filing requirv
,-

ments be raised to the new nontaxable levels created by the

Low-Income Allowance as follows:. $1,700 for single individ-

uals; $2,300 if married or over 65 ($600 if married and

either spouse filqs a separate return); $2,900 if married

with one spouse over 65; and $3,500 if married and both

spouses are over 65. This proposal should eliminate filing

of returns by approximately 5 million individuals.
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6. Tax Computed by Internal Revenue Service

The bill authorizes the Secretary or his delegate to

extend by regulation the election granted by section 6014(a)

to taxpayers to have their tax computed by the Internal

Revenue Service. Treasury recommends that section 6014 be

amended to permit the Secretary or his delegate under regula-

tions to extend this election regardless of: (1) the amount

or source of his adjusted gross income; (2) his marital fil-

ing status; (3) the nature of credits claimed; or (4) his

electing the standard deduction. This greater degree of

flexibility will permit the Internal Revenue Service to ex-

tend substantially its program of assistance to taxpayers.

7. Withholding Provisions

Treasury recommends the inclusion of provisions authoriz-

ing the Secretary to promulgate regulations giving employers

more flexibility in devising withholding systems to fit their

particular needs. Thus, the Code should provide for regula-

tions which permit "annualizing" of wages for this purpose
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and which authorize the Secretary or his delegate to approve

other methods which would produce substantially the same

amount of withholding as is required by sections 3402(a) or

3402(c) of the Code. The "annualizing" provision would per-

mit the employer to: (a) multiply the amount of wages paid

to an employee in the current payroll period by the number

of such periods in the year, (b) determine the amount of

wittbholding upon such annualized wages as if such wages c.on-

stituted the actual wages for the entire year, and (c) deter-

mine the withholding for the current payroll period by div-Id-

ing the amount in (b) by the number of payroll periods in

the year.

Treasury also recommends that the existing problem of

overwithholding with respect to nontaxable students who work

only during the. summer months (and any other nontaxable per-

sons who work for only part of the year) be resolved in the

bill. Such persons should be relieved of any withholding on

certification by them to their employer that they: (a) esti-

mate that they will have no Federal income tax liability for

the current year; and (b) in fact had no Federal income tax

liability for the preceding year. This could relieve as
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sy as 10 million persons from unnecessary withholding., A

substantial administrative saing to the internal Revnue

Service would result from the elimination of the necessity

for issuing r*funds in these cases.

Also, the Treasury recommends the inclusion in the bill

of provisions which would authorize the promulgation of regu-

lations prescribing conditions for voluntary income tax with-

holding with respect to amounts paid for services which are

not "wages" as defined in section 3401 of the Code. The

authority to withhold would apply in those cases in which

both th person paying and the Individual receiving such

remuneration agree voluntarily to such withholding. This

would simplify income tax payment for retired persons (or

their survivors) receLving annuities, farm and'domeitic

workers, recipients of payments under supplmental unemploy-

usnt benefit (SUB) plans, and other lOersons receiving. payt-

ments7 for services n6t nbw-iubject to withholding- were 'they

choose to agree voluntarily to withholding.
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in cases in which a voluntary withholding agreement is

executed, the remuneration covered by the agreement would be

deemed to be "wages" for purposes of the Code provisions

which relate to withholding on wages. Accordingly, the per-

son paying the remneration would be liable for timely pay-

ment to the United States of the amounts withheld. Further,

the amounts withheld would be credited to the recipient of

the remuneration as a payment against his Federal income tax

liability. The provisions of the Code requiring information

documents regarding wages paid and amounts withheld, and pro-

viding for penalties for nonpayment of withheld amounts, would

be applicable.

The amount to be withheld would normally be computed on

the basis of the regular withholding rates or tables. How-

ever, as in the case of mandatory withholding, the recipient

could request the withholding of additional amounts. Volun-

tary withholding agreements could be entered into whether the

remuneration paid related to present, past, or future services.
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8. Withholding Rate Schedules and Optional Tax Tables

Treasury recommnds that the bill-incorporate the annual

withholding rate schedule into the Code. This will eliminate

any question as to the proper amount of withholding'which

could be derived from various combinations of rates and Wage

brackets. These schedules will provide a clear basis for

all other withholding rate schedules and wage bracket with-

holding tables.

Treasury also recommends that the optional tax tables

be incorporated into the Code by the bill. This will also

serve to set forth specifically the amount of tax imposed

under any method of tax computation adopted by the taxpayer.
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9. Reduction of Tax on Corporationw

Under present law, the corporate tax rate is 48 percent

on taxable income in excess of $25,000 (without regard to

the income tax surcharge), The rate consists of a 22-percent

normal tax rate posed by section 11(b) of the Code (apply-

ing to all corporate income) and a 26-percent surtax rate

imposed by section 11(c) (applying to corporate income in

excess of $25,000). Thus, corporations are taxed at a

22-percent rate on their first $25,000 of taxable income and

at a 48-percent rate on the taxable income above that amount.

Treasury recommends that section 11(b) of the Code be

amended to provide that the normal tax rate in the case of

a taxable year beginning after December 31, 1970, would be

21 percent and that section 11(c) of the Code be amended to

provide that the surtax rate in the case of a taxable year

beginning after December 31, 1971, would be 25 percent. The

combined corporate tax rate for 1971 would thus be 47 percent,

and for 1972 and subsequent years it would be 46 percent.
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Section %3(b) of the Code (relating to receipt of min-

imum distributions by domestic corporations) should also be

amended to provide for new minimum distribution tables to

reflect the change in corporate tax rates for taxable years

beginning after 1970. For taxable years beginning in 1971,

the following table would apply:

If the effective foreign
tax rate is (percentage)--

Under 9

9 or over but

17 or over but

25 or over but

31 or over but

35 or over but

38 or over but

40 or over but

41 or over but

42 or over

loss

less

lose

less

less

loe
less

than 17

than 25

than 31

than 35

than 38

than 40

than 41

than 42

The required mintuum
distribution of earn-
ings and profits is
(percentae)-

82

78

75

68

62

50

36

24

13

0
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For taxable years beginning after 1971, the following table

would apply:

If the effective foreign
tax rate is (percentage)--

Under 9

9 or over but

17 or over but

24 or over but

30 or over but

34 or over but

37 or over but

39 or over but

40 or over but

less

less

lees

less

less

less

less

les

than 17

than 24

than 30

than 34

than 37

than 39

than 40

than 41

The required minimum
distribution of earn-
ings and profits is
(percentage)--

81

77

74

67

61

49

35

23

12

41 or over 0
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Comparit-n: oif Horc 312.1 lnd Trea.ury Propo:al
by Principle Fs tur in Terv.u o Lone Run Rvenue Effect

: House : Treesury : (-) is incr-eaed
: Bill : Fropoal : revenue losn or
* :.• decree.Ed tai,.

Rate reduction ........................... -4,493 -4,705 -207

Standard deduction ...................... -4,025 -1,690 2,335
Single person .......................... - 650 - 4h5 20r
o .................... ...............- 500 -
Total •..................................... - , 7 7 3

Corporation
Norml tax reduction .................... 80 -810
BSxtex ti ............ on.-0.... r du ti a..................... " r VM

Individual ............ • .................... . - 70 70 -
Corporation ................................ - '(r60 --. 38

Total .Rate Reduction and Incentive ............ -10,503 -9,460 1,043

Inve..nent credit repeal ................. 600 600 -
Other ..................................... 1 815 1_7
Total .................................... 2. . 2,570 155

Inv~er~t credit repea! ................. 2,700 2,700 -

Other .................................... ._970 ?T5 -215
Total .................................... 5,670 5 -215

Con' .edc individual n, Corporations Re..orm 8,085 8,025 - 60

Individuals ............................... -7,328 -4,840 2,488
CorporaAors ............................. ..,910 3,405 -1,505
Co n e. .  ............................. , 18 3

0ff e of rha Secretary of t.he Trea7ury October 2, 1969
Of'ot"e of '21: Anllys~is


