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TRUST AND PARTNERSHIP INCOME TAX REVISION
ACT OF 1960

WEDNESDAY, APRIL 20, 1960

U.S. SENATE,
ComMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant. to notice, at 10:05 a.m., in room
2921, Now Senate Office Building, Senator J. Allen Frear, Jr.,
presiding.

Present.: Senators Frear, Talmadge, Williams, Bennett, and Curtis.

Also present: Klizabethh B, Springer, chief clerk; and Colin F.
Stam, chief of staff, Joint Committee on Internal Revenue Taxa-
tion,

Senator Frear. The committee will come to order.

The committee has been called to hear testimony on the Trust and
Partnership Income Tax Revision Act of 1960, IL.R. 9662. I sub-
mit for the record a copy of the bill and summaries explaining the
provisions in title I, relating to the estate and trust tax provisions,
and title IT relating to partners and partnerships.

('The bill and explanations follow:)

[IL.R. 9662, 86th Cong., 2d sess.]

AN ACT To make technical revisions in the income tax provisions of the Internal Revenue
Code of 1954 relating to estates, trusts, partners, and partnerships, and for other
purposes
Be it enacted by the Senate and House of Representatives of th? United States

of America in Congrcss assembled,

SECTION 1. SHORT TITLE, ETC.
(a) SnorT TrrpLe~—This Act may be cited as the “I'rust and Partnership In-

come Tax Revision Act of 1060",
‘' (b) AMENDMENT ofF 1954 CopE.—Whenever in this Act an amendment or

repeal is expressed in terms of an amendment to, or repeal of, a section or
other provision, the reference shall be considered to be made to a section or
other provision of the Internal Revenue Code of 14734,

TITLE I—ESTATES AND TRUSTS

SEC. 101, IMPOSITION OF TAX—AMENDMENTS OF SECTICGN 641.
(a) APPLICATION OF TaAx.—Section 641 is amended by adding at the end there-

of the following new subsection:
“(¢) LraarL LirE EsTATES AND OTHER TERMINABLE LEGAL INTER:STS.--If—
“(1) any person owns a legal Interest in property which may terminate
on the lapse of time, on the occurrence of an event or contingency, or on
the failure of an event or contingency to occur, and
“(2) at any time during any calendar year there is gross income at-

tributable to such property—
1

.
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“¢(A) which (but for this subsection) would not be currently in-
cludible in the gross income of any person because such person is not
then ascertainable or for any other reason, but

“(B) which would be currently includible in the gross income of a
trust with respect to such property if such a trust existed (determined
without regard to subpart E),

then, for purposes of this subchapter and subtitle F, a trust shall he deemed to
exist for such ecalendar year with respect to all gross income described in para-
graph (2) attributable to such property, and the person (or persons) described
in paragraph (1) shall be deemed to be a fiductary of such trust.”

(b) TECHNICAL AMENDMENT.—Section 641(a)(2) is amended by striking
out “, and income collected by a guardian of an infant which is to be held or
distributed as the court may direct”,

SEC. 102. SPECIAL RULES FOR CREDITS AND DEDUCTIONS—AMEND-
MENTS OF SECTION 642,

(a) Drvipenps RECEIVEL BY INDIVIDUALS.—Section 642(a)(3) is amended
by striking out the second sentence and inserting in lieu thereof the following
new sentences: “An estate or trust shall be entitled to the exclusion of dividends
recelved under section 116(a) (determined without regard to the second
sentence thereof), but only in respect of so much of such dividends as is not
properly allocable to any heneficiary under section 652 or 662. For purposes of
this paragraph, there shall he taken into account only those dividends of a kind
for which a credit is allowable under section 34(a) or an exclusion is permitted
under seciion 116(a), as the case may be.”

(b) DrpucriONS FOR CHARITABLE, ETC., CONTRIBUTIONS.—Section 642(c) {8
amended to read us follows:

“(c) DepvuctIiON FOR CHARITABLE, Etc., CONTRmBUTIONS.—In the case of an
estate or trust, the deduction allowed by section 170 (relating to deduction for
charitable, ete., contributions and gifts) shall not be allowed, but the estate or
trust shall be allowed a deduction for such contributions and gifts to the extent
provided in section 661.”

(¢c) DEDUCTINN FOR DEPRECIATION AND DNEPLETTION.—SRection 642(e) is amended
by striking out the word “allowable” and inserting in lieu thereof “apportioned”.

(d) UNusep Loss CARRYOVERS AND ExCEss DEJUCTIONS ON TERMINATION
AVATLABLE TO BENEFICIARIES.—Section 642 (h) is amended to read as follows:

“(h) Unusep Loss CARRYOVERS AND EXCESS DEDUCTIONS ON TERMINATION AVAIL-
ABLE TOo BENEFICIARIES.—If, on the termination of an estate or trust, the estate

or trust hag—
“(1) a net operating loss carryover under section 172 or a capital loss

carryover under section 1212, or

“(2) for the last taxable year of the estate or trust, deductions (other
than the deduction for personal exemption allowed under subsection (b)) in
excess of gross income for such year,

then, under regulations preseribed by the Secretary or his delegate, such carry-
over or such excess shall be allowed as a deduction to the benefici:i.'y succeeding
to the property of the estate or trust (and not to the estate or trust). For pur-
poses of this subsection, separate and independent shares of different beneficiaries
in a single trust or estate shall be treated as separate trusts or estates.”

(e) DEpUCTION FOR EISTATE TAX ON INCOME IN RESPECT oF A DECEDENT.—Section
642 is amended by redesignating subsection (i) and subsection (j), and by in-
serting affer subsection (h) the following new subsection:

“(1) DrepreTIoOY FOR ESTATE TAX oN INCOME IN RESPECCT OF A DECEDENT.—AN
estate or trust shatl bhe allowed the deduction provided by section 691(¢) (relat-
ing to the deduction allowed for estate tax on income in respect of a decedent)
only in respect of 8o much of the income in respect of a decedent as is not
properiy allocable to a beneficiary under section 652 or section 662.”

SEC. 103. DEFINITIONS—AMENDMENTS OF SECTION 643,
(n) DEPUCTION FOR PERSONAL BXEMPTION AND FOR EstaT®E TAX.—~-Section

643 (a) (2) is amended to read as follows:
“(2) DEDPUCTION FOR PERSONAL EXEMPTION AND FOR ESTATE TAX.—No de-

duction shall be taken under section 642(b) (relating to deduction for
personal exemptions) or section 691(e) (relating to deduction for estate

tax attributable to income in respect of a decedent).”
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(b) CariTAL GAINS AND Losses AND ComrrUs ITEMS oF DEDUCTIONS.—Section
643 (a) (3) is amended to read as follows:
“(3) CAPITAL GAINS AND LOSSES AND CORPUS ITEMS OF DEDUCTIONS.—

“(A) CAPITAL GAINS AND LOSSES.—-Gains from the sale or exchange
of capital assets shall be excluded to the extent that such gains are
allocated to corpus and are not (1) paid, credited, or required to be
distributed to any beneficiary during the taxable year, or (ii) per-
manently set aside or to be used for purposes specified in section
661(a) (4). Losses from the sale or exchange of capital assets shall
be excluded, except to the extent such losses are taken into account
in determining the amount of gains from the sale or exchange of
capital assets which are paid, credited, or required to be distributed
to any beneficiary during the taxable year. The deduction under sec-
tion 1202 (relating to deduction for excess of capital gains over capital
losses) shall not be taken into account,

“(B) RULE FOR DETERMINING WHEN CAPITAL GAINS ARE PAID, CREDITED,
OR REQUIRED TO BE DISTRIBUTED.—Capital gains shall not be considered
paid, credited, or required to be distributed to a beneticiary within
the meaning of subparagraph (A) except to the extent that—

“(i) they are required to be distributed during the taxable year
under the provisions of the governing instrument or applicable
local law ;

“(ii) the books or records of the estate or trust or notice to
the beneficiary shows an intention properly to pay or credit such
amounts to the beneficiary during the taxable year;

“(1ii) the fiduciary follows the regular practice of distributing
all capital gains;

“(iv) capital gains are received by the estate or trust in its
year of termination; or

“(v) capital gains are received by the estate or trust in the year
of termination of a separate and independent share of the estate
or trust, but only to the extent attributable to such separate share,

“(C) Corpus 1TMEMS OF bEDUCTION.—Corpus deductions shall be ex-

cluded to the extent that—
“(1) the gross income excluded in computing distributable net

income, exceeds
“(i1) the deductions which (withiout regard to this subpara-
graph) are excluded in computing distributable net income.
For purposes of this subparagrapb, the term ‘corpus deductions’ means
the deductions which (but for this subparagraph) would be taken into
account in computing distributable net income and which are either
chargeable to undistributed corpus under the provisions of the govern-
ing instrument and appiicable local law or which are charged to un-
distributed corpus as the result of the exercise of discretion by aby
person pursuant to the governing instrument.”
(¢) ForeroN IncoMk.—Section 643(a) (6) is amended by adding “estate or”

after “In the case of a foreign”.
(d) ConrorMING AMENDMENT—Section 643(a) is amended by striking out

the last two sentences thereof.

(e) Income~The second sentence of section 643(b) is amended to read as
follows: “Items of gross income constituting extraordinary dividends, taxable
stock dividends, or capital gains, which the fiduciary (acting in good faith) deter-
mines to be allocable to corpus under the terms of the governing instrument and
applicable local law, shall not be considered income.”

(f) BENEFICIARY.—Section 643 (c) is amended to read as follows:

“(c) BENEFICIARY.—For purposes of this part, the term ‘beneficiary’ includes

an heir, a legatee, and a devisee,”
(g8) CuaRiTABLE BENEFICIARY.—Section 643 is amended by adding at the end

thereof the following new subsection :

“(d) CHARITABI™ BENEFICIARY.—For purposes of this part, the term: ‘chari-
table beneficiary’ means any beneficiary to or for the use of which a contribution
by an individual would be a ‘charitable contribution’ under section 170(c) (with-
out regard to the percentage limitations preseribed in section 170(b)).”
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SEC. 104. DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME
ONLY—AMENDMENT OF SECTION 651.

Section 651 is amended to read as follows:
“SEC. 651. DE(})%IIJ‘(?T]ON FOR TRUSTS DISTRIBUTING CURRENT INCOME

“(a) DepucrioN.—In the case of any trust—
“(1) the terms of ‘which provide that all of its income {8 required to

be distributed currently,

“(2) which in the taxable year does not pay or credit, and is not required
to distribute, amounts other than amounts of income described in para-
graph (1), and

“(8) with respect to which, for the taxable year, there is no amount
described in sectlion 661(a) (4) (relating to amounts pald or permuaueuntly
set aside for charitable beneflciaries, ete.),

there shall be allowed as a deduction in computing the taxable income of the
trust the amount of the income for the taxable year which is required to be
distributed currently.

“(b) LiMmitaTioN oN DepucrioNn.—If the amount of income required to be dis-
tributed currently exceeds the distributable net income of the trust for the tax-
able year, the deduction under subsection (a) shall be limited to the amount of
the distributable net income. For this purpose the computation of distributable
net income and Income required to be distributed currently shall not include
items of income (and the deductions allocable thereto) which are not included
in the gross income of the trust. The character of the items of distributable net
income and of income required to be distributed currently shall be determined in

accordance with the rules stated in section 652(b).”

SEC. 105. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE-
FICIARIES OF TRUSTS DISTRIBUTING CURRENT INCOME
ONLY—AMENDMENTS OF SECTION 652,

(a) CoarRacTER oF AMOUNTS.~—The second sentence of section 652(b) is
amended by inserting “or applicable local law” after “the terms of the trust”,

(b) DIFrERENT TAXABLE YrarRs—Section 652(c) is amended to read as fol-
lows:

“(¢) DIFFERENT TAXABLE YEARS.—If the taxable year of a beneficiary {s dif-

ferent from that of the trust, the amount to be included in the gross income of

the beneficiary in accordance with the provisions of this section shall be—

“(1) based on the amount of income of the trust for any taxable year
or years of the trust ending within or with the taxable year of the bene-
ficlary, and

“(2) it the taxable year of the beneficlary terminates by reason of the
death or other termination of existence of the beneficlary during a taxable
year of the trust, based on the amount of income of the trust for the period
from the end of its last preceding taxable year to the date of such termina-
tion of existence.

In computing distributable ne% income for purposes of the application of sub-

section (a) to a beneficiary described in paragraph (2), there shall be tuken

into account only those items of income properly allocable, and those deductions
properly chargeable, under the terms of the governing instrument and appllca-
ble local law in determining such beneficiary’'s share of the income for such

period.”
SEC. 106. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING
INCOME OR DISTRIBUTING CORPUS—-AMENDMENTS OF
SECTION 661.
(a) DebuortoNn.—~Section 661(a) is amended to read as follows:
“(a) Drebnvorion.~In any taxable year there shall be nllowed as a deduction
in computing the taxable income of an estate or trust (other than a trust to

which subpart B applies), the sum of —
“(1) any amount (other than an amount described in paragraph (4))

required to be distributed currently to a beneficiary out of income for the
taxable year, or pald or credited in the exercise of a discretion by the
fiduciary to pay or credit such amount to a beneflciary to whom no amount
may be pald or credited during the taxable year except from income for the

taxable year;
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“(2) any amousnt (other than an amount described in paragraph (4))
pald or credited In the exercise of a discretion by the filduciary to pay or
credit such amount to a benficiary to whom amounts may be paid or cred-
ited during the taxable year out of the income for the taxable year or out of
corpus (including accumulated income of prior taxable years);

“(8) all other amounts (other than amounts described in paragraph (4))
properly paid or credited, or required to be distributed, to a beneficlary
during the taxable year; and

“(4) any amount which, pursuant to the terms of the governing instry-
meunt, I8 pald or permanently set aside during the taxable year for a chari-
table beneficiary (as detined in section 648(d)) or is to be used exclusively
for religlous, charitable, sclentific, literary, or educational purposes, or for
the prevention of cruelty to children or animals, or for the establishment,
acquisition, malntenance or operation of a public cemetery not operated for

profit.
The deduction under this subsection shall not exceed the distributable net
income of the estate or trust. The deduction under paragraph (4) shall not
exceed an amount equal to the distributable net income of the estate or trust,
reduced by the amounts specified in paragraphs (1), (2), and (8).”

(b) CHARACTER OF AMOUNTS DISTRIBUTED.—Section 661(b) is amended by in-
serting “or applicable local 1aw"” before the period at the end of the first sen-
tence thereof; and by striking out the parenthetical phrase “(including the
deduction allowed under section 642(c))” In the second sentence thereof,

(¢) LIMITATION ON CHARITABLE DEDUCTION.—S8ection 661 is amended by adding
at the end thereof the following new subsection:

*(d) Cross REFERENCE.—

“For limitation on charitable deduction in the ease of s trust having unrelated
business income, see section 681.”
SEC. 107. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE.
FICIARIES OF ESTATES AND TRUSTS ACCUMULATING IN-
COME OR DISTKIBUTING CORPUS—-AMENDMENT OF SEC-

TION 662,
(a) IN GENERAL.—Section 6062 is amended to read as follows:

“SEC. 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENE-
FICIARIES OF ESTATES AND TRUSTS ACCUMULATING
INCOME OR DISTRIBUTING CORPUS.

“(a) INoLusioN.—Subject to subsection (b), there shall be included in the
gross income of a beneflclary to whom an amount specified in paragraph (1),
(2), or (3) of section 6681(a) is pald, credited, or required to be distributed
(by an estate or trust described in section 661, the sum of the following
amounts— -

“(1) any amount required to be distributed currently to the beneficiary
out of income for the taxable year, or paid or credited in the exercise of
a discretion by the fiduciary to pay or credit such amount to the beneficlary
to whom no amount may be pald or credited during the taxable year except
from income for the taxable year;

“(2) any amount paid or credited in the exercise of a discretion by the
fiduclary to pay or credit such amount to the beneficiary to whom amounts
may be paid or credited during the taxable year out of the income for the
taxable year or out of corpus (including accuinulated income of prior tax.
able years) ; and

“(8) all other amounts properly paid or credited, or required to be dis-
tributed, to such beneflclary during the taxable year,

The amounts paid, credited, or required to be distributed which are referred to
in paragraphs (1), (2), and (8) of this subsection shall be deemned paid out of
the distributable net income of the estate or trust in the above order of priority.
If the nmounts paid to the beneficlaries in any one of such classes, taken in such
order of priority, exceed theo distributable net income of the estate or trust
available to such class (after being reduced by the amount allocated to any prior
class or classes), there shall be included in the gross income of the beneficiary
an amount which bears the same ratio to the distributable net income available
to that class as the amount paid, credited, or required to be distribued to such
beneflciary within such class bears to the amount so paid, credited, or required to

be distributed to all beneficiarles of such class,
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“(b) CHARACTER OF AMOUNTS —The nmounts determined under suhsection (a)
shall have the same character in the hands of the beneficlary as {n the hands of
the estate or trust,  For this purpose, the nmonuts shall be treated ax counlsting
of the same proportion of each class of {tems eutering into the computation of
distributable not income as the totnl of each cluns bears to the total distributable
net income of the estate or trust unless the torms of the governing lostrument or
applicable local law specifically allocate different classes of income to different
beneflelaries,  In the application of the preceding sentence, the items of deduc-
tion entering fnto the computation of distributable net tucome shall be allocated
among the items of distributable net {ncome lu necordance with regulations pre-
suribed by the Necretary or his delegute.

“Ce) DEreReNT TAxAbLE YEARS.~-1f the taxable year of a beneflelary is differ-
ent from that of the estate or trust, the amount to be included in the gross
fncome of the beneficiary shall he—

“(1) based on the distributable net Iincome of the estate or trust and the
amounts properly paid, credited, or required to be distributed to the bene-
fleinry during any taxable year or years of the estate or trust ending within
or with the taxable year of the beneficiary, and

(2) if the taxable year of the beneficlary terminates hy reason of the
death or other termination of existence of the heneticiary during a taxable
year of the estate or trust, baxed on the amount of income of the estate or
trust for the perlod from the end of its lust preceding taxable year to the
date of such termination of existence,

In computing distributable net lncome for purposes of the application of sub-
section (a) to a bheneficiary described in paragraph (2), there shall be taken
into account only those items of income properly allocable, and those deductions
properly chargeable, under the terms of the governing instrument and applicable
lo¢al law in determining such beneficiary’s share of the income for such period.”

(b) Errective Date.—The amendment made by subsection (a) shall apply

only in the case of taxable years of estates and trusts ending after the date of

the enactmient of this Act.

SEC, 108 SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, 662,
ETC.~AMENDMENTS OF SECTION 663,
(a) EXCLUBIONS,—

(1) IN oENERAL—Sovction 683(a) is amended to read as follows:

“(n) Exorustons.—There shall not be included as amounts falling within
section 681(a) or G42(a)—

“(1) GIFTs, BNQUKSTS, ETC., OF BPECIFIO BUMS OF MONEY OR OF SPECI*IC
PROPERTY.—In the cuse of an estate, a trust created by will, or a trust which
(immediately before the death of the grantor) was revocable by the grantor
acting alone, any amount which is properly distributed as a gift, bequest, or
devisy of a specific sum of money or of specific property, and—

“(A) Is distributed all at once or within one taxable year of the
estate or trust if, under the terms of the governing instrument, such
amount is not required to be pald in more than one taxable year of the
estate or trust, or

“(B) {8 distributed before the close of the {6th calendar month
which begins after the date of the death of the testator or grantor,
if, under the terms of the governing instrument, no part of such
amount Is required to be distributed after the close of such month,

This paragraph shall not apply to any amount which can be distributed
only from the income of the estate or trust,

“(2) OTHER GIFTS, BEQUESTS, ETC.~ANYy real property or tangible personal
property (other than money) held by the decedent at the time of death
which is properly distributed, before the close of the 86th calendar month
which beglus after the date of the death of the decedent, in full or partial
satisfaction of a bequest, share, award, or allowance from the corpus of a
decedent's estate.

“(8) DENIAL OF DOUBLE DEDUCTION, ETO.—ANy amount for which a dedne
tion was allowed or allowable (or would have been allowable but for the
limitations contained in section 661 (a) or (¢)) for a preceding taxable
yoar of an estate or trust because credited, required to be distributed, or
permanently set aside in such preceding taxable yoar (or because to be used
for purposes specified in section 601(a) (4)).” '
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(2) Erveorive paTe.—Paragraph (1) of section 663(a), as amended by
paragraph (1) of this subsection, shall apply with respect to estates and
trusts of decedents dying after the date of the enactment of this Act. Not-
withstanding the preceding sentence, paragraph (1) of section 663(a), as
in effect before the amendment made by paragraph (1) of this subsection,
shall continue to apply with respect to trusts which are in existence on the
dnte of the enactment of this Act and on such date are not revocable by the
grantor acting alone, but only so long as such trusts are not so revocable,

(b) BEPARATE SHARES TREATED A8 SBEPARATE KsTATES OB TRUSTS.—

(tl)"Anmnunur OF BEOTION 863 (¢).—Bection 663(c) is amended to read
as follows:

“(c) SerPARATE SHARES TREATED A8 SEPARATE ESTATES OR TRUSTS.—~In the case
of an estate or a single trust having more than one beneficiary, for purposes of
determining-—

“(1) the amount of distributable net income, and

“(2) whether a termination within the meaning of section 642(h) or

section 643(a) (3) (B) has occurred,

substantially separate and independent shares of different beneficlarfes in the
estate or trust shall be treated as separate estates or trusts. The existence of
such substantially separate and independent shares and the manner of treatment
as separnte estates or trusts, including the application of subpart D to such
separate share trusts, shall be determined in accordance with regulations pre-
scribed by the Secretary or his delegate.”

(2) Errecrive DATE-—The amendment made by paragraph (1) shall apply
only in the case of taxuble years of estates and trusts ending after the date
of the enactment of thin Act.

(¢) REQUIRED DISTRIBUTION 70 ANOTHER TRUST.—

(1) IN aENErRAL.—Section 668 is amended by adding at the end thereof the
following new subsection:

“(d) ReqQuirep DISTRIRUTION TO ANOTHER TRrUST.—In applying sections 661
and 602, if there is a distribution from one trust to another trust and if such
distribution—

“(1) under the terms of the governing instrument or applicable local law,
is required and is not payuble solely out of income,

#(2) 1s not related to the occurrence of an event which causes the dis-
tributing trust to terminate, and .

“(8) Includes an amount (determined under regulations prescribed by
the Secretary of his delegute) representing the receiving trust’s share of the
distributable net income of the distributing trust for that portion of the dis-
ributing trust’s taxable year which ends on the date of such distribution,

then any deduction which (but for this subsection) would be allowable to the
distributing trust by reason of such distribution shall not be allowed except to
the extent of the amount described in paragraph (3)., The receiving trust shall
include in its gross income for its first taxable yeur which ends after the date
of the distribution an amount equal to the amount described in paragraph (8).
If there is a distribution from one trust to another trust which meets the re-
quirements of paragrapha (1) and (2) of thia subrection, then (under regula-
tions prescribed by the Secretary or his delegate and to the extent consistent
with the preceding provisions of thia subsection and with section 663) the re-
celving trust shall succeed to (as of the date of the distribution) and shall take
into account its proper shnre of the items of the distributing trust entering into
the computation of the distributable net income of the distributing trust and of
any carryover items; anfl such items (to the extent succeeded to by the recelv-
ing trust) shall not be taken into account by the distributing trust.”

(2) pATE—The nmendment made by paragraph (1) shalt apply
only with respect to distributions made after the date of the enactment of

this Act.
(d) TreaNICcAL AMENDMENT.—The heading of section 663 is amended to read

as follows:
“SKEC. 663. SPECIAL RULES.”

SEC. 109, POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS
OR INCOME IN HIMSELF.
(a) IN GeENERAL—Subpart O of part I of subchapter J of chapter 1 is
anended by adding at the end thereof the following new section :
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“S8EC. 664. POWER IN PERSON OTHER THAN GRANTOR TO VEST
CORPUS OR INCOME IN HIMSELF.

“(a) GENERAL RULES.—
“(1) AMOUNT QONBIDEKRED DISTRIBUTED, PAID, OR CREDITED-—Lf o person

other than the grantor has a power exerclanble solely by himself to vest
an amount of corpus or ineome of o frust in himself -~
“(A) In applying sections 6051 and 652, such amount shall be treated
a8 an amount of corpus or income, ax the cnse may bhe—
(1) required to be distreibuted enerently to sueh person, and
“(11) not pald, credited, or required to be distelbuted currently
to any other person, and
“(B) In applying sections 681 and 662, sueh amount shall he treated
s an amonnt of corpux or Income, nx the case mny he--
(1) required to be distributed to such person, and
(i) not paid, credited, or reguired to be distributed to any
other person,

Y2 TREATMENT OoF INCOME.- -If n person other than the grantor has a
power exercisable solely by himself to vest an nmount of corpus In bimself,
then, In applying sections 641, ¢0H2, 461, and 662, the Income attributable to
ruch amount of corpus for the taxable year shall be constdered as an minount
of Income-—

“tA) required to be distributed currently to sueh person, and
(B not paid, credited, or requived to be disteibuted currently to
any other person,
For purposes of this paragraph, there shall be taken into account only in-
come attributable to that portion of the taxable year which beginsg on the
first day durving such taxable year on which the power becames exercisable
and endlng on the day on which the power Is exervlsed,

“(b) PersoN HaviNg PoweR TReEATED A8 GuaNTOR~-Subsection (a) shall not
apply If the person other than the geantor has previously released or moditied
a power dexeribed in subsection (a) and, after the release or modifleation,
retained such control of the property released from the power ns would, within
the principles of subpart I, subjeet a grantor of a trust to treatment as the
owner of xuch property,  If subsection (1) dees vot apply by reason of the pre-
ceding sentence, such person shall be treated as the grantor of such property
and taxed under subpart K.

“(c) OBLIGATIONS OF SupProRT.~—Subscetion (a) shall not apply to a power
which enables the person other than the grantor, In the capacity of (rustee or
cotrustee, merely to apply the income of the trust to the support or maintenance
of a person whom the holder of the power Ix obligated to support or matntain,
except to the extent that such income is so applied.

“(d) EFrFECT oF RENUNCIATION OR DIscLAIMER.—Subsections (a) and (b) shall
not apply with respect to a power which has been renonuced or discluiied within
a rensonable time after the holder of the power first became aware of ita
existence,

“(e) P'ErsoN HavING DPowER TREATED A8 OWNER FOR CERTAIN, PPURPOSES,—
Except to tho extent Inconsistent with the provislons of this section, a person
who has a power to which subsection (a) applies shall be treated (for purposes
of this chapter other than this subchapter) as the owner of that portion of the
trust with respect to which he has such power,

“(f) SumrsTANTIAL OWNERSHIP RULE INArpLICABLE~—EXcept as specified in
subsections (a) and (b), uo items of income, deduction, or credit against tax
of a trust shall be included solely on the grounds of dominion and control over
the trust under section 61 (relating to definition of gross income) or any other
provision of this title, in computing the taxable income and credits of a person
other than the grantor.”

(b) Reprar or S8EcTION 678 —Section 678 Is hereby repealed.

(¢) Errective Date.—Subsections (a) and (b) shall apply in the case of
taxable years of trusta beginning on or after the date of the enactment of this
Act, and with respect to perlods included in such taxable years,

S8EC. 110, DEFINITIONS RELATING TO TREATMENT OF EXCESS DISTRI-
BUTIONS BY TRUSTS—AMENDMENTS OF SECTION 665,
(a) UxpistaisuTed NET INcoME—S8ection 665(a) is amended to read as

follows:
“(a) UxpisTRisuTED NET INCOME~~FoOr purposes of this subpart, the term

‘undistributed net income' for any taxable year means the amount by which
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dintributable net inm&no of the trust for such taxable year exceeds the sum

of—
“(1) the amounts for such tuxable year specifled in paragraphs (1), (2),

and (3) of xection 661 (n) ;
“(2) the amount for such taxable year specified In paragraph (4) of
section 681(a), reduced by any umount disatlowed under section 081; uud
“(#) the amount of taxes imposed on the trust.”
¢ (h) AccUMULATION DISTIIBUTION —8ectlon ¢65(b) §s amended to reud as
ollows ;

*(b) AcCUMULATION DISTRIBUTION—For purposes of this subpart, the term
‘accumulntion distribution’ for any taxable yenr of the trust means the amount
(It In excess of $2,000) by which the amounts specified In puragraphs (2) and
(3) of sectlon G61(n) for such tuxable year exceed distributable net income,
reduced by thoe nmounts specified in paragraph (1) of kection 661 (a) for such
taxable year. For purposes of thisy subsection, the amounts specitied In para-
graphs (2) and (3) of seetlon GUL(a) shall be determined without regard to
section Geg and shall not Include—

“(1) nmounts properly pald or eredited, or required to he distributed, to a
beneficiary ns Income accumuluted before the birth of such benefliciary or

before such beneficiary attains the age of 21;
() amounts properly puld or credited to a beneficlary to meet the emer-

gencey needs of such heneficiary ;
“(3) amounts properly paid or credited to a beneficlury upon a specified
date or dates, or upon such beneficiary’s attalning o specified age or uges,

if—
“(A) the total number of such distributions cannot exceed 4 with

respect to such beneficinry,
“(BB) the period between each such distributlon to such beneficlary

is 4 yourrs or more, and
() as of January 1, 1974, such distributions are required by the

specifle terms of the governing instrument ;

“(4) amounts properly pald or credited to n beneflelnry as a thnal distrls
bution of the trust, except to the extent that such distribution ix attribut-
able to property transferred to the trust not more than 9 years hefore such
distribution and income attributable to the property so transferred ;

*(H) amounts properly patd or credited to a beneficlary as a final distri-
bution of a trust by reason of the beneficlary reachlug an age specifled
in the governing instrument, i{f such trust was created by will or, im-
mediately before the grantor's death, wus revocnble by him acting aloue; or

“(0) amounts distributed to another trust, but only if such distribution——

“(A) under the terms of the governing instrument or applicable
local law, 18 required and is not payable solely out of Income, and
“(B) I8 not related to the occurrence of an event”which causes the
distributing trust to terminate.”
(¢) Ruies ror DISTRIRUTION TO OrinER TRUATS~—Section 663 18 amended by
adding at the end thereof the following new subsection :
“(e) SprcIAL RULES FOR DISTRIBUTIONS TO OTHER TRUSTR.—For purposes of
this subpart, in the case of amounts to which subsection (b) (6) applien—

*(1) such portion of the undistributed net income of the distributing trust
for its preceding taxable years as corresponds to the portion of the trust
property required to be distributed to the recelving trust, and such portion
of the taxes imposed on the trust for such years as corresponds to such
portion of the undistributed net income, shall be deemed undistributed net
income of, and taxes imposed on, the receiving trust for its corresponding
preceding taxable years (whether or not the recelving trust was in existence
during such preceding taxable years) ; and

“(2) the undistributed net income of, and the taxes lmposed on, the
distributing trust shall be correspondingly reduced.”

SEC. 111, ACCUMULATION DISTRIBUTION ALLOCATED TO 3 PRECED-.
ING YEARS—AMENDMENTS OF SECTION 666,
Section 660 is amended by striking out “paragraph (2)" each place it appears
angd inserting in lleu thereof “paragraph (8)",
SEC. 112, TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRE-
CEDING YEARS—AMENDMENT OF SECTION 668.
(a) IN GENERAL~S8ection GUS(a) Is amended to read as follows:
“(n) AMOUNTS TREATED A8 RECEIVED 1IN PRIOR TAXABLE YEARS.—The total of
the amounts which are treated under section 666 as having been distributed by
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the trust in a preceding tuxable yeur shall be included In tho Income of a beno-
ficlary or bhouetielavies of the trust whon pald, credited, or required to be dia-
teibuted to the exteut that such total would have been included In the income
of such beneticlary or bheneflelnries i sectlon 602 (1) (8) and (b)) had applied
and If such total had boen prid to such beneliclary or beneticlnries on the last
day of such preceding taxable year. Tho portion of such totnl requived to be in-
cluded under the preceding soutonce in the income of any henofivlury shall be
an amount which bears the same rutio to such total nw-—
(DAY the aggregute amount pald, erodited, or required to be distributed
to mich benefiviary for the taxable year and deseribed In parageaph (2) or
(1) of aection d0t(n), reducwt by (B) the amount of distributable net
income for such taxable yoar sllocuted to sich benetlelary undor puragraph
t2) or (3) of seetion BG2(n), hears to
DAY all amounts pald, erodited, or required to be distributed to all
benefivinries for the taxable year and describod in parageaph (2) or (3)
of section BG1L(R), reduced by (B) the nmount of distributable net income
for such taxablo yenr allocated to all benefleinelos under puragraph (2) or
(3) of nection 402¢a) ;
oxeept that proper adjustinent of such ratio shall bo made, under regulations
preseribed by the Seerotary or his delegate, for smounts which fall within
paragrapha (1) through (6) of section (b)), The tax of the beneflclarios
attributable to the amounts treated ax having been recelved on the lnst day
of such preceding taxable year of the trust shall not be greater than the aggre.
gate of the taxen attributable to those nmonnts had they heen ineluded in the
gross {ncome of the benetlelaries on such day in accordance with section 662
(R () and (b))

(O Sprctan TranarrioNan Reve, In applying sectlona 030 and BR of the
Tnternal Revenue Code of 1084, as nmended by section 111 and subsectlon ()
of this section, to any preceding taxable yeur of o teast to which xueh amend-
ments do not apply. references to seetfonr G01(a) (3) and G82(n) (3) shall be
treated as references to sections 061 (n) (2) and 682(n) (2) ns In effect before

fmich amendments,

SKC 113, MULTIPLE TRUSTS,
() IN GExRRAL—~Subpart D of part I of subchapter J of chapter 1 s
amended by adding at the end thervof the following new section:

“SEC, 689. MULTIPLE TRUSTS,

“(a) GENERAL RULF ~In the case of a trust which, for a taxable year ending
after the date of the ennctment of thig Act, makes 1 multiple trust disteibution,
the treatment of such {rust and of the beneficiaries of such diastribution shall
be detormined by applyiug rections &6 and GU8 in respect of such distribution
with thoe following wmaditications:

“(1) The term ‘nccumulntion disteibution’ shall be read as ‘multiple trust

distribution',
“(2) The term ‘3 preceding taxable yeura' shall be read as ‘10 preceding

table years',
“(8) Sectlon 682(b) (relating to character of amount in hands of bene-

ficiary) ahall not apply.

“(4) In applying tho last sentence of section (W8&(a) (relating to limit
on tax on beneficiariea), the term ‘shall not be greator than' shall be read
as ‘shall be equal to'.

“(b) DerInrTioNs.—For purposes of this subpart—

“(1) MuLTIPLE TRUST DISTRINUTION.—The term 'multiple trust distribution’
means any section 669 distribution, to the extent pald, credited, or required
to be diatributed to any beneficiary with respect to whom—

“(A) part or all of a section 669 distribution from his primary trust
has been paid, crodited, or required to be dlatributed {n a taxable year
to which this rubchapter applied, and

“(RB) the trust making such diatribution iz not his primary trust

To the extent that auy amount is & multiple trust distribution, such amount
shall not be treated as an accumulation distribution,

“(2) SkorTioN 660 DISTRINUTION~~The term ‘section 609 distribution' for
any taxable year of a trust means the amount by which the amounts specified
in paragraphs (2) and (8) of section 661(a) (determined without regard
to section 608) for such taxable year exceed distributable net income,
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reduced by the amounts specitied In paragraph (1) of section 081(a) for
such taxable yeuy.
“(3) Primary TRUNT—The torm ‘primary trust’ means, with respect to
any benoticiary, the trust which ineots the following 3 conditions :
“{A) such trust is one of two or more trusts to which the sume per
son contributed property,
“(13) such trust has coexisted at any time with the trust making the
section 649 distribution, und
*(C) such trust Is the trust which first made a section 649 distribu-
tion to such beneflclury in a taxuble yoar of such trust to which this
subchapter applied.
For purposos of subpuragraph (O), if the first section 669 distributions oo
cur in taxable yenrs ending on the same date, subparagraph (C) will be
lt)rw\tml ad satistied by the trust mnking the lurgest such soctlon 609 distri-
ution,

“(e) Srkoral Rurks,—
“(1) Two OR MORE PERKONH CONTRIDUTING PROPERTY TO SAME TRUST.—For

purposes of this section, a trust to which two or more persons contributed

property, whether or not at different times, shall be treated as two or more

scpurate trusts. The existence of such separate trusts, and the manner of

treating thom us separae trusts for purposes of this section, shall be deter-

gnllnod in accordance with regulations prescribed by the Secretary or his
elegute,

“(2) THUBT WITIL BOTH ACCUMULATION DIRTRIBUTION AND MULTIPLE TRUST
DINTRIBUTION FOR BAME YKAR.--—If, for any taxable year of a trust, there 18
both an accumulation distribution and a multiple trust distribution with
rospect to such trust, then (under regulations prescribed by the Secretary
or hin delegate) in applying this scction and in applying sections 668 and
GU8 both such distributions shall be taken into nccount to the extent and in
the manner proper to carry out the purposes of this subpart.

“(3) COMPUTATION OF BENEFICIARY'S TAX IN CERTAIN OASKS,—

“(A) IN GENERAL-—If a bencflclary cannot establish his taxable
income for any taxable year described in subparagraph (B), then, in
applylug this section in the case of any multiple trust distribution to
him, the last sentence of sectlon 608(a) (relating to limit on tax on
beneficlarles) shall not apply in respect of such taxable year or in
rospect to any preceding taxable year,

“(I3) APPLICATION OF BUBPARAGRAPIT (A).—A taxable yenr of a bene-
ficlary shall be troated as described in this subparngraph if, by reason of
this section—

“(1) amounts in respect of such taxable year are included in
his Income under section 668(a), and
“(i1) such nmounts are treated under section 666 as having
been distributed by the trust before the ifth taxable year preced-
ing the taxable year for which the trust makes the multiple trust
distribution.
u (:!) DiscLosure or INvoRMATION.—The 8ecretary or his delegate may
require—

“(1) any person who has contributed any property to two or more trusts
(or his personal representative),

“(2‘ the trustee of any trust, and

“(8) any beneficiary of any trust,

to furnish to the Becretary or his delegate such information with respect to

such trusts as may be necessary to carry out the purposes of this section.”
(b) CoNFyORMING AMENDMENTS.~

(1) AMENDMENT OF SEUTION 6685 (C).—The last sentence of section 665(c)

is amended to read as follows: “The amount determined under the preced.

ing sentence shall be reduced by any amount of such taxes allowed, under

section 608, as a credit to any beneficiary on account of any accumulation

q'lau-lbnuon or muitiple trust distribution determined for any taxable

(2) AMEXDMENTS OF SECTION 886,—
(A) Subsectlons (a), (b), and (c) of section 608 are ameuded by
striking out the last sentence of each such subsection.
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(B) Beetion 06 {8 amended by adding at the end thercof the fol-

lowing new subsection:
“(d) Errxer or DISTRIBUTION IN OTHER TAXAuULE YEARN-—For purposes of
this section, the undistributed net income and the taxes mposed on the trust

for any preceding taxable year shall be computed--
“(1) without regard to any disteibution under this subpart for the tax-
able year and any succeeding taxable year, but
(2) with regard to any distelbutlon under this subpuart for any pre-

ceding taxable yeur,™
(3) AMENDMENT OF SECTION 6dut.--Sectlon 807 In amended to rewd ns

follows:

“SKEC. 687, DENIAL OF REFUND TO TRUSTS.

“The amount of taxea lmposed on the trust under this chapter which would
not have heen payable by the trust for any preeeding taxable yenr had the trust
in faet made acenmulation distreibutions and multiple trust distributions, at
the thues and in the amounts determined under section G4, shall not be re-
funded or credited to the trust.”

(4) AMENDMENT OF BECFION a8 (D), - Seetlon 668¢h) 18 amended to vend
ns follows:

(DY CrEMY FOR TANES PAd uy TrUsis - There shall be allowed as a eredit
agalnst the tax tmposed on any beneficinvy under this chapter the amount
deemed disteibuted to such benetictary under seetion 606 (b) or (e),”

(¢) ReTURNS  ny  'PResers MAaKING  Disvinerions FrodM ACCUMULATED
INCOME. -

(1) Subpart B of part TH of subchapter A of chapter 81 is amended by
adding at the end thereof the following new section:

“SEC, 6047. RETURNS BY TRUSTS MAKING DISTRIBUTIONS FROM
ACCUMULATED INCOME.

) ReqQuinkMENT oF RETURN, -Fvery trust which mankes a ‘sectlon 609 dis-
teibution’ ax detined n section 669 (h) (2) (relating to multiple trusts) to any
beneficiary in nny taxable year shatl make o veturn, with respeet to such bene
fletary, setting forth the nne of the grantor of the trust, the name and address
of the beneticiney, the amount of xuch disteibution to Lim, and sueh other in-
formation ax may be required by formn or regulations peeserlbed by the Neere-
tary or his delegate,

“(b) INFORMATION To BE FURNISHED BENEFICIARY.—The luformation required
by subsection (n) shall be furnished by the trust to the benetleinry to whom
the distribntion was made ih such manner, In such form, and at such time as
may be required by regulations prescribed by the Secretary or his delegnte.”

() The table of sections for such subpart B s nmended by adding at the
end thereof the following :
“Sce. 6047, Returna hy truats making disxteibutions from accumulated
income.’

(d) Errective DaTE—Tho amendments made by this section shall apply with
reapect to distributions for taxuble years of trusta ending after the date of the
enactment of this Act. In applying section 660(b) (2) (as added by subsection
(1) of thia section) to any preceding taxable year of o trust ending on or before
the date of the ennctiment of this Act, the reference to parageaphs (2) and (8)
of section G81(a) shall be treated as a refereuce to paragraph (2) of section
661(a) as In effect before the amendment made by scction 106(a) of this Act,
and the reference to paragraph (1) of section 001(a) shall be treated as a refer-

ence to such paragraph (1) assoin effect,
SEC. 114, TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE
TO GRANTORS AS SUBSTANT!AL OWNERS—AMENDMENT
OF SECTION 671,
Sectlon 671 is amended to read as follows:

“SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUT-
ABLE TO GRA RS AS SUBSTANTIAL OWNERS,

“Where it is specified in this subpart that the grantor shall be treated as the
owner of any portion of a trust, there shall then be included In computing the
taxable income and credits of the grantor those items of income, deductions, and
credits against tax of the trust which are attributable to that portion of the
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trust to the extent that such ftems would be taken futo secount under this
chapter in compting Yaxable ncome or eredits agalnst the tax of the grantor,
mid to that extent such items shall not be subject to subpurts A through b,
Any remaining portion of the trust shall be subject to subpurts A through D,
No ftems of a trust shall be included In computing the tuxable Income and
eredits of the grantor solely on the grounds of s dominion and control over
the trust under section 61 creinting to detinition of gross income) or uny other
provision of this title, except as specified in this subpart.”

SEC. 115. POWER TO CONTROL BENEFICIAL ENJOYMENT—AMEND-
MENTS OF SECTION 674,
(1) Powen EXERoIBABLE BY WILL OR BY DEED. -~
Section 674 (b) (3) Is amended to read as follows :
") POWER EXERCIBABLE BY WILL OR BY DEED. -A power exerclsable—
“(A) by will, or
“(B) by deed where an exercise of the power would be effective to
change beueficlul enjoyment of the corpus or the income therefrom only
after the death of the holder of the power,
other than a power 1n the grantor to appolint the Income of the trust where
the Income {8 accumulated for such disposition by the grantor or may be 80
accumulated In the discretion of the grantor or a nonadverse party, or
both, without the approvual or conxent of any adverse party. ‘This paragraph
shall not apply to a power exerclsuble by deed which does not exclude the
grantor and his estate ns possible appolntees.”
(b) Powir To Disrrmure Corrvd.—8ection 674(b) (56) is amended to read
as follows :
“(H) POWER 10 DISTRIBUTE courus.—A power to distribute corpus ejther—
“(A) to or for a beneliciary or heneficlaries or to or for a class of
beneliciaries (whether or not income benetlelaries) provided that the
power {8 Hmited by a reasonably definite standard which is set forth
in the trust instrument; or
“(B) to or for any current income benefliclury, provided that the dis-
tributlion of corpus wmust be chargeable agalust the proportionate ~hire
of corpus held in trust for the payment of income to the beneficliary
us if the corpus constituted a separate trust.
A power does not fall within the powers desceribed in this paragraph if any
person other than an adverse party has a power (other thun a power which
would qualify as an exception under paragraph (3)) to change the bene-
ficlary or beneflciaries or the class of beneflciaries designated to receive
the income or corpus, except where such action Is to provide for after-born
or after-ndopted children or an after-acquired spouse.”
(¢) Powrn To WiTthnoLD INCOME TEMPORARILY.—
(1) IN 0ENERAL.—Section 074(b) (0) is amended to rend as follows:
“(0) POWER TO WITHHOLD INCOME TEMPORARILY.—A power to distribute or
apply [ncome to or for any current income beneflclary or to accumulate the
income for him, provided that any accumulated income must ultimately be

payable—
“(A) to the beneficiary from whom distribution or application is with-

held or to his estate, or

“(B) to the beneficlary from whom distribution or application is
withheld, or if he does not survive a date of distribution which could
reasonably be expected to occur within his lifetime--

“(1) to his appointees (or alternate takers in default of appoint-
ment) under any power of appointment, whether or not general
(provided no appointment under a power other than a general
power can he made to the grantor or hia estate), or

“(11) it he has no power of appointment, to one or more desi
nated alternate takers (other than the grantor or the grantor's
estate) whose shares have been irrevocably specified In the trust
instrument, or

“(C) to the appointees of the beneficiary from whom distrihution or
uppllcntlon ir withheld (or persons named as nlternate takers in default
of appointment) |h»rovlded that such beneficiary possesses a power of
appointment which excludes the grantor and his estate ns a possible
appointee, and does not exclude from the class of possible appointees

84005002
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any other person other than the beneflelary, his estate, his creditors, or
the creditors of his estate, or

(D) on termination of the trust, or in conjunction with a distribu-
tion of corpus which iy rnugmented by the aceumuinted income, to the
current Income beneflelnrios in shures which have heen frrevocably
specifled In the trust instrument, op If any benefielary does not survive
A dute of distributlion which would reasonably be expocted to occur
within his Hetlipo—

“(1) to his appoluteea (or alternate takers in default of appoint-
ment) under any power of appointuient, whether or not general
(provided no appointment under a power other than a general
power cnn be made to the grantor or his estate), or

“(it) If he has no power of appointment, to one or more desig-
nated alternnte takers (other than the grantor or the grantor's
extate) whose shares have been Irrevocably speelfied In the trust
Instrument,

A power does not fall within the powers deseribed in this paragraph if any
perzon other than an adverse party has n power (other than a power which
would qualify us an exception under pavagraph (8) ) to chauge the benficiary
or benetlelartes or the cluss of heneticlaries designated to receive the Income
or corpuy, except where such action I8 to provide for after-born or after-
adopted chitldreen or an after-nequired spouse,”
(2) Errrerive pave—The amendment made by paragraph (1) shall
tuke effect one year after the date of the ennctment of this Act,
(1) PPowrr To Wirnuorn INcoME DURING IIHABILITY OF A DBENFFIOIARY.—

Sectlon 674(Y(T) Is amended to read as follows:
(T) POWER 1O WITIHTHOLD INCOME DURING DIRARILITY OF A BENEFICTARY,—

A power exercizable only durtng—
“(A) the existence of a legal disability of any current income bene-

flelary, or
“(B) the period during which any (ncome benefielary shall be under

the age of 21 years,
to distribute or upply income to or for such benefleinry or to accumulate
and ndd the income to corpus, A power does not fall within the powers
described in this paragraph if any person other than an adverse party has
a power (other than a power which would qualify as an exception under
paragraph (3)) to change the bencficiary or beneficlaries or the clags of
beneficiaries designated to recelve the income or corpus, except where such
action {8 to provide for after-born or after-adopted children or an nfter-

acquired spouse,
() EXCrEPTION FoR CERTAIN PowrERs oF INDEPENDENT TRUSTEES,—S8ecctlon 074

(e) is amonded to read as follows:

“(¢) EXCEPTION ¥OR CERTAIN POWERS OF INDEPENDENT TRUSTEERS.—Subsection
(a) shall not apply to a power solely exercisable (without the approval or con-
sent of any other person) by a trustee or trustees other than the grantor and
which is not exercisable without the concurrence of a trustee who is not a
related or subordinate party subservient to the wishes of the grantor—

“(1) to distribute, apportion, or accumulate income to or for a benefi-
ciary or beneflciaries, or to, for, or within a class of beneficiaries; or
*(2) to pay out corpus to or for a beneficlary or beneficiarles, or to or for
a class of beneficlaries (whether or not income beneficiaries).
A power does not fall within the powers described in this subsectlon If any per-
ron other than an adverse party has a power (other than a power which would
qualify as an exception under subsection (b) (3)) to change the heneficiary or
heneficiaries or the class of beneficiaries designated to recelve the income or
corpus, except where such action {a to provide for after-born or after-adopted

children or an after-acquired spouse.”
() PowrEr To ALLOCATE INCOME Iy LiMITED BY A STANDARD.~Sectlon 674 (d)

is amended to read as follows:

“(d) Powxr To ALLOOATE INCOME 1@ LIMITED BY A STANDARD.—Subsection (n)
shall not apply to a power solely exercisable (without the approval or consent
of any other person) by a trustee or trustees, other than the grantor or fpouse
living with the grantor, to distribute, apportion, or accumulate income to or for
a beneficlary or beneficiaries, or to, for, or within a class of beneficiaries,
whether or not the conditions of paragraph (8) or (7) of subsection (b) are
satisfled, if such power is limited by a reasonably definite external standard
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which fs set forth ig the trust instrument. A power does not fall within the
powers deseribed in this subsection If any person other than an adverse party
has 4 power (other than a power which would quallfy as an exception under
subsection (b) (3)) to change the beuneflclary or benellciaries or the class of
beneficlaries designated to receive the fneome or corpus, except where such
actlon 8 te provide for after-born or after-uadopted children or an ufter-ucquired

xpouse,”
SEC. 116, ADMINISTRATIVE POWERS—AMENDMENT OF SECTION 675.

Parengraph (2) of sectlon 675 ls amended by striking out “(other than the
grautor)” and by Inserting In lleu thereof “(other than the grantor acting

ulone)"”.
SEC. 117, ,N'l(‘:l(())b‘\ilE FOR BENEFIT OF GRANTOR—AMENDMENTS OF SEC.,
4 .

(1) OBLIGATIONB oF Support.—The secoud sentence of uectlon 677(b) is
amended by striking out “puragraph (2)” and inserting in lieu thereof “para-
graph (3)".

(g) EXIs1ENCE oF DISCRETION AR To INcoME.—Sectlon 677 18 amended by
udding at the end thereof the following new subsection :

“(¢) EXISTENCE 0oF DISCRETION A8 10 INCOME.—For purposes of this section,
diseretion exists—

(1) to distribute income to the grantor,

“(2) to upply Income to the pnyment of preminms on policles of insurance
on the life of the grantor, or

“(3) to apply or distritnte income for the support and maintenance of a
bendiclary whom the grantor {s legully oblignted to support or malntaln,

even though the termns of the trast specify that the discretion relates only to

corpus, to the extent that the income of the trust Is not required to be distributed

currently.”

SEC, 118. LIMITATION ON CHARITABLE DEDUCTION--AMENDMENTS
OF SECTION 681,

(n) CONFORMING AMENDMENT.—Except as provided {n subsectlon (b), section
0581 18 amended by striking out “sectlon 042(c¢)"” wherever it appears and In.
serting in leu thereof “section 661 (a) (4)".

(b) TecuNIcAL AMENDMENTS—8ection 081(b) (1) and the first sentence of
sectlon 681(e) are amended by striking out *(domputed without the beneiit of
section G42(c) but with the benefit of section 170(b) (1) (A))" and Inserting in
licu thereof “(or 30 percent in the case of a beneficinry described in section
170(b) (1) (A))". Sectlon 681(d) Is amended by striking out “section 642(c)”
and Inserting In licu thereof “section 661(a)(4)”.

SEC. 119, CONFORMING AMENDMENTS.

(a) CHARITADLE, ETc, CONTRIBUTIONS AND QGirrs.—=8ection 170(e)(1) is
amended by striking out “section 642(c)” aud inserting In lieu thereof “sections
643(d) and 661(a)(4)".

) ConstruoTiVE OwNERSHIP OoF STocK.~—The fourth sentence of section
818(n) (2) (B) ia amended by striking out “(relating to grantors and others
treated as substantial owners)” and lopserting in lleu thereof “(relating to
grantors treated as substantial owners), or is treated as the grantor or owuner
by reason of sectlon 664 (b) or (e),".

(¢) DISALLOWANCE oF CERTAIN OHARITABLE, E10., DEDUCTIONS.~—Section 503 (@)
is amended by striking out “642(c), 548(b) (2)" and inserting in lieu thereof
“G646(b) (2), 681(a) (4)".

(d) Stoox OwnNersnir RequireMmeNT.~—Section 042(a) (2) is amended by
striking out “section 642(¢)"” and inserting in lieu thereof “section 661(a) (4)",

(e) DEpuoTioNn vor CAPITAL Gatns.—The second sentence of section 1202 is
amended to read as follows: “In the case of an estate or trust, the deduction
shall be computed by excluding the portion (if any) of the gains for the taxable
vear from sales or exchanges of capital assets which is deductible under sections
651 and 661 (relating to deduction for distributions to beneficiaries).”

(f) ReTuaNS BY THUSTS CLAIMING CHARITABLE DEDUOTIONS,—

(1) Section 06034 is amended by striking out ‘‘mection 642(c)" whenever

it appears and inserting in lleu thereof “section 661 (a) (4)".

(2) The hending of section 6034 i{s amended by ntﬂkln.g out “SECTION

842(c)” and inserting in leu thereof “SECTION 681(a)(4)".

4
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G Phe table of weetfons for subpart A of paet T of subchapter \ of
chnpter 61 Inamendod by steiking out
UNee s, Returns by frostn elptming chavitabile dedoctions wimler
woetlon W4T (e

aned Incorthug In Hew thereot
SRoe 0, Roturns by trasts clanbindog chartiable doducilons wmdoy
avctton 01 (a) (4)."

() BENERNRION oF TIME bol Ay ses e or Berare Pax. Noetlon G0k (2)
(D D) I nmended by soetking out “poarageaphin (0 nd (2 of seetion G o™
ad Inserting fn Hew theveor “paragenphs (1), (2, G8), and (D of seetlon
wil(a)',

SEC, 120, CLERICAL AMENDMUENTS,

) The (able of soctions fov subparet ¢ of paet 1 of subehigpter 0 of chaptor

1 I nmeded to vewnd as Pollows:

“Subpart C—Estates and ‘Trusts Which May Accumulate Income
or Which Distribute Corpus

URee, B0 Deduetion for entates amd trusts aecamuluting Ineome or

disteibutiug corpus,
CRew G002, Ineluston of awounts in grose inecome of benetelnrles of
extaten aml teasts pecumubating fneome or distribinting

COFpHIN
CNee it Rpeetal voles
URee G0k Power Inpeeson other thin geantor to vest corpis ar i
votne tn hibmself," .
) The table of sections tor subpaet D of paet U ol subehnpter J of chapter
1 amended by adding at the end thereot';
SRee, G0 Multiple trusis
e Phe heading and table of sections for subpaet 1 of paet 1 of subchapter
J of chiapter Uas amended to read as follows:

“Subpart E—Grantors Treated as Substantinl Owners

“Ree, UT1 ‘I'rust Income,  deduetionn, and  eredite  ntteibutable to
ﬁrumurn un submtantlal owners.
CRee. 8073, Delinttions and rulos,
CRee, U178, Reverslonary luterents,
“Nee, U74. Power ta control benefielal enjoyment,
SHee, UT0 Adwminiateative powers,
“Ree, it Power to revoke, .
“Ree, 677 Income tor henetit of grantoe,”
() The table of subparts for part 1 of subchapter J of chapter 1 s amended

by ateiking out “aud otherx™ in the reference to subpart 1.

SEC. 121, EFFECTIVE DATE.
Except as otherwize provided in thia title, the amendments madeo by this title
shall apply with respect to taxable years ending after the date of the cuact-

ment of thia Act.

TITLE II—PARTNERS AND PARTNERSHIPS

SEC. 201. AMENDMENT OF SUBCHAPTER K OF CHAPTER 1 OF THE
INTERNAL REVENUE CODE OF 1854,

Subchapter K of chapter 1 is amended to reud as follows:
“Subchapter K—Partners and Partnerships

“Part I Rules generally applicable to partners and partnershipy,
“Part _11. Collapsible partuership transactions.

“Part 111, 8pecial rules for partners and partnerships.

“Part 1V. Definitiona.
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“PART I—RULES GENERALLY APPLICABLE TO
PARTNERS AND PARTNERSHIPS

“Muhpart A, Detormbnation of tnx HIIMIH'L
CHithprt I Contrelbutlons to a partuership,
CHubpnrt €, Dintethutions by n pmrtnership,
“Hubpnrt 10 Pransforn of inforests in o purtoership
“Subparet ¥, Preatment of cortaln Habiithes.

“Subpart A=Determination of Tax Liability

“Hee, 701, Partners, not partaceship, subjeet to tax,
“Hee, TOZ, Tneome nd eredite of pariner,

CMpe, TEL Purtieesbidp compintutionns,

Mo, 7048 Partner's disteibitive shire.

CHee, T, Determlnntion of barin of pnetner's interont,
CHee TO0, ‘Paxable yenrs of purtner and partnership,
“Nee, 107, 'Fransnctionn etween partner and partnership,
UHee, TOX Continuntion of purineeship,

“SEC, 701 PARTNERS, NOT PARTNERSHIP, SUBJECT TO TAX.

“A partnershlp ax such shndl ot be subjeet to the ineome tax imposed hy this
chnpter.  Persons enrrylng on busioess ox puretners shidl b Hable tor income
tux only In thele sepirate ore individuasl cnpaeltfos,

YSEC, 702, INCOME AND CREDITS OF PARTNER.
o) Gesersn Reces dncdetermindng his Income tax, ench partner shall tako
fnto necount wepnentely his disteibutive shinee of the partuership's -
CCH) gadns e ossen from snlex or exchiunges of eapltal nssets held for

not more than 6 months,
D gulnd and losses from sales or exchunges of capltal assets held for

more than 4 months,

TN ko and ossen from walex or exclinnges of property described in

section 1281 (relnting to certuin property used in a teade or business and
Involuntary converslons),

e charitable contelbutions (ns defined In sectlon 170(e)),

) dividends with respect to which there in provided a ceredit under
section 4, an exeluston under section 116, or n deduetlon under part VI
of subchapter 13,

() toxen, deseribd n seetlon 901, paid or aceraed to forelgn countries
and to porsesslons of the Unlted States, '-

(T partlally tax-exempt interest on obligations of the United Stutes op
on obligntions of fnstrumentalities of the Unlted Stutes as deseribed In
seetlon 80 or wectlon 242 (but, If the partnership elects to nmotrise the
preminms on bonds as provided In gectlon 171, the amount recelved on such
obligntions shnll be reduced by the reduction proviged under section
171(n) (3)),

“(8) other ftems of Income, galn, losy, deduetion, op eredlt, to the extent
provided by regulatlions prescribed by the Necretary or his delegate, and

() tuxable Income or loss, exclusive of Items requiring sepurate compite
tation under other paragraphs of this subxection,

“(b) Ouaksacrer or ITEM8 CONBTITUTING IISTRIRUTIVE SITARE~~The charncter
of any {tem of income, guin, loss, deduction, or credit Included In a partner's dis-
tributive share under subsectlon (n) or (@) (1) (A) shall be determnined as if such
ftem were realized or {ncurred directly by the partner from the souree from
which realized or incurred by the partnership. In making any such determina-
tion, due regard shall be given to any business, financial operation, or venture {n
which the purtnership Is engaged.

“(c) Gross INCOME OF A PARTNER—IN any case where it i necessary to de-
termine the amount of the gross income of a partner for purposes of this title,
such amount shall Include his distributive share of the gross income of the
partnership; except that for purposes of section 61(a) (relating to gross in-
come) such amount shall not luclude payments otherwise Included in gross
income for such purposes by reason of section 707 (b).

“(d) LIMITATIONS IN COMPUTING TAXABLE INcouME, Erc—If any limitation
on the amount of the exclusion or deduction of any item of income, gain, loss,
or deduction affecting the computation of taxable income, or on the amount of
any credit, is expressed in terms of & fixed amount, or a percentage of income,
such limitation shall be applied only to the partner and not to the partnership.
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‘(@) ELrerion For SiMpLIFIED REPORTING —

) IN aeNEral —Under regulutions preseribed by the Secrctary or
hia delegute, {f o partnership all the members of which are individuals
elects for any taxable year to apply this subrection, then, in lHeu of sub-
section (n), in determining his Income tax ench partner --

“(A) ghall take Into pecount sepneately hin distreibutive rhinve of the
partnership ftems roferred to In parageaphs (1), (2), (8), and (3) of
subrection (n), -

SR shall taRe into nccount an amount representing his disteibutive
share of all remaining Itenn of Income, gain, loss, or deduction properly
Includible or allowable with rvespeet to such individual In computing
hir taxable income, and

Y exeept ax provided in subparagraph (A), shall not take into
necount any eredit attributable to hin disteibutive share of any partner-

ship ftom,
) APPLICATION OF PARAGRAPIL (1) (m).—In determining the amount

deseribed In paragraph (1) (B) ---
(A the deductions reforred to in sectlon 703 (n) (2) shall not be

allowed, and

(R no deduction ghall be allowed, and no exclusion shall apply,
which under any ather provision of this title Is lHmlted to a fixed
amount or a pereentage of income,

*(8) Time ror ELECTION, ETC~The election provided by paragraph (1)
may be made for any partnership taxable year, but only if made not later
thun the time preseribed by law for filing the partnership return for such
taxuble year (Including extenslons thereof), Any election made under
this subsection may not bo revoked excopt with the consent of the Scere-

tury or his delegate,

*SEC. 703. PARTNERSHIP COMPUTATIONS.
() INCcOME AND DEDUCTIONS.— The taxable income of a partnorship shall be
computed In the same manner as in the eaxe of an individual, except that—
) the items deseribed n section T02¢(n) shall be sreparately stated;
() the following deductiona shall not be allowed to the partnership:
() the standard deduction provided in section 141,
“(B) the deductions for personal exemptions provided in section 151,
Y the deduction for taxes provided in sectlon 1604 (n) with respect
to taxeq, dexeribed In gection 901, patd or acerued to foreign countries
and to poxzessions of the United States,
) ‘;(h ) the deduction for charitable contributions provided In section
70,
“{E) the net operating loxs deduction provided in section 172, aud
“CFY the additional itemized deductions for individuals provided in
part VII of subchapter B (see. 211 and following) ; and
""(.'Hltho deduction provided by subsection (b) of this section shall be
aliowd,
“(b) DeEdvcTION OF ORGANIZATIONAL FXPENRES OF PARTNERSIIIP,-—

(1) ALLOWANCE 0F DEDUCTION . ~A deduction, taken into account in the
manner provided in paragraph (2), shall be allowed to the partnership for
;g;w organizational expenses (ns defined In paragraph (8)) of the purtuer;

p.

“(2) PERIOD FOR WHICH DEDPUCTION IR ALLOWARLE~The deduction for
organizationnl expenses of the partnership shall be taken into account by
the partnership—
“(A) ratably over a period of 60 months beginning with the month
in which such expenses are paid or accerued, and
“(B) any organizational expenses not previously deductible hy the
partuership shall be deductible by the partnership for its last taxable
vear.

(3) DEFINITION OF ORGANIZATIONAL EXPENBES.—For purposes of this sub-
section, the term ‘organizational expenses' means any expenditure paid or
nc&n;led. in & partnership taxable year to which this subsection applies,
w ‘! p—
“(A) Is incident to the creation of the partnership, or for the prepa-
ration of the initial written partnership agreement (but not including
apny revision thereof or substitute therefor), and
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“(B) is chgrreable to capital acconnt; except that such terin does
not include expenditures paid or acerued to obtaln capital contributions
for such partnership or which are incldent to the transfer of assets to
such partuership.

“(¢) KLECTIONS OF THE DPARTNERSHIP.---Any election affecting the computa.
tion of taxable Income derlved from a partnership shall be made by the partoer-
ship, except that the election under section 901 (relating to taxes of foreign
countrios and possessions of the United States) shull be made by euch partner

sopatrately.

“SEC, 704, PARTNER'S DISTRIBUTIVE SHARE.

“(1) EFFECT oF PARTNERSINP AGREEMENT.—A partner's distributive share of
Income, galn, losx, deduction, or credit shall, except as otherwise provided in
this section, sectlon 701 (relating to specinl rules for contributed property),
und section 762 (relating to fumily purtnerships), be determined by the partner-
ship agreement,

“(b) DISTRIBUTIVE SIHARE DETERMINED BY INCOME ok Loss RaTio.—A partner's
distributive share of any ltew of Income, galn, loss, deduction, or eredit shall
boe determined In accordance with his distributive share of taxable income
or losw of the purtnership, us described in section 702(u) (9), for the taxuble

yenr, If-- )
“(1) the partnership ugreement does not provide s to the purtner’s dis-

tributive share of such ftem, or

“(2) the priucipal purpose of any provision fn the pnvtuership agreement
with respect to the purtner's disteibutive share of such itew I8 the avoid-
unce or evaslon of any tax finpoxed by thix subtitle,

“(e) CoNTRIBUTED PROPERTY.~ -In determining o partner’s distributive share
of ftems deseribed In rection T02(a), depreciation, depletion, or galn or loss
with respect to property contributed to the pnrtnership by & partuer shall, ex-
cept to the extent otherwise provided in section 761 (relating to special rules
for contributed property), be allocnted mmong the partners in the same manuer
ax if such property had bheen purchased by the partnership.

“(d) LIMITATION ON ALLOWANCE OF Lossks-—A partner's distributive <hare
of purtnership loss (including eapital loss) shall be allowed only to the exwent
of the adjusted basis of such partner's futerest in the partnership at the end of
the partnership year in which such loss occurred.  Any excess of such loss over
sueh busis shall be allowed as a deduction at tlie end of the purtnersbhip year
in which such excess s repald to the partnerhip,

“SEC. 705. DETERMINATION OF BARIS OF PARTNER'S INTEREST.

“(n) GENERAL RULE~-The adjusted basls of 0 partner's interest in a partner-
ship shall be determined by reference to his proportionate xhare of the adjusted
basis of partnership property as {f there hud been a termnination of the
partnership,

“(b) Limrrarions.—The adjusted basis of a partner's interest shall not be
determined under subsectlon (a) but shall be determined under sectlon 763

“(1) the partuership so elects (ln accordance with regulations prescribed
by the Secretary or his delegute), or
“(2) the partner falls to establish to the satisfaction of the Secretary or
his delegute, If requested to do xo in connection with, or subsequent to, the
examination of his income tax return, that there has been no—
“(A) contribution to the partuership,
“(B) transfer of an interest in the partnership,
(") distribution by the partnership, or

“(D) other clreustance,
which would result in a substantial difference between the basis for the

purtner's Interest computed under this section and hix basis as computed

under section 703,
Notwithstanding paragraph (2), subsection (a) shall apply if the adjusted

basis determined under such subsection is further adjusted (as required by
regulations prescribed by the Secretary or his delegate) in a manner which
eliminates any such substantial difference.

“SEC. 706. TAXABLE YEARS OF PARTNER AND PARTNERSHIP,

“(a) YEAR IN WHIcH PARTNERSHIP INCOME I8 INCLUDIBLE.—~In computing the
taxable income of a partner for a taxable year, the inclusions required by section
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702 and sectier 707 (b)Y with respect to a partnership shall be based on the fn-
come, guln, o4 deduction, or credit of the partnership for any taxable year
of the partnership ending within or with the taxable year of the partner,

(b)) Avorriox or CHANGE 0F ‘TAXANLE YEAR.---
(1) PARTNERNIIIPS TANARLE YEAR—The taxablo year of a purtnership

shndl he determined as though the partnership wore a taxpayor. A parther-
ship may not
“CA) adopt g tuxable year other than that of all its prinelpal partoers
texceept that i€ all the prinelpal partners do not have the same taxable
yoeur, the pavtunership may ndopt a calendar year), or
“(B) chauge to a faxable year other than that of all its principal

partners,
uuless 1t extublishon, to the satisfaction of the Secretary or hix delegate, a

business purpose therefor,
H(2) PARTNER'S TAXADLE YEAR—A partner mny not change his taxable year

exeept an provided In section 442,

SR PRINCIPAL PARTNER, - For purposes of this subsection, a prineipal
partner 8 a partner having an interest of § percent or more in partnership
profits or eaplial,

o) CrosiNag o ParrNERSIIP YEAR-EFxcopt In the care of a terminution of
a partnership and except as provided in sectlon 764 (relating to the closing of the
taxable year of n partnership with vexpeet to a deceased partner and with re-
apeet to o partner who rells or exchanges an interest in the partnership), the
taxublo year of a partnership shatll not ¢lose ax the vesult of the death of a
partner, the entry of a now partner, the lquidation of n partner's interest in the
partnership, or the sale or exchange of a partner’'s Interest in the partnership,

“SEC. 707, TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP,

) PanreNER Nor AcriNag IN (apacteey AR Paresen- -If a1 partner engages in
a trausaction with a partnership other than In hix capaclty as a1 member of
such partnership, the transaction shall, exeept ax otherwise provided In sab-
section () and in xection 745 (relating to cortnin sales or exchinnges of property
with respeet to controlled partuerships), be considerad ns ocenrving between
the partnership and one who {x not a partner,

() QUARANTEED DPayMENTS--To the extent determined without regard to
the income of the partnership, payments to a paviner for services or the use of
capital shall be consldered ns made to one who i not 1 member of the partnership,
but only for purposes of section 81(a) (velating o gross Income) nnd sectlon
162(a) (relating to teade or buslness expenses).

“SEC. 708. CONTINUATION OF PARTNERSHIP,
“(a) General Rure—-For purposes of this subehapter, an existing partner-
ship shall be considered as continulng if {t is not terminated.
“(D) TERMINATION, -
D) AeNERAL RULE-- For purposes of subzection (), a partnership shall
he constdered ns cerminated only if-—

“CAY no part of any business, flnanelal operation, or venture of the
partnership continues to be carried on by any of Its partners in a
parinership, or

L) within a 12-qmonth period there are sales nud exchanges which
aggregnte B0 poreent or more of the totnl interest in partnership capital
and profita,

For purposes of aubparagreaph (B), there shall not be treated as a sale or
exchange any sale to or exchange with a person who, on the dnte of such
sale or exchange, has been n member of the partnership for a perlod of 12
months or more,
“(2) CROBS REFEREN( P
“For special rules to be applied in the case of mergers or consolidations and
divisions of partnerships, see section 766,

“Subpart B—Contributions to a Partnership

“Ree, 721, Nonrecognition of gain or lors on conteibution.
“8ec, 722, Basls of contributing partner's interest,
“See. 723. Basle of property contributed to partnership.
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“SEC. 721. NONRECQGNITION OF GAIN OR LOSS ON CONTRIBUTION.
“(n) GENERAL RULEZ~No gnin or loss shall be recognized to a partnership or
to any of its }mrtners lu the caxe of n contribution of property to the partnership
in exchange for an interest in the partnership,
“(b) Cross REFERENCE,—
“For provision relating ta interest in partnership capital exchanged for services,
see section 770,

“SEC. 722, BASIS OF CONTRIBUTING PARTNER'S INTEREST.

“Ihe busls of an Interest in a partnership aequired by a contribution of
property, Including money, to the partnership shall be the amount of such
mouoy nnd the adjusted basis of such property to the contributing partner at
the time of the vontribution. Fhe basis of un interest In a partnership ac
quired In exchunge for the performance of sepvices for the parthership shall
be the amount deemed to be a contribution to the partuership under section

T70(a).
“SEC. 723. BASIS OF PROPERTY CONTRIBUTED TO PARTNERSHIP.

“The basis of property contributed to a partnership by a partner shal) be
the adjusted basis of such property to the contributing partner at the time of

of the contributlon,

“Subpart C—Distributions by a Partnership

“Hee. TH1. Bxtent of rccognition of galu or loss on distribution.

“Hee, TH2, Husin of disteibuted prnllwrty other than mouey,

“Nee, T3, Baxin of distributee partner's futerest,

CRee, T4, Banle of undisteibuted partnership property.

“Nee, T80, Clhinracter of gain or loss on dispusition of distributed see-
tion 781 asxets,

“See. 740, Holding perlod for distributed property.

“SEC. 781, E"(]:fgg'r OF RECOGNITION OF GAIN OR LOSS ON DISTRIBU-

“(a) PARTNERK-—In the ense of a distribution by a partnership to a paviner—
“(1) gain shall not be recognizsd to such partner, except to the extent
that any money distributed exceeds the adjusted baxis of such partner's
Interest In the partunership immediately before the distribution, and
*(2) loss shall not be recognized to xuch partner, except that upon a
distribution in Hquidation of a partner's hiterest in a partnership where
no property other than money and xectlon 761 assets s distributed to such
partner, loss shull be recognized to the extent of the excesrs of the adjusted
basls of such partner’s nterest in the purtnership over the sum of—
“(A) any money distributed, and
“(B) the bhasds to the distributee, as determined ynder sectlon 732,
of any sectlon TH1 assets,

Any gain or loss recogntzed under thix subsection shnll be considered as gain
or loss from the sale or exchange of the partnership Interest of the distributee
partner,

“(D) ParrNerspira.-~No gain or loss shall be recognized to n partnership on
a distribution to a partner of property, including money.

“(¢) BxcrrrioNs.—--This section shall not apply to the extent otherwise pro-
vided by section 750 (relnting to distributions of certain section 7H1 nssets)
and sectlon 776 (relating to amounts patd to a retiving partner or a deceased

partner’s guccessor in interest),
“SEC. 732, BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY.

“(a) DISTRIBUTIONS OTHER THAN IN LIQUIDATION OF A PARTNER'S INTEREST.~—
“(1) GENERAL RULE-—The basiz of property (other than money) distrib-
uted by a partnership to a partner other than in lquidation of the partner’s
Interest shall, except ns provided in paragraph (2), be its adjusted basis
to the partnership immedintely before such distribution.
“(2) LaismiratioNn.—The basls to the distributee partner of property to
which paragraph (1) I8 applicable shall not exceed the adjusted hasis
of such partner's interest in the partnership reduced by any money distri-

buted in the same transaction.
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“(b) DiarmisuTioN IN LiQuipatiox.—The basis of property (other than
amouey) distributed by a partuership to a partner in liquidation of the partner’'s
interest shall be an amount equal to the ndjusted basis of such partner’s inter-
st In the partnership reduced by any money distributed in the satae transaction.

“(¢) ALLocATION OF Basis.—The basis of distributed properties to which
subsection (1) (2) or subsection (b) is applicable shall be allocated—

“(1) first to any sectlon 751 assets In an amount equal to the adjusted
bhaxls of ench such,property to the partunership (or if the basis to be allu-
cated 18 less than the suin of the adjusted bases of such properties to the
partnership, in proportion to such bases), and

“(4) to the extent of any remaining basis, to any other distributed prop-
erties in proportion to thelr adjusted bases to the partnership,

‘(@) Excrprrion.—This section shall not apply to the extent that a distribu-
tion is treated ns A sale or exchange of property under section 750 (relating to

distributions of certain section 751 ansets).

“SEC. 733. BASIS OF DISTRIBUTEE PARTNER’S INTEREST.
“In the case of a distribution by a partnership to a partner other than in liquida-
tion of a partner's intereat, the adjnsted basis to such partner of his interest

in the partuership shall be reduced (but not below zero) by—
“{1) the amount of any money distributed to such partoner, and
“(2) the amount of the basis to such partner of distributed property

other than money, as determined under sectioun 742,

“SEC. 734. BASIS OF UNDISTRIBUTED PARTNERSHIP PROPERTY.

“The basis of partnership property shall not be adjusted as the result of a
distribution of property to a partner, unless the election provided by section
T80(1) (relating to optional adjustinent to basis of partnership property) is in
effect with respect to such partuership,

“SEC. 7185. CHARACTER OF GAIN OR LOSS ON DISPOSITION OF DIS-
TRIBUTED SECTION 1751 ASSETS,

“(inin or loss on the disposition by a distributee partner (or by a person
wh.xe basis for any property recelved from such distributee partner is deter-
miued in whole or in part by reference to the basis of such property in the hands
of such diztributee partner) of section 751 assets shall be cousidered gain or
losa from the sale or exchange of property other than a capital asset.

“SEC. 7%6. HOLDING PERIOD FOR DISTRIBUTED PROPERTY.

“In determining the period for which a partner has held property recelved
in a distribution from a partnership, there shall be included the holding period
of the partnership, as determined under section 1223, with respect to such

‘property.
“Subpart D—Transfers of Interests in a Partnership

“Sec. T41, Recognition aud character of gain or loss on sale or ex-

change,
"Qec. 742, Basis oF transferee partner's intereat.
“8ec. 743. Basis of partnership property.

“SEC. 741. RECOGNITION AND CHARACTER OF GAIN OR LOSS ON SALE
OR EXCHANGE.

“In the case of a aale or exchange of an interest in a partnership, gain or loss
shall be recognized to the transferor partner. Such gain or loas shall be con-
sidercd as gain or loss from the sale or exchange of a capital asset, except as
otherwise provided by section 749 (relating to sales or exchanges of interests in
partnershipe resulting in ordinary income).

“SEC. 742. BASIS OF TRANSFEREE PARTNER'S INTEREST.

“The besls of an interest in & partnership acquired other than by contribution
shall be deteriined under part II of subchapter O (sec. 1011 and following).

“SEC. 743, BASIS OF PARTNERSHIP PROPERTY.
“The basis of partnership property shall not be adjusted as the result of a

transfer of an interest in a partnership by sale or exchange or on the death of a
partner, unless the electlion provided by section 7T80(2) (relating to optional
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amdjustment to basis.of partnership property for transfers of partnershlp ine
terests) is in effect with respect to such partnership.

“Subpart E—~Treatment of Certain Liabilities
“8ec. T46, Treatment of certain labllities.

“SEC. 746. TREATMENT OF CERTAIN LIABILITIES,

“(a) INCREABE IN PARTNER'S LIARILITIXS.—ADy increase in a partner’s share
of the liabilities of a partnership, or any increase in a partner’s individual liabil.
itles by reason of the assumption by such partner ot partnership llabllities, shall
be considered as a contribution of money by such partner to the partnership.

“(b) DECBEASE IN PARTNER'S LIARILITIES.—ADY decrease in a partner’s share
of the liabllities of a partnership, or any decrease in a partner’'s individual
labilities by reason of the assumption by the partnership of such individual
Habllitles, shall be considered as a distrlbution of money to the partner by the
partnership.

“(c) LiasirLiry 10 WHion Peorerry 1s Sussecr.—For purposes of this section,
-a Hability to which property is subject shall, to the extent of the fair market
vitlue of such property, be consldered as a liabllity of the owner of the property.

“(d) Sark oB EXCHANGE OF AN INTEREST~—In the case of a sale or exchange
of an interest in a partnership, labilities shall be treated in the same manner as
liabilitiee in connection with the sale or exchange of property not assoclated
with partnershipw.

“PART II—COLLAPSIBLE PARTNERSHIP TRANSACTIONS

“Sec, 749. Bales and exchanges of interests iu partrerships which re-
“Sec, 750 Ds::lrlitbé‘t‘t:t:g ‘v'rnhfcyb‘x‘}ecu‘gw 1o ordinary fncome.
“8ec, 761, Definition of section 751 assets and substantially appre

clated section 701 assets.
““SEC, 749, SALES AND EXCHANGES OF INTERESTS IN PARTNERSHIPS
WHICH RESULT IN ORDINARY INCOME,

“The amount of any money, and the fair market value of any property other
than money, received by a transferor partner in exchange for all or a part of his
interest in a partnership, to the extent attributable to substantially appreciated
section 751 assets, shall be considered as an amount realized from the sale or
-.exchange of property other than a capltal asset:* Any gain attributable to such
assets shall be reduced (but not below zero) by any section 751(b) loss in the
same transaction. T'his section shall apply without regard to whether there is
gain or loss on the sale or exchange of the partnership interest.

“SEC. 750, DISTRIBUTIONS WHICH RESULT IN ORDINARY INCOME.
“(a) CERTAIN DISTRIBUTIONS TREATED A8 SALES oR ExcuaNdes.—To the extent
a partner receives in a distribution—

“(1) partnership property which is substantially appreciated section 751
angets in exchange for all or part of his Interest in other partwership
property (including money), or

“(2) partnership property (including mouey) other than substantially
appreciated section 751 assets in exchange for all or a part of his {nterest
in partnership property which is substautially appreciated section 751 assets,

such transactlons shall, under regulations prescribed by the Secretary or his
delegate, bo considered as a sale or exchange of such property between the dis-
tributee and the partnemship (as constituted after the distribution). Any gain
recognized to the distributee partuner, or to the partnership (as constituted after
the distribution), as the case may be, which is attributable to subatantially
appreciated section 701 awssets shall be reduced (but not below zero) by amy
section 761 (b) loss in the same transaction.
“(b) ExceprioNs.—S8ubsection (a) shall not apply to—
“(1) a distribution of property which the distributee contributed to the
partnership.
“(2) payments, described in section 776(a), to & retiring partoer or suc-
cessor in interest of a deceased partner, or
. *%(8) a distribution of the partner's distributive share of the partmership
income for the cwrrent year (including drawings and advances),
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“SKC, 181, DEFINITIONS OF SECTION 751 ARSRETS AND SUBSTANTIALLY
APPRECIATED SECTION 781 ASNETS,

() RecrioN T80 Asnkte. - For purposed of this subehuptor, the term ‘section
08 nametn’ e all property of the parthershilp exceopt--

D) oapltal nesets,

Q) property the gl oit the sale or exchange of which would be trented
e Eadn from the sale of n eapltal asset held for more thun 6 months, aud

(8 property desertbod Dn sectlon 1288 (),

) Baevton 01D Lonk:  For purposes of sectlons 740 and 780, (he term
moction THLD) low' weans the mmount of any net toss which would vesutlt from
the soparite application of section 1280 with reepect to all partiuorship proporty
troanted an wold or exchanged, 10 all sieh proporty wore sold at s fale mnrket
value, I applying this sulmsection for purpores of section 700, sepnrite deter-
wminntions shall be made for the distributeo pactner and for the paetnership oas
conatituted after the distribution),

“(e) RULER FOR VIE APPLICATION OF RUNBECTION® (R) AND (D),

LY CHEARACTER OF PROPERTY. - For purposes of subsections (a) il ¢h),
the character of any property shall he dotermined at the thae of the sile
or exchange of the lnterest (or at the thee of dirtelhation) as i¢ all prop-
erty teanted an sold o8 exehinngmd wore sold divectly by the person (o e
sona) vellnquishing an fntevest in the property (giving due vegnred to any
business, hanelnt operation, or ventuve in which the pavtuership v en-
ey and ax 1 all such property had been xold to one person in one
tranzaction.

L2) PROPRRTY NRID FOR NOT MORE TIAN 6 MONTUN.- For purpowes of
subseetions (a) and (b, /ll property of the pretnership shadl be deemed to
have heen held for more thatt @ months (or for 12 wmonths or more In the
eane of Hveatoek desceribed In section 12800) (8)) whother or not so held,

Cab) BURRTANTIALLY  APPRECIATFD NECTION T30 Assrrd,  Nectlon 701 ausets
ahall be constdored to be substantially apprecinted section 761 axseln 10 thelr
fulr market value oxcends- -

D) 120 percent of the adjusted basia to the pavtnership of the section
T ansets, ad

(2 10 percent of the fate market value of all pavtnership property,
other than mouey, reduced by the labilities of the partnesship,

“PART HI—SPECIAL RULES FOR PARTNERS AND
PARTNERSHIPS

“Subpart A Spectal roles in determining tax Habitity.

“Nubpart B Interest tn puetnership eapltal exchnuged for epvices,

cNubpart ) Cermduation of retieing or deceased partner's Interest,

“Kubpart 1 Eleetton of optional adjustments to harts of partnership
property,

“Subpart A—Special Rules in Determining Tax Liability

“Nee. 761, {peelal rulex for contributed property.,
“Nee, 7020 Famlly partnerships, ,
“Ree. TUL. Alternative rule for determination of basla of partner's

futerest,

“Ree. 704, Closing of partnership taxable year for deceased partner
or rnrlm-r who kells or exchanges part or all of Interenst.

“Qee, 765, Certndn males or excinnges of property with respeet to con.
trolled partuerships,

“See. T04, Cm‘\;u'\uhm purtuership tn mergees or consolldations and
divixlonn,

#SEC, 761. SPECIAL RULES FOR CONTRIBUTED PROPERTY.

“(R) EFFECT OF PARTNERSHIP AGREEMENT.—If the partnership agreement so
provides, depreciation, depletion, or gala or loxe with respect to properiy con-
tributed to the partnership hy a partner shall, under regulations preseribed by
the Secretary or hiz delegate, be shared wmong the partners 8o us to take ae-
count of the variation between the basgis of the property to the partnership and
its falr market value at the time of contribution.

“(b) Uxpivioep INTEREsTS.—If the partnership agreement does not provide
otherwise, depreciation, depletion, or guin or loss with respect to undivided
interests in property contributed to a partnership shall be determined as though
such undivided interests had not been contributed to the partnership. This
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submection whall uppry' only 1 all the partnors had awdivided intersts In snch
property prior to conlribution and thelr Intorests 1n the capltul and protits of
the purtnership corvenpond with such undlvided intorosts,

() Cons EEFERENOE.

*Por romul rule for the treatment of depreeiation, depletion, ar gain or less
on conlributed properiy, see section 704(c),

“NKC. 762, FAMILY PARTNERSHIPS,

“(n) RECOUNITION OF INTEREST CREATED BY DPURCILANK o) (117, - A person shall

bo recognbyd nx oa parther for purposes of this subtitle (£ he owns # capital
Intorost In o partneeship inowhieh eapltal is a matertal ineone-producing fuctor,
whoether or not such Interest was derlvid by purchase or gift from any other
WarNon,
! “(h) Iunrrinurive BIARK o DoNey INCLUDIIE IN (GRONS INCOME.-—In the came
of nny partunership infereat cronted by gift, the distributive share of the doneo
under tho partnership agroomont shall bo includible In his gross income, excopt
to the extent thnt such sharo In dotorminsd without allowianeo of reasonahle
compennation for servicon rendersd to the partuership by the donor, and exeopt
to the extent that the portlon of such shuro attributable to donated cupital is
proportionntely grenter than the shiure of the donor attrtbutable to the donor's
enpltal,  The distributive share of 1 partner in the earnlngs of the partnership
shall not he diminished becaunso of absence duo to miliury service,

(o) Purciang o INTKREST uY MeMukk o FAMILY.- -For purposes of this sec.
tlon, nn Interest purchumsd by one membor of a fumlly from ansther shall be
consldered to b erented by glft from the soller, and the fale markot value of
the purchased Intorest shinll bo connlderod to bo donnted eaplital, The ‘tanily’
of nuy {ndividual shall include ouly his spouse, uncestors, uid lincal descendants,
nnd nny trusta for the primary bhenefit of such persons,

“NEC. 763, ALTERNATIVE RULE FOR DETERMINATION OF BASIS OF
PARTNER'S INTEREST.,

“If soctlon T08(n) In not applicable, the adjusted banls of a partner's interest
In o parthership shall bo the busis of kuch Interest determined undor sectlon 722
(rolating to contributions to a partnership) or section 742 (relnting to transfoers
of partnership Intorowts)-—

(1) fnereased by the sum of hiw distributive share for the taxable year
and prior taxuble years of-—
7 “(A) taxable income of the partnorship ns deteriuined under section
O3 (n),
*(B) Income of the partnership exempt from tax under this title, and
“(C) tho excosn of the deductions for depletion over the basis of the
property subject to depletion ; and
“(2) decreaned (but not below zero) by distributiony by the partnership
an provided in section 733 and by the sum of his distributive share for the
taxable year and prior taxable years of—
“(A) lonses of the partnership, and
“(B) expenditures of the partnership not deductible in computing its
taxable income and not properly chargeable to capital account,

“SEC, 764, CLOSING OF PARTNERSHIP TAXABLE YEAR FOR DECEASED
PARTNER OR PARTNER WHO SELLS OR EXCHANGES PART
OR ALL OF INTEREST,

“(a) Draru or Parrnes.—The taxable year of a partnership shall close with
respect to n decensed partner as of the date of death of such partner, unless his
successor in futorest flles an election not to close the taxable year of the partner-
ship with respect to such partner as of such date. Such election shall be filed
in accordance with regulations prescribed by the Secretary or his delegate. In
the event such election Is filed, the tazable year of the partnership shall close
with respect to such deceased partner us of whichever of the following is first
to occur—

“(1) the close of the partnership taxable year,

“(2) the date of the first sale, exchange, or reduction occurring after
his death of any part of the lnterest of the deceased partner, or

“(8) the day tollowlnf‘ the death of such partner if any part of the
Interest of such partuer is sold, exchunged, or reduced at death by reason
of an agreement which {s operative on the death of such partner.
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to be substantial or the interest {s disposed of (other than by death,
where the substantial restrictions or limitations continue), whichever
first occurs, and shall be the lesser of—
“(1) the fair market value of the services, or
“(i1) the falr market vulue the interest would have had at the
time of the exchange had there then been no such restrictions or
limitations.

#(2) LIMITATION ,ON DEDUCTION UNDER S8UBSECTION (b) (1).—The amount
of the deduction under subsection (b) (1) shall not exceed the apgregute
amount determined by taking into account, with respect to each relinquish-
ing partuer, whichever of the following ix the lesser:

“(A) his adjusted basis (as of the tlme of the exchange) in the

relinquished interest, or
“(B) that portion of the amount determined under paragraph (1)

which is attributable to his relinquishment,

“Subpart C—Termination of Retiring or Deceased Partner’s
Interest

“Sec. 776. Amounts pald to a retiring partner or a deceased partner’s
success or in interest,

“Sec. T17. Cross references rolnt!mi to partnership income treated as
fncome in respect of decedent and exception as to appli-
catlon of rule for property acquired from a decedent.

“SEC. 776, AMOUNTS PAID TO A RETIRING PARTNER OR A DECEASED
PARTNER'S SUCCESSOR IN INTEREST.
“(a) AMOUNTS CONSIDERED A8 DISTRIBUTIVE SHARES OR GUARANTEED DPAY-
MENTB,—
(1) AMOUNTS TO WHICH BURSECTION I8 APPLICARLE.~—Amounts payable
in lquidation of the Interest of a retiring purtuer or a deceased partner
shall, except as provided in subsection (b), be considered—
“(A) as a distributive share of partnership income to the recipient

it the amount thereof—
“(1) is determined with regard to the Income of the partnership,

and

“(il) is paid, or payable, on or before the fifteenth day of the
fourth month following the close of the partnership taxable year
with respect to which such amount is determined, or .

“(B) as If they were a guaranteed payment described in sectlon
707(b) i subparagraph (A) is not applicable.

“(2) TIME 2 MOUNTS PAYABLE ARE TAKEN INTO ACCOUNT,~—

“(A) AMOUNTS CONSIDERED A8 DISTRIDUTIVE BHARES—Any amount
consldered under paragraph (1) (A) as a distributive share of partner-
ship income shull be taken into account by the partnership and by the
recipient as of the last day of the partnership taxable year with respect
to which such amount I8 determined.

“(B) AMOUNTS CONSIDERED A8 GUARANTEED PAYMENTS.—Any amount
considered under paragraph (1) (B) as a guaranteed payment shall be
taken into account by the partnership and by the reciplent as of the
last day of the partnership taxable year {n which such amount was paid
or payable.

“(b) AMOUNTS CONRIDERED A8 DISTRIBUTIONS.~

“(1) GENERAL RULE~Amounts payable in liguidation of the interest of
a votiring partner or a deceared partner shall be consldered as payable in
a distribution by the partnership, and not as a distributive share or guar-
anteed payment under subsection (a), to the extent that, nnder regulations
prescribed by the Secretary or his delegate, such amounts (other than
amounts described in paragraph (2)) are attributable to the interest of
such partner in partnership property.

“(2) AMOUNTS NOT CONSIDERED AB COMING UNDER BURSKOTION.—For pur
poses of this subsection, amounts attributable to an interest in partnership
property shall not include amounts payable with res to—

“(A) unrealized recelvables of the partnership (as defined in sub-
section (¢)(4)), or

“(B) goodwill of the partnership, except to the extent the partnership
agreement provides for a payment with respect to goodwill,

4
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“(¢) RULES FOR AVPLICATION OF RECTION,—

(1 EXCEPTION WIHERE ALL AMOUNTS® ARE PAYALLE IN 123-MONTH PERIOD.—
It all amounts payable in Hquidation of an interest In a partuership ave
payable within a 12.month period, such amounts shall be conxidered as a
distribution by the partnership, and subsections (a) and (b) shall not apply,

*(2) AMOUNTS PAID IN MONEY AND OTHER PROPERTY.—Where amounts paid
in Hquidution of a partner's interest are nmounts to which hoth subxection
() and subxection (b) ure applicable and are amountx pald both in money
nnd in other property, such money shall first he deemed to be in puyment
for the nmount to which subsection (a) Is applicable, and only to the extent
such money Iz in excess of such amonut shall it be deemed to be part of the
amount to which subsection (h) iz applicable,

“(3) RECTION 77601 AMOUNTH PAID AFTER TERMINATION OF PARTNERSHIP,—
It upon termbmttion of a partnership any person continues to pay amounts
In Hqnidation of the Interest of a vetiring partner or decensed partner to
which subsection (n) was applicable—

“(A) The retiving partner, or successor {n nterest of the decensed
partner, xhall Include In gross ineowe under section 61(n) (AR nmonnts
having the xame character ax if subxection () (1) (B) of thix xection
applied) any such amonnts veceived from such person,

“(R) If the person making such payment—

*(1) Is an individual,
(i) waxr a partner of the partnership immediately before the
retirement or death,
“‘(ll!) iz under a binding legal obligntion to make such payment,
and
“(iv) I8 operating n trade or business as a sole proprietor
then xueh individual shall be entitled to deduct ax a trade or husiness
expenxe under xection 162¢(n) xuech amounts which are pald or acerned,

“t4) UNREALIZED RECEIVARLEN.—For purposex of thix xection, the term
‘unrealized recelvables' nieans, to the extent not previously includible in
Income under the method of accounting usged by the partnership, nuy rights
(contrnetual or otherwise) to panyments for-—

“(N) goods produced (or delivered, in the eaxe of 0 partnership pre-
dominantly engaged In a distributing trade or businesx), to the extent
that the proceeds therefrom would he treated ax amounts recefved from
the xale or exchange of property other than a eapital nxset, or

“(B) xervices rendered.

“SEC. 777. CROSS REFERENCES RELATING TO PARTNERSHIP INCOME
TREATED AS INCOME IN RESPECT OF DECEDENT AND
EXCEPTION AS TO APPLICATION OF RULE FOR PROPERTY
ACQUIRED FROM A DECEDENT. -

*(1) For treatment of partnership income for portion of year before death of

partner, see section 691(e)(1).
*(3) For treatment of section 776(a) amounts, see section 691(e) (1),
"‘3) For treatment on death of partner of unrealized receivables not included in

section 776(a) amounts, see section 691(e)(3).
*(4) For treatment of smounts includible in the income of a successor in interest

where a partnership capital interest was exchanged for services, see section

691(e)(4).
*“(8) For rule excepting from the application of section 1014 ;\.l) relating to basis
P

of property acquired from a decedent) a portion of partners nterest acquired
from deceased partner, see section 1014(¢c).

“Subpart D—Special Adjustments to Basis of Partnership
Property

“Ree, TR0 Manner of electing optlonal adjustments to baxin of partuer:
ship property,

“Ree IS Optional ae fnuhuvnt I ense of dixteibution of property,

CRee, TR, Optionnl ndjuntment tn eane of transfer of fntereat,

“Nee, I83, Allocation of haxis for optlonal adjustments,

“Ree. IS4, NBpecial banis to transferse npon xubsequent dixtreibution.

“Ree, TRE. Specind bavix to transferee upon xubregquent xale or exclinngs,

“SEC. 780. MANNER OF ELECTING OPTIONAL ADJUSTMENTS TO BASIS
OF PARTNERSHIP PROPERTY.

*If a partnership—
(1) tilen an election with respect to distributions of property, the hasis

of purtnership property shull be adjusted in the manner provided in xection
T81 with resxpect to all distributions, or

84665 O—00-——38 “«
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“(b) SALR OR LIQUIDATIONR OF INTKREAT OF A PARTNER. -

“(1) DisrosiTioN OF ENTIAE INTEREST.—Fxcept as provided in subsection

(n), the taxable your of a partnership shall close—
“(A) with respect to a purtner who sells or exchanges his entire:
interost in a partuership, and
“(B) with reapect to a partner whose interest ia liguldated.
Such partner's distributive share of items deacriboed in section 702 (a) or
te) for such year shall be determined, uuder regulations prescribed by the
Secretary or his delegute, for the per{od cnding with such sale, exchauge,
or liguidation,

“(2) DIsPOSITION OF 1LKESS THAN ENTIRE INTEREST.—EXxcept as provided lu
subsection (a), the tnxable year of a partnership shall not cluse (other
than at the end of a partnership's taxable year) with respect to & partner who
sells or exchnnges less than hia entire interest in the purtnorship or with
renpect to a purtner whose interest 18 reduced, but such purtnor’s distribu-
tive share of itemn described in wection 702 (a) or (e) shall be determined
by taking {nto nccount his varying interests in the partnership durlug the
taxable year.

“(t) CrOSR REFKRENCE, -
“For genersl rule for the closing of a partnership taxable year, see section 108(¢)..

“SEC, 765, CERTAIN SALES OR EXCHANGES OF PROPERTY WITH RE.
SPECT TO CONTROLLED PARTNERSHIPS.

“{(a) losses Disartowen-~No deduction ahall be allowed in respect of losses.
from anles or exchanges of property (other than an interest in the partuership),
directly or Indirectly, between.--

“(1) a person aud & partnership in which more than 50 percent of the:
capital interest, or the profits interest, is owned by mich person,

“(3) two partnershipa in which the same person or persons own common
interests of more than 50 percent of the capital interosts or profits interests,

“(3) a partunership and a corporation in which the sume petson or per-
gong own common Interestr of more than 60 gmrcant of the capital luterest,
or profits interest, of the partnershlp and of the value of the outatanding
stock of the corporation, or

“(4) a partnershlp and a trust or estate In which the same person or-
persons own common interests of more than 50 percent of the capltal inter-
ost, or profits interest, of the partnership and of the value, actuarially com-
puted, of the trust or estate.

“(b) GAINR 'TREATED A8 ORDINARY INCOME.—In the care of a sale or exchange,.
directly or Indirectly, of property which in the hands of the transferee is nelther
a capital asset as defined in section 1221 nor land used in the trade or bustness—

*(1) between a person and a partnership in which more than 80 percent
of the capital interest, or profits interest, 18 owned by such porson, or

*(2) between two partnerships In which the same petrson or persons own
‘eommun interests of more than 80 percent of the capital interests or profits:
nterests,

any galn recognized ghall be consldered ns gain from the sale or exchange of’
property other than a capital asset. .

“(¢) APPLICATION oF SrcrIoN 267.—

“(1) SEOTION 261(a) (1) INAPPLICABLE.~~Section 267 (&) (1) shall not apply
to any sale or exchange between a person and a partnership, between two-
partnerships, or between a partnership and a corporation, a trust, or an
m‘e'

“(2) APPLICATION OF CONSTRUCTIVE OWNERSHIP RULES PROVIVED IN SECTION
201(c) ~For purposes of subsections (a) and (b), the ownership of an
interest In a partunership, trust, or estate, or of stock In & corporation, shall
be determined In accordance with the rules for constructive ownership of
stocf provided in section 287(c) other than paragraph (8) of such sub-
section,

“(3) APPLICATION OF BXOTION 287(d).—~If & loss was diaallowed under
subsection (a), in the case of a subsequent sale or exchange by a trans-
feree described in subsection (a) section 267(d) shall be applicable as I

the loss had been disallowed under sectlion 267(a) (1).

*“(d) MEANING of CoMMOX INTERESTS~-Where one or more persons hold an
Interest in two organizations between which, directly or indirectly, there is n
sale or exchange of property, the common interests of such person or persons
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in such organirations fr purposes of subsections (a) and (b) shall be the sun
of the smaller interests held by surh person or each of such persons in such
organizations. For purposes of this subsection, un interest in an organization
shall include an intereat in the capital or profits (whichever proportion is
larger) of a partnership, the holding of outstauding stock in a corporation, and
the beneficlal interests, actuarinlly computed, in a trust or estute,

‘“(e) Cnoss REFERENCE.—

“For "rmul rules a
partnerahip, see section

“SEC. 768, CONTINUING PARTNERSHIP IN MERGERS OR CONSOLIDA-
TIONS AND DIVISIONS,

“(a) Mrroks ok CONSOLIDATION.—In the case of the merger or consolidation or
two or more partnorahlgu, the resulting partnership shall, for purposes of section
708(a), be consldered the continuation of any werging or consolidating partner-
ship whose membery own an interest of more than 50 percent in capital

aud profits of the resulting Jartnership.

“(b) DivisioN or A PArTNERSHIP.—In the case of a divisiom of & partnership
into two or more partnershipa, the resulting partnerships (otber than any result-
ing partnership the mewmbers of which had an intaerest of 50 percent or less in
the capital and profits of the prior partnership) shall, for purposes of section
708(a), be cousidered a continuation of the prior partnership.

“(c) Oross REFERENCE.—

“For ,rmnl rales applisable in determining a continning partmership, sea
section 708,

p'o'[;enbh in the case of transactions between partner and

“Subpart B—~Interest in Partnership Capital Exchanged for
Services

“Bec. 770, Interest in partnership capital exchauged for services,
“SEC. 1710, lNérE!%{tvl%%'lé S?N PARTNERSHIP CAPITAL EXCHANGED FOR

“(a) TREATMENT orF PLr8oN PraroRMING BERvVIOKS.—If & person recelves an
intorest in the capital of a partnership in exchange for the performance of

services for the partnership—
“(1) the smount determined under subsection (c) shall be included in

such person’s gross income, and ’e
“(2) an amount equal to such amount shall be deemed to be a contribution

by such person to the partuership.

““(b) TREATMENT OF PARTNERBHIP AND OF PARTRER RELINQUISIHING INTEREST. —
If any partner reliquishes an Interest in the capital of a partnership in exchange
for the performance of services for such partnership, no gain or loss shall be
recognized to such partner on the relinguishment and, with respect to the
amount determined under subsection (¢)-—

“(1) the partnership shall be allowed a deduction, to the extent such
amount constitutes a trude or business expense (described in section 142
(a)) to the partnership, and

“(2) the adjusted basis of the partnership properties shall be increased
(in accordance with the services performed with respect to each), to the
extent such amount constitutes an amount properly chargeable to capital
account under section 1016(a) (1).

Any deduction allowable under paragraph (1) shall de allocated among the
relinquishing partners (or their successors i{n interest) on the basis of that
portion of such deduction which is attributable to each such partuner.

“(¢) AMOURT To Ba TAREN INTO AOCOUNT; TiIME WHEN TAXKEN INTO AcC-
COUNT.~

“(1) In oxNERAL—Except as provided in paragraph (2), for purposes
of subsections (a) and (b) the amount determined under this subsection—
“(A) if tho interest, at the time of the exchamge, is net suhject to

substantial reetrictions or limitations as to its transfecability, shall
be taken into account at the time of the exchmuge, and shall be the
fair market value of the interest at such time, or
“(B) if the interest, at the time of the exchange, is subject to sub-
PR alantial restrictions or limitations as to ita transferability, shall be
taken .into account at the time such restrictions er limitations cease
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*(2) filew an election with respect to trunsfers of partnership Interests,
the basis of partnership property shall be udjusted (u the manner providpl
in section T82 with respect to all such transfers, '

during the taxable year for which such election {8 flled and all subsequent taxable
years.,  Elther such election may be filed, or changed, at any time prior to the
expiration of 1 year after the time prescribed by law for the tiling of the part-
unership return for the taxable year for which such election was filed, not Includ-
ing any extension of such time. An election filed under either paragraph (1)
or (2) may be revoked %by the partnership, subject to such Hmitatlons as may
be provided by regulations prescribed by the Secretary or his delegnte,

“SEC. 781. OPTIONAL ADJUSTMENT IN CASE OF DISTRIBUTION OF
PROPERTY.

“(a) Metion oF AwusTMENT.—IN the case of a distribution of property
to a partner, a partnership with respect to which the election provided in see.
tlon 780(1) Ix in effect shall-—

(1) Increase the udjuxted baxsis of partnership property by the excess
of the adjusted basis to the partnership of the property distributed over the

reduction, us a result of the distribution, in the distributee partner's propor-

tionate share of the adjusted basis of the partuership property, or
*(2) decrease the adjusted basis of partnership property by the excess
of the reduction, as w result of the distribution, in the distributee partner's
proportionnte share of the adjusted buxix of the partnership property over
the adjusted baxis to the purtuership of the property distributed,
except that the partnership shall not make any adjustiment with respect to part.
nership property if the distribution, with respect to which such adjustinent
would otherwise be made, would result In an upward or downward nggregnte
adjustment to partnership property of less than £1,000, For purposes of this
subsection, a partner's proportionate share of the adjusted basis of partnership
property shall be determined In accordance with his interest in partnership
cupltal, and the adJusted basis of partnership property shull be determined by
tuking Into account any agreement desceribed In section 761(a) (reluting to
effect of partnership agreement on contributed property) but without regard
toany ndjustment (described in section T82) to purtnership property with respect
to a transferee partner only,

*(b) AvnrocatioN oF Basis.—The allocation of baxin nmong partnership prop-
ertiex where subsection (a) ix apolicable shall be made in accordance with the
rulex provided in section 783,

*(¢) CRORS REFERENCE.~

“For general rule as to adjustment to basis of partnership property upon a
distribution, see section 734,

“SEC. 782. OPTIONAL ADJUSTMENT IN CASE OF TRANSFER OF IN-
TEREST.

() ADJUBTMENT T0 BARIS OF PPARTNERRHIP PROPERTY.—IN the caxe of a trans-
for of an interest in a partnership by sale or exchange or upon the death of a
partner, a partnership with respect to which the election provided in section
T80(2) I8 in effect shall—

*(1) Increage the adjusted basis of the partnership property by the excess
of the basis to the transferee partner of his interest in the purtnership
over his proportionate share of the adjusted basis of the partnership prop-
erty, or

“(2) decrease the adjusted baxis of the partnership property by the excess
of the transferee partner's proportlonate share of the adjusted basis of the
partnership property over the baxis of hin interest in the partnership

except that the partnership shall not make any adjustment with respect to
partnership property if the transfer, with respect to which such adjustment
would otherwise be made, would result in an upward or downward aggregate
adjustment to partnership property of less than $£1,000. Under regulations
prescribed by the Secretary of his delegate, such incrense or decrease shall
constitute an adjustment to the basis of partnership property with respect to
the transferee partner only. A partner's proportionate share of the adjusted
basin of partnership property shall be determined in accordance with his Interest
in partnership capital and, in the case of an agreement dexcribed In section
T1(a) (relating to effect of partnership agreement on contributed property),
such share shall be determined by taking such agreement into account, In the
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case of an adjustment under this subsection to the baxis of partnership property
subject to depletion, dny depletion atlowable shall be determined separately for
the transferee partner with respect to his interest in such property.

“(b) Awrocation or Basts.~-The allocation of busls among partnership
propertics where subsection () ix applicable shall be made in accordance with
the rules provided in sectlon 783,

“(¢) CROSBR REFERENCE.—

“For general rule as to adjustment to basis of partnership property upon s
transfer of an interest, see section 743.

“SEC. 783. ALLOCATION OF BASIS FOR OPTIONAL ADJUSTMENTS,
“(a) (IENERAL RurLe.—Any inerease or decrense in the adjusted basis of part-
nership property under section 781 (relating to the optional adjustment to the
hasid of undistributed partnership property) or section TR2 (relating to the
optional adjustment to the basis of partnership property in the case of a transfer
n'fl an interest in a partnership) shall, except as provided In subsectlon (b), be
allocated—
“{1) in a manner which has the effect of reducing the difference between
the fair market value and the adjusted bagis of partnership properties, or
“(2) In any other manner permitted by regulations prescribed by the
Secretary or his delegute.

“(h) Npeciai Rures.-—
“(1) ALLUCATIONB ARISING FTOM DISTRIRUTIONS TO HE BEPARATED INTO TWO

CATEGORIES.~In applying the allocation rules provided in subsection {a),
increases or decreases in the adjusted basis of partnership property arising
from a distribution attributable to property consisting of—
“(A) capital arsets and property described in section 1231(b), or
“(B) any other property of the partnership,
shall be allocated to partnership property of a like character. If the adjust-
ment to basin of property described {n subparagraph (A) or (B) is prevented
by the ubsence of such property or by insufficlent adjusted basis for mich
property, such adjustment shall be applied to subsequently acquired part.
nership property of a llke character in accordance with regulations pre-
serfbed by the Secretary or his delegate.

“(2) CERTAIN ADJUBTMENTS NOT TO HE MADE~In applying the allucation
rules in subsection (a) or in paragraph (1) of this subsection, the adjusted
basis of any partnership property shall not be reduced below zero nor in-
creased above It falr markei value,

“SEC. 784. SPECIAL BASIS TO TRANSFEREE UPON SUBSEQUENT DIS-
TRIBUTION.

“For purposes of section 782, a partner who acquired all or a part of his in-
terest by a transfer with respect to which the election provided-by section 780(2)
ix not in effect, and to whom a distribution of property (other than money) Is
mnde with respect to the transferred interest within 2 years after such transfer,
may elect, under regulations prescribed by the Secretury or hia delegate, to treat
ax the adjusted partnership basis of such property the adjusted basis such prop-
erty would have if the adjustment provided by section 782 were in effect with
respect to the partnership property. The Secretary or his delegate may by
regnlations require the application of thia section in the case of a distribution to
a transferee partner, whether or not made within 2 years after the transfer, if
at the time of the transfer the fair market value of the partnership property
{other than money) exceeded 110 percent of its adjusted basis to the partner-
ship.

“SEC. 785. SPECIAL BASIS TO TRANSFEREE UPON SUBSEQUENT SALE
OR EXCHANGE.
“For purposes of determining the partnership basis allocable under section 7498

to xection 731 assets, a partner--
“(1) who acquired all or a part of his interext by & transfer with respect

to which the election provided by section 780(2) is not in effect, and
“(2) who, within 2 years after such prior transfer, sells or exchanges an
interest in the partnership to which sectlon 740 is appllcable,
may elect, under regulations prescribed by the Becretary or his delegate, to treat
as the adjusted basis of the section 751 assets attributable to such prior transfer
the adjusted basis such assets would have if the adjustin:ent provided by section
782 were In effect with respect to such prior transfer.
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“PART IV—DEFINITIONS

“Sec, THR. Terms defined.

“SEC. 788, TERMS DEFINED.
“(a) PARTNERBHIP—

“(1) DEFINITION OF PARTNERSRIP.—For purposes of this subtitle, the term
‘partnership’ Includen & syundleate, group, pool, joint venture, or other unin-
corporated organisation, through or by means of which any business,
financial operation, or venture Ia carried on, and which {8 not, within the
meaning of thia title, a trust or estate or a corporation,

“(2) OnoANIsSATIONS EXCLUDED~U'nder regulationr prescribed by the Hec-
retary or his delegate, the Secretary or hin delegate may, at the election of
an unincorporated organization, exclude. such orgunization from the ajp-
plication of all or part of this subchapter, i£ it i avalled of—

“(A) for Investment purposes only énd not for the active conduct of

a business, or ;
“(B) for the joint production, extractlon, or use of property, but not

for the purpose of selling servicen or property produced or extracted,
if the incowe of the mewbers of the organization may be adequately deter-
mined without the computation of partnership taxable Income,
“(b) ParTNER—For purposes of this subtitle, the term ‘partner’ means a mem-
ber of a partnerahip
“(¢) PARTNERSHIP AGREEMENT.—Fur purposes of this subchapter, a partnership
agreement includes any moditications of the purtnership agreement made prior
to, or at, the time prescribed by law for the 8ling of the partnership return for
the taxable year (not Including extensions) which are agreed to by all the
partnery, or which are adopted in such other manner as may be provided by the
partnerahip agreement,
“(d) LIQUIDATION OF A PARTNER'S INTEREST.—For purposes of this subchapter,
the term ‘liquidation of a partner's interest’ means the termination of a partner's
entire interest In a partnership by menns of a distribution, or a weries of dis-

tributions, to the partner by the partnership.”

SEC, 202. INCOME IN RESPECT OF A DECEDENT.

Section 601 (relating to Income in respect of a decedent) I8 amended by
striking out subsectlon (e) and by inserting in lien thereof the following new
subsection:

“(e) CERTAIN Bppo1ric RULES POR PARTNERS AND PARTNERSHIPS.—For purposes
of thia section, the following are items of gross income In reapect of a decedent:

“(1) SHARE OF PARTNERSHIP INCOME FOR PORTION OF YEAR REFORE DEATH.—
Where the partnership taxable year with respect to a deceased partner closes
after the date of his death, the amount of his distributive share of itema of
income and gain described in section 702(a) or (e) attributable to the por.
tion of such taxable year ending on the date of his death.

“(2) BECTION 176(8) AMOUNTS.—Any amounts includible under section
776(a) (relating to amounts consldered as distributive shares or guaranteed
payments) in the gross incume of a successor in interest of a deceased
partner,

“(3) UNREALIZED RECEIVABLES.—Amounts includible in the gross income of
a succesnor In interest of a deceased partner which are attributable to the
decedent's interest In partnership Income of the type described in section
776(c) (4) (defining unrealized receivables), to the extent not 8o considered
under paragraph (2).

“(4) PARTNERSHIP CAPITAL INTEREST RECEIVED FOR B8ERVICES.—The amount
required to be taken into account under rection 770(a) (relating to in-
tereat in partnership capital recelved for services), determined as if sectlon
770(c) (2) applied, where the intereat is acquired by a successor in interest
by reason of death anfl where the substantial restrictions or limitations con-
tinue beyond such death, Notwithstanding any other provision of this
section, such amount shall be taken into nccount for purposes of this section
at the time the restrictions or limitations cease to be substantinl or the
interest is tranaferred (within the meaning of subsection (a)(2) of his

pection), whichever first occurs.”
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SEC. 203. TECHNICAL AMENDMENTS.

(1) Section 170(aA) (2) (A) (relating to the definition of the term “purchase”
for purposes of the additional first-year depreciation allowance for small busi-
g&sﬁ) is amended by striking out “or 707(b)" and inserting in lieu thereof “or
(b) Section 901(d) (2) (reluting to certain crosa references in the case of taxes
of forelgn countries atd of possessionn of United States) in amended by striking
out “section 703(b)” and Inserting in lleu thereof “section 703(¢)”.

(¢) Nection 1014(c) (relating to busis of property acquired from a decedent)

in amended to read us follows:
“(0) ProrERTY REPRESENTING INCOME IN RESPECT OF A DECEDENT.—Bubsections

(n) and (b) shall not apply to—
“(1) property which constitutes a right to recelve an item of income in
respect of a decedent under section 601; and
“(2) that portion of the value of an interest in a partnership attributable
to property which constitutes a right to receive an item of income in respect
of n decedent under section 691.”

(d) Section 1223(10) (relating to certaln erons references in the case of hold-
Ing period of property) in amended by striking out “section 735(b)” and inserting
in Heu thereof “section 736",

(e) Nection 1875(c¢) (relating to treatment of distributions to a member of a
famtily group in the case of election of certaln amall business corporations as to
taxable status) v amended by striking out “section 704 (e) (3)" and inserting in
lHeu thereof “section 762(c)".

(f) Sectlon 1402(a) (i§) and (iv) (relating to the definition of net earnings
from self-employment) i amended by striking out “section 707(c¢)"” both places
it appears and jnserting in lleu thereof “section 707(b)". Rection 1402(a) I8
amended by adding at the end thercof the following new sentence: “In the case
of a partnership taxable year with respect to which an election described in
section 702(e) (relating to stmplified reporting for income from a partnership)
in applicable, references in this subsection to section 702(n) (9) shall be treated
as references to sectlon 702(e) (1) (B).”

(g) Section 4383(a) (relating to certain changes In partnerships affecting
the application of documentary stamp taxes) is amended by striking out “section
708" and inserting tn lieu thereof “section 708 or 768",

(h) Section 6031 (relating to return of puartnership income) is amended by
striking out “section 761 (a))"” and inserting iir-iieu thereof “section 788(a))".

SEC. 204. EFFECTIVE DATES.
(a) GENBRAL RULE.—Except as otherwise provided in this title, the amend-

wents made by this title shall apply with respect to—
(1) any purtnership taxable year beginning on or after_the date of enact-

ment of this Aet, and
(2) any part of a partner's tuxable year falllng within such partnership

taxable year.

(h) BPECIAL RULES FOR CERTAIN NEW RuncHaPteR K Provisioxs.—The fol-
lowing proviisons of the Interunl Revenue Code of 1034 (as contained in the
nmendment made by section 201 of this Act) shall take effect an follows:

(1) Section 735 (relating to character of galn or loks on dixposition of
distributed section 751 assets) shall apply only if the distribution of the
asnvets by the partnership took place in a partnership taxable year begin-
ning on or after the date of the enactment of this Act,

(2) Sectlon 764 (relating to closing of partnership taxable year for de-
ceaned parther or partner who sellx or exchanges part or all of his intereat)
shall apply only to a partner who dler, or sells or exchanges part or all of
hix Interest, ax the case may be, on or after January 1, 1060, whether or not
the taxable year of the partnership begins before, on, or after such date.

(8) Section 765 (relating to certain sales or exchanges of property with
respect to controlled partnerships) shall apply only if the loss described in
section 705(a) or the guin described In sectlon 763(b) arose froin a sale
or exchange occurring on or after the date of the enactment of this Act in
a taxable year ending on or after such date.

(4) Section 770 (relating to interest in partnership capital exchanged for
rervicer) shall apply only in respect of exchunges described in such section
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occeurring durlng any pavtuership tuxable - year beginuing on or after the
tuto of the ennctment of this Act.

(B) Nectlon 770 (relating to mmounts pald to 8 retired partner or a de-
counedd prrtner's aticcsssor 1 intorest ) shall apply only i respect of partners
who die or vetlve during any partnership taxable yeur beglnnbug on or after
the date of the stictinent of this Act,

() Nexciat, Ruies vor AMENDMENTA T0 NECTIONS GD] AND 1014, Noctlon 601
(o) (an nmended by sectjon 202 of this Act), and sectlon 1014(¢) (an nmendesd
by wection M) of thin Aet), of the Jutermnl Revenue Code of 1IN shull apply
only In respeet of decedents dyting durlng any partinership taxable your heglu-
nlng ot or after the date of the ennctiment of this \et.

SEC, 203, OTHER APPLICABLE RULES

(1) Hixerions UNper Priok LAw Ad 10 OPTIONAL AN UNTMENTH T0 BANIN.-- I
the ease of any election under voction T8 of the Internal Revenne Code of 104
tus i effeet before the nmendment mnde by secton 201 of this Aet), siueh eloce
thon slinll be trented ax an eleetion wnde under pueageaph (1), and as on elee-
tion wade under purageaph (2), of section 780 of the Internnl Revenne Code of
N (s nmetded by section 200 of this Act) ; exeept that the election so trented
may, withont the consent of the Recretury of the Treasury or hin delognte, be
revoked with respect to such parageaph (1) or such parageaph (2) (but not
both),  Any revocution under the preceding sentence may be made at any time
prior to the expiration of one year after the thae presceibed by law for the
fillug of the partnemship retuen for the Aest tanxable yoar of the mrtnership
beginning on or after the date of ennctinent of thin Act (not hu-lmdxm nny ex-
tensfon of such thine), but xhnll not affect any taxable year of the partnership
prior to xuch Hest taxable year,

(0) CONTINUVATION oF CRRTAIN PROVISIONA oF PRIOR LAw DURING THANSL-
TIONAL PKRIob, - The provisions of the Internal Revenue Code of 103 (ax in
effect before the ennctiment of thin Act) shall contlnue to apply with respect o
transactions for which rules are provided in the amendments mde by this
title until such rules take effect.

(¢) CRRTAIN 'TRANSEITIONAL RUies.  For purposes of the appllention of sece-
thoux TR and TRI2 of the Internal Revenus Code of UK, any reference In such
sections to the Internn) Revenue Code of 1030 shnll where not otherwise manl-
fontly Incompatible with the fntent of thix title, be deemed to tnelude n reference
to the provisions of the Internal Revenue Code of 1004 an in offect before the

enacetinent of this Act.
Pusaed the House of Representatives February 4, 1060,

Attest :
Ravrut R, Rosewres, Clerk,

T e e vy




s e e o < vy a—

Summary of Partnership Provisions in H.R. 9662,
Trust and Partnership Income Tax
“ Revision Act of 1960

l. GENERAL STATEMENT

This bill is concerned with the revisions of two subchaptors of
chapter 1 of the Internal Revonue Code.  These are subchapter J
which doals with the income tax treatment of estates, trusts, an
beneficiaries, and subchuptor K, which deals with the income tax
troatment of parthers and partnerships, The estate and trust tax
provisions appear in titlo I of the bill and those relating to partners
and partnerships in title 11,

The work on these subchapters began with advisory groups eatab-
lished on November 28, 1056, by a subcommitteo of Jf; ays and
Moans Committee.  The reports of the advisory groups were com-
ploted by the end of 1068 and hearings were held on bills arising from
theso reports in February and March of 1059, The bulk of the
advisory groups’ recommendations both in the case of subchapter J
and subchapter K have been incorporated in this bill, although there
are important differences,

Among the more important estute and trust provisions is the one
reluting to multiple trusts, which is designed to prevent tax avoidance,
Where separate trusts, erented by the same grantor, distribute income
necumulated over w number of yeurs to the same beneficinre: the
aplitting of the income into several taxable entities results in tasution
at lower rates than otherwise would be the ease nnd reduces the
overnll tux burden.  To prevent the use of multiple trusts to achieve
this offeet the bill in general taxes distributions from them to the
beneficinries nt the time they are received, to the extent that income
has been aceumulated in the preceding 10 years,

Another important provision also designed to prevent income from
oscaping taxation relates to the sale of property subject to legal life
eatates or other terminable legal intorests. In these cases the bill
deems a trust to oxist with respect to the gross income derived from
property subject to a torminable legal interest, whete the income is
not taxable to the holder of the interest or to any other person but
would be taxable if a trust existed.

Another important change relates to the so-called tier system which
estab.ishes an order of priority to determine which distribution to
beneficiaries from cstates and trusts are to be deemed to consist of
income and which are not. This problem arises because the amount
distributed by the estate or trusts may be in excess of its income for
the current year. Present law contains a two-tier system. The bill
removes hardships which have arisen under this by establishing a
three-tier system under which all beneficiaries who can receive distri-
butions only out of the income are placed in the first tier, those who
can receive distributions of either income or corpus are placed in the
second tier, and those who can receive distributions only of corpus
are placed in the third tier.

Another important change relates to the treatment accorded char-
itablo contributions of trusts. The bill, as a simplification measure,

33
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trents these contributions as disteibution deductions rather than as
deductions from grose income an v provided by prosent law. T'o
chininate opportunities for s m'nicl'mwn, the bill alwo provides o
specinl eale under which nonehnvitable heneficinvies most inelude in
their income all nmonnts dintributed to the extent of the distesbniahle
net income of the eatute or trant, unveduced by any disteibutions (o
chnrity by the estate or trust,

The LIl also revieen the rules of prosent Inw exeluding from taxation
dintributions of gifts and bogueats of specitie sums of monsy or we
apocitic properety, nnd oxtonds the applieation of the separate share
rule (how applicable only to trustn) (o estates,

The changes minde in the eatate and teust provisions aee doseribod

in greater dotail holow,
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1. GENERAL EX‘PLANATION OF PROVISIONS RELATING TO
ESTATES AND TRUSTS

1. Section 041(e). Terminable legal interestn (rec. 111(a) of bill)

Undor cortain court dovisions it is possible that gein from the sale or
oxchnngo of pmpurt{ by u porson who owns u legal life estato in such
woperty mny complotoly escape tuxation, In Cooke v. (1.8, (116 F,
Supp. 840, ofl’d 228 F. 21 607 (0th Cir., 1065)), n spouse wns givan
" ln;{ul life estato in cortain stocks with the rlgfn. to the income for
her life, without linbility for waste, antd tho legal remainder in the
proporty was givon (o the surviving childeen,  The securities wore
redoomed in o liguidation and n largo gnin was realized,  The court
hold that the gain was not taxable to the life tennnt since she was
not u fiducinry and was only ontitled to the income,

‘e bill adds n new provision to the code to deal with this problem,
Under the bill, o trust. will be deemed to exist for the ealendar year
with respeet to that gain and the person holding the legal life eatata
or other terminnble legnl interest. will be deemed to be a fiduciary of
the trust and will be required to report the gain and pay the appro-
printe tax,

The operation of the new provision may be illusteated ax followns
A t-runn]vrn shares of wtock to B, for life, with B entitled to all
the income. At B's death, the stock, or property substituted by B
therefor, in to go to the children of B who surviva B. 1 has the power
to ulter the nature of the property undorlying the life estate, by sale
or by purchuse, but is amuuwll in any event only to the income from
the property.  If B uells the property at a gain, and the gain is not
currum.l'y includible in the gross income of any person, but such gain
would boe currently invlmlilﬁn in the income of a trust, if one existed,
the gain will be deemed held in trust for the calendar year. If no
distribution of the gain is made or required to be made, B (as trustee)

will be required to pay the tax duo on the gain.

8. Section 641(a)(8). Income collected by guardian (sec. 101(b) of bild)
Innsmuch as income collected by a guardian of an infant is not

taxable undor subchapter J (relating to estates, trusts and bene-

ficiarien), the bill strikes from this section of existing law the material

thorein referring to the guardian of an infant.

8. Section 642(a)(3).. Dividend exclusion (sec. 108(a) of bill)

Prosont law excludes from gross income certain dividends received
to the extent that the dividends do not cxceed $50. Present law
also provides that amounts which are paid, credited or required to be
distrnibuted curruutl{ to a beneficiary shall have the same character
in the hands of the beneficiary as in the hands of the estate or trust.

Under present law, distributions of dividends by an estate or trust
aro deemed to consist of a ratable part of the $50 of excluded dividends,
so that if, for example, the estate or trust receives $1,000 of dividends
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and diatributes 8500 of dividends to benoficiaries, the estato or trust
will be entitled to excludg only 828 of the undistributed dividends.
The bill amends present law to provide that i determining whether
at catate or trust is entitled to the dividend oxclusion, any amount of
qualifying dividends alloenblo to n bonoficiary shall be sllocublo first
from tho qualifying dividends which are not excluded from gross in-
come, i.0,, the estato ‘or trust shall bo ontitled to tho 860 dividond
exclusion to the extent that tho cetato or trust retains qualifying
dividends. For example, if the distributable not lncome of an catale
or trust includes 81,000 of dividouds which qualify for the exclusion,
and the part of such dividonds deemed distributed to bonoflciarics
amounts to $9380, so that $50 of auch dividends will be deomed not
distributed, the estato or trust will be entitled to excludo the ontire
$80 from gross fncome, If in such caso the amount of qualifying
dividends deomed distributed to boneficiarios is 3075, the cstate or
trust will be entitled to excludo the balance of $25 from gross income,

4. Section 642(c). Charitable deduction (sec. 10£() of bill)

Undor prosent law an cetato or trust is allowed an unlimited deduce
tion for any amount of gross incomo paid or permanontly sot aside
or used axclusively for a charitable, ote., purposo.  An cetato or trust
is also allowed a deduction for distributions to noncharitable bene-
ficiarien.  Charitable contributions are allowed under presont law
as a deduction from “gross income” in computing taxable income,
wherwas the deduction for distributions to a noncharitable benoficiary
ia allowed as a distribution deduction,

In onder to simplify the law and to climinate tho nocessity for
nutnerous complicating adjustiments, and to simplify the administra-
tion of trusts and estates, the bill amends subchaptor J to provide
that aimounts paid to, set aside for, or used for charitable, ote., pur-
poses by trusts and catates be treated as distribution doductions
rather than as deductions from gross incomo,

S .\‘n}tg»?lo‘u(r). Deduction for depreciation and depletion (aco. 108(6)
o l )

This is n clarifyving amendment to make it cloar that a portion of
any depreciation or depletion allowances to which a trust or cstate is
entitled should be allocated to charitable as woll ns noncharitablo
beneliciarioa.
6. Section 652(h).  Carryorers on lermination (sec. 108(d) of bill)

l’txm the final termination of an cstate or trust, present law permits
the beneficiariea who suceeed to the property of the trust to deduct a
proportionate share of any unused not operating loss carryover, unusoed
capital loss carryforward, and other excess deductions of the cstate or
trust.

“Since the provision applies only to final torminations, nono of the
specified items of deduction are available to a beneficiary whore there
is a teriuination of such beneficiary’s entire interest in tho ostate or
trust but the estate or trust continues for other beneficiaries.

The bill makes the provisions of present law applicable on the
termination of a single beneficiary’s entire interest In an ostate or
trust having more than one beneficiary where such interest consti-
tutes & separate share by treating separate and independent shares
of beneficiaries in & trust or estate as separate trusts or estates. To
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provent double deductions, the bill would bar the use by the con-
tinuing trust of that portion of the excess deductions and carryovers
allocated to such a benoficiary.

7. Section 048(1). Deduction for eniate lazx (src. 108(e) of bill)

This in & clarifying amendimeont to make clear that an estate or
trust is sllowed a deduction for its appropriate shurve of the estate
taxes paid on incomne in respect of a8 decodent (i.o., item included in the

ross estate of a docedent for estate tax purposes and in income of the

ocodont’'s suoccossor for incomo tax purposes). The balance of the
doduction would be allowable to thoe beneliciaries to whom the remasine.
ing incomoe in respect of & decodent in allocable.

8. Section 043(a)(2). Deduction for estate tax (sec. 103(a) of bill)

Tho bill makes it cloar that in computing distributable net incomne
the deduction for estato tuxes attributable to income in respoct of o
decedent which has been distributed to heneficiaries of the estate or
trust is not allowed to tho estato or trust,

Y. Section 643(a)(3)(A). Conforming amendmend (sec. 103(b) of bill)

This amendment is & conforming amendment required to carry
out the proposed treatment of charitable beneficiaries.

10, Section 6.43(a)(3)(B). Rules for determining when capital gaina are
poid (sec, 103(b) of bill)

Capital gaine allocated to corpus (i.g., principal of the estate or
truat) nre included in distributable net income of the estato or trust
and aro taxable to tho benoficiaries to the extent that they are paid,
credited, or required to be distributed to the beneficinries during the
taxablo year. ‘Tho present statute leaves uncertain whethor a dis-
tribution of corpus of the catato or trust will be deomed to include
capital gnins realized by tho eatato or trust during the same taxable
year. For example, if a fiduciary sells propartf at a gain and deposits
the proceeds in & bank account in which ure held funds constituting
principal and mukes a distribution from that account during the tax-
ablo year, it is not cloar whother tho distribution is to be dcemed to
include all or a part of the car "*al gains. -

The bill amends present law to provide that capital gains shall
not be considered paid, credited, or required to be distributed (and
therefore will be excluded from distributable net income; unless
at least one of the following requirements is met: (1) they are
required to be distributed currently under the governing instrument or
local law; (2) they are not required to be distributed currently, but the
books of the ﬁducicx or notice to the beneficiary shows an intention
to pay or credit such amounts to the beneficiary during the taxable
year; (3) the fiduciary follows the regular practice of distributing all
capital gains; (4) the capital gains are roceived in the year of termina-
tion of the estate or trust, or (5) the capital gains are reccived in the
year of termination of an entire separate share of an estate or trust.

For example, if an executor sells property for $10,000 realizing &

ain of $2,000, and de%osm the proceeds of sale in & commingled
ank account, and distributes 85,000 from the account to a beneficiary
the distribution will not be considered to include any part of the capital
gain if none of the five enumerated requirements is met. the
other hand, if the fiduciary issuss & check on the acoount
for 82,000 payable to a named beneficiary and makes an entry oa
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hin buoks whowimge that the chiock in n dintribution of capital gnin or

w0 totilien the beneliviaey, the disteibution will be considerod a dintri-

bution of capital gain,

11, Nection 6§D, Deductions against corpus (see. 103(h) of
hilh)

Unedor presont lnw gl dedactible chnrgos agninat an ostuto or (rost
whother paid from imeame or feom corpus i, prineipal), nee allowed
an doduetions in computing disteibiitable net income, s that the pri
mary boenelit of the deductions innees to the ineome benellcinrion,
Ouly to the extent that suech deductionn exeond dinteibutable not in.
coma are they adlowed to offsot income nllocated to corpun wid taxnble
to the trust. Honee, even where the dedaetions are properly ehinege-
able agninst corpis and borne by the remmindermen, they e allowed
by present aw 1o henotit flest the income heneficineies and thaw, in
many ingtanees the vemnindermen ave improperly deprived of tuxe
deduetions

The Wl provedes thnt dedactions elnegeable to corpun shall flent he
applicd wrnnst mcome which w allovable to corpus nid tnxable to the
wust or estates Tlas amendiment allows the benelit of such diductions
fimt to the corpus benelivinvios who ultimmtely bear the tax burdon,
Ouly the eneess of such deductions which the trast cannot use Lo
otfset meome alloeated to corpus i pormitted (o reduce distributable
net income for the henelit of the income benoticineion. 1 the alterna-
tive method under section 1200 i used in computing the tax on capital
guink. the deductions chuveable to corpua otherwise available are
not pornntted to reduee disteibutable net meote for the benefit of the
tncome beneficmries,

12, Section 6.3, Forcign estates (see. 103 (e) of bill)

Present law provides for the inclusion in distributable net income
of itema of foreizn income of foreign trunts,  T'his inclusion is necessary
in the determination of the. tax linbility of a beneficiary subjoct. to
U.S, tax, A sumilae vule in the case ol foreign income of & foreign
catate @ provaded hy the ill,

13. Section 6 535w). Conforming amendment (see. 108(d) of bill)

Thiz iz a conforming amendment in connection with the proposed
change in treatinent of charituble contributions by estates and trusta,

do. Scction 6,301 Definition of income (sec. 103(¢) of bill)

This chamge merely elaritios oxisting law by adding capital gains to
the items which are not to be considered income for purposes of the
provisions distigruishing hetween income and corpus when under the
terma of the governing instrument and applicable local law they are
allocable to carpus,

18, Section 6;3(). Clerical amendment (zec. 103(f) of bill)

This amendment is a clerical amendment.,

16, Section 643(d). Charstable beneficiary defined (sec. 103(y) of bill)

The bill adds a definition of the term “charitable beneficiary” in
connection with the treatment by the bill of distributions to such
beneficiarics as distribution deductions. Under the amendment, an
onganization qualifving as a charitable donee under present law
qualifies as a charitable beneficiary for purposes of the subchapter on
estates, trusts, and benceficiaries.
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17. Nection 6161 (a), Simple trusin (sec, 104 of bill)
The bill conformm this glumviulon of prosent. lnw to refloct the treats
mont of charitsble beneflclarion provided by the hill,

(8. Section 661(b). Limitation on deduetion (xee. 104 of bill)

The bill amends prosent Inw to mnko it elesr that in the computation
of “disteibutable not income’’ and "income required to be distributed
ourrently'” both (and not just the former) must be reduced by all items
of income which are not inciuded in the gross income of the trust for
purposes of detormining the smount of the distribution deduction of
the trust,  ‘The smendment also makes it clonr that the character of
wuch Jtoms in to bo detormined by roforence to the rules in section
0A2(h).

10, Seotion 068(b). (Nlarifying amendment (see. 104 (a) of bill)

The bill mukes an smendment. elarifying oxinting lnw by inserting
in thin provision the words “or applicable loeal law” in recognition
of the fact that loeal Inw muy speetfly an alloeation of differont classes
of income to differont benoficinrion and that if it does the offect will
bo the snme aw if the termm of the trust. made such specification.

0. Section 068(c). Different tarable yearn (sec. 106(b) of bill)

Undor oxinting law, whore a benofielnry of & so-called simplo trust
and tho teust have difforont taxablo yoars, tho tax of the boneficia
in mensured by the disteibutable net incomeo of the trust for the taxable

onr of the trust ending with or within the taxable year of the bene-
leinry.  Tho langunge of oxisting law, however, in not explicit where,
for oxamplo, because of the death of the benoficiary, thore is no
taxable your of the trust onding with or within the beneficiary's last
taxable year. I, for exnmple, the beneficiary's taxablo year is the
calondar your and the trust’s taxable year in the fiscal imu' ending
Juno 30, there would bo no taxable year of the trust ending with or
\,vithiu the taxable year of the benoficiary if the beneficiary died on
June 1,

Tho bill provides for the detormination of the amount of income of
o trust which is w be included in tho final roturn-of a beneficiary.
For this purpose, in computing distributable net income of the trust
with respect to the beneficiary, there shall be taken into account his
sharo of the incoma of the trust for the period from the end of the last
precoding taxablo year of the trust up to the time of termination
of the boneficiary’s taxable year, reduced by items properly (;l‘;:g;ed
against such sharo Sin the example, for the Eonod from the preceding
July 1, to Junoe 1, the dato of death of the beneficiary).

81. Section 661(a). Deduction for distributiona (sec. 108(a) of bill)

As stated previously, the bill provides that amounts paid to, set
aside for, or used for charitable purposes by an estate or trust shall be
treated as distribution deductions rather than as a charitable contri-

bution deduction from gross income,

The bill, howevor, changes the deduction for charitable contribu.
tions in important respects. Existing law permits a deduction for
charitable contributions only if paid out of gross income. As inter-
preted by the courts (Old Colony Trust v. Comr., 301 U.S. 379 (1037))
the deduction is allowable for charitable distributions from undis-
tributed gross income of prior years, as well as from gross income of
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the curvent year.  Under the bill oharitable deductions will bo p.ar
mittad for distributions to charity irrvspootive of the souroe of the
dintribution, whether from income or corpus, I addition, charitablo
contvibutions under the bill will be limited to the distributably net
income of the eatate or trunt, rather than being limited weeely to
conteibutions out of grosa income

Further, the chavitable conteibutions deduction is Hmited by the
bill to that portion of distributable net incomo of the ostate or trust
which in not absorbed by distributionn to nonchuritable benefleinries.
The importance of this treatment. of chavitable disteibutionn Hew in it
offect on the noneharitable benefieinrion rather than upon the amount
of the deduction allownble to an estate or trust and in dinenssed undoer
the amendment to section 662(a),

The character of amounts distributed to charitable benoflciarion in
doterinined in the sate mnnner ss the chinracter of ainounts disteibuted
to noncharvitable bonefleinries,

The other changes mnde in section 001 (w) are conforming chnnges
to refloct the theee-tior svatom contained in soction 003 () ax nmendud
by section 107() of the bill,

2. Section 061(d). Conforming amendment (seo. 106(b) of bill)

Thoewe are conforming amendimenta,

23, Nection 062(0) The bicr system- - Inclusion by the beneficiary (wee.
107 (@) of MilD

Under present law, all amounts distributed by an estato or trust
\-lwt!wr current income, aecumulated income, or corpus) nre includ-
ible in the grosa income of the recipients to the extent of distributable
net income of the eatate or trust.  “Distributable net incomo” in
taxable income with cortain adjustmenta,

Where there is more than one boneficiary recoiving distributions,
it ix necossary to determine the order of priority in which distributions
to beneticiaries shall bo deomed to coniat of income distributed by the
catate or trust.  This is accomplished by a mechanigal dovico known
as the “ticr avatem.”  Present law establishes a “two-tier” syatom for
this purpose.  In general, it provides that the distributable net income
of the estate or trust is deemied to bo paid firat to those beneficiaries
receiving income required to be distributed currently (first tior), and
then, as to any remaining distributable net income, to all other bene-
ficiariee (second tier). 'ltims. for purposes of ullocating estato or trust
income, beneficiarics receiving discretionary distributions of income
are placed in the same class or tier with those beneficiaries recoiving
distributions from corpus. As a consequence, if distributions to

uired income beneficiaries (tior one) do not use up the full amount
of distributable net income, a beneficiary who can receive distributions
only out of corpus is taxed on a pro rata share of the remaining dis-
tributable net income (along with a beneficiary receiving discrotionary

yiments out of income) even if the distributable net income was in
act ouly suflicient to satisfly the distributions to the income bene-
ficiarive.

The bill establishes a three-tier order of priority for determining the
extent to which distributions shall be induded in the gross income of
beneficiaries having different intercsts in the income or corpus of the
estate or trust. In the first tier are amounts which are required to
distributed out of current income or which, in the discretion of the
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fiduciney, mny be puid or evaditmd only ont of eureont income,  In
the wecond Lior are wmounts whicli muy b puid or ereditod sither
out of eurront income oF oul of corpus (including neeumuluted meome
of prioe yeww). Do the thivd tior full sl other minounts prid, evedited,
or redquired to be dimtributod during the taxablo year,

H the mmounts disteboted 1o uny clism of henelicinrio exeasd the
dintributable net ineomo wvailuble to wieh class, ench benefleisry must
inelude sueh portion of the availnble distributable not incomo ax the
mnonnt recoived by him bears to the smounts reccived by all beno-
Heinrion in the saime elus,

Under prosent lnw nny disteibutable net income remmnining sftor an
alloention in wwde to the first tier beneficinrien is ollocated to the
churitable deduction before being slloewted to benelicinries coming
within the wecond tier.  Thuw, under present law in the case of 1 trast
which requiven the courrent income to be paid to chnrity, and an equal
nmount. of corpun to be puid 10 Y, Y in not tuxed on the gimount he
receives,  The hill provides w specinl rule with renpeet 10 the trest-
mont. of charitable contvibutions wnd chnrituble beneficineim,  Fop
rensonn of wimplitication and to preclude the ‘nmibility of tax avoid-
nuee (possiblo throwgh the designation of distributions to nonchnritable
honeficineien nw distreibutions of corpun, and the designation of distri-
butions to charituble beaeficineies ws distributions of income) charitable
disteibutions nee plaeed in the equivialent. of n fourth tier,  The bill
uecomplishen thin by establishing the order of priority for alloeating
the dintributable net income of the trust or estute 1o beneficiaries,
other than charituble beneficinrien,  Fhe result. in that noncharitable
bhonefleinries munt ineludo in their income all nmountu distributed,
whether designnted aw income or corpus, to the extent of distributablo
net income of the trust or ewtate, unreduced by any distributions to
charity.  Thus, if a trust insteament provides thut all of its income
in to he currently distributed to a charity, and an equal amount. of
corpus in to be paid to an individual beneficinry, the individual
heneficinry would bo taxed, under the bill, on the entire distribution
up to the extont of the distributable net income,

84. Sectron GG2(b). haracter of amounts (xec. 107 (ay-of bill)
This amendmont is 0 conforming amendment.

25. Section 662(c). 1){fferent tarable years (xee. 107 (a) of bill)
Tho bill provides for estutes und so-called complex trusts rules
relating to different taxable yeurs which wre similar to the rules
rovided for so-called simple trusts. (Sce the discussion under
section 6562(c).)
£6, S;céi"l’l'; 663(a)(1). lrclusions—Gifts, bequeats, elc. (sec. 108(a)(1)
of bi :

Under present law payments of gifts or b«numm of specific sums of
money or specific property paid or credited all at once or in not more
than threo installinents are not subject to subchapter J.

Under the bill the exclusion with respect to gifts or uests
which are paid or credited all at once is amended to include gilts or
bequests which are distributed within 1 taxable year of the estate or
trust, provided that the terms of the govcminf instrument do not
require them to be paid in more than 1 taxable year. The three-
installment exclusion of existing law has bcen changed so that the
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exclusion applies to all installments, however many there may be,
puid before the close of the 36th ealendar month which begins nfter
the date of the death of the testator or grantor, provided that under
the torns of the governing instrument no installiment is required to be
distributed after the close of such 3t6-month period.

Under existing law, the exclusion applies to inter vivos and testa-
mentary trusts ns wvil an Lo eatates.  The bill would eliminate intor
vivos trusts from the provisiona of this exclusion, exeept for those
which, immediately before the grantor’s death, were revocable by the
grantor acting nlone.  Such revocable trusts will be subject to the
salie provisions as trusts created by will,

87. Section 668(a)(2). Distributions in kind (sec. 108(a)(1) of bill)

The present exclusionury provision in seetion 663(n), discussed
above, often results in inequities, particularly with respect to distribu-
tions of corpus by estates.  For exnmple, distributions of corpus to
residuary legatees, payments solely out of corpus to will contestants,
and payments out of corpus (e.g., the family car) to widows pursuant
to local law may not be excluded by present law.  As a result, dis-
tributions to beneficiaries from the residue of an estate sometimes
result in o beneficinry being taxed with a disproportionate shure of
income of the estate.

This amendment, in conjunction with the amendments to section
603(c) (relating to the separate share rulo{, discussed below, and sec-
tion 662(n) (roﬁ‘n(ing to l’w tier system), discussed above, is designed
to remove such inequities arising under present law,  The amendinent
adopts n “distributions in kind"” approach to ‘mrmit exclusions from
the operation of sections 661 und 662 for distributions from an estate
of real property or tangible personal property owned by the decedent
at the date of his death, which are properly paid in satisfaction of a
bequest, share, award, or allowance from the corpus of a decedent’s
cstato before the close of the 36th calendar month which begina after
the date of death of the decedent. For example, suppose a testator,
after making minor specitic bequests, divides the residue of his estate
between his wife and a trust to be established for his minor son.
Assume the exccutor of the estate makes a distribution of the family
car and the residence to the widow within 36 months following the
decedent's death, charges that distribution to her share of tho residuary
estate, and makes no other distributions during the same yoar. Under
present law, the distribution of the family car and the residence will
cause the widow to be taxed on the distributable net income of the
estate to the extent of the value of the family car and residence.
Under the bill these distributions would not cause the widow to be
taxed on the distributable net income of the estate. There being no
other distributions during the year, the income of the estate would
be taxed to the estate instead of to the widow.

£28. Sng(};z) 663(a)(8). Denial of double deduction, ete. (sec. 108(a)(1)
of bi

The bill broadens the provisions of existing law which are designed
to prevent double deductions to prevent a deduction for amounts
actually distributed to a charitable beneficiary where a deduction to
an estate or trust for a prior year with respect to those amounts was
allowed or allowable (or would have been allowable except for certain
limitations) because those amounts in the prior year were credited,

mw erme
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required to be distributed, or permanently set aside for a charitable
beneficiary. -
29, Section 6163(c). Separate share rule (see. 108(b)(1) of bill)

Present lnw provides that in the case of so-called complex trusts
having more than one heneficinry, if such Leneficinries have “sub-
stantinlly separate and independent shares,” such shares shall he
treanted as separate trusts for the purpose of determining the nmount of
distributable net income tuxad’:lu to the respeetive heneficinries.
Since the rule does not apply to estates, distributions to residuary
legntees who are only entitled to receive corpus may be taxed as
distributions of income. The bill oxtends the application of the
separate share rule to estates and so-called simple trusts.

30. Section 663(d). Required distribution to another trust (sec. 108(c)(1)
of bill)

The bill adds a new subsection to provide for allocation of items of
income and deduction where n new trust is ereated out of the assets
of an existing trust or trusts in order, for example, to tuke care of
wfterborn children. This amendment is complementary to the amend-
{l}ﬁl)la to section 065 (b) (6) und (¢), contained in section 110(c) of the
ill.

81. Section 664. In general (sec. 109 of bill)

Present law taxes a person, other than the grantor, us the owner
of uny portion of u trust over which he has n power exercisable solely
by himself to vest corpus or income in himself.

In certain situations where n person other than the gruntor has
n power to withdraw a limited amount of corpus ench year and no
withdrawal is made, present law is not clear as to the tax consequences,
Likewise, there is doubt under present law as to the extent to which
n person with such a power is taxable on <apital guins realized by the
trust, and what the tax consequences are wﬁvro n trust provides that
n person other than the grantor may withdraw the income of the
previous year 1 day after the end of the taxable year.

The bill repeals the present provision and adds a pew provision to
Krovidn in general for the treatment of u holder of such powers as a

eneficiary, rather than as an owner under sabpart E of subchapter J.

Under the bill, if a person, other than the grantor, has a power
exercisable solely by himself to vest an amount of corpus or income
in himself the amount of income or corpus subject to the power (includ-
ing the amount of income attributable to the cor?us) is considered
distribution under section 651 or 661 (regardless of whether or not the
power is exercised) and would be taxable to the holder of the power to
the extent provided by those sections, ,

This may be illustrated as follows: A establishes a trust which gives
the trustee the discretion to pay the income to W, or accumulate it,
and also gives W a power to withdraw $6,000.00 of the corpus each
year. If the trustee does not exercise his discretion to pay W income,
under present law W will be taxable, in each year that she makes no
withdrawal of corpus, on any amount of income attributable to the
$6,000.00 of corpus which she can withdraw. Present law is also
susceptible to the construction that W will he taxable in each year
in which she actually withdraws the $6,000.00 of corpus on only the

[y

amount of income attributable to the corpus which she can withgraw.

54565 0—60——4
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’
Under the bill W will be deemed to have received the $6,000.00 of
corpus over which she has the power of withdrawal, whether or not
she exercises that power. If the distributable net income of the
trust is sufficient, this $6,000.00 of corpus which she can withdraw
may cause her to be taxed under the rules of section 662 on the full
amount of the $6,000.00 as well as on the income attributable to the
$6,000.00. ,
38. Section 665. The throwback rule (sec. 110 of bill)

The throwback rules of Kresent law (secs. 665-668), in general, pro-
vide that in any year in which a trust distributes amounts in excess of
its distributable net income for the current year, such excess is ‘“thrown
back’’ and treated as having been distributed in the most recent of the
last 5 preceding yoars, and is taxed to the beneficiaries to the extent
that distributable net income for any of the § prior yoars was accumu-
lated. The amounts which would have been includible in gross
income by the beneficiary in the back ycars if actual distributions had
been made are includible in the income of the beneficiary for the
current taxable year, but the tax thereon may not exceed the ?gre ate
of the taxes that would have been payable if the distributions had been
made in the prior years. It is not necessary to reopen the back years
because a refund is denied the trust and a credit is allowed the bene-
ficiary for the amount of taxes paid by the trust for the prior years.

Section 665(b) of present law makes the throwback provisions in-
applicable unless the accumulation distributions of the current year
from the trust excecds $2,000. Section 665(b) of present law also
excludes from the operation of the throwback rules the following
amounts:

(1) Amounts properly paid.or credited to a boneficiary to meet
his emergency needs;

(2) Amounts paid or.credited as income sccumulated for a
minor; :

(3) Amounts required by the terms of a trust, created before
January 2, 1954, to be paid to a beneficiary upon attaining a
zpeciﬁed age or t(x]gos, provided there are not more than four such

istributions and at least 4 yoars separate each distribution;

(4) Amounts paid as a final distribution of a trust if the last

. transfer to the trust was made more than 9 years before.
The amendments to the throwback rules made by section 110 of the
bill are described below.
(1) S;cgtzr)w 666(a)(1) and 6656(b). Conforming amendment (sec. 110
of bi '

The bill makes conforming changes in these provisions made neces-
sary by the amendments to the tier system and in the treatment of
charitable contributions made clsewhere by the bill.

(0) Section 666(8)(8). Amounts payable on a specified date or dates (sec.
110(d) of bull)
The exclusion from the throwback rules in paragraph (3) of section
665(b) is amonded to make it :Splicable to amounts paid or credi
to a beneficiary ““‘upon a specified date or dates,” as well as ‘“upon such

beneficiary’s attaining a specified age or ages.”
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() Sl:clgon 666(b)¢4). Final distribution—8-year rule (sec. 110(d) of

Under present law, a final distribution of a trust is excepted from
the 5-year throwback rules if ‘‘such final distribution is made more
than 9 years after the date of the last transfer” to the trust.

The purpose of the 9-year exception in section 665(b)(4) was to
exclude final distributions of a trust from the throwback rules without,
however, at the same time encouraging the creation of trusts for the
purpose of accumulating income and making final distributions within
unreasonably short periods. Interpreted literally, a final distribution
of accumulated income from $100,000 of corpus originally transferred
to & trust more than 9 years would subject the entire distribution
to the throwback rules if $100 had been added to the trust within the
last © years. Thus, a small gift from the grantor or any other person
to the trust within 9 years prior to the final distribution from the
trust might cause the throwback rules to apply.

The bill amends section 665(b)(4) so that the throwback rule will
apply only to the extent the final distribution is attributable to
property transferred to the trust-within-the 9 years preceding such
distribution, including the-ificome attributablé“te.guch property.

@ Section 665(5)(6) Final distribution at apecified &3

The bill adds/s new exception to the threwback rule. \It excepts
from the opergtion of the 5<yeay thrawback riles final dis\ributions
of a trust to/a benefi upon |his réaching an age specifie§ in the
governing instrument, (if the trugt was &resie i i
was an Inthr vivos trust—whiol-(immodis
death) wag revocable by him AEUAE Jlone.

al ;

For example, the testator’s #ll] establishes a yfust for his son. |\ The
income of fthe trust(atq_be agchimulased ai and accymu-
lated income are to\be paid to the-son- e 40. |The
testator dies on January 960, whep t. ? i e distyibu-.
tion in 1970 is not wy b excepti )(3)
of existing\law beca § trugt was /not y 1,
1054. The\distribut 1970'is.excepte owback rules
by section 0¢5(b)(4) of existing

8

howe ge the filal dis-
tribution is mede more than r th , o trust.
If the testatondied when(the son way 35, Rowpver, the distribution
would not be exgepted un iating law frorfi the operglion of the

throwback rules. \The bill would except the distributioh to the son
from the throwback syles.

(e) Section 665 (b)(6) and(e). Peel off trusts, ec. 110(b) of bill)

Paragraph (6) added to sectiom865(b) by the bill €8 & new
exception.to the throwback rules where the terms o governing
instrument (or applicable local law) require a trust to make a distribu-
tion to another trust upon the occurrence of an event. This exception
would apply, for example, where the grantor provides that upon the
occurrence of an event, such as the birth of a child, existing trusts
are to contribute a trust fund to or for another trust (either existing
or newly created). : )

The bill also provides that a proportionate share of the undistributed
net income of each of the distributing trusts (and taxes imposed on




48 PARTNERSHIP INCOME TAX REVISION ACT,OF 1060

such trusts) for the precodin% taxable years will be allocated to the
receivin% trust. The undistributed net incomo of, and taxes imposed
on, the distributing trust shall be correspondingly reduced. In addi-
tion, the bill insures that the recciving or pecl offv trust will include in
gross income, and the distributing trust will deduct from distributable
net income, only the receiving trust’s share of the distributable net
income of each existing (contributing) trust for its taxable period up
to the time of distribution to the receiving trust.

38. Section 666. Conforming changes (sec. 111 of bill)

The bill makes a conforming amendment to section 666 to reflect
the proposed changes in the tier system,
84. Section 668(a). Conforming changes (sec. 112(a) of bill) -

The bill makes conforming amendments to section 668 to take into
account changes which have becn made in the tier system.

865. Section 669. Multiple trusts (sec. 113(a) of bill)

The general approach of present luw with respect to the taxation of
trusts is to treat the trust as a separate entity which is taxed in the
same muanner a8 an individual, except that the trust is allowed a
special deduction for distributions to beneficiaries, and the beneficiaries
must include such distributions in their income. The trust scrves as a
conduit through which income passes on its way to the beneficiaries,
and the income distributed by the trust retains its same tax character
in the hands of the beneficiary.

If a grantor creates a trust under which the trustee is given discretion
to accumulate the income for the benefit of designated beneficiaries
then to the extent the income is accumulated, it is taxed at individua
rates to the trust. An important factor in the trustee’s decision to
accumulate the income may be the fact that the benoficiaries are in a
higher tax bracket then the trust.

he multiple-trust problem results from the creation of more than
one accumulation trust by the same grantor for the same beneficiary,
and has no refoerence to the ordinary “simple’ trust in which all the
income is currently distributable. The splitting of the income among
soveral taxable entitics results in a reduction of the overall tax burden,
since the accumulated income is taxed to each separate trust at lower
rates than would be the case if only one trust were created.

Suppose, for example, that A sets up a trust under which he directs
the trustee to pay the income to his wife, W, or accumulate the same,
and then he sets up five other trusts that have the same provisions.
It may be that under present Jaw such arrangements create five
separate tax entities, so that if the income is left in each trust to be
taxed to such trust, the total tax will be much lower than if one trust
had been established on such terms.

Suppose, for example, B has some property, the basis of which is
quite low, and he wants to dispose of it and reinvest the proceeds. If
he sells it, of course a substantial part of the proceeds may be required
to gay the capital gains tax. He wants this property eventually to go
to his son anyway, so he sets up 10 different trusts and puts one-tenth
of the property in each trust. Each trust gives the income to the
son for life, with the remainder over on the son’s death to the issue
of his son. The trustee of the 10 trusts sells the property in each trust
and contends that there are 10 different tax entities to which the capi-
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tal gains must be :gocated, and if that is true, of course, the total tax
on the gain realized from the sale will be substantially lower than if
the property had been sold by one trust or by the grantor himself.

In the first cxample ordinary income has been split among the vari-
ous trusts; in the second example capital gain has been split among
the various trusts. :

The bill adds a new section to deal with the problem of multiple
trusts. In general, it provides for taxing the distributions from such
trusts to the beneficiaries as ordinary income at the time they are re-
ceived, but only to the extent that income was accumulated by the
trusts in the preceding 10 years. In other words, the tax imposed
on the heneficiary for the taxable year in which the multiple trust
distribution is received will be increased in an amount equal to the
additional taxes which would have been imposed on the beneficiary
had such amounts actually been distributed to him in each of the pre-
ceding 10 years, instead of being accumulated by the trust. Generally
speaking, where a grantor creates a scries of trusts to distribute the
accumulated income to the same beneficiary, the first trust making
distributions would not be subject to the new multiple trust rules,
but distributions from the second and succeeding trusts would be
treated as multiple trust distributions.

Under the bill the Secretary or his delegate is given broad authorit
to require the grantor, the trustee, or any beneficiary of a multiple
trust to furnish information to the extent necessary to carry out the
putposes of the section. In addition, a new section is -added to the
code to require a trust to make an information return with respect
to each beneficiary who receives a distribution under this section, and
{’o tfurni:ah such information to the beneficiary receiving the distri-

ution.
36. Conforming and technical amendments (sec. 118(b) of bill)

The bill makes various conforming amendments in sections 665(c),
666, 667, and 668.

In addition, the bill amends present law to provide that the bene-
ficiary will receive a credit against his tax in an amoynt equal to the
taxes paid by the trust which are considered as distributed to him
under the wback rules. Under present law, the beneficiary
receives a credit equal to the portion of the taxes imposed on the trust
which would not have been payable by the trust for the precedi%g
taxable year had the trust in fact made distributions to such benefie
ciaries at the time and in the amounts specified under the throwback
rules. Thus, under existing law the amount of the credit might be
greater than the amount of taxes deemed distributed. Under the
amendment, the amount of the credit will always be equal to the
amount of taxes deemed distributed.

37. %w}ug% Rules tazing income of a trust to grantor of trust (sec.
0

Present law (seca. 671-677) treats grantors as the owners of all or a
part of the trust property where they retain substantial dominion and
control over the property transf to a trust, and taxes them on the
income therefrom. Present law (sec. 678) also taxes persons other
than the tor as the owner of any portion of the trust property
over which they have a power exercisable solely bx themselves to vest
corpus or income in themselves.
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© Section 671 of prosent law states the general rule that where the
grantor or snother person is ed as %ho owner of any portion of
& trust there shall be included in computing the taxable income and
credits of the grantor, or such other parmon, those items of income
deductions and credits against tax of the trust which are attributable
to that portion of the trust, as if the person deemed to be the owner
of such portion of the trust were an individual,

The bill amends section 671— ,
(1) to conform section 671 to the rdpeal of section 678 (rolating

to powers in persons other than grantors) by the bill (see discus-

sion under soction 664), .
2) to make it clear that, to the extent that items of income,

deductions, etc., are to be taken into account by the grantor
under the provisions of sections 671 through 677, such itoms are
not to be subjoot to the other rules relating to the taxation of
trusts, estates, and beneficiaries (subparts A through D of part I
of subchapter J), and ) .

(3) to specxﬁcallly recognize that persons other than individuals
may be grantors of trusts subject,to these rules.

88. Section 874. Power to control beneficial enjoyment (sec. 118 of bill)
Seotion 674(a) of &ment law contains the gencral rule that the
tor of a trust is to be treated as the owner of any portion of the
st in respect of which the beneficial enjoyment of the corpus or
the income therefrom is subject to & power of disposition which is
exercisable by the grantor or a nonadverse party &’ both) without
o approval or consent of any adyerse pub&.
Sections 674 (b), (0), and (d) of present law contain exceptions to
the general rule of section 674(&}. The amendments to section 674
made by the bill are described below.

(a) W 674(0)(3). Power exercisable by will or deed (sec. 116(a)

Under present law a power in any person exercisable only by will,
to control beneficial enjoyment of the income is, generally speaking,
oxcegted from the operation of the general rule of section 674(a).

The bill extends this exception to a power to appoint by deed, as
well as a gower to appoint by will, where the exercise of the power to
appoint by deed cannot counfer beneficial enjoyment of the trust

perty on anyone until after the death of the holder of the power,
owever, the exception does not apply to a &)owar exercisable by deed
which does not exclude the grantor and his estate as possible
appointees.
() Section 674(0)(6). Power to disiributs corpus—Exception to exosp-
tion (sec. 16(3) of bill)

Present law excepts from the general rule of section 674(a) a power
to distribute corpus to a class of beneficiaries under certain prescribed
conditions.

However present law also provides that such a power will not be
exoe&ted from the general rule, if any n has a ‘‘power to add to
the beneficiary or beneficiaries or to a class of beneficiaries designated
to receive the income or corpus, unless such action is to provide for
afterborn or afteradopted children.” This latter provision is known
as the “exception to the exception,” and where applicable, renders
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inoperative the exgeption to the general rule provided in section
674(b)(6). ‘This identical clause also appears in sections 674(b)(8),
674(b)(7), 674(c), and 674(d), and where applicable destroys the
exceptions provided in those paragraphs and subsections,

"T'he bill amends this provision of present law relating to the exception
to the exception. The bill makes it clear that the prohibition against
a power to add new beneficiaries does not apply to a power held by
an adverse party nor to & power which qualifies as an exception under
section 674(b)(3) (liscussa(rabovo. By substituting the word “change"
for the word “add”, the bill also makes it clear that the prohibition
agninst n power to add beneficiaries includes a power to change
beneficiaries.  Under present law, provision for afterborn or after-
adopted children is excepted from the prohibition against a power to
add heneficiaries.  As amended by the bill, provision for an after-
acquired spouse is also excepted from the prohibition.

The amendments described above have also been made with respect
to the exception to the exception clause found in sections 674 (b)(6),
674(b)(7), 674(c), and 674(d).

(e) S(fc?dn?) 674(8)(6). Power to withhold income temporarily (sec. 116(c)
0

Section 674(b)(6) provides another exception to the general rule of
soction 674(a) with respeot to a Fower in the trustee to withhold in-
come from a current income beneficiary if ultimately the accumulated
income must go to such beneficiary, his estate, or his appointee or
alternate takers in default of appointment, provided that such bene-
ficiary possesses a power of appointment which does not exclude from
the class of possible appointees any person other than the heneficiary,
his estate, his creditors, or the creditors of his estate.

If the grantor were excluded from this group of possible appointees
the exception would not be operative and-the grantor, who could not
take, would be taxable. On the other hand, if the trustee were
permitted to accumulate income for A, and A, by deed or will, can
np,l)‘oint back to the grantor, a tax avoidance possibly may exist.

he bill amends this provision to clarify the langupge and to close
the possible loophole in present law by requiring that the grantor
and his estate must be excluded from the class of possible appointees.

(d) Section 674(c). Exceplion for certain powers of independent trustees
(sec. 115(e) of bill)

Present law excepts from the general rule stated of section 6745&)
a power to (1) distribute, apportion, or accumulate income to or for
a beneficiary or class of ﬁeneﬁciariee, or (2) to pay out corpus to a
beneficiary or a class of beneficiaries provided the power is exercisable
solely by a trustec or trustees other than the grantor, no more than
half of whom are related or parties subservient to the grantor.

Under present law if the described powers are vested in three
trustees, only one of whom is independent, the exception would be
inoperative and the grantor would be treated as the owner of the
trust income even though unanimous consent is essential to the
exercise of the power,

The bill amends present law to extend the exception to a situation
where the described powers are vested in cotrustees and one is inde-

dent if the concurrence of the independent trustee is n
{):nthe exercise of the power. For example, where the dewri:z
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powers are vested in theee trustees, one of whom is an independent

truntee, if the unanimous conront of all trustees is esnentinl to the

excrcise of the power, it will qualify under rection 674 (e).

() Section 674(d). Power to allocate income if limited by a standard
(see. 11A(S) of bill)

The bill makes v ¢onforming amendment in the fiest sentenee by
changing the words “none of whom is the geantor” to read “other thun
the grantor” to conform with the change made by the hill in section
674 (), above.

. Nection 626, Ndministrative powers (see. 116G of bill)

Section 116 of the bill mnkes a elurifying amendment to seetion
675(2).  Under existing section 675(2), the geantor is trented as the
owner of uny portion of u teust in respect of which he is ennbled to
borrow eorpus or income without adequate interest or seearity exeept
where a trustee (other than the grantor) is nuthorized under o general
lending power to make lonns to any person without regnvd to interest
or seeurity.  The bill steikes out “(other than the grantor)”™ wid in-
sorts “(other than the geantor acting slone)”. "Thus, the grantor
would not be trented an owner where he is one of two or more teastees
holding such a general lending power jointly.

40. Section 677. Income for benehit of grantor (see. 117(a) of bill)

The bill amends seetion 877(b) to conform to the changes made by
the bill in section 661(n).

41. Section 677 (). Lristence of discretion as to income (see, 117(h) of bill)

Under present law the grantor is treated as the owner of any por-
“tion of a truat whose sncome “in the discretion of the grantor or non-
adverse party” may be distributed or accumulated for the benefit of
the grantor or used to pay premiums upon policies of insurance on
his life.  Present law is not clear as to the extont to which it applies
to a trust in which the trustee has diseretion to distribute or accumu-
late income, but the grantor reserves a power to withdraw o limited
amount of corpus in each year,

The bill adds a new subsection (¢) to seetion 677 which provides
that discretion (referred to in see. 677(n)) exists to distribute fncome
to the grantor or to apply tncome for the support of a beneficiary
whom he is legally obligated to su}murl or to apply fucome to the
payment of premiums on policies of life insuranee, even though the
terms of the trust specify that the diseretion relates only to corpus,
to the extent that the income of the trust is not required to be dis-
tributed currently.  Thus, where a grantor reserves n power to with-
draw corpus, but gives the trustee diseretion to distribute or accumu-
late the income for the benefit of another, the amendment makes it
clear that the grantor will be taxed on the full amount of the trust
income to the extent it was not required to be distributed currently,
8. Section 681. Limitation on charitable deductions (sec. 118 of bill)

The bill makes conforming amendments to section 681 mnde neces-
sary by other changes made by the bill.  (See comment under seetion
642(c).) It also amends present law to make it clear that o trust
may obtain the benefit of section 170(b)(1)(A) of present Iaw which
allows the extra 10 percent deduction for contributions to a specified
class of charities.
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43. Conforming amendments (see. 119 of bill)

Section 1D of the bill makes a number of tochnical chinngos to the
codo to conform its provisions to changes made by the il in sub-
chapter J.

44. Clerical amendments (see. 120 of bill)

Tha bill muken clerienl changes in tables of sections und headings.
46, lflective date (see. 121 of bill)

Thoe bill provides that except un otherwise provided in title T of the

bill, the nmendments made by title I of the bill shall apply with respoct
to taxable years ending nfter the date of the enactment of the bill,



Summary of Estate and Trust Provigions of H.R.
9662, Trust and Partnership Income Tax
Revision Act of 1980 '

GENERAL STATEMENT

This bill is concerned with the revisions of two subchaptors of
chaptor 1 of the Internal Revenue Code. These are subchapter J
which deals with the income tax treatment of estates, trusts, and
boneficiaries, and subchapter K, which deals with the income tax
treatuent of partners and partnerships. The estate and trust tax
provisions appear in title I of the bill and those relating to partners
and partnerships in titlo I1.

The work on these subchapters bogan with advisory Wﬂ estab-
lished on November 28, 1956, by a subcommittee of the Ways and
Means Committee. The reports of the advisory groups were com-
pleted by the end of 1958 and hearings wore held on bills arising from
these reports in Fobruary and Murch of 1959. The bulk of the
advisory groups’ recommendations both in the case of subchapter J
and subchapter K have been incorporated in this bill, although there

are important difforences. _
The Houso bill retains tho basic structure of the present partner-

ship provisions and, thorofore, tho changes made in these provisions
b{ the bill are largely in the nature of modifications and perfections
of the oxisting provisions,

Two of the changee made in tho partnership provisions are designed
spocifically to reduce their comploxity in operations, especially for tho
smaller, simpler partnorships. The first of these is a rearrangement
of the Partuomhlp provisions. Under the rearrangement the provi-
sions of general application which the smaller, simpler partnership
is likely to have to use are placed first in the law, making it unnecessary
in most cascs for the members of these partuerships to familiarize
themselves with the more technical provisions which follow. In
addition the bill fmvides 8 simg»liﬁed reporting procedure which can,
at the election of the partnership, be followed in those cases where
most of the partnorship income (other than capital gaius and losses
and dividends) is ordinary income.

Probably the most important of the unintended hardships of
existing partnership law dealt with by the House bill is the amend-
ment relating to the time of the closing of the partnership taxable
year for & partner who dies. Under present law this year continues
to the normal ending of the partnership year with the result that the
deceased partner’s successor may lose an opportunity to offset against
this partnemhig income, expenses incurred by the partner in his last
year, as well as lose the benefits of income apliui:g. The bill provides
that the partnership year is to close for a deceas 1pax't,net' at the time
of his death although permitting his successor to elect to continue the
year if they so desire.

Among other more important changes made in the partnership
provisions, are those—

1) Subotituting for the present definitions of ‘‘unrealized
receivables’’ and “inventory items’ which may result in ordinary

™
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income, a deflpition which determines whether an asset is an
ordinar‘v income asset by ascribing to it the same character it
W’?iu'dl 1ave had if the asset had been held directly by an indi-
vidual,

(2) Removing from existing law an unintended benefit wherein
ordinary income treatment possibly may be avoided in the case
of collapsible partnerships by borrowing funds and investing
them in the partnership in & manner which reduces the ordinary
income assets below a specified percentage of the total,

(3) Providing in the code for the imposition of tax in certamn
cases where services are exchanged for an interest in the capital
of a partnership

(4) Reﬁnintzl the rules which apply in the case of amounts paid
by a partnership to a retiring partner or to a deceased partner’s
succossor in interest,

(6) Clarifying the rules applicable to income in respect of a
decedent, and

(86) Pormitting an election at the organization level, rather than
at the level of the individual members, as to whether to make
tho partnership frovision inapplicable in the case of groups set
up oxclusively for investment, production, or extraction, but
not for the sale, of property.

The changos made in-the partnership provisions are described in

more detail below.
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II. GENERAL EXPLANATION OF PARTNERSHIP PROVISIONS

1. Rearrangement of partnership provisions

Present law first presents all of the provisions relating to the de-
termination of tax liability, then contributions to a partnership,
distributions by it, and transfers of interest in a partnership. This
is followed by the provisions which may relate to more than one of
these types of transactions referred to above.

The bill rearranges the partnership provisions to place in the first
part those that are likely to be used bly the average simple partnership
and then by listinﬁ in parts II and III the more technical provisions.
Within the parts, however, the same order of provisions is maintained
as under present law, that is, the first subpart deals with the determi-
nation of tax liability, the second with contributions to a partnership,
otc. This change would, of course, make it. pecessary to renumber
many of the partnership provisions of existing law.

2. Section 702(b). Level for determining character of income

Present law provides that certain specificd items of income, loss
deduction, or credit are to rotain the same character in the hands of
the partners that they had in the hands of the partnership. This
includes items like capital gains and losses, charitable contributions,
dividend income, etc. In addition, present law provides that the
character of other items of the income, loss, deduction or credit, are
to retain their character to the extent provided by the regulations,
The bill provides that the character of all partnership itams is to carry
over into the hands of the separate partners. This a,ctuallly does no
more than provide in the statute the rule which is already laid down
in the regulations. '

The more important problem dealt with by the bill in section 702(b)
is the manner of determining the character of items of income, gain
loss, deduction or credit. The bill provides that the character of
items of income, etc., is to be determined on a partner-by-partner
basis, depending upon the activities of each partner. However, due
regard is to be given to any business, financial operation, or venture
in which the partnership is engaged since the partnership is considered
as carrying on this activity for the partner. This can be illustrated
by a partnership which constructs a house and subsequently sells it,
In this case the income realized in the case of partners who are re
estate dealors probably would result in ordinary jncome. However,
in the case of another partner who is not in thé real estate business in
his own right this would result in a capital gairi unless it was deter-
mined that the partnership itself was in the business of buying and
selling real estate. B :

3. Section 70£(¢c). Gross income of a pariner D

This section deals with a possible double inclusion -of the same
amount in computing the ?u income of a gmne_r. “One section in
present law provides that the gross income of & partner:is to include

toy e
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his distributive share of the gross income of the partnership. Another
section treats certain portions of the income of the partnership,
namely, ‘‘guaranteed paymeonts’ as if they were wage or salary pay-
ments. These guaranteed payments may be included once as a part
of the gross income of the ‘ﬁmrtnemhip and a second time as a wage
or salary dpayment. The bill overcomes this possible double inclusion
by providing that the partner is to include In his gross income only
the portion of the gross income of the partnership not already so taken
into account as guaranteed payments,
4. Sed:cgn 7)08(«1). Limutations in computing tazable income (new sub-
section

There are a number of limitations in present law which must be
taken into account in computing taxable income. These include the
850 exclusion in the case of dividends received, the 81,000 limitation
on the deduction of capital losses, the $100,000 limitation on explora-
tion expenditures, the 25-percent limitation on soil and water conser-
vation expenditures, the 20- or 30-percent limitation on charitable
contributions, etc. Under present law the statute does not specify in
the case of partnership income whether these limitations apply at the
partnership or partner level. The ations, however, provide that
the limitations are to be applied at the partner level. The bill pro-
vides a statutory basis for this rule in the regulations. To do other-
wise would permit the avoidance of the limitations by setting up
multiple partmerships.
5. Section 708(e). Election for simplified reporting (new subsection)

For the small rartnarahip, the carry-through from the partnership
to the partner of the character of each item of income may give an
exactness to tax computations which is of little benefit but adds con-
siderably to the complexity of the com&uw.ions on the partner’s own
individual income tax return. The bill provides that a partnership
in such a case can elect a simplified type of re(fortmg which nets at
the partnership level most items of income and deduction into a single
net ordinary income or loss item. The partners then share this single
ordinary income item. Exceptions are provided in thé case of capital
gains and loeses and dividend income. The character of these items
under the House bill still carries through.
6. Section 708(b). Organizational expenditures (new subsection)

Expenses icurred in the organization of a partnership, such as feee
for working out the partnership agreement, are capital expenditures
and may not be deducted by the partneraitip. On the other haund,

resent law provides ih the case of a corporation that it may deduct

its organizational expenditures over a 5-year period. .
* ‘The bill adds & new provision to the partnership law providing for
the deduction of the organizational expenditures of a partnership rat-
ably over a 5-year period. The expenses which may be so treated
are those which are incident to the creation of a partnership or to the

aration of the first written partnership agreement. Theeo ex-
Dans do not include any revision of, or substitute for, an already

existing partnership agreement and they do not include nditures
to obtain capital contributions for the partnership. Such expendi-
tures in the case of corporations are not treated as organizational
expendlitures which can be written off over the 5-year period. Thus
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in effeot the bill ts partnerships substantially the same treatment

for organizational expenditures as is presently available in the case of

oorporations, S

7. Section 708 and section 768. Determination of basis of partner's
interest (present sec. 706(b) and (a)) ' ‘

Present law provides two alternative rules for determining the basis
of & partner's intercet in a partnarship, for purposes of determining
gain or loss upon subsequent sale or in the case of distributions, The
rule now generally applicable is the more precise rule requiring adjust-
ments for the partner’s share of the partnership income and for each
distribution made to him. The alternative rule provides that the
basis of the partner’s interest may be determined by taking his pro-
portionate sharo of the basis of partnership property. Using the
partnership basis usually is simpler since the partnership in any case
must maintain this baais. )

The bill rmvidos that what is now the alternative rule is to become
the general or standard rule and vice versa. The new general rule,
however, will not apply if a revenue Iﬁn(; upon examination of a
partner’s return finds that there is a substantial difference between
computing the basis of the interest under the simpler procedure and
computing it under the more dotailed and mdre exact alternative
unless the partner makes adjustments to take the more important of
these differences into account.

8. Section 706. Changing or adopting a taxable year
Where the principal partners are on different taxable years, the
statute appears to require establishment of a business purpose for
any taxable year selected for the partnership, The regulations, how-
ever, provide that a nowly formed partnership may adopt the calendar
year as its taxable year without securing prior approval if all of the
principal partners are not on the same taxable year. The bill amends
lthq statute to clearly provide for the rule now contained in the regu-
ations, : ‘
The present partnership provisions seem to indicate that a principal
tner may change his taxable year to that of a partnership in which
e is & principal partner without obtaining the consent of the Treasury
Department. However, the regulations, based upon another pro-
vision of the law (sec. 442), provide that a partner, even though chang-
ing his taxable year to that of the partnership, can do so only upon
:Kprovnl of the Treasury Department. The bill amends the partner-
ip provisions to make the rule now in the regulations clearly

applicable, , ‘
8. Section 707. Transactions between pariners and partnerships (present
s¢c. 707 (a) and (¢))
These are conforming changes. -
10. Section 708(3)(1)(B). Termsination of a partnership on sale to
another partner of an snterest of 60 percent or more ‘
Present law provides that a nership is to terminate if within.
8 12-month period there is a sale of 50 gercent or more of the total

interests in partnership capital and profits. However, no termina~
tion occurs where a distribution is made to one or more partners of

50 percent or more of the partnership assets. : e
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' “The bill in effect extends the distribution rule in this case to sales

of partnership interests. It provides that a partnership is not to
terminate upon the sale of an interest (regardless of the percentage
sold) to partners who have been members of the partnership for at
least 12 months prior to the sale.

11. Sections 721 and 722. Contributions to a partnership

These changes are closoly related to the changes made in section
770 and aro includod in the discussion on that section in No. 24 below.

18. Sections 781 and 782. FErtent of recognition of gain or loss on
distribution and basis of distributed property other than money

" These are conforming changes.
18. Section 734. Baxis of undistributed parinership property (present
sec. 784(a))
These are conforming changes.

14. Section 785. Character of gain or loss in the case of sales or ez-
changes of distributed property (present sec. 735(a))

Presontly if a partnership distributes unrealized receivables and
inventory ilems to a partner which he in turn sells, any gain realized
by him is ordinary income in the case of inventory items, if they are
sold within 6 years of the distribution, and in the case of unrealized
recoivables irrespective of how long after the distribution the sale
occurs,

Both in the case of unrealized receivables and invcnwry items
present law refers to a gain or loss by “‘a distributee partner.” Thus
apparently the ordinary income treatment for this property would
not apply in the cuse of the sale by a dcuee of the partner. The
bill amends present law to ‘Provide ordinary income treatment in the
case of the sulo of unrealized receivables or inventory items not only in
the caso of the distributee partner but also in the case of donces and
others who have the same basis for the property as the distributee
partner.

The bill also removes the 5-year limitation presently applicable to
inventory items. As a result, inventory items, like unrealized re-
ceivables at present, when sold by a distributee partner (or donee)
will always result in ordinary income to him (or the donee).

16. Se;g}gr(zb)?)w. Holdsng period for parinership property (present sec.
- This section involves only conforming chauges.

16. Sections 741 and 748. Transfers of inderest in a partnership (presend
. secs. 741 and 743(a))
These sections involve only conforming changes.

17. Sections 749, 760, and 761. Collapssbls parinership transactions
.. (present sec. 761) : <

The collapsible partnership provision is intended primarily as a
means of preventing the conversion of what would eventually be
ordinary.income into capital gains by a partner selling his interest in
snpmwmhxl.;p instead of the partnership directly selling the property
involved. For example, if it were not for this provision, and practically
all of the assets of & partnership consisted of inventory, it would be
possible to avoid the ordinary income treatment, which eventually
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would quly if the inventory is sold, by sclling the interest in the
gammm ip instead (which would generally result in capital gain).
Similarly, in the case of distributions, the collapsible partnership

rovision blocks the shifting of ordinary income and capital gain
items among partners, as they might want to do where they are in
different income brackets, by providing ordinary income treatment
where on a distribution a partner gives up (or in effect sclls) part of
his share of ordinary income items to the other partners through a
dispropoitionate distribution (disproportionate in that he receives
more or less than his share of the ordinary income assets). The types
of property treated as ordinary income assets are ‘“‘unrealized receiv-
ables’” and “inventory items which have substantially appreciated in
value.” In determining whether the inventory items have substan-
tially appreciated in value, two tests are applied, one, to see whether
there has becn a significant increase in the value of the ussets (their
fair market value must exceed 120 percent of their basis) and the
other to determine whether their value is an appreciable part of the
value of all of the asséts involved in the transaction (more than 10
perceng of the value of all of the partnership property other than
money).

(@) Gain on ordinary income assets whether or not an vverall gain.—It
is not clear under present law whether the ordinary income treatment
a;l)plics only where there is an overall gain on the sale of an interest or
whether it also a;ilplies where there is a gain on the ordinary income
assets even though there is no overall gain on the sale of the interest.
The bill makes 1t clear that the ordinary income treatment applies
where there is gain on the ordinary income assets even though a loss
on the overall transaction.

(b) Exception for drawings and advances.—At present the regulations
provide that the collapsible partnership provisions do not apply in the
case of drawings and advances with respect to the partner’s share of
the partnership income for the calendar year. The bill makes this
exception specific by adding it to the statute.

(cg) Definitions of unrealized receivables and inventory items.—The
bill provides a new definition for the ordinary income assets subject
to the collapsible partnership provision. In general, it defines these
ordinary income assets, or section 751 asscts as they are called, as
assets which if held by an individual would result in ordinary income
upon their sale. This is a substitute for the present detailed definitions
of unrealized rececivables and inventory items. This rule is provided
both to simplify the law and #lso to provide the same treatment in
this respect for partnerships as for individuals, |

(d) Application of substantial appreciation tests.—Under present
law the substantial appreciation test applies only to inventory items.
Under the bill it is to apply to all section 7561 assets. This is necessary
if there is to be only a single category of section 751 assets.

(e) Use of liabilities in substantial appreciation test.—In determining
whether there is substantial appreciation, the bill removes an unin-
tended benefit in present law whereby real estate developers and others
through the use of liabilities (such as mortgaged property) have avoided
the ordinary income treatment. This has been done by reducing the
vgjue of the section 751 assets below 10 percent of the value of all

ets by borrowing funds and purchasin% additional non-section 751
assets. The bill avoids this result in applying the 10-percent test by
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reducing the fair market value of the partnership property for purposes
of the application of this test by any liabilities oF the partnership.

f) d};eta of section 1231(b) losses.—Tuaxpayers generally can reduce
any ordinary income subject to tax by uny net loss on section 1231(b)
nssets (generally real and depreciable property used in the trade or
business). The bill in order to provide us nearly the sume ordinary
income treatiment where a partnership interest is involved in a trans-
action specifies that the income treated as ordinary income is to be
reduced by any loss referred to as a “section 751(b) loss,” that is, a
loss with respect to section 1231(b) property.

(g9) Determining character of collapsible partnership property.—The
bill provides that the determination of whether or not property is an
ordinary income usset is to be made at the time of the sale of the in-
terest or distribution of the property, and as if the property were sold
directly by the person relinquishing the property. In this case, as in
the case of the sale of property by the partnership (see sec. 702(b)
or No. 2) due regard is to be given to any gusineas, financial operation,
or venture in wﬁich the partnership is engaged. As a result, whether
or not an asset is an ordinary income asset may vary from partner to
purtner according to his own activities, although the partnership
activitics also will be attributed to each of the partners.

18. Section 761. Special rules for contributed property (present sec.
704(c) (#) ana (3))
These are conforming chunges.
19. Section 762. Family partnership provisions (present sec. 704(e))

These are conforming changes.
20. Section 763. Alternative rule for determination of basis of partner's
interest (present sec. 7056 (a))
This provision was discussed in connectioh with section 705,

21. Section 764. (Closing of a tarable year for a deceased partner or part-
ner who sells or cxchanges part or all of interest (in part new and
in part present sec. 706(c)(2))

Present law provides that the taxable year of o pattnership with
respect to a partner who dies is not to close prior to the end of the
regular partuership taxable vear. This was designed to prevent the
“bunching” of move than 1 year’s income for tax purposes in the last
vear of a partner who dies. This could happen, for example, if it
were not for this rule in present law, where & partner is on a calendar
year but the partnership is on a fiscal year, This can be illustrated by
a partnership year which ends on January 31, 1958, where the partner
involved is on a calendar year and dies in Decomber 19569. The
partnership incomc for 1958 in this case is included in the income of
the partner for his last year but in addition if the 1959 partnership
year ends upon his death then he must also include in the same year
the income of the 1950 partnership year. ‘Therefore, as much as 23
months’ income of a partnership may be included in 1 year of a partner.
Although the rule in present law overcomes the problem with respect
to bunching of income, it overlooks what is probably the more common
case, namof , the case where the partner and the partnership are both
on a calendar year. 1In such a case, it usually is more important in
the case of the income of the deceased partner to have the opportunity

645656 0—60—-70
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to offset the paretuemsdup income agninst. doeduetions, exemptions, and
] ] ' . . .
other benelits available i the yewr of death than it iw (o wvoid any

*

posaible bunehing of partuership income.

Ao venult, the hill provides that an w genornl rale the purtnership
tanble yene in the onse of 0 deeomsed partner is to elore awof the date
of hiv death. However, the hill further provides that the suecessor
W anterest 8o have the option to continue the year theough the nor.
wnl onding of the pretnership yenr wheee there has been no sale, ex
change, or hgquidation of ths interest before thnt date. Where the
interent, or any part of i, has heen sold, exehanged or liguidated, aftor
the death of the decensed partner but before the end of the paetnership
vour, the auecessur o to have the option to continae the pretnership
tuaable yeur for the decedent's intorest to the date of this disposition,
Whaere there is an agreement (o sell, exchange ov liguidate puet or all
of the wtereat which i effoctive on the date of death, the sueetssor
interest i to limve the option to continue the paetnership tasable year
for the decedent’s intorest until the day l'n{luwing the date of the
docedent’s death.

88, Nection 265, Certain sales or exchanges of property with rexpeet to
controlled partnerships (present see, T07 (b))

Undor present Inw ax a goneral eale if o partner engaged in a teansae -
fon with s partnership other than in his capaeity an a member, the
tranaaction s considered s oceurving between the purtnemship and
one who s not o pavtner.  Certan eaceptions, however, are mado
to thas rule. One of these exeeptions provides that losses are to be
disallowed in the ease of sales or exchanges of property hetween a
wrtneship and a partner owning more than 50 pereent of tha interest
w the partneship and also in the ense of two partnerships whore the
same persons own more than A0 percent. In the cuse of a gain, any
pain recognized on the sale or exchange of property other thun a
capital asset v treated as ovdinary income where the partner has
an interest in the parvtnsrship of 80 percent or more or the spme
persons own divectly or indiveetly more than 80 pereent of the interest
m two partneships between which the teansaetion occurs.  Essen -
tally these are the same limitations on the vecognition of loss and
the =ame provision for the treatment of gains as ordinary income as
is presently applicable in the case of corporations, The bill makes
cortain madifications in these exceptions which are deseribed below,

(Y Transactions betuen a 1xlrtm'r.-hi{n and @ “person.’’ - "T'he hill
chamges the reference to tranaactions between a “partner” and a
partueship to transactions between a “person’ and a partnership to
make it clear that a loss may be disallowed or s gain taxed us ordinary
income even though the person making the sale is a person elosely
related to the partner rather than the partner himsolf.

(0) Direet or indirect ownership. --In both the gain and loss
provisions the words “directly or indireotly” are deleted from the
reference to ownership between a person and a partnership as being
unnecessary in view of the specific constructive ownership rules
applicable in these cases.  This phrase is also removed in the case of
the ownership between two partnerships for the same reasons,

(¢} Losses between a partnership and a corporation or a trust or
¢state.—The bill expands the loss provisions to cover losses which
may arise in the case of sales or exchanges between a partnership and
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R corporation or trust or estate whore thero in ownership of common
intorent. of more than 60 percent. It also makes this the exclusive
rule for tenumsanetions of thin typo.

() Tranafers involving lmu}.--'-’l‘lw hill makes the ordinary income
trontmont for gains inapplicable whore the teansfor involves land usod
in o teade or business, ~ The exclusion under present Inw applies only
to eapitnl ausota,  ‘This exclusion for capital ganins prosently is provided
beonume they, if sold directly would only result in a capital gain or
lonw,  ‘I'his, however, in also true of land usod in a trado or business,
nnd winee such proporty does not result in deprecintion deductible
agninst ordinary income, there apponrs to be no tax advantage gained
by teading such proporty in the controlled situntions,

(¢) Defnition of “common snterestn.” -Both in applying the 50
pereent. tent in tho caso of losses and the 80 percont test in the case of
gains, the bill uses the torm “common interests.”  Under the bill this
torm “‘common interesta” in detormined with reapect. to two or more
sersons by adding together the smallor intoronts which each has in
!m(h of the organizationn in queation,  ‘1I'hae whero partners A and B
sharoe the ownership of one partnership on a 16 porcent-90 percent basis
and of another partnorship on & 90 percent-10 percent basis, the
comnmon ownership of A in the two partnerships would be 10 percent.
The common ownership of B also would be 10 percent, with the result
that the total common ownership owned by the two partners would be
20 percent,  Under present law, merely ﬁmmum both A and B are
members of both partnerships and together own more than a 50-
pereent intoreat in ench partnemship, a loss resulting fromn the sale of
proporty between these two partnerships would be ignored even
though in reality tho uale between the two partnorships represent a
shift in equity ownmship between A and B to the extent of 80 percent,

£3, Section 766, Continuing partnershipa in mergers or consolidations
and divisions (present sec. T08(b)(£))

These are conforming changes.

84, Section 770. Interest in partnership caputal exchanged for aervices
(new section) .

Preaent law provides that no gain or loss is to be recognized to a
partnership or to any of the partners in the case of a contribution of
property to the partnership in exchange for an interest in the partner-
ship. The regulations state that this provision does not apply to
the extent a partner gives up a part of his capital interest as com-
pensation for services rendered by the person. Instead the regula-
tions provide that the value of the interest transferred in income to
the person performing the services to the extent of the fair market
value of tho interest transferred.

The bill in general follows the result obtained in the reg-lations
although it does not wait and value the services at the time they are
com};‘)lotod in the case of services to be rendered in the future.

The bill recognizes ordinary income to the partner performing
the servicos and treats the amount taxed to him as s contribution
by him to the partnership. In the case of the existing partners,
a deduction is allowed at the-partnership level where the services
performed by the service partner are a irade or business expense,
and then this deduction is allocated among the existing partners.
If the services performed are of a nature which gives rise to capital
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values in the partnerahip (such an sorviosn whioh an architoot might
rendar in dewigning & building) the basia of the partnership propartios
in increanod by an amount roprosenting the services,

Gonerally, the smount to be taxed to the service partnor i thoe
aatie an the deduction availablo through the partnership to the
oxinting partnom or to the addition in bawis of partnership propertios
whore capital values are involved.  1f the intevest in the partnorship
i trannforred to the servico partner without substantial restriotions
as to tranwforability, the bill provides that the amount taxablo to him
(wd deductible to the othor paethers or incrensing the hasis of partners
ship propertioa) is to be the fair market valuo of the intorest at the
time of the exchange. Howover, where the interost in subject to
subatantial restrictions na to trmm"ombilit‘y. thoe hill provides that the
amount to be takon into account whoen theso restriotions conso to he
subatantial is to be the fair market valuo of the sorviees porformod or
the fair market valus the intoreat would have had at the timo of the
axchange had there boon no suosh restriotion,

Although the amount deacribid above generally in the amount
taxable to the service partnor and doduotible to the othor partnors
(or the amount by which the capital value of purtuership proportios
in incrossmd) the amount available as & doduction to the oxisting
partners cannot oxoeed the basis of the intorests which thoy transfor
to tho service parther,

The application of the provision in the Houso bill ean bo illustratod
by & partner who parforms services for s partnorship and in exchango
roceives (without any restriotions ws o teansforability) a 10-porcont
interest in the partnership, I the fair markot value of this 10-percont
intervat i3 $500, the servico partnor will bo taxed on this amount as
ordinary income without regard to the basis that the other partners
had in this 10-percent interest which thoy gave up. I tho services
performed were in the nature of a oapital item 'Sl'o.r exumple, the
services performed by an architogt who designs a building to house tho
puummmp) this $600 would be troated as increasing the basis of

tnership propertivs by that amount. On the othor hand, if this

W service was a doductible expense to the partnership (for examplo,
SOrving as assistant manager in a grocory store) it would be divided up
amoug the other partners and be available to thom currontly as a
deduction. However, the deduction would be available to them only
to the oxtent of the basis they had in the interest givmn up. For
example, if there were two of these partnors, A and B, and A had &
basis of $200 for the 5-parcent intercst ho gave up and B had a basis of
$300 for the intercst he gave up, A could take oulg $200 of the $250
otherwise due him as a deduction, although B would be entitled to the
full deduction of $250. ‘ .

In the above example, it was assumed that there were no restrictions
a8 to the transferabilivy of the interest received by the service partner.
If there had been restrictions providing, for example, that the service

could not transfer the interest for a poriod of 5 years, then
there would be an attempt to value the services directly and their
value, if less than the value of the interest without any restrictions,
would determine the amount of taxable income to the service partner.
Tive imcome would not be taxable to bim, however, until these restric-
tions were removed nor deductible (nor capitalised) by the partner-
ship for the other members until that time, Tt
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25, Seotion 776, Amounts paid to a relired pariner or a deceased
partner's succedsor n snderest (present sec. 730) A
Prosont law provides that whore amounts are paid to a retirin
partnor or successor in intorest of a deceasod partner in liquidation o
a purtnorship intorest, tho amount is subjoct to the mgulur distribu-
tion rules to the oxtent it is in exchange for the partner's shure of the
purtneeship property and therefore any amounts paid in this respect
gonerally rosult only in oapital gains. However, amounts paid in
oxoons of the distributive share are treated as ordinary income to the
rotiring purtner or successor in intorest. Paymenta for unrealizod
rovoivables aro un oxcoption to this rule, since they in all casen are
trontod us ordinary incomo rather than as a payment for the eapital
intoreat.  Paymonta for an intorest in good will also may be an excep-
tion, since they are not considerad to be payments for a cupital intorest
unloss tho ﬁnrmomhip nfreomont. so provides, The bill retains this
basio classifieation found in prosont law, However, it has added a
numbor of rules making the application of this provision more specific.

(a) T%me of taking ordinary income payments into account.—\Inder
the bill ordinary income paymonts generally are taken into account
as of tho Inat day of the partnership year in which they aro paid or
bocomo payable. However, they may bo taken into account under
the bill in tho year with respoct to which they are detormined if they
aro paid by April 15 of tho following year in the case of calendar yoar

artnorships (or within a corresponding period for othor Knrtnmuhlps).
rosont law doce apocify when these amounts are to be taken into
account,

(b) Frtent to which special income characteristics follow. --The bill
provides that amounts which are tuken into account in the year with
respoct to which they are paid rather than in the year for which they
aro determined are to be clussified us “gugrantoed payments.” This
monns that in these cases the specinl charactoristics of partnership
incomo (such us wriml gnin, as distinguished from ordinary income)
will not be carried through to the retired partner or heir. These
characteristics under the bill are carried through, however, where the
paymonts are attributed to the year in which the payments are deter.
mined. In such cases they are known as “distributive shares.”

() Special definition of unrealized receivabics.—As indicated pre-
viously, for purposes of most of the partnership provisions, unrealized
receiva‘)los, inventory items, and other ordinary income items have
been combined into a single category known as section 751 assets.
However, in the case of retiring or deceased partners, only payments
with respect to unrealized receivables have been placed in all cases in
the ordinary income category. Therefore, it is necessary under the
Housoe bill to provide a special definition of unrealized receivables for
purposes of this section. The definition added is similar to that in
existing law except that the bill limits the aﬁplieation of the definition
in the case of services to be rendered or to be produced. Services not
yot performed are omitted from the definition. In the case of goods,
those not yet delivered where a partnership is predominantly in a
distributing trade or business also are omitted. For manufacturing
and similar types of business the term incluﬂ::(foodu produced but
not yet delivered where orders have been p at the time of the
withdrawal from the partnership of the decedsed or retiring partner.
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(d) Iistreibution redes to apply to distributiona made in a 18-month
persod.—--The bill provides that whare all of the paymenta with reapoot
to a partnemhip intercat aro mnde within w 13-month period, the
entire amount in to be treatod as coming undor the regular distribution
rulos with no part. boing vspedially classifiod as an ordinary income
paymont oxvort. to the oxtont so olussifiod under the collapuible
partnership rulos. .

(‘Sc) Iistridutions of money and other property.- -Whore a distribution
incdludes both monay and other property, the bill provides that the
mouay is it to be considered an the ordinary incomoe amount with
the other property genorally being olassiiod as the payment with
respoct to the intervat in the partnorship being liquidated.  Thin is
providod in order to simplify the distribution rules 1n such canes,

() Section 776(a) payments where tha partuership goea 0wt of exist-
ence.—Tho hill providea that the ordinary income treatimont provided
for puymonta by seotion 770(n) is to continue for the recipiont of thoso
mymenta a0 long as thay nroe continued vegnrdlons of the form of the

usinean onganisntion which minkes the payment,  Alwo the bill pro-
video that oven though the person making tho payment is no longer
oparating i a partnoership, s deduction is to be availuble to him if ho
s an individual who wax w partner before the retivement. or doath, in
under a logally binding obligation to make the paymoent and is eareying
on A trade or business an a soloe propriotor,

20, Nections 691, 777, and 101§(e). Income in respeet of decedent and
property acquired from a decedent (present see. 7638)

Prosent law providea that amounts includible in the gross income of
an heir of a decensed partner as ordinaey income under what. in this
bill ix section 776(0) are to be considered ax income in respect of o
decedent under section 801, As o result, the discounted value of these
amounta are includible in the gross eatate of the decedent partner for
catate tax purposes; then subsequently, when these amounts are paid
the recipiont ir subject to ordinary income tax and obtaing no bunis
with respeet to the amounts as a vesult of the teanafor at the decedont’s
death,  However, the offect of imposing both an eatate tax and an
incomao tax with respect to the same amount, in the case of all nmounts
considered as income in respeet of a decedent, is mitigated by geanting
& deduction to the recipient of theso payiments for the portion of the
astate tax paid which is attributable to them,

The bill adds three new eategories to “income in respeet of a doco-
dent.”  Fimt, it provides that income in n‘a]'wvt. of » docedent troat-
ment is to apply to the distributive share of income attributable to
the part of the year occurring prior to a deceased partner’s death (thisis
in conformity with the present regulations),  Second, it provides that
amounts attributable to unrealized receivables not alroady treatod as
income in reepect of a decedent as a result of the operation of soction
776(a) are to be 80 classified. Third, it provides that the amount re-
quired to be taken into account in incomo by a service partnor as a
result of the exchange of an interest in capital of a partnership for
his acrvices is 10 be treated as incomo in respoct of a decedont if the
interest is acquired by a successor in intereat by reason of death and
the restrictions are continued beyond the dato of death.

An amendment is also made to section 1014(b) of existing law to
provide that there is to be no change in basis of property as a result
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of death for the pertion of the value of an intorest in a partnership
attributable to property which represonts a right to recoive income
in rospeet of n decedont under rection 691,

#7. Section 780.  Manner of electing cym'mml adjustmenta o basis of
parinership property (present see. 704)

Presont lnw provides that s partner who has acquired his interest
by purchase, inheritance, or other teansfer (see see. 782 in bill) may
have a specinl partnoership bagis for property equal to the amount he
mid for the interest. (or its value if he nequired it by inheritance),
‘renont lnw also provides that an cleetion may be made to adjust the
bawin of partnership property where the property is distributed and
taken n difforent basis in the l{muls of the cfiul‘ribulm- than it had in the
handw of the partnership, or whero property is distributed and gnin in
recognizod to the distributes (woe see, 781 10 the bill). At present if
a puetnership olecta to make this adjustment with respect to transfors
it munt also make the adjustment with respeet to distributions, and
viee vorsn,  Onee sach an election is made it generally applies to all
aubsoguent distributions and transfers,

I'hee Houne bill sepurates the election with respect to tranafera and
dintributionn,  An n result it will be possible o make the election, for
those who nequire nn interest. by transfer, to inereane (or deeronse) the
bawin of partnership property by the difference between thoamount they
paid for the paetnership interest (or its value at that date in the case
of inhoritances) and it former baris, without requiring adjustiments
at the partnership lovel when distribuiions are made or vice versa,

The regulntions under existing law provide that the election with
rospoct 1o o spocind buwis for partnership assots in the case of transfers,
and in the cane of distributions, must be made in a writton statement
filed with the partnership return to which tho election applies.  The
House bill provides that the partnership is to have until 1 year aftor
tho date prescribed by lnw for filing the return for the filing or changing
of these olections,

28. Section 781, Optional adjusiment to baxia of undiatributed partner-
ship property (present see. 784(b)) -

Where the partnership has elected to make adjustments to property
an a rosult of distributions, present law provides that the basis of
parthership property is to bo increased by any ﬁain recognized to the
distributeo partner, and also where the distributed property has a
basis to tho partnership in excosa of the basis attributed to the property
in the handa of the distributes. It also provides for decreases in the
reverse situations,

The bill makes two changes in this provision. Firt it changes the
mothod of making the nﬁuatmenta to the remaining partnership
property. It provides that, instead of the adjustment referred to
abovo, the partnership property is to be adjusted by the difference
batween the basis to the partnership of the distributed property and
the reduction which occurs in the distributee partner's proportionate
share of the basis of the partnership property.

The intont of this provision is to provide the partnership with the
option to maintain the same basis in the gate as is represented
bd the total basos of all of the partnership interests. Howerver, this

ationship may already have been distorted before the i
made this election. As & result the rule in present law soumetimes
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reachen the wrong rewults. “Thin can bo ithiteated by the followin
oxample: Awsume that the assetn of the equal paethorship Alilg
penerally have o puruwrnhi&) hunin of 0,000 and & fair market, valuo
of X18,000,  Asmuine that D, who recently purchaned hin intovost in
the partnership from ¢ for $8,000, han o !5!».2)00 hawin for hin intevent.
A and B oncly haw o baxis for his paetnership interest of §3,000, Undor
oxinting law if o $5000 ¢anh dintribution i mnde by the puetnoership
to oither A or B in liguidation of hix intevest, the paethership would
be entitlod to an upward adjuntiment of £2,000 to the banin of remnin-
ing lmruwmhip asnets,  Howover, a similae disteibation to 1) would
roanlt in no adyustment.  Under the House il theve would he n $2,000
adjustinent voguedleas of which pavtner recoived the distribution.

the second change made by the bill in to provide n de minimin rule
where the ndjuatments which otherwise wonld be made with renpeet to n
dinteibution are leas than 1,000, ‘The bill provides that, even though
the partnership han elected to nake adjustiments nnuml‘,\'. it may not
do so where these adjustments in total (either in the eane of mn inerense
or a deerease) amount to less than 1,000,
29, Section ¥82. Optional adjustment in the cave of tansfer of an interest

(present see, T43(0))

The present law provides that o partnership ean eleet o adjust
the bass of partnership 'zmpm’t.\* for purposes of 0 teansfereo partnor
a0 that he will hmve o basin for the pm'uwmhir property equal to
hiz purchase price (or value of the intereat at time of acquisition if
he acquived it by inhevitanee).  If o purtnership eleets to make this
adjustment it ia binding for all fmture temnsfors and distributions s
well unloss permission for revoeation is received from the Seerotary
or his deleute,

The House bill provides that, even though a partnership has oloctod
to make the adjustment to partnership properties for transforocs
gonerally, it is not to make this adjustment where the total adjust-
ment with reapeet to a teansfor is less than 81,000 (oither in the caso
of an increase or deerease). This change is comparable to the change
made by the bill in the caso of distribution adjustmonts referred to in
No. 28 above.

80. Section 783. Allocation of buxis for optional adjustments (present
de¢. $93)

Certain allocation rulos are set forth in present law to use, where
a partnership has elected to provido transferee partners with a special
partnership basis, or where it has elocted to make adjustments to
remaining partnomhn{p d)mportvy in tho case of distributions, in specifys
ing how the bases of the partnership propertiea are to be adjusted to
reflect the changes required. The goneral rule provides that the
additional (or decrease 1n) basis is to be allocated among the partners
ship properties in a manner which reduces the difference botwoen
ther fair market value and their adjusted basis (or in any other
manner permitted by regulations). However, certain limitations are
provided with respect to these allocation rules. First, the allocaticn
rules are to be applied separately between capital assots and trado or
business properties on one hand and other property on the other hand.
Second, the basis of any partnership property may not be reduced
below zero. Third, in the case of a distribution where the adjustment:
to the basis of property is prevented by the absence of property of
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tho seme clam org the part of the partnorship, or by an insufficient
hanin, the ndjustiments are to be held in aboyanco and thon sapplied
subsecquontly to nowly nequired property.

The House bill mueken two chunges in these allocation rules.  Fimst,
in the cnno of transfors of interost it romoves the requiremont that
adjustimonts to basis of puetnership property must be made soparatoly
for capitul assetn nnd hnprmsinblu property on ono hand and othor
property on the other hand, This rule is rotained, however, in the
oano of dintributions where it is needod to prevont tho shifting of income
from the ordinary incomo catogory to the capital gains eategory,
This problem doos not exint, howover, in tho case of transfors bocause
1o askotu nre temoved from the partnership and ne a result the assots
which gave rike to tho ndditional basis on the transfor still remain
in the partnership and any additional basis enn bo allocated to them,

Socond, the bill adeds to the statute un allocation rule presently sot
forth in the regulations which provide that no basis mny be allocated
to nssots whore their busin already is oqual to, or excoods, thelr fair
mnrket valuo,

31. Section 784. Special banin to tranaferee upon subsequent distribution
(prewnent xee. 738(d))

Theso are conforming changes.

38. Section 785, Special basin to tranaferes upon subsequent sale or
ezchange (new section)

Where a partnor acquires an interest in a partnemship by purchase
or inhoritanco but tho partnership does not elect to give him a special
teansforos basis (for any increane in the value of his interest over its
basis in the hands of the formor partner), presont law provides that if
# dintributson in made to such a partner within 2 years of the time he
acquired the intorest ho may treat the interost at the time of the dis-
tribution as if it had the special partnership transferee basis. This
rulo provides a way out where the old partners and the new partner
cannot agroe as to a special transforeo banis. This permits the new
')urtnnr to withdraw from the partnership without losing any of the
asis that he has for his interest. No such rule is.available under
l)msant law, however, whero, aftor an individual acquires an interest
)y purchaso or inheritance, he sells this intorest within 2 years of its
acquisition,

he House bill adds a new section which in effect provides the same
treatment whero a ﬂm‘tner sells an interest within 2 years of its scqui-
sition, as is presently available in similar situations where a distribu-
tion is made within such & 2-year period. This rule is important in
the case of the sale of an interest where there has beon an increase
in the basis of the interest attributable to inventory. In such & case
the additional basis for the inventory upon a subsequent sale can be
allocated to these assets and in this manner prevent the imposition of
& socond ordinary income tax with respect to the same inventory.
88. Section 788. [Ezclusion of certain organizations from partnership
provision (present 761)
' Present law provides that two special categories of organizations
_may bo excluded from the application of all or & part of the partner-
*ship provisions if the members so elect, and if the income of the mem-
‘bers can be adequately determined without the computation of part-
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nership taxable income. These are organizations sot up for invest.
ment purposes only, or for tho purpose of jointly producing, oxtracting,
or using property, but not for its sale,

Cortain difficulties have been croated by the roquirement of presont
law that the organizations reforred to can be excluded from the purt-
nership provisions only if the election is mado by all of the mombors,
The Houso bill pormjts the organization itsolf to filo the olection as to
whethor or not it will be oxcluded from the application of all or a part
of the partnership provisions. Thus, it would not bo necessary to

obtain the consent of all the members.

34. Section 204 of bill; effective dates

Gonerally the partnership provisions are made applicable to any
partnership taxable yoar beginning on or after the dato of onactmont
of this bill and with respect to uny part of a partner's taxable year
falling within such a partnership taxable year.,  Certain special offec-
tive dates, howover, aro provided: '

(1) Section 735, which relatos to the character of gain or
loss on the disposition of distributed section 751 nssets, is to
apply only if the distribution by the partnership took place
ina parmnmhi}) taxablo yoar beginuing on or after the date
of onactment of the bill (without rogard to the date on which
tho distributeo disposed of tho assots).

(2) Section 764, relating to the closing of a partnership
taxable for doconsed partners or partners who sell or ex-
change all of their interests, is to apply only if the partners
die or sell their intervst on or after January 1, 1960.

(3) Section 765, relating to certain sales or oxchanges of
property with respect to controlled partnerships, is to apply
only if the loss or gain to which the section relates arose from
:h sall)ch lor exchange occurring after the date of enactment of

e bill,

(4) Section 770, relating to an interest in partnership capi-
tal exchanged for services, is to apply only with respect to
exchanges occurring during a partnership taxable year be-
ginningeon or after the date of enactment of the bill.

(5) Section 776, relating to amounts paid to a retired
partner or a deceasoed partner's successor in interest, is to
apply only with respect to partners who die or retire duri %
a partnership taxable year beginning on or after the date o
enactment of the bill,

The amendments made to section 691 and 1014 of the code, dealing
with income in respect of a decedent and basis in the case that the
groperty received from a decedent, are to apply only with respect to

ecedents dying in a partnership taxable year beginning on or after
enactment of the bill. -
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Senator Frean. " The first witness this morning is Hon. Jay W, Glas-
mann, Assistant to the Secretary of the Treasury.

Mr. Glasmann, we nre mighty happy to have you here for testimony.
We look forwnrd with interest to that which you have to say, which I
um sure will be of a very convincing nature.

STATEMENT OF JAY W, GLASMANN, ASSISTANT TO THE SECRETARY
OF THE TREASURY; ACCOMPANIED BY MICHAEL WARIS, JR.,
ASSISTANT HEAD, LEGAL ADVISORY STAFF; AND ROBERT M.
WILLAN, LEGAL ADVISORY STAFF

Mr. GrasmMaNN. Thank you very much, Mr. Chairman.

I have on my left Mr. Robert Willan, and on my right Mr. Michael
Waris, of the legal advisory staff of the 'i‘reaaury.

Senator Frear. Thank you. And at my rear we have the referees
on the joint committee, sir.

As usual, you may proceed in the manner you think best.

Mr. GrasMANN, The Treasury Department welcomes this oppor-
tunity to present its views on H.R. 9662, a bill which would make a
number of important substantive and technical changes in subchapters
J and K of chapter 1 of the Internal Revenue Code. These sub-
chapters deal with the income tax treatment of estates, trusts and
beneficiaries, and partners and partnerships.

As you know, in 1054 the Congress substantially revised and en-
largedythe statutory provisions of the income tax laws relating to
estates and trusts éu hapter J), and for the first time spelled out
d]etailed ]?)des for the taxation of partners and partnerships (sub-
chapter R).

\gith several years of practical exgerience under these subchapters
it has become evident that many of the rutes in these complex areas of
the tax law can and should be clarified and improved. H.R. 9662 is
intended to bring about. such needed clarification and improvement.
With few exceptions, the Treasury Department supports the changes

embodied in this legislation.
BACKGROUND OF H.R, 9662

H.R. 9662 had its beginning in the fall of 1956 when a subcommittee
of the House Ways and Means Committee appointed a number of
eminent attorneys and accountants to serve as advisers to the sub-
committee in its study of the possible revision of subchapters J and K
of the Internal Revenue Code.

The advisory grougs on subchapters J and K held many meetin
between November 1956 and December 1958, with the members de-
voting many hours to their extensive and difficult task. Printed
preliminary reports, including drafts of statutory amendments, were
submitted to the subcommittee of the Ways and Means Committee by
the advisory groups and released to the public late in 1957. Members
of the ndvisory groups theu testified before the full Way: and Means
Committee in January and February of 1958, discussing in consider-
able detail their reports and legislative recommendations. To facili-
tate consideration of the changes proposed by the advisory groups,
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billa were introduced in the House to make the proposed changes
readily nvailnble to the interested publie,

Theveafter, the finnl reports of the advisory groups were completed
in Dacomber 1908, und during Februnry and Mareh 1960 the Ways
and Means Committee held extonsive publie heavings on these reports.
Mombwis of the advisory groups again appenred and gave dofailed
oxplunations of theirrecommendations,  "The committes nlso recei ved
commoents on the advisory groups' proposals from the Treasury De-
prrtment and from interested members of the publie,

Bofore turning to a discussion of the provisions of the bill, I should
like agrnin to oxpress publicly the apprecintion of the Trensury De-
partment for the distinguished sorvice performed by those serving on
the advisory groups on subchaptoms J and K. Their excellent work
in assisting the Congress in its study of these technical und complex
Arens of the tax Inw has made possible the pending legislution,

The bill which is before the committes todny would mnke impor-
tant changes in both subchaptors J and K. The bill is well over 100
pagres long, and its subject mattor for the most. pait. is both technical
and complex, 1f the committes wishes us to d‘o HO, We cun proceed
with a ssetion by section digeussion of the bill,

In view of the involved mture of the bill, however, we believe that
we can be of greater holp to the committea if we concontrate on thoss
atvas of the bill which ave of major interest or which are controversial.

Senator Freaw. 1 think that would be preferable if the other com-
mitteo membears agree with thnt,

Might 1 also ask if you bring out in your testimony the parts thut
you do or which you do not hold in conformity with the bil‘.

Mr. GrasmanN, We do, Mre, Chaivian,

Sonator Frear, Parts which you disagree with{

Mr. Grasmann, We will discuss those areas in which we are in
disagreement or where we suggest moditications.

TITLE 1I—TRUSTS AND FATATER

By way of intraduction to a discussion of the more important amend-
ments in the trust and estate area (title 1 of the bill), it may be hel})-
ful to the committee if I describe in very genernl terms several of the
bagic rules governing the taxation of trust and estate income under
subchapter J of present law,

(1) Income currently distributed or distributable by a trust or
an estate is considered to pass through the trust or estate as a conduit,
and is taxed to the beneficiaries as if the trust or estate had not
intervened between the beneficiaries and the ultimate source of the
income.

(2) Income which is not currently distributed or distributable, and
which is accumulated by the trust or estate, is taxable to the trust
or estate as if it were a separate individual taxpayer,

(8) Income distributed by the trust or estate retains its tax char-
acter in the hands of the beneficiary. For example, tax-exempt in-
terest and long-term capital gain received by a trust and distributed
to a beneficiary are treated for tax purposes in the hands of the bene-
ficiary as tax-exempt interest and long-term capital gain,
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(4) Becnuse thig income accumulated by o trust is taxable to the

trust eather than the beneficinry, o reduction of tax will usually result
whenever the trust is in a lower tax bracket than the beneficiary.
In recognition of the nbuses possible in this area, Congress in 1954
ndded the so-called h-yenr throwback rule to the Internal Revenue
(‘odle,
In substance, this rule provides that if in any year a trust makes
n distribution in excess of its “distributuble net income” for the year,
the excens will ba included in income of the heneficinry to the extent
of the accumulated income of the trast for the preceding & years.
'I'he concopt of “distributable net income” cume into the tax law in
1964 und is used to measure the amount includible by beneficiaries in
their taxable income. (lenernlly spenking, it is the taxable income
of the trust with certain adjustments,

For exnmple, no deduetion is allowed for distributions to bene-
ficinries, or for the personal exemption allowed trusts and estates
in computing the distributable net income of the trusts,

Under the throwback rule, the tax payable by the beneficiary on the
recoipt of necumulated income cannot exceed the additional tax he
would have paid if the income had been distributed currvently by the
trast rather than accumulated.  If the throwback rule nprliea, the
beneficinry is tnxed not only on the distribution in excess of the dis-
tributable net income of the trust, but also on the tax paid by the
trust. on the accumulated income distributed. The beneficiary then
gots o eredit for the taxes }mid by the trust. In other words, you
grross up the amount received by the amount of the tax.

The throwbaek rule does not apply unless the amounts distributed
exceed the distributable net income by more than $2,000, There are
other exceptions to the throwback rule, most notably an exception
for final distributions made more than B years after the creation of
n trust.

(8) The fifth point which I think should be kept in mind with
respect to existing law is that where a trust or estate has several
Leneficiaries, problems arise as to the allocation for tax purposes of
the distributable income of the trust among the beneficiaries, par-
ticnlarly where the distributions of the trust exceed its distributable
net income or where, under the terms of the trust instrument, part of
the trust income is accumulated, but corpus distributions are made
by the trust. In order to determine the beneficiaries who are to be
regarded as having received taxable income and the extent thereof,
Congress in 1954 provided a system of priorities in the allocation
of income of estates and trusts, commonly referred to as the two-
tier system,

Under this rule, the distributable net income of the trust or estate,
which by and large is taxable to the beneficiary receiving it, is allo-
cated first to the beneficiaries to whom income is required to be dis-
tributed currently under the terms of the trust instrument (the so-
called first tier beneficiaries).

If there is any distributable net income left over, this remaining
distributable net income is then divided among all other beneficiaries
who have ceceived distributions of either corpus or income. These
latter beneficiaries are referred to as second tier beneficiaries.
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(8) This tier system, standing nlone, might give an inequituble re-
sult in any case where n single trust with several beneficinries pro-
vides n well-defined separate share for each beneficinry. Kor this
reason (‘ongress, in 1064, also ndded the so-called separate share rule
to the code,

In essence, this rule, which applies only to trusts and not to estates,
provides that substantinlly separate and independent shares of differ-
ent. beneficinries in a single trust shull be treated ns soparate trusts for
gur;xm of doterminim{ the tax incidence of distributions by the trust.

‘urning now from this brief review of present law to the provisions of
the measure pending before the committee, 1 should first like to dis-
cuss section 101 of the bill which relates to the sale of property subject

to a legnl life estate,

Seetion 101, Legal life extates

This section is intended to prevent income from escaping taxation
through a loophole which it appeared had been opened by the decision
of the Court of Appenls for the Ninth Civenit in Cooke v. United
States, 228 F, 2d 667 (1955). In that case, the court held that the
owner of a legnl life estate in certain stocks, where there was no lin-
bility for waste, was not subject to tax eiti\er individually or as a
fiduciary for the remainderman upon gnin realized on disposition of
the securities,

In an opinion handed down the eighth of this month in de Bon-
champs v, United States, the Court of Appeals for the Ninth Circuit
expressly overruled its position in the (‘ooke case by holding that
property held subject to a legal life estate should be treated for tax
purposes as property held in trust and that the life tenant is linble as
fiduciary for payment of tax on capital gnins of the trust. This deci-
sion follows recent decisions of the Court of Claims and the District
Court for the Southern District of ("alifornin, which also held the
life tenant responsible for the capital gnins tax as a fiduciary.

Senator Frear. Mr. Glasmann, did the composition of the court
change in the meantimef

Mr. GrasMaxy. I do not believe the composition of the court
changed materially., The first decision was by a three-man court and
the later decision was en banc with the full court sitting. I believe
the decision was 7 to 2 in terms of the judges.

I might say, this later decision by the ninth circuit, as well as deci-
sions by the Court of Claims and district courts of Caiifornia, seem to
have removed the need for the corrective legislation contained in sec-
tion 101 of the bill, at least for the present time.

Senator FrRear. The Senator from Utah.

Senator BENNETT. What you are telling us, then, is that the effect
of the bill would have been the same as the effect of the de Bonchamps
decision ?

Mr. GLasMANN. The decision of the court in the de Bonchamps case
seems to be pretty much in line with what the bill would provide, and
it would seem unnecessary to have the legislation passed with the
case lIaw in its present posture.

Senator Frear. But you see no reason why section 101 should not
be passed ?

Mr. Grasmaxy. Well, it is a little complex, Mr. Chairman. It may
be that it could stand further review, further study, and with the
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courts having taken care of the problem protty well, I think it might

be well to defer nction on this section until it 18 studied a bit more,
Sonator Tarmapae. What muakes you think the judgment of the

circeuit court of appenls would be upheld by the Supreme (lourt in its

present. form{ ' ' '
Mr. Grasmann, 1 do not believe there is a conflict at the present

time,
Senator TaLmanar. But that does not constitute a precedent for the

entire country, does it ¥

Mr. GrasMANN, Thers are two decisions that you can regard as a
precedent. now. One would be the decision by the Conrt of Claims
which held along the same lines as the court in the ninth circuit in de
Bonchamps, so there nre two cases which hold the life tanant liabla for
the tax as  fiduciary for the remainderman,

Senator Tarmanae. That is contrary to the C'ooke case.

Mr. Grasmann, Yes, sir; with the court deciding the C'ooke case

overruling its decision, L
Senator TaLmanar. Was the decision to the (ooke case appealed

Mr, GuasmManN. Noj it was not.

Section 107, T'ter system

As T have mentioned, the present lnw provides a two-tier system
for determining which of the beneficiaries receiving distributions
from an estate or trust are deemed to have received its “distributable
net_income” and ure thus subject to tnx upon the distributions.

Under this two-tier system, beneficiaries receiving discretionary
distributions of current. income are placed in the same tier (the sec-
ond) with honeficinries who ean receive only corpus. Thus, a bene-
ficiary entitled to receive only corpus under the terms of the trust in-
strument may be taxed on a portion of.the amounts he receives even
though the distributable net income was, in fact, only sufficient to
sntisfy the distributions to the income beneficiaries.

To correct this and other inequities ‘ll)roduced by the present tier
srstem, the bill would revise the classification of beneficiaries under
the present two tiers and add a third tier, primarily for those bene-
ficinries who can receive corpus only. Section 107 of the bill would
establish the following order of priority for taxing distributable net
income to the beneficinries of a trust or estate:

First tier: Beneficiaries receiving mandatory or discretionary dis-
tributions which can be paid only from current income,

Second tier: Beneficiaries entitled to receive discretionary distribu-
tions which may be paid out of either current income or corpus (in-
cluding accumulated income of prior years).

Third tier: Beneficiaries entitled to receive distributions only out
of corpus or accumulated income,

It sﬁould be noted that enactment of the proposed change in the
tier system, while logically sound, will necessarily mean that some
beneficiaries of existing trusts and estates will be taxed more and
others less than would be the case under the present law.

Senator Frear. But do you not, Mr. (zlassmann, provide in this
third tier, by adding the accumulated income, a disparity between
the first and second tiers, even though the first tier is ’l)imited to cur-
rent income only, and the second tier takes in corpus and current in-
come, but no accumulated income$
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In it not possible for n mmnipulation of the estate o teust to take
benetit taxwise by having necumulated income under the thivd tieef

Senator Benswer. But, Sonator, the second tior doss inelude ae
cunmulated income,

Nonntor Freaw, Yosg bt suppose they do ot want to ume it under
that aven for tax mrwumn and want to volnte it to put it in the thied
tior; it is possible }nH win to do ity in it not ¢ .

Mr. Granmany, Yo ‘Pho tior systom memly deciden which of
the beneticinvies that veceive nmounts from the teast ne to be taxable,
For axample, if you hnd teaat inconme of 10,000, and you bd a e
quivement that half of the income be prid currently to boneficiney A,
he wonld always be taxable wpon Ed 0 beenuse he wonld beoa it
tiee beneliciary,

U you had a provision that seid the wmnining income ean either
be aceumnlated or paid over to beneticiney By nd it wan necumulnted,
the trust would be taxable on that income that was acenmulnted.

L, in addition, you lud o provision in the teast insteament: which
allowsd some corpus to be paid to benetleiney ¢ and during the yenr
that you aceumulated half of the income for beneficiney B, the trast
also paid out, say, $2,000 of corpus to beneticiary ' honeticiney ¢
would be taxable wpon veceipt of that corpus, wonld pay tax on that
ax ondinavy income, becnuse under the tive system, disteibutions apve
vegarded as taxable income to beneficinvies, whether chavaeterized as
income or corpus by the teust instrament, so long ax the disteibutions
of the trust Ju not excerd the disteibutable net income of the trast,

Senator  Frear. But  they ae only  taxable  when  they  are
distributed ¢

My, Guassasy, That is vight,

‘ ,SNIMN‘ Frear, ‘The beneficiavy does not pay tax until ho roceives
it

Mr. Grasmasy, That is right,

Senator Frear. And if nease should be where the beneficiney wonld
not desive to have the acemmnlated income paid in a certain year, it
conld leave it until a year whon the tax was more favorable to the
benaticiary ¢

Mr. Grasmasy, Certainly that is quite a typical situntion where you
have trusts set up to accumulate income for beneficiaries with pnyment
over at some later date.

Senator Frear. You feel that that isall vight then?

Mr. Grasmaxy, Well, later on in my statement T will make some
remarks on the possible inndequacy of the present throw-back rule
for handling that particular problem,

Senator Frear. Al vight,

Sections 102 and 106, Charitable beneficiaries

Mr. Grasmany, Two important provisions in the bill relate to the
treatment to be accorded charitable beneficiaries of estates and trusts,
These arve sections 102 and 106 of the bill,

The first would bring about a major simplification in the law by
treating charitable contributions as distribution deductions rather
than as deductions from gross income, a8 is provided under present.
law. This change would eliminate the need for two separate sets of
computations and numerous complex adjustments in preparing fidu-

e i~
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ciney retnens wliers thae nee disteibutions to both chnrituble and non-
churituble Ieneficinion, . )

Mhe weeond mnjor chunge involving charitien i to do with their
phiee in the tier xystom for pueposes of determining when charitable
vontributions shintl reduea distributablo net income, 'Fho billy in offnct,

e charvitnble beneficinreien in n fourth or st tier, so that char
itable disteibutions ennnot redues the disteibutable net ineome alloea-
Wl to, nnd henes tnxnble in the hands of, nonehnritable banotleineio,
inoluding Ienofleinrion in the thivd tior who enn under the tramt in:
stemment. recoive only corpun distributions, The stated purposes of
thi provision i to eliminnte opportanities for tnx nvoidanea through
the mixing of ehnritable beneficinres nnd individunl beneflearion in the
Rt {rnml,

For axmmple, nnder prosnt lnw if o grantor seds up o brust. with
wll of itw ineame pequined to b prid to his son and an squal amount
of corpun in raquined to be prid University X, the son will be taxed
on the full mount he receives us o fisst-tier boneficinry,  On the
other hnnd, if the provikions of the teast. insteament nee reversd, with
nll of the income puynble to University N und an equal amount. of
COrpUN puynble to t.‘m grnntor's sony the son wonld not be taxable ntall.

Senntor Cowris, Moy Tintereapt ¢

Sonntor Fuean, Sonator Cartis,

Sonntor Coewes, I thers n gift tnx imposed in that illustration
when the trust i erentod ¢

Mr. GLasMaN N, There mny or mny not bey depending upon the prior
gifts of the grantor,

Sontor Cewris, But assuming that all of the deductions have been
used upy nnd he sets up n teost, and in so doing he exceeds his dedue
tions,

Mu, Grassann. There wonld be no gift tax imposed with respect
to the nmonnt set up in trast for chavity,  You huve n deduction in
computing your taxnhle gifts--

Senntor Cuwris, I amespeaking in belindf of the son,

Mr, (iLasMANN, Yos; t‘wm would be a gift tax imposed on the half
given for the son,

Senator Cewris, Under this new rule proposed, there could be a
circumstanes where if that corpus is turned over to him, it is treated
as income !

Mr. GruasMann, That is true under the tier system of existing law.

Senator Curris, But a gift is not income, is it {

Mr. Grasmann, In 1004, when Congress made the revision to sub-
thapter J, it put subchapter J in the Code, it was recognized if you
were to nllow the labels used by the grantor of a trust to determine
the tax consequences to the beneficinries of amounts received, you
would have a tax avoidance situation. Congress therefore adopted
the tier system appronch and the distributable net income concept to
meet this problem. Thus, under present lnw amounts coming out of
the trust nre taxable to the beneficinries receiving them regardless of
whether characterized as corpus by the trust instrument if the trust
has distributable net income and if prior beneficinries in higher tiers
have not already received amounts in excess of the distributable net

income,

54065 O .60 ---0
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Samator Cereiw, In this illustention used there, lot un mesnme that
they university ,m\m all the income and that there is no aceumulation
for thason,  Under exinting law, it would still be taxed to him ae- -

Mu, Granmaxn, ‘That is what T wan pointing ont,  Undor existing
Inw if you reversad the situntion and all of the income of the trast
ware piyable to University X with an equal amount of corpus pay-
able to the son, there would be no income tax imposed upon the kon
upon weeipt of disteibutions from the teust, ‘

Sonator Cvereis, Yer,  Now, what you proposs to do is to treat. it
ax income !

Mr, Grasmann, ‘The Ways and Means Committea felt that was
tax avoitdanes situntion, T might say that the advisory group nlko
did, and recommended that o change b made in this nreea,

Senator Cvrrw, Yor,  ‘Thank you,

My, Granmany, Under the bill the grantors son in both situntions
would be taxable on the amount veceived from the trast, without
repravd to whather the amount he received was charneterized an in-
come o vm'\ms under the teust instrament,  “This resnlt would be ne-
complighed by dropping the charity down to the bottom rung of the
tier system ladder, o that the distvibutable net income of the trust
will always be atlocated fivsty to the extent thereof, to amounts paid
to taxable beneticiaries,  While controversinl, the proposed change in
the tax treatment accorded distributions to charity is neded to pre-
vent manipulation of charituble beneticinrvies to the advantage of in-
dividual beneficinries through operation of the tier system,

Soenator Furar, Do you think that will have any effect. on the estab-
lishment of trusts for the wstablishment of charities? Do you think
that people will think vather than set up a trust or estate where
charity can have an adeantage they would b loss inelined to do so?
1 there any other way that they could pass on to their sons or heirs
or beneficariers the like amount withont heing subject to the pro-
posed tax?

Mre Grassasy, ‘Take the example of a man who mnkes a will and
leaves an outright gift to hix son or a gift pnyable in no more than
thive installments, Those amounts when paid to his son will not be
taxable to the son even though the estate may have undistributed
income.  Those are exceptions that ave now in the lnw.,

If, however, he wants to have the son receive payments over an
extended period of time more or less as an annuity, the son would
be taxed under existing law with respect to such distributions if there
were accumulated and undistributed trust income, unless you combine .
vour gift in trust with a gift of ull the income either to be paid or
accumulated for charity, It is that latter situation that is looked
at as a tax manipulation situation,

Senator Frear. In the last example that you used, if the beneficiary,
as used in this case, the son, was not given X dollars but given the
entire income of the estate year by year, would not the maker of the
estate or trust fare just as well in passing on his estate to his heirs
by doiyg it directly rather than t‘\e charities getting any benefits
from it ?

What I am trying to determine in my own mind is: Is it going
to be more advantageous to a person making his will into an estate
ar trust for benefit of his heirs and so forth directly without having
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the prewent advalitages of going through the charitable part of this,
and having charition got s part of his estato without o distinct dis-
ndvantags to the heir,

In other words, I am sure it in more complicsted and 1 did not
intond to muke it that. way snd it is purely by aceidont that I did, but
if u mukor of un estats or trust can conceivably lognlly grant to chari-
tiow cortnin income without a_direct disadvantage to his heirs, he
would o more inclined toward giving consideration to some income
for charition than he would if there ix no benefit to the charitios and
no pennlty to the beneficiary §

r. (inasMaNN, Wall, it is ontirely pomsible under existing law
and under the bill an it now stands for & man to leave gifts in trust
for charity, let. un suy the charity is the only beneficiary, the income
of the trust would not be taxable, ‘T'he man making the gift would
bo nllowed w charitable deduction, if he mnde the gift guring his
life, in computing his income tux.

Sonator Furean, Is that entire income going to n charity or
divided !

Mr. Grasmann. 1 am thinking now of a trust set up with just a
charitable boneficiary,

Senator Frran, Yes,

Mr. Grasmann. If yon take $100,000 and you say the man wants
to lenve $50,000 plus the income from the $50,000 to his son and he
wants to lenve $50,000 plus the income from the $60,000 to charity, if
he wots up two trusts, ench with separate beneficiaries, one charitable,

one his son,

Senator Frean, Yes. . '
Mr. (lasmann, The son is only taxable upon the income from

$50,000 in that situation. If he combines the gifts in one trust under
the bill, the son might very well end ufj being taxable upon all the
income.  So that the bill would tend to discourage making combined

ifts to individunl beneficiaries and to charities in the same
mstrument.

Senator Frear. But there is a solution by making two trusts?

Mr. Grasmann, There is s solution by making two trusts and if
the committes did not want to go quite as far as the bill goes, you
could take the approach that the advisory group did, which woul«{ be
instend of dropping the charity down into a complete bottom tier, the
fourth tier, to put the chariy up in the third tier with the corpus dis-
ributions to noncharitable beneficiaries. That would tend to be a
more modest approach to correcting what might he regarded as an
abuse under present law.

Senator Frear. Thank you. You certainly made it clearer to me
and I hope the Senator from Utah does not confuse me now.

Senator BenNNerr, I am not going to confuse you, I hope. Why
not a simple provision in the law forbidding the mixing of private
and charitable contributions in the same trust.

Mr. GrasMaNN. I would doubt, Senator, whether you would want
to go that far. What would be the penalty if you did have such a
mixing{ I would think the better solution would be to handle chari-
table beneficiaries under the tier system by either placing them in a
bottom tier by themselves or in the third tier with othar noncharitable

beneficiaries,
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Senator Bennwkrr, 1 am a little puzzled, ‘To start with, if you had
n single trust, the grantor putting money in trust to his son, and pro-
viding that he shall recoive the income which is then taxable to l'nim,
how i3 the corpus, how is it possible ever to transfer the corpus to the
son without. making that taxable to him¥{

Mr. Guasmann. Presumably, the trust instrument wounld also have
# provigion which would allow the trustee to distribute in his discre-
tion cortain amounts of corpus to the son. To the extent that the
distributions of income of the trust were equal or exceeded the dis-
tributable net income of that trust, the corpus could be distributed to
the son without any further tux consequences,

Senator Bennere. Well, it seems to me if you leave this in the tier
systam, you inevitably doom the son to pay taxes on the distribution
of the corpus, provided that if you distribute the income to the
charity~~—

Mr. Guasmann, If you have the charity in the bottom tier, that. is

true,
Senator Benyere, 1t would seem to me the simplest way out is to
keep them sepurate from the beginning and to force the soparation
because as long as you permit it, you tend to give the charity a benefit
at the expense of the son,  And U'do not think that is too smart.

Mr. Grasmann, 1 think probably the person getting the benetit
would either be the grantor by being able to give more to chavity than
he otherwiso would be able to, or by being able to leave morve to his
son than he otherwise would be able to because of the fact that by
areanging the trust instrumont in such a fashion as to manke the
charity tﬁu recipient of the income, he would avoid any further tax
upon distribution of amounts to his son,  So that the benefit probably
flows in any one of three directions under existing law, and the
dumage comes in not having a tax colleeted at the beneficinry level
upon any of the umounts distributed by the trust, ‘

Senator Curris. Whero the trust accumulates for some time and
there is no distribution and the trustee makes a tax veturn, he only
gots $100 a year personal exemption; is that corrvect?

Mr, Grasmann, That is right.

Senator Cvrris. And that is only $100 even though the grantor
has only created one trust for the child and the child is only the
beneficiary of one trust ; is that right {

Mr. Grasmann. That is right.  As long as you have an accumuln-
tion trust, a trust accumulating income, the personal exemption of
that trust would be limited to $100 a year,

Senator Curris, And that was changed in 1954, was it. not

Mr. Grasmany, Yes, A trust which is required to distribute its
income currently is allowed a $300 exemption wherever trusts which
accumulate income are limited to a $100 exemption,

Senator Curris. Prior to that it was the same as the personal ex-
emption, or was it §300?

Mr. Grasmann, I believe it was $300, I don't recall for sure,

Senator Cukris. But the lowering of it was for the purpose of
taking care of abuses where a great many trusts——

Mr. Grasmans. [ believe the lower personal exemption in the case
of trusts which accumulated income was part of a combination of
u‘ppmavlws taken to try to reduce somewhat the abuse that was
thought to exist in the case of trusts aceumulating income.
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Another of the changes wus, of course, the 5-yenr throwback rule
which I mentioned.

The next section that 1 would like to discusg—-—-

Senator Cowrin, 1 do not want to deluy it long, but I remember
some of those- Mr, Stam just called my attention to the situation
where ons man set up a thousand trusts with the snme beneficiary for
the benefit of porsonal exemption but on the other hand, this low
persopnl exemption of only $100 does make a rather severe and harsh
tax in some cases, I have in mind n friend of mine who upon the
birth of a grandehild or a nisce or a nephew, he croates n trust of a
rather modest amount, that in his opinion would necumulate at age
18 to n rensonable contribution for colloge education, and that particu-
Inr child is not the beneficinry of any other trust whatever. Yot that
tax starts at o $100 exemption.

Mr, GrasmaNN, Yes, 1 think you ean develop situations that
would seem harsh under that rule.  But tuke the other situation where
you have a beneficinry who already has 10,000 or $20,000 of income of
his own and you set up n trust for him and the trust is nccumulating
income which is taxable to that trust as a sepnrate entity. You have
n split. income situation that is very ndvantageous, and to allow a high
personal exemption in that situation just adds to the difliculty.

Senator Frear, But the exemption only applies to income, does it
nott The exemption npplies only to income ?

Mr. GrasmanN, That 1s right.

Senator Tarmapar. Would not the beneficinry pay income tax on
the two total sums, one from the trust and his individual income when
he recaived it?

Mr, GrasmManN, Not necessarily.  There are a number of exemp-
tions to the 5-year throwback rule which would make it possible for
the boneficiary to receive all the income accumulated by the trust
without having any further tax imposed upon him when he receives
that income,

Senator Curtis. When the trust is entirely on a cumulative basis
and nothing is distributed under its terms, the trugtee then reports
the tax, not the beneficinry ?

Mr. GrasmanN, That is right.  The trust is tuxable as a separnte
entity and taxable ng an individual.

Senator Curms, Yes.

Nection 108. Separate share rule and distributions in kind by estates

Mr. GrasmMann, The next section that I would like to take up is
section 108 of the bill. 'This section would extend the separate share
rule to estates and would adopt a “distributions in kind"” approach
in connection with certain distributions by estates, These chan
although criticized by some as not being as broad as they might 11
actually go n long ways toward corvecting the major problems an
hardships now encountered in the taxation of distributions by estates.

The problem nrens under existing law which have resulted in wide-
spremd dissatisfaction with the handling of estate distributicns can
be illustrated by two examples.

First, suppose u testator lenves half of his estate to his son and the
other half to a marital deduction trust for his widow. If, during ihe
probate of the estate, the executor makes a partial distribution of
corpus to the trustee in order to establish the widow's trust, without
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making a similar distribution to the son, the trustes for the widow
will have to puy a tax on a disproportionately lnrge amount, if not
nll, of the income of the estate even though half of the estate’s income
has been necumulatoed for the son and must eventually be paid to him,
The extension of the sepnrate shave rule to estates, as proposed in
section 108 of the bill, would limit the tax on the trustes, under the
facts in the example; to the income attributable to the widow's sepa-
rate one-half interest or share in the estate,

The second example involves the cnse where the executor distributes
the family nutomobile from the residue of the estate to the widow,
Since oxisting law gonerally treats us a tax-exempt. distribution of
corpus only those distributions by the estate which are gifts or be-
quests of definite sums of money -or specific property, the widow
would realize taxable income upon receipt of the family car. Under
the “distributions in kind” approach adopted in the bill, real property
or tangible persomal property ownod by the decedent at death could
be distributed from tl'u\ decedent’s vesidunry estate to his beneficinries
freo of income tax if the executor designates the distribution as being
in satigfaction of a bequest or devise,

Here agin it slumld be noted that the proposal in the bill differs
materinlly from that recommended by the advisory group, which in
substance was that Congress should reenact, with minor changes,
the rule of law which existed under the 1089 code. In effect, the ad-
visory group proposal would permit the executor for a pex‘im‘ limited
to 3 years to determine whether, and to what extent, a distribution
by the estate would be taxable to the beneficiary.

Section 103(b). Corpus items of deduction

Under present law expenses of an estate or trust which are charged
against corpus are allowed, in effect, a8 deductions to the income
beneficinries even though the economic burden of the expenses fulls
on the remaindermen, This rule applies even where there is income
allocable to corpus which is taxable to the estnte or trust agninst
which these expenses could have been allowed as deductions. This
result has been severely criticized as improperly depriving the re-
maindermen of the benefit of tax deductions to which they are right-
fully entitled.

To remedy this situation, section 103 of the bill provides that cor-
pus deductions shall first be applied against income which is allocable
to corpus and taxable to the trust or estate. Only the excess of cor-
pus deductions which the trust cannot use to offset corpus income
are permitted to benefit the income beneficiaries, The amendment
will continue the policy of present law to avoid wastage of corpus
deductions and, at the same time, will result in more equitable treat-
ment of the remaindermen with vespect to deductions chargeable
against corpus.

In this connection it should be noted that under the bill where an
estate or trust uses the alternative method under section 1201 to com-

ute its tax on capital gnins, the corpus deductions (which would
mve been allowed the trust if the alternative tax were not applic-
able) are not allocated back to the income beneficiaries.

It has been stated by the advisory group and others that this re-
sults in a wastage of deductions where the alternative tax is used by
the estate or trust. We do not think that there is any wastage of de-



PARTNERSHIP INCOME TAX RKVISION ACT OF 1060 83

ductions in nny vealistic sense in this situation since the overall tax
on the estate or trust is less than it would have been if the corpus
deductions had beon taken and the eapital gnins subjected to the regu-
Inr rate.

Moreover, if the corpus deductions were permitted to go over to
the income beneficinries when the alternative tax applies, the executor
or trustee might be subjected to pressure by the income beneficiaries
to renlize more capital gning as the capital gnins of the eatate or trust
neared the point where the alternative tax would become applicable,

Neotion 113, Multiple trusts

Section 113 of the bill is designed to limit the tax avoidance op-
portunities existing under present Inw in connection with the use of
the multiple-trust. device.  Basically, the multiple-trust. problem
nrises when a grantor creates more than one trust to accumulate in-
come for the sume ultimate beneficinry. The tax advantages offered
by the use of multiple trusts are twofold :

First, the srliuin r of income at the trust level among a number of
sepnrato taxable antities and, second, the avoidance of tax at the bene-
{ivi:;{ry l]evel through multiplication of exceptions to the b-year throw-
mek rule,

Some of the more flagrant cases that have come to the attention of
the Internal Revenue Service in recent years have involved the
estublishment of hetween 90 and 200 trusts by the same person to
necumulate income for the same beneficiary,  More typical is the
situntion where nn individual, either all at one time or over a period
of yenrs, will establish from 2 to 10 trusts to accumulate income for
the same boneficiary.

The substantial tax savings to high-bracket taxpayers that may
result from the use of the multiple-trust device is illustrated by the
following example: Suppose an individual in the §0-percent tax
bracket wants to make a gift of $1 million worth of securities yield-
ing n return of 4 percent to his son, who prior to the gift has taxable
income of $20,000, 1f the gift is made directly to the son, the annual
income from the securities, amounting to $40,000, weuld be ndded on
top of the son’s regular income and, if he were single, would be taxed
nt an effective rate of about 85 percent. If the $1 million worth of
securities were transferred to a single trust established to accumu-
late income for the son, the income would be taxed to the trust as a
reparate entity at an effective rate of around 49 percent. If multiple
trusts, rather than a single trust, were used to accumulate income for
the son, the tax savings may be materinlly increased. Thus, if the
grantor established five trusts to accumulate the income for the son,
the effective tax rate on the $40,000 of income, divided equally among
Stzhe five trusts as separate taxpaying entities, would drop to aroun

4 percent,

I&oreovm', because of the many exceptions to the throwback rule

yrovided by existing law (particularly the termination exemption
or trusts lasting more than 9 years), it would be a simple matter
for the grantor to arrange his five trusts so as to avoid any additional
tax on his son at the time the accumulated trust income is distributed
to him,

While in n case as flagrant as this five-trust example, the Service
might attempt, through litigation, to disregard the separate trust
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‘0
entiting, the axinple doss illusteate the procodure followed by o
number of high-tax-bracket. taxpayws to obtain tax advantages
through the crvation of multipls trusts for the snme benoficinry,

Incidentally, the example points up the faet that single frusts enn
nlao ho usd to save taxes,  This sugrosts that at an approprinte time
Congiven should give sovious ut.ml'y to tightening for all trusts the
upr icution of the throwbnek rule of existing law,

The problam of multiple trusts has been vecoguized for n number of
vours, I 1006, for example, the staffs of the Joint. Committes on
Tnternal Revenue Taxation and the ‘Trensury Depatmont listed this
woblem as one of a number of unintended {mm\ its for oxamination
w the Subcommittes on Internnl Revenne ‘Paxation of the House
Ways and Means Conmnittee, "The work of the advisory group on
sulehapter J in the maltiple-teust avea grow out of this stafl recom-
mandation,

A number of different possible ways of dealing with the multiple-
trust problem have bean suggested,  'Those who u]])p(mu any logisla-
tion suggest that there s no proof that the ‘n'oh om s sufliciently
widesproad to justify complox legislation and that the Service should
attampt to control the problem through vegulations nnd litigntion,

Othars have suggested that a brond statutory provision might. bo
cmacted which would simply give the Seerotary of the Trensury or
hig delegate the power to tax multiple trusts as one truast, whore neces-
saty, to prevent tax avoidanee,  Another appronch, and basically
the one recommendud by the advisory group on subchapter J, would
provide detailed statutory rules for consolidating the meome of all
trusts created by the snme geantor for sulmmntiulﬁ' the snmo primary
boneficiaries, without regmed to the presence or absence of tax avoid-
ance motives,

Still another appronch, and the one adopted in the bill to deal with
the problem, would tax the beneficiary receiving distributions from
multiple trusts at the time the distributions ave received,  This would
be accomplished by expanding and tightening the operation of the
throwback vules of existing law where multiple trusts ave involved.

Each of the above approaches has its advantages and disadvantages,

Ax T have mentimw({. the approach taken in section 113 of the bill
would tax the beneficiarvies of multiple trusts upon the accumulated
income of such trusts as and when distributed to the beneficiaries,
This rule wounld apply, however, only to the extent that income has
been accumulated by a multiple trust in the preceding 10 years,

Moreover, where a grantor creates a series of trusts to distribute the
accumulated income to the same beneficiary, the first trust making
distributions would not be subject to the multiple-trust rules, but dis-
tributions from the second and succeeding trusts would be treated
as multiple-trust distributions.

In essence, the bill attacks the multiple-trust problem by eliminating
the exceptions under the present. 5-year throwback rule and by ex-
tending the throwback period from 5 to 10 years. This new 10-year
throwback rule for multiple trusts would o‘)ernte in substantially the
same manner as the present d-year throwback rule except that the
character rules would be eliminated and the additional taxes due from
the beneficiaries would be computed without the limitation on tax
contained in section 668(a) of the Code.
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‘The principnl ydvantuges of this sppronch are twofold:

Fivst, the additionnl tax ix hnpumn‘ on the beneficinry and only
when it is an estublished fuct that the (rast is o multiple trust.  Thus,
n compnrad 1o the consolidution appronch of the advisory group, it
offers more ceriinty ns to the trasts to which it applies and there is no
newd Lo dovelop complex ralen for consolidation of trust. income or
to fix responsibility for mmking the consolidation,

Second, by tightening and expunding the throwback rule, many
of the tax ndvantnges which now contribute to the establishmment of

multiple trusts would be removed, ' .
The appronch tnken undor section 113 of the bill has been criticized

on n number of grounds,

Fivnt, it in argued that the throwback appronch, by waitim.; to im-
pote the additionn] tax upon distributions by multiple trusts, does not
rench the suvings that ocenr during the period incoms is sccumu-
lnting in the trusts at relutively low tax rates.

Second, it s cluimed that the approsch creates an unwarranted
digerimination between beneficinries of single and multiple trusts,
FFor exwmple, it is pointed out. that multiple trust. status, because of
the elimination of the charucter rules, results in the taxation of bene-
ficinrion on nmounts which represent accumulated tax exempt income,
1t is nlso nsserted that it is inequitable to muke multiple trust status
depend upon coexistence of two trusts rather than cosccumulation of
incomo by the trasts.  ‘T'o cura these problems it has been suggested
that the gill might be revised in two ways, first, that trusts would be
trented as multiple trusts only if they nccumulate income for the same
period ko that there is some income splitting at the trust level,

Senator Brwnerr, Would you mean by that, they must be exactly
copxistent. {

Mr. Grassmany., What it would probitbly mean, Senator Bennett,
is that the trust would have to accumulate income in the same year
to have distributions from that particular year to be regarded as
multiple trust. distributions,

Senator Bennerr. But not be identical in the tetal period over
which they accumulate income?

Mr. GrLAsMANN. No.

It has also been proposed that tax exempt incone of a multiple trust
should retain its character when distributed to a beneficiary. We be-
lieve that these suggestions have considerable merit and that these
a}uind ():il\er possible moditications of section 113 should be given care-

ul study.

It is c{aimed that many of the objections to the throwback approach
of section 113 would be satisfactorily met by consolidation 0? the in-
come of multiple trusts as earned. In other words, multiple trusts
accumulating imcome for the same beneficiary would, in effect, be
taxed as one trust. This in substance is the advisory group pro-
posal, although the advisory group would have permitted certain
exceptions to its general rule. While the consolidation approach
has considerable merit, the major objections to the advisory group
proposal are as follows:

(1) Under the proposal the existence of multiple trusts depends
upon whether the primary beneficiaries of two or more trusts are sub-
stantially the same. Since these terms are vague, it will be difficult



86 PARTNERSHIP INCOMK TAX REVIRION ACT OF 1000

for both taxpayers and the Revenue Servien to determine the scope
nid operation of the statute,

(2) 1t does not vequive consolidation of trust income, at least the
sppronch suggrested by the advisory group, wher the grantor has
ervnted threo or les teusts and no two were evented within 60 nonths
of one another,

Furthermore, testainentary trusts would be trontod separntely from
intor vivos teanta, Thin throe-teast exemption would be, in” effect,
nequicseence inon thiee-way income splitting and wonld blueprint n
way for tax minimization,

() The advisory group conzolidation proposnl dovs not wpell ont
the method of computing the tax in conneetion with the consolidation
of income of maltiple trasts, the method of alloeating the tax nmong
the trusts, or lix t\w responsibility ag to which teustee shall hring
the several teusts together, It has been sn gested thnt mattors am
basic as computation of tax, alloeation of linbility for tax and tixing
vespousibility for consolidating trust income should not b loft to
repulations withont some statutory guidanee,

(4) "The advisory group consofidation appronch does not have any
impaet. upon the foreign source income of & trust cstablished in o
foreign jueirdiction, even though the grantor and primavy bene-
ficiary ave Amevican vesidents, and the grantor has alrendy estab-
lished severnl domestic trusts to aceunmilate income for that same
beneticiary,

Ax ik evident from the above discussion, the multiple trust prob-
lom iz not a simple one, Tt is, however, a problam that urgently
newds congressional action.  In the opinion of the Treasury Depart-
ment, some form of legislation should be enncted during this session
of Congiess to prevent existing and potentinlly serious abuse through
the use of multiple trasts,

The Treasury Deparvtment prefers an approach to the multiple
trust problem along the lines of seetion 113 of the bill over the con-
solidation appronch suggested by the advisory group primarily be-
cause of the greater complexities involved umfz:r the lutmr approach.

If the committee should feel that the throwback approach tuken in
section 113 of the bill does not provide a satisfactory solution to the
multiple trust problem, the Treasury Department would recommend
that the committee give favorable consideration to the consolidation
approach of the advisory group but with appropriate modifications to
insure that all multiple trusts are effectively covered,

If neither approach can be sntisfnctorif);r worked out in time for
legislative action this yvear, consideration might be given by the com-
mittee to the adoption of an interim or stopgap measure for deterring
at least the more flagrant abuses in the multiple trust area.

Senator Cvrris. Would you just tnke a moment to illustrate the

thrownback in its operation?
Mr. GrasMaNN, You mean the throwback rule of the present law

or under the multiple trust provision? )
Senator Currris. Both, What it is now and how practically the
change would affect it. .
Mr. Grasmaxy. Under existing law, if you have n trust established
to accumulate income, we will assume for beneficiary A, there is a
rule which provides that when a distribution is made by the trust
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which oxcoods the_curront distributable net income, you look to wee
whother the trust fins necnmulated income in prior yonrs, and if it has
necumuluted income in prior yenrs you will nlso tax the beneficiary
upon thows pist nccumulntions to the extent. that the accumulations
do not exceed the nmount aceumulnted in the pnst. b years by the trust,

Undor the rule, however----

Senutor Currims, What nre you getting at-—-

M |l'. (1LAKMANN. Lt me give you un example, Maybe that would be
simplor,

Sonntor Curre, Yes,

Mr. (tLasmaNN, Amuminf you have a trust this yeur that has
$10,000 of income, distributable net. income, and that it setunlly makes
n distribution to ‘mmslinim’y A of $30,000,

You go bk to the preceding yenrs to see—

NSenwtor Curriv. You take b yenrs to see whether that is income
which has boon retnined or in renlity ig—-—

Mv, Grasmann, Right.  You look at the first. preceding year to
bogin with, and if the first preceding yenr there was accumulnted
income—Ilet. us ussume there was un accumulated income of $8,000 after
the trust had paid its tax of $2,000—you would pick up that $8,000
of income and tax it to the beneficiary, add it on to the amount. of
$2,000 tax that had been }mid by the trust so that the beneficiary would
be taxed upon $10,000 of income with respect to the accumulation of
the trust in the lnwmling yenr.  He would then get credit against the
smonnt of tax that he would huve to pny for the tax paid by the trust.

Senntor Cuwris, He pnys it in the year at the rates of the current
one, the last onet

Mr. Giasmann, There nre two ways that he can compute his tax.
Iither he ean include all the income in the year he received it and
compute his tax under those rates, or he can go back and recompute
the tax that he would have paid had the income actually been distrib-
uted to him in those 5 preceding vears, and not pay a higher tax than
the amount that would be determined under that alternative basis.

Senator Curris. Would he be subject to penalties and interest?

Mr. GrasmMaNN. No.

Senator Curtis. You change it from 5 years to 10 years; is that it?

Mr. Gr.asMANN, That is one of the differences,

Under the existing 5-year throwback, there are a number of excep-
tions. One of the exceptions is that if a trust is established for a period
of more than 9 years to accumulate income, and after that 9-year peri-
od makes s distribution in termination of the trust, distributes every-
thing to the beneficiary, the throwback rules do not come into effect
at all, so that the bene%cinry can receive all that accumulated income
without having any additional tax to pay.

Senator Curris, That is regardless of what tier it is inf

Mr. GrLasMANN. That is regardless of what tier it is in. There is
an exception for a termination distribution by a trust lasting more
than 9 years,

Now, there i an exception also for accurnulation of income during
the beneficiary’s minority. So that you can accumulate income for
beneficiary up to the age of 21 and if it is paid over there is no tax
gicked up at the beneficiary level with respect to income accumulated

uring his minority.
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The change in section 113, in addition to extending the throwback
period from 5 years to 10 years, would eliminate all the exceptions,
so there would be no exceptions to the present throwback rule.

In addition, the bill us 1t now stands would remove the charncter
rule so that you would not pass through tax-exempt income from the
trust to the beneficinry,

It has been suggested that that is too harsh and we certainly think
there is merit in that contention,

Mr, Chairman, there is one other provision in the estate and trust
sections of the bill which I would like to comment. on, althongh it. is
not. covered in my prepared statement, and that is section 110(b) of
the bill, ‘

This section would provide an exception to the present 5-year throw-
back rule for amounts paid to a beneficiary as a final distribution by
reason of his reaching n specified nge if the trust is created by wiil
or was revocable b t{\le grantor immediately prior to his death,

We are not in favor of this exception becnuse it further wenkens
the operation of the h-year throwback rule under the present law.
There are many indications that, becnuse of existing exceptions to
the throwback rule, single trusts as well as multiple trusts are heing
used for tax avoidance purposes. For this renson, the Department
would suggest further stu({y of the desirability of tightening the
thrm\'bnvk rules for all trusts and not merely for multiple trusts alone
ns proposed in section 113 of the bill,

That completes my discussion on estates and trusts and I will turn
to partnerships, if there are no further questions.

Senator BENNerr (presiding). Any questions, Senator Curtis?

Senator Curris, 1 s‘mll not propound them, 1 have many of them.

NSenator Benzerr, Sodo L

TITLE H—PARTNERRHIPS

Mr. Grasmann. Title 11 of the bill would substuntinlly revise sub-
c}hgtptm‘ K, which deals with the taxation of partners and partner-
ships,

As mentioned at the beginning of my statement, the 1939 C'ode con-
tained only a few brief sections dealing with partnerships, while the
1054 Code devotes an extensive subchapter to this aren, Title 1T of
the present. bill, while retaining the basic statutory framework of
;subc wpter K, would make a number of significant changes in existing
/W,
By way of background, it may be helpful if 1 outline some of the
mujor features of the present law before commenting on the pro-
posed changes.

(1) A partnership does not pay any income tax.  Only its members
are taxable in their individual capacities upon their distributive
shares of the partnership taxable income, whether or not actually dis-
tributed to them. In other words, the partnership acts as a conduit
nnd the partners are treated as having realized their shares of partner-
ship income or sustained their shares of partnership loss dirvectly from
the source from which realized by the partnership.

For example, rental income received by a partnership retains its
character as rental income in the hands of a partner thus permitting
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him to utilize the special character of this income in computing his
retirement income credit.

(2) Generally speaking, a partner realizes no income and sustains
no loss when he mnkes contributions to or receives distributions from
a partnership.

(3) Specitic rules are set forth in the code to deal with a variety of

partnership problems such as computing the busis of partnership in-
terests anc assets, and choosing and changing partner and partner-
ship taxable years. The statute also provides various alternative
ways for handling lpm'tuemhi v transactions which, although adding
vomPexity to the [nw, nﬂ’m'({ the partners a maximum amount of
flexibility,
(4) Although a partnership interest is a capital nsset, there are
limitations imposed under the so-called collapsible partnership pro-
visions of the code on the extent to which gnin realized by a partner
on the sale of his partnership interest can be treated as capital gain,
The rules in this aren, while necessayily complex, are designed to pre-
vent tax avoidance through the conversion of ordinary income items,
like uncollected and untaxed partnership income, into capital gain.

(5) Specific rules are also provided in the statute for tlle treatment
of pnyments made to a retiving partner or to the successor in interest
of a decensed partner in liquidation of the partner's interest in the
partnership. }n substance, pnyments made for the partner’s interest
in partnership property are treated as capital payments. Other pay-
ments are treated as ordinary income,

With this short introduction to a highly complicated subject, I
would now like to discuss briefly several of tKa partnership provisions
of the bill which T believe will be of particular interest. to the com-

mittee,

Rearrangement of partnership provisions’

The partnership advisory group recommended that subchapter K
be rearranged to make its provisions easier to understand, particu-
larly in the case of the small partnership. The bill reflects this pro-
lmsnl by grouping in part I of the revised subchapter the provisions
ikely to be applicable to the great mass of pm'tnems%xi »s and 5)y group-
ing in other parts the various elections and other tec#micul provisions
of the lnw which are likely to apply only to mare complex partner-
ships, or to the unusual transactions of t%e average partnership,

This does not menn, of course, that the substantive complexity of
subchapter K will be reduced by merely rearranging its provisions.
In many instances, only a partial picture can be obtained by reading
the simple or general rule set forth in the earlier part of the rear-
rangement. To be certnin of tax consequences, in situntions which are
ut all complicated, the lnwyer and accountant will still have to refer
to the exceptions or more comnlex rules set forth in the latter portions
of the subchapter.

However, many believe the rearrangement will enable persons to
reasp more readily the meaning of these partnership provisions. The
Jepartment has no objection to its adoption.

Nection 702(b). Level for determining character of paitnership items

We would next like to comment on a controversial auestion which
was the subject of considerable discussion before the Wnys and Means
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Committee: numely, ut what level isx the ehinenerer of pavtnership in-
come and deductions to be determined,  The existing stntutory pro-
visions contnin no explicit statement on this point, but the proposed
new seetion 702(h) would provide that the charneter of all partoer
ship itoms shall be determined ax if vealized direetly by the paetner
from the same souree from which realized by the partuership,

One of the problems which the new provision is intended to cover
in the basis for determining whether ginin on o sule of property by a
partnership i capitnd gin where, if sold diveetly by one or more of
the partners, the gain would have beon taxable ax ordinnry income,
T'he exnmple often used to illusteate the problem is the ense of a ronl
estate denler who enters into a paetnership with two nondealer in.
vestors to nequive and hold renl estate which is snbsequently sold by
the partnership at n profit. Phere nre at least theee possible views
nx to the approprinte factors to consider in determining how such
ain s to be taxed to the partners,

The tivst, which has n number of proponents, is to look solely to the
business activities of the partnership. This would permit the real
estate dealer to use the pnetnership to convert ordinney income into
eapital gnin, nnd does not appear to us to he sound.

Phe second possibility s to determine the chareter of gnin on sale
of a partnership asset by looking primarily to the activitiew of the
partnership, with weight being given in nmln'npriuh' eases (o the ae-
tivities of o purtner who owns a substantinl interest in the partner-
ship. Thux, in the exnmple, the fact that one of theee partnems is him-
.-wl} emggred in the real estite business might be suflicient to taint the
partnership, T so, the gain venlized on the sale would be taxable to
all three partners as ordinary income,

Such norule has the merit of providing uniform trentment for all
partners and, ngain looking at the example, it would bloek the flagrant
use of partnerships by real estate dealers to avoid tax,  But, it sh«mhl
be noted that such a rule might impose an ordinary income tax on
some partners who perhaps should be given capital gnin trentment
while Souing others off with capital gain who should be treated as re-
ceiving ondinary income,

The third possible approach to this dificult problem, and the one
ndopted in the bill, after its recommendation by the advisory group, is
that the character of the gain be determined at the partner level tak-
ing into acconnt for this purpose the activities of the partnership.
Such a role shonld generally tax ns ordinary income to the real estnte
dealer his share of the partnership gnin on the sale,

At the same time, it would nlsnw partners who are not real estate
denlers to enjoy capital gin treatment. Pr«widml the activities of the
partnership ({o not put it in the trade or business of buying and selling
real estate. Moreover, just as it is possible for a real estate dealer
who is a sole proprietor to have a segregated investment account (snles
from which result in capital gnin), so also will it be possible under
this third approach, where a partnership interest represents an in-
vestment account, for sales by the partnership to give rise to capital
gain, rather than ordinary income, }m' the partner who is a real estate
dealer. This will be a factual question to {)e determined in each ease.
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Neetion 264 (a). Close of purtnership year wpon death of o payiner

Seetion 704 (1) of thesubehapter K - -

Senntor Benseer, Mr, Glasmnnn, you missed the statement. of the
T'rensury s position,  Did you do that.on purposs !

Mr, Qrassasn, No, M, Chaivman, - We certainly favor the ap-
pronch taken in the bill, .

Swnntor Benseer, The thivd appronel ?

Mr, Grassas s, Under the previons section, the thivd approneh;
VUN,
" Now, turning to 764(n), this provision ik designed to correct an un-
intended linredship under existing Inw snd merits the special attention
of your commmittee beenuse of its importunee to many partnerships,

Under the present Inw the pnetnership taxable year genosrally does
not elose when n pnrtner dies. I'his rule was enneted as part of the
1994 Code to prevent the bunching of income where the purtnership
and 0o puretner were on different taxable yenrs,  While the holding
open of the pnetnership year is an equituble rule where o prurtner-
ship and paetner nre on different taxable yenrs, it enn produce a
serious haredship where they are on the snme taxnble yenr. Thus, if
a partner and his poetnership file their returns on w ealendnr yenr
bnsis (which is the nsunl ense) and the partoer dies; he often loses
much of the henefit otherwise nrising from deductiong, exemptions,
and neame sphitting for the yenr of his death sinee none of the part-
nership income is included in the decedent’s finnl return, The bill
would corveet this by providing that the partnership yoar closes for
the decedent as of the dute of his denth, unless his suecossor in interest,
nsunlly h's ercentor,eleets to the contrary.

“Namplificd™ veporting of puartueeship income

The next section T would Like to diseyss is section 7T02(e), which
would provide an optional procedure for reporting partnership in-
come,  T'his is the only purtnership provision in the bill with which
the ‘Preasury disngrees. We would recommend that it be deleted
from the bill,

This provision did not originate with the partner-hip advisory
group but war added to the bill by the Ways and Menns J'ummim-ﬂ.
The stuted ohjective of the provision is to simplify the reporting
problems of sl partnerships. . We, of course, are sympathetic with
the desive tostmplify the purtnership law and, in particular, the report-
ing procedures for the smuller purtnerships.  We have serious doubt,
however, that the proposal can necomphsh its stated purpose.  On
the contrary, we are of the view that this additional election will
further complicate the law, and may prove to be a tax trap for the
unwary partner,

As T previonsly mentioned, one of the basic churacteristics of
partnership taxation under the 1954 Code and the regulations is the
so-called conduit theory whereby the character of every partner-
ship item of income and dednction which has tax significance earries
over to the partners and is reflected as such on their individual in-
come tax returns.  Although in most cases this works out to the
individual partner’s benefit, some taxpayers nevertheless feel that it
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i too compliented to keep tenck of nnd vefleet in their individunl tax
returns the signifiennt (ax chineneteristies of specifie pnetnevship items,

The bill attempts to minimize this problem by providing that where
n paetnership so eleets only a limited number of the items enter-
ingr into the partnership income necomnt will retain their chneeter
when pussed down to the paretners, Capital gnin and loss items,
ains i losses with' respect to certain business assets, nnd dividend
imcome would continue to vetain their elmeneter, A remmining items
wonld be taken into aceonnt by the individunl purtners on their re-
turns as nsingle, net, ordinney income or loss item.

The suggested change could have the following adverse conse-
quences to the paetners of un electing partnership:

(D) I the paetnership has vent or interest income, the individual
purtners will lose the benelit of the rental or interest. churacter of
their shares of such pavtnership income for purposes of compnting
the amount. of their retirement. incoma eredits,

() The partners will lose the benefit of the additionnl 20 pereent
first year deprecintion aHowance with respeet to any deprecinble as-
sets nequired by the paetnership during any year the election i in
efleet.

GH) The ponrtners will receive no deduction for partnership chari-
tuble contributions, soil nnd water conservation expendituves, explora-
tion expenditures, and depletion deduetions,

(1) Also disallowed to the partners under the new reporting pro-
cedure will e any credits (other than those for dividends) attributa-
ble to the parthership income,

In view of the heavy price which the purtners may unknowingly
have o pay for the purported simplifiention effected by the new re-
porting procedure, it seems to us that the provision may in fnet be
havmful vather than helpful. Moreover, t,w chnimed sinn{»liﬁmtiun
of nvlml'ting procedurves may be morve appavent thun veal, For exnm-
ple before making the election under seetion 702 (e) Iml'tnm's m}(l
partnerships will still have to aseertain the nature of all partnership
meome, deductions and crvedits in order to know whether to make the
election,

Furthermore, the new reporting procedure provided under the billy
since it velates only to the determinntion of the tax linbility of the
individoal partners, would have fittle, if any, effect upon the veporting
problems of an electing partnership,  The partnership itself will
stll have to submit a return showing the nature of all of its income
and deduetions on the regular partnership return form (form 1065)
in order for the Internal Revenue Service fo make sure that each part-
ner's distributive share of partnership income does not reflect. any
of the deductions or exclustions of the type which eannot be passed
throngh to the partners of a partnership making an election under
<ection 702 (e),

Nection 7060 Amounts padd to a vetiving purtner or a deceased part-
Ne s siteeessor in dnterest

Next 1 would like to call the committee’s attention to some of the
changes the bill would make in an important. provision of present law
dealing with the tax consequences of partnership payments to vetived
mrtners or deceased partner's suceessors,  This is proposed section
(76 in the bill. The basic function of this section is to help solve the
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problem as to howuthe income of the partnership is to be necounted
for when the interest. of o retiving (lm' decensed partner) is heing
bought. out by the partnership.

Present Inw divides paymients to a vetiving partner into two eate-
gories,  The first. relates to the wnounts paid for his interest in part-
norship property. ‘Theso amounts nre generally capital payments,
which are tuxed ws enpital gnin to the retiving partner and are not de-
duetible by the purinership,  The second eategory involves pnyments
which oxeeed the value of lﬂm retiving partner’s inl)uwmt, in partnership
property. These mmonnts are tuxed as ordinary income to the re-
cipient and nre deduetible by the partnership,

The bill does not. alter this fumlmmmlu’l structure but. makes two
significant amendments, First, nomore equitable definition of part-
nership property has heen developed, with the result. that. the retiving

mrtner does notpay ordinnry income tax upon amounts received for
vis rights to participate in future serviees u; the partnership or in its
Future delivery of goods,

second, norule has heen added which treats all payments to n retir-
ing purtner as payments for paetnership property, even thongh the
payments exceed the value of sueh property, if all the payments are
made within a 12 month period. ‘This is designed to bring about the
rexult. which the parties nornlly intend where w purtner's inferest js
Hguidated by aneans of a limp-sum payment. or a series of payments
overa short period of time.

In addition fo these important. substantive amendments, o number
of simplifying and elarifying changes have been made in this seetion,
Nections T4, 750, and Tal, Collapsible parctnership {ransictions

I would finally like to mention hriefly some of the more important
changes made by the hill in the collupsible partnership provision,
This aren, which is covered by proposed sections 749, 760, and 751 in the
bill, is a highly technieal one. However, the collapsible purtnership
problem ean be illustrated by a simple example, .Kssnnw that A, B,
and (' are members of a honsing development partnership and that
most of the partnership assets consist of fully completed houses which
the purlnors\nip will sell in the ordinary conrse of its business,  Fach
yartner’s share of the partnership income upon the sale of the house
18, of course, taxable ns ordinary income,  Suppose that prior to the
silo of the house by the partnership, partner A sells his partnership
interest.  Under the ('-‘ﬂ{ﬂpSihlﬂ purtnership rules, A is taxable at
ordinary income rates on his share of the unrealized partnership in-
come on the houses, despite the general rule that a partnership inter-
est is to be treated asa eapital asset,

You will, of course, note the similarity between the operation of
these partuership rules and those which apply when a shareholder
sells stock in a collapsible corporation, In addition, just as share-
holders in collapsible corporations are prevented from converting
ordinary income into eapital gains by means of distributions in liqui-
dation of their stock, so under the eollapsible partnership m's are
partners prevented from accomplishing such result through the
medinm r)} partnership distributions.

While the basic pattern of taxing collapsible partnerships intro-
duced in the 1954 code has been retained in the bill, experience has

54565—60-—7
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shown that some modilieations are newled.  Accordingly, the bill
would make 0 number of chunges designed to uim‘)lify these complex
provisions, to muke their operation more equitable, and to close n
sorious loophole,

As a mattor of simplifiengion the bill substitutes for the detailed and
troublesome definitions of “unvenlizad rocoivablos® and “substuntinlly
apprecinted inventory” s more workable concept of the type of part-
nership assots which results in ordinary income,

Mow equity and simplicity is introduced by bringing the collapsi-
ble provisions into play only whoen the partnership has a significant
amount. of unrvealized income items which may be charnetorizod ns
unrealized receivables, Present law has been criticized becnuse the
existence of unreadized receivables in any nmount, however insignifi-
cant, ennse’ the collupsible purtnership rules to apply with respect. to
the sale of a purtnership interest,

Ax for loophole closing, present law permits tnxpayers particularly
el estate developers, to civenmvent the collupsible provisions by pur-
chaxing property with borrowed funds,  The bill is intendaed to close
this substantial Toophole, but a further modifieation is needed to earry
out. its intended purpose,

Az T indieated eavly in this statement, the work of the advisory
groups extended over a period of more than 2 years, and their final
reports have been before the publie sinee December of 1958, Accord-
ingly, the proposals were initially well considered and there has been
an oxtended perisd in whick professional groups and the public in
general have Suul an opportunity to study and comment on the pro-
posals. Many important improvements were suggested by intevested
groups and these and othar changes have been reflected in the bill
which is now before this committes,  Witnesses appearing in theso
hearings may suggest changes which will merit inclusion in the bill,
The statl of the Treasury will be glad to cooperate in the develop-
ment. of any changes which the committee deems to be desivable.

Senator Bennerr. Thank you very much, Mr, Glasmann,

Senator Curtis, do vou have any questions?

Senator Crrris. No questions,

Senator Benyerr, Senator Willinms, .
We appreciate the {mnence with which you have developed this

explanation of the bill to the committee and I nm sure we will have
other oppottunities to have you clear up any questions that may be
in the mind of the members of the committee who are not here this
morning.
Mr. GrasyawN. Thank you, Senator Bennett.
Senator Bexxerr. We will excuse you now,
c (l)'|fw other witness for the day is Mr. Arthur B. Willis, Los Angeles,
alif.
Mr. Willis, I notice from the size of your material, it will take
nearly an hour for you to present it. Can you summarize it for us.

STATEMENRT OF ARTHUR B. WILLIS, WILLIS & MacCRACKEN,
L08 ANGELES, CALIF.

Mr. WirLis. Mr. Chairman, I do not plan to go over everything in
the written statement. The written statement was ‘Planned largely
for the consumption of the Treasury Department and the staff of the
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Joint Connmittes, - There arve just about. four or five points thut 1 had

planned to cover hore,

Senntor Benngrr. The Sennte goes into session at 12 o'clock, and
I would hope thut we could be through by then.

Mr, Winris, 1 can bo through by then, sir,

Sonutor Bennerr, Fine, ' ‘ .
Mr, Winis, 1t will be o question s to the nmount of time required

by questions, T have at least one proposition on which 1 would hope
that thore would be some questions,

My, Chairman, the advisory group formally completed ity work at
the time of reporting to the Subcommittes on Internnl Rovenue T'uxa-
tion of the Committes on Ways und Means and therefore we huve no
formal status——-

Sonntor Bennerr, Were you a member of the advisory group ¢

Mr. Wineiw, I was chairman of the advisory committes,

Sonntor Bex~err, Thank you. 1 think that should be in the
rocord,

Mr, Wintas, Wae submitted 22 legislative vecommendations, the ma-
jority of which hnve been wdopted, many of them verbatim, the bal-
anco with some modifications, There were a fow modifications and
changes with which we do not agree,

I huvu filed 0 written statement to which you referred, 28 puges,
double spuced. It has u erosd index at the end which may he helpful
in reforring from the provisions in the H.R. 9662, to the recommenda-
tions of the advisory group and also to the page at. which it is dis-
cussed in the written statement.

Sonator Benzerr, For the record, this statement will be accepted
and printed in the record at the end of your comments this morning.

Mr. Winns, I am sure that the committes understands that the
comments that are made in the written stntement that I shall make
toduy nre not. submitted with any feeling of partisan advocacy that
the recommendations of the advisory group must necessurily prevail,
Wo nre all working for the goal of achieving a tax lnw that will be
faiver and simpler n its operation,

Mr, Glasmunn has commented on section 702(e), the proposed sim-
plified reporting by partnerships. The advisory group is in accord
with the recommendation of Mr, Glasmann, namely, that section 702
(eg should not be added. We, too, feel it. is extremely doubtful if it
will work any real simplification of the tax law relating to
partnerships.

We feel that it would bo better to leave this, at least for the time
being, to the administrative discretion of the 'i‘mnsury Department.
If it should develop as a result of statistics, which are not currently
available, that partnerships do not have the multiple classes of income
and deduction of credits which must be sepurately stated, perhaps a
simplified partnership return could be prepared only for the classes
olf' items that are most commonly encountered by the small partner-
ship.
e submit that the advisable thing to do is to have a more complete
statistical analysis the next time there is a study of partnership tax
returns, Wae feel that if thera were information available as to the
number of partnerships, in size classifications, which have different
categories of income, deduction and credit items, then it would be

!

-
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}uwihl(\ to appronch the problem on a basig that: wonld be traly holp-
ul in simplifying the cotuen forin for the smnldl partnership,

"T'he noxt &mml. [

Sonnfor Benzwer, What you are proposing is nf. least. two sepurato
formst

Mo, Winias, T othink that that is a matter that the 'rensurey De-
partment. hns the pregent nuthority to do without. any statutory cnnet-
ment, 1 a study baswd on the dovelopment of statistienl information
should indiente, for exnmple, that n Inrge !wnpm'linn of the pretner-
ships with ieome of ess than £10000, which would constitute nomn-
i'umly of purtneships, only veported ordinney income and gnin or
osx of deprecinble property, perhaps a simpler form could he put out
with only those two elassifientions nvailable for pnrtnerships 5mvinu
only those classilieations of income,

Nenator Benverr, Thank vou,

Me, Winnas, ‘The problem on which wo hnve the greatest. difference
of opinion between the advisory group wid the provisions in TLK,
D66 is the proper price (o be paid for simplifiention. There e twao
or three areas i the advisory gronp recommaendations where, after n
most enreful consideration of the problem, we recommended n difler
ont statutory approneh than ander existing Inwy feeling that it vonld
substantindly simplify the whole aven of paetnership taxation,

Lu some of these siteations we recognized that there was nocertain
minimum nmonunt of potentinl (ax avoidanee resulting from our ree-
ommondations,  We very earefully considered the amount. of the fax
avoidance, While 1 do not profess that. wo thonght of every possible
abuse, wo did bring into play all of the ingenuity and the skill as
practiving attorneys and aceountants of the memboers of the advisory
group, Wo came to the conclusion that there was only n minimal
amount of potential tax avoidunee, und that minimal nmount. was not
too great a price to pay if, in fact, there was aovery significant. sim-
plitication of the tax law resulting from the proposed legislutive
change,

Those recommendations were not adopted. Wao still ndvanes them
s boing desirable improvements in the tax law, but leave-~—-

Senator Cerris, Which provisions are you talking abont ¥

Mr. Winnis, L am going to come to those specifieally, sie, Tam do-
ing this by way of laying the groundwork, And we would submit. that
the potential tax avoidance ean be restrained so as not (o be too great
an iten,

Now, the prime example of this is seetion 770 in 1LR, 9662, dealing
with the transfer of a capital interest in o partnership as considera-
tion for services by a pavtner,

I might give you a very simple example. The ADB partnership has
inventory with a basis to the partnership of $9,000 and a fair market
value of $12,000. To deliberately simplify my example, that is the
only asset of the partnership,

The partnership now proposes to take in C as a partner, and in order
to induce him to come in as a partner and to render his services, it is
necessary to give him a one-third capital interest in the partnership.

Now, under the advisory group proposal, C would be taxable on{y
on one-third of the partnership's basis of the property which would

be one-third of $9,000, or $3,000.
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When the pretneship subsequently solls the inventory for $12,000,
it will have 1 $3,000 gain, and € will be tuxnble on one-thivd of that
gaing $1,000 which when added to the other 3,000, makes him subject
1o tux on $4L000, of income which is the correet. nmount. of hiy
income,

TLR, 0062 tuxes C on the Tuir markel. valuo of hin partnorship in-
torest,  Clortainly, ns o matter of goneral tax Inw, this would be the
nevopted rule, 1w person recsives componsation in the form of
property other than woney, ho is tnxed to the extent of the fair market
vithio of that. propurty,

However, the advisory group felt. thers were exeollent. rensons wh
in the partnership area this general rale shonld not. prevail. We
folty for exnmplo, that if there were only $3,000 of mxu{;hs income at
the time ho received his interest, when the partnership subsequently
sold the inventory, he would bo taxed on the remaining $1,000, and
the vight result. would be obtained,  Furthermors it would be the
result, thatabusinession wonld norundly expect.,

Secondly, thers is greater simpliliention in the mechanies of the
oporation,  Under the TLR, 9662 approneh, if € is tuxable on the
fuie meket valus of $3,000, it is necessary for the purtnership to file
nie eleetion to adjust basis of puretnership property.  1f the partuer-
ship does notfile this eleetion, the basis remaing ot $9,000 and when
Che partnership subsequently sells the inventory for $12,000, there is
still e $3,000 gain,  C s faxed on another $1L,000,  So he is taxed
on $1,000, the fair market. value at the time he receives the putner-
ship interest, plus $1,000 at w Jater timey n total of $5,000, which is
$1,000 more than the correet mmount. of taxable income,

I donot feel that we enn nsstme that overy puretnership, considering
the number of small purtnerships which do not. have adequate tax
advice, will know that it is necessary to file an election in order to
nvoid this extrn tax through obtaining an wdjustment. to the basis of
the purtnership property,  Thig is another renson why we feel the
basis appronch rather than the fuir market. value appronch should
be ndopted. -

I might also add that there is no Lmrti«:ulur problem under the
provisions of ILR. 9662 if there is skilled advice available to the
partnership.

For exsunple, in the situntion that I have outlined, if the partner-
ship agreement vecited that C was to receive n capital eredit of $3,000,
a specifie amount rather than one-third of the total capital of the
purtnership, and in addition, he is to receive one-third of all sub-
sequent. partnership profits, we could get, by proper planning the re-
:-mllt, that the advisory group is recommending. Iiut this, I think, re-
quires an expeetaney of sophistication planning under the tax law that
is not, going to be availuble to the small partnership.

‘The swne thing ean be true in the case of a professional partnership.
For example, a law partnership, which may have a relatively small
amount. of eapital reflected on its financial statement may have a
fuirly substantinl amount of accounts receivable for bills it has
rendered and for work in process of being completed and not yet
billed.

If o person is admitted as a full partner, even though he {mys for
his partnership interest with respect to the assets shown on the books
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of the partnership, it appears to me that he could well be taxable on
the present fair market value of the interest that he acquires in the
accounts receivable for bills submitted and in the unbilled work in
progress,

Once agnin, unless the partnership files the elections to adjust
busis at the time the partnership actually collects the accounts re-
ceivable and makes the collections for the work in process, the new
partner wil be taxable on his distributive share of partnership in-
come avising from the collection of the accounts receivable and for
the unbilled work in process at the time he was admitted as a partner.

I think that the only significant area where there may be sig-
nificant tax avoidance under the recommendation of the advisor
group is where the partnership has capital assets that have a fair
market value substantinlly in excess of the adjusted basis.

Here, for example, it might be possible for the partnership to
agree to give to, let us say, n high salaried producer or movie star a
capital interest in u partnership, as part compensation for services
when one of the principal assets of the partnership was stock that had
a low cost and a very high market value. In timt situation, I cer-
tainly would agree it is possible for the movie producer or star to
eventually vealize n capital gain when the partnership sells the stock
and the distributed shave of the stock is uvni‘nhle.

There are two answers to that: One is the tax is still being levied
on the correct amount of total ordinary income. It is a question of
perhaps a bit of shifting between taxpayers. If this is a serious
problem, I would hope that attention would be addressed to this as
distinguished from the whole problem of taxing to the service partner
the partnership interest at its fair market value which I think creates
inequities and veal difficulties in the technical handling under the
present provisions of 1LR, 9662,

Another example of the difference in attitnde between the advisory
group and the provisions of ILR. 9662 has to do with the so-called
collapsible partnership.

Under section 749 of TLR. 9662, it is necessary to fragment the
sales price as hetween section 751 assets, which are assets that will
produce ordinary income upon sale, and all other property.

This is required whether or not there is an overall gain or loss in
the snle of the partnership iutevest. The advisory group report
would have taxed the selling partner on ordinary income attributable
to 731 assets only to the extent that there was an overall gnin on the
disposition of his partnership interest,

t seems rather odd, certninly it would be to a businessman, that if
he had a loss on the sale of his partnership interest, that that loss
conld be converted into two items: One, a gnin on the sale of his in-
terest. in section 751 assets, and, two, & lnrger capital loss in the dis-
position of his pavtnership intevest. This is exactly what occurs
under the House bill,

There is an example of this, incidentally, on page 17 of my written
statement. which sets out in more defail than I shall attempt. at this
moment,

Another problem within this same aren is the limitation of the
fragmentation concept to the case where the gain attributable to 751
assets exceeds £1,000. This is not included in section 749 and H.R.
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9662. It is believad that the advisory groups limitation to ordinary
income of $1,000 or more before applying this complex fragmentation
concept should be adopted. This is recommended as a matter of pro-
tection to the small businessman, who wouldn’t know how to apply
this fragmentation concept, when the income tax differential is rela-
tively insignificant. Also, the recommended $1,000 limitation is more
nearly consistent with the provisions in 782(a) in IL.R. 9662, that the

artnership is not permitted to adjust the basis of partnership assets

ollowing a snle of a partnership interest, unless the total adjustment
to basis is $1,000 or more. '

I might also point out that really the $1,000 limitation will not in-
volve a significant revenue loss, because the percentage limitation in
section 751(d) of H.R. 0662 would normally eliminate any ordinary
income on the sale of his interest. In the few cases where the per-
centage would not eliminate ordinary income to the selling puitner,
we think that the de minimus amount of $1,000 is a l'onsonull)le floor
to put in the law.

Xnot.her signifieant J)oint in ILR, 9662 is section 750(a) dealing
with the non pro rata distribution by partnership having section 751,
that is to say, ordinary income assets,

The advisory group recommended the elimination of section 751(b)
of the present law, w ‘}im-lmmmrmsnnmling provision, on the theory
that it was too contplex to justify its retention.  We recognize that
in the process-of recommending the elimination, there would be a
possibility #6r some tax shifting among the members of a partnership.

We felt'that further considération might wellNe given to closing
down y{e aren of possible tax shifting of ordinaryNpeome ussets, but
that it/ was worthwhile t huw:. the sinyliﬁcntion evey at the expense
of sofe relatively small abuse, |

S¢ction 750&{}3}» H.R,. 8662,-vontinues.-the complexities that do
under the presenfAuw, preswnably /under the theory that the
pogsible tax avoidance tfrough shiftyng gf ordinary incoyne is too big
a price to pay-for this ;{vq of simplifightion.

“on might turn if yal will please, just very priefly.to $he report of
Committee on Ways and ﬁkm’% ages 86.and 87. 1Ye have hers
an{illustratian of thd gperation/of thg distribution by collppsible part-

ships that brings Wnto opeirutioh section 705(a). x}lt.lmll:gh the
it. takes two

purticular hypotheticalexafiiple, is extrémely simple,
pagdas to explain the very tomiplicged concept. tlm:.!y(em is a con-

struchive distribution of a prq rata $hare of 4ll partngrship assets to
the refring purt,mar and to the othet partdfers and tHen they make a
construotive exchamye to get the assels thoey really ‘ant and then the
partners Who are going to continue constructively contribute back
to the parthership. This is a most exotic concept and one that is
smazing to the.pusinessman when he is told on the distribution of
Fropert.y to a parther.in a collapsible partiiership, there may not. only
. .. .- PO ) . . .

e gain to the retiring partmer-but gam to the uing partnership.

We would certainly suggest strongly that 'her consideration
be given to the complexity that exists in this provision. 1f it is
agreed that it is indeed complex and that it would be desirable to
remove it, attention shonld be given to u cutting down of the serious
areas of tax avoidance, For example, we would have no objection if
our recommended elimination of present section 7561(b) did not apply
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to u family partnership. We believe in most other situations the
bargaining among the partners would substantially limit the shifting
of ordinary income nmong partners,

There is n similar n'olﬁem ut the time of formation of the partner-
ship. \samatter oé fact, under the general rule of section 704 (c¢) (1)
of the present lnw, o partner may contribute inventory having u very
low basis and n very’ high market. value. Upon the subsequent saﬁ)
of that inventory hy the partnership, the ordinary income rvesulting
from the sale of the contributed inventory will be nllocated to the
partners in accordancee with their profit and loss sharing ratios,  Thus
there is u shifting of ordinary income resulting from the sale of the
inventory contributed by one partner at the time of the formation of
the partnership. 1 might. ml({ in the long run the partuers are going
to pay the tax on the full amount of the ordinary income of the part-
nership.  Under the advisory group recommendations, there is no
possibility of getting n stepped-up basis for these ordmary income
assots, Tt is only a question of possible shifting among the partners
of ordinary income.

The next. point. has to do with section 776(b) (2) (1), which refers
to the speciliention in the partnership agreement of the panyment for
gomlwilll. The advisory group recommended that this could bo taken
care of other than in the partnership agreement. For example, if,
following the death of a partner, there was no partnevship agree-
ment. dealing with the retivement. of his intevest, there was really
nothing objectionable in permitting the surviving paviners and the
representative of the estate of the deceased partner to ngree as to a
payment for goodwill,

The Treasury Department, T believe, feels this gives too much Iati-
ture in that the parties ean determine, after the event, what is the
best tax way to make the payment. I feel it gives little additionnl
lutitude. If the partnership has sophistieated tux advice, all that is
required is a formal technical amendment to the partnership agree-
ment. If they put it in the form of an amendment to the partner-
ship agreement, they can get the result that the advisory group ree-
ommends they should be able to obtain without having to have this
sophistication to call this an amendment to the partnership agree-
ment.

Section 703(h), and this is the next to the last point that T have,
deals with the deduction of organizational expenses of a partnership.
This matter is discussed in the written statement.  The primary area
of difference between the advisory group recommendation and the
provisions of section 703 in ILR. 9662 are in the restrictions contained
in the IHouse bill on the expenses that may be amortized over a 5-year
period.

Under the advisory group recommendations the expenses that can
be amortized include not only the expense of preparing the initial
partnership agreement but also the expenses of any amendment to
that partnership agreement, The ITouse bill would definitely limit
the deduction of the expense to the expenses incurred in connection
with the first written partnership agreement,

This, T think, is unfair. ’Ilhe partnership may have a written
agreement between A, B, and C which merely recites they are partners
and that each shall be entitled to one-third of the partnership profits
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and no more, Even in that situation, under the House bill, if they
became aware of the importance of having an adequate partnership
ngreement with buyout provisions und they engage an attorney to
prepare it, the expenses could not be amortized over this 5-year {:emod.

'Iqtem is some question in my mind under the House bill as to
whether the present provision under the House bill might not be more
beneficial to taxpayers than the proposal under the—than what I am
proposing. .

I am not sure at all but that the amendment to the partnership
agreement might not be an immediately deductible item under exist-
ing law. There are cases saying the preparation of the initial part-
nership agreement is not. deductible but perlms)s the amendment to
the agreement is deductible. We feel this should be put in the same
category as the cost of preparing the original partnership agreement,
and 1t should be amortizable over the i-year period.

Senator Benyegrr, To clear that up in my mind, if the original
partnership agreement had run 4 years before it was nmended, you
would extend § years from the date of the amendment?

Mr. WiLnis, That is rvight. The additional expense would he
amortized over a new 5-year period running from the date of the
amendment,

Senator BeNNETT. Yes,

My, Wirnis. The other point that creates a difference of opinion has
to do with the expense of obtaining capital, 1 appreciate that in both
of these areas the Treasury Department and t‘ne stafl of the Joint
Committee are trying to place the purtnerships on an analogy with
the corporation, and under the corporation provision, section 248, the
corporntion may not. amortize the cost of obtnining capital.  The dif-
ficulty T have in applying the rule to the partnership avea is I do not
know how you determine the cost. of obtitining capital.  There may
be a few situations where the clients come in to see me before they
have agreed to form a partnership, and perhaps they will not form a
’mrtnm'ship unless T can work out mmot‘ning that they will accept. ns
wing fair and protective to all of them. 1In that case porhups all of
the costs of prepaving the partnership agreement is the cost of getting
the eapital becanse they would not have contributed the capital with-
out that agreement., In another case the clients may come in and say
we have formed a partnership and we are going to share profits equally
and will you write up an agreement containing all the provisions we
want to have,  In that situntion perhaps none of my fee is porhu‘)s
attributable to the cost of obtaining capital,  We feel the cost, of ob-
taining eapital, at least. in the individual experiences of the members
of the advisory group, is quite nominal and should not be segregated
but should be permitted to be amortized in the same manner as the
costs of preparing the partnership agreement. In the few situations,
very rare indeed, where you have a limited partnership in which the
interests are widely held and perhaps have an over-the-counter trad-
ing, as in the case of one or two of the New York syndicates, we have
no objection that the costs attributable very definitely to obtaining
capital there, such as registration with Sl')('f, and so forth, should be
capitalized. We suggest that some consideration be given to n way of
extending approprinte relief throngh this amortization provision to
the great mass of partnerships without extending an open door to
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the isolated few that would abuse it. I have suggested in the written
statement that one approach might be to have a dollar limitation,
say, as $1,000 as a maximum amount that could be put into this amorti-
zation account and written off over this §-year period.

The very last point is section 776(c) (8) (B). H.R. 9662 allows a
deduction to the partnership of income payments falling within sec-
tion 776(a) made by a successor of the partnership but only if that
successor is an individual who is engaged in a trade or business and
is obligated to make the payments. Thus a successor corporation, a
successor partnership, or the executor of the estate of the subsequently
deceased surviving partner would not be able to take a deduction for
section 776(a) payments made, even though there was an assumption
of liability, a binding legal obligation, to make the payments, and pay-
ments were in fact made.

The advisory group recommended that these payments should be
deductible b{l any successor to the original partnership. We sug-
gested that there should not be also an adjustment to basis. I have
suggested in my written statement what I believe is an improvement
over the original su%)%estion of the advisory-group to be sure that
there is not a double benefit through permitting a successor organiza-
tion to obtain the deduction for the income gayments made to a
retiring or deceased partner and also to adjust basis of its assets for
the assumption of the liability to make such payments,

That concludes my oral statement. I would like to state at the con-
clusion, as I did at the outset, that the point which I believe is of
major significance here is what price is a reasonable price to pay for
simplification. If indeed it is worthwhile to obtain simplification,
then I think we must be willing from the Treasury end, as well as
from the taxpayer end, to do a bit of giving and taking. We cannot
continue to have complex provisions, taking pages, in order to be sure
that no one can possibly sneak through a door and get out scot free.

Thank you very much for your attention.

(The prepared s*"*ement submitted by Mr. Willis follows:)

STATEMENT OF ARTHUR B. WILLIS, CHAIRMAN, ADVISORY GROUP T0 SUBCOM MITTEE
- ON INTERNAL REVENUE TAXATION, COMMITTEE ON WAYS AND MEANS, HOUSE oF
REPRESENTATIVES, ON SUBCHAPTER K OF THE INTERNAL REVENUE CoDE oF 1954

The advisory group on subchapter K submitted a total of 22 legislative recom-
mendations with respect to taxation of partners and partnerships. These recom-
mendations are contained in the revised report dated December 81, 1957, herein-
after referred to as the “Revised Report”, and the supplementary report dated
December 8, 1958, hereinafter referred to as the “Supplementary Report”.

The advisory group has completed its function of recommending to the Sub-
committee on Internal Revenue Taxation of the Committee on Ways and Means
changes in subchapter K that would simplify the statute and eliminate both tax
loopholes and unintended hardships. As of this date, the advisory group has
no official status. However, the members of our group, as individuals, have a
continuing interest in the improvement of subchapter K. It is for this reason
that I am submitting this statement with technical comments and criticisms
relating to the proposed partnership provisions contained in H.R. 9662. ,

Most of the advisory group recommendations are embodied in H.R. 9662. .We
are gratified that the House of Representatives acted favorably on such a large
proportion of our recommendations.

H.R. 9662 contains one proposed change in subchapter K which is not based on
an advisory group recommendation. Several of the advisory group recommenda-
tions were substantially modified in the bill before you. Some of the advisory
group recommendations were considered but not included in the bill. The balance
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of our recommendatlons are included in the bill in substantially the form we
recommended.

On behalf of the members of the advisory group, I shall raise technical and
substantive objections to certain provisions in H.R, 8662. This is not done in the
spirit of partisan advocacy of the advisory group recommendations. Rather,
these comments are submitted in the sincere hope, which, I am sure, is shared
by the staff of the Joint Committee on Internal Revenue Taxation, the Treasury
Department, and the Internal Revenue Service, that the final result will be a
statutory framework which is simpler and more equitable in its operation than
the present law.

It is the opinion of the advisory group that the partnership provisions in H.R.
9662 represent a substantial improvement over present law. We are hopeful
than an analysis of this statement by the technical advisors to this commlittee
will result in modification of some of the technical provisions in that bill. The
advisory group favors adoption, as expeditiously as possible, of the partnership
provisions of H.R. 96062, with whatever technical changes that might be made
after consideration of thls statement and comments by other interested parties.
We do not wish to suggest, by the extent of this statement, that the areas in
which the advisory group takes exception to the partnership provisions in H.R.
9662 are so significant that a : he-hill should be materially deferred for

farther study.
g-divided into four categories. Phese are:

Our presentation
1. Discussion g#“the one partnership provision in

counterpart in gHfe advisory group recommendations,
2. Comment$ on the partnership To ns, or omissions

sions, in HR. 9662 which resen subs 1 variations ¥rom the advisory
group re
3. Sigy ; e par¢nership provisions of H.R, 9662 from the

advisory group r mendatiohs as to, whicl’'the adyigsory group tas no further

4. The recommend advis which are inclyded in H.R:

9662 h sal
Exg noeq ‘to sectlons b H.R. 9662
H.R. 9662,

% of income, gain, loss,

or deduction.
If the election for 't, the ers’ distributive
shares of the residual ite| e) are not ude any deduc-
tion or exclusion which, under any provlsion of the In Revenue Code,
is limited to a fixed amount or a percentage of income.

The advisory group gave serious and extended consideration to the problem
of simplified reporting of partnership itemns. It finally decided against a legis-
lative recommendation (other than the suggested rearrangement of the pro-
visions of subchapter K, which has been adopted in H.R. 9882) with respect to
simplified reporting. The reasons for this conclusion were:

1. There was inconclusive evidence as to the need for such a provision.
The average small partnership probably has only two or three classes of income,
gain, loss, or deduction items. Probably the most significant classes are income
from business operations and gains or losses from sales or involuntary con-
versions of property used in a trade or business. The probable third category
in frequency in the small partnership is charitable contributions. 1f the part-
nership has only two or three categories requiring separate classification, it
can disregard the other statutory classitications in preparing its return.
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2, The most satisfactory approach, in the opinion of the advisory group,
was to leave this matter to the administrative discretion of the Treasury De-
partment and the Internal Revenue Bervice. If the development of future
statistics with respect to partnership returns indieates the need, ndministra-
tive action could provide for a special return form to he used by partnerships
having only items of income, gain, loss, or deduction within specified categories.

8. Any simplified reporting concept has the potentinl danger of unwarranted
tax benefits or detriments. .

While fully sympathefic to the problem, the advisory group questions the
practieal utility of the proposed five-clurs conduit concept of section 702(e).
The enumerated classes probably cover most classes of items, except contribu-
tions, that will be encountered in the majority of small partnerships, If thisisa
correct assumption, section 702(e) will provide little actunl simplification in
partnership reporting, .

The prohibition in section 702(e) (2) (A) against the deduction of any amount
which is limited to a fixed amount or a percentage of income may involve a
pitfall into which the unwary small partnership will fall. As pointed out in the
report of the Committee on Ways and Means (H. Rept. 1231, p. 78), no deduction
will be allowed to a partnership engaged in farming operations for its soil and
water conservation expenditures. This can be justiiedd as the price of electing
simplified reporting, but it may create understandable discontent in its applica-
tion to1 members of small partnerships if they fail to understand the price
exacted.

Other pitfalls for the unsuspecting lurk in related provisions of the Internal
Revenue Code. For example, if the partnership elects under the proposed
gection 702(e), its partners may not claim the retirement income credit under
gsection 37 with respect to their distributive shares of the partnership’s income
from interest or rents.

It is recommended that action be deferred with respect to simplified reporting
by partnerships. The next study of partnership returns (such as the one pre-
pared by the Treasury Department and Internal Revenue Service for income
yvears ended July 1953-June 1954) should be broadened to include data on the
number of partnership returns, by size classifications, reporting various cate-
gories of income, gain, loss, or deduction. Such a study will permit a statutory
approach that is more likely to be truly helpful to the small partnership.

II. COMMENTS ON THE PROVISIONS, OF OMISSIONS OF SUGGESTED PROVISIONS, IN
ILR. 9662 WIIICH REPRESENT SUBSTANTIAL VARIATIONS FROM THE ADVISORY GROUP

RECOMMENDATIONS

1. Scetion 703(b). Deduction of organizational cxpenses

Section 703(b) in H.R. 9662 departs in two significant respects from the
recommendation of the advisory group (recommendation 4, pp. 9-11 of revised
report).

Under the advisory group recommendation, the organizational expenses of a
partnership to be amortized over a 60-month period would include “ * * * any
expenditure which is incident to—

“(A) the creation of a new partnership.

“(B) the preparation of a partnership agreement for an existing partner-
ship,

“(C) the amendment of an existing partnership agreement, or
“(D) the preparation or amendment of any agreement relating to the
purchase or retircment of the interest of a withdrawing or deceased
partner.”

Section 703(b) (3) (A) in H.R. 9662 would limit the organizational expenses
which may be amortized over a 60-month period to any expenditure which “is
incident to the creation of the partnership, or for the preparation of the initial
written partnership agreement (but not including any revision thereof or sub-
stitute therefor).”

It is recognized that the proposed limitations in section 703(b) (3) (A) in
H.R. 9662 are premised on analogy to reorganization expenses of a corporation,
which must be capitalized and cannot be deducted until the corporation is
liquidated. It is submitted that the analogy is not an apt one and that the
proposed limitation is unnecessarily restrictive. For example:

1. If there were a written agreement providing only that A, B, and C were
partners sharing equally in profits or losses, any expenditure for the prepara-
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tion of an adequate paitnership agreement would be denied. This is inde-
fensibly harsh in its operation,

2. The increasing awareness of the significance of the provisions of subchapter
K is constantly necessitating the revision of existing partnership agreements
to adequately provide for such matters as the death or retirement of a partner.
When IR, 662 becomes law, the substantial changes in the provisions relating
to payments to a retiving partner or to the successor in interest of a deceased
partner will make it necessary, in many instances, to substantially revise exist-
ing partnership agreements which are adequute under existing law. It seems
completely fair that the costs of revising the partnership agreement should be
amortizable over a ¢0-month period.

3. The revision of the partnership agreen.ent is completely dissimilar from
the expenses of reorganizing a corporation. “The revision of the partnership
agreement is basically @ matter of revision o a contract. There I8 not the
reasonitble expectancy of a long-term benefit lowing from the revision of a
purtnership agreement which is generally attributed to the reorganization of
a corporation,

Section 703(b) (3) in ILR. 9662 also would deny amortization treatment for
any expenditures “to obtain capital contributions for such partnership or which
are incident to the transfer of assets to such partnership.” Again it is recog-
nized that the probable origin of this limitation is in section 248 of the present
Iaw dealing with amortization of organizational expenses of a corporation.

Except for the unusual case, the expenses of obtaining capital for a partner-
ship are relutively insignificant, at least in the individual experiences of the
members of the advisory group. Further, it will be extremely difficult in the
partnership case to determine what portion, if any, of the costs of organizing
the partnership is attributable to obtaining capital. It is quite different in the
corporate case where it is easier to ascertain the legal and accounting fees,
filing fees, and other costs attributable to the issuance of capital stock,

If there is concern that, in a few cases, there may be sushtantial expenditures
in obtaining capital (e.g., the limited partnership in large real estate trans-
actions where limited partnership interests may be publicly offered), a better
approach would be to have a reasonable dollar limitation (perhaps $1.000)
of partnership organizational expenses which 1fiay be amortized over the 60-
month period.

2. Neetion T64(a). Closing of partnership taxabie year for a deceased partner

The sole query of the advisory group with respect to section 764(a) in H.R.
9662 has to do with the closing of the partnership taxable year upon “(2) the
date of the flirst sale, exchange or reduction oceurring after his death of any
part of the interest of the deceased partner.,” This is a concept found neither
in existing law nor in the advisory group’s recommendations, -

It is diftienlt to understand the reason for a different rule with respect to
the closing of the taxable year upon a disposition of less than the entire interest
of the partner. in the ease of a deceased partner. as contrasted with the case
of a living partner. It is believed that the most practical approach, in order
to avoid the accounting complications of an interim determination of income,
is" to apply section 764(b) (2) in H.R. 9662 in the case of a deceased partner,
as well as in the case of a living partner.

Under present regulations (sec. 1.736-1(a) (6)). a deceased partner’s suc-
cessor in interest receiving payments under section 736 of the present law is
regarded as a partner until the entire interest of the deceased partner is liqui-
dated. One aspect of this concept of the partnership continuing is that the
partnership year does not close with respect to the deceased partner until
his entire interest is liquidated.

It is highly questionable whether the salutary provisions of the present
regulations could be continued in effect under proposed section 764(a) (2).
The first payment to the successor in interest of the deceased partner which
falls under section 776(b) in H.R. 9662 (sec. 736(b) of the present law),
sresumably would be a reduction of the interest of the deceased partner,
Consequently, the taxable year of the partnership would close with respect
to the deceased partner on the date of the first payment under section 776(b),

3. Section 770. Interest in partnership capital exchanged for services

Section 770 in FLR. 9662 adopts the recommendation of the advisory group
that there should be a statutory provision specifically dealing with the income
tax consequences of a partmer receiving a capital interest in a partnership in
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oxchumgo for hin servicos,  Sectlon 770 nlvo ndopts the wdvikory group recom-
mendution that sueh tax conseguences shonld apply only to the recelpt of
caplial intevest fn the pavtuership, ‘Fhere whl be no fneome (nx consegquences
It the serviee partnor recelves only an interest In the future proiits of the
partnership,

The advisory group recommended, ax o Hindf on the Income to (he serviee
partner who recelves aeenpitnt interest in a partuership, an nmount equal to
Wi proportionate share of the adjusted banis of the partnership property.
SKectlon 770 in TLR. 1002 deletes this Hmbtation ko that the serviee pariner s
tuned on the fabe market value of the eapitnl inferest nequived,  (Nee, 770(¢)
(OB I ELR Q002 provides other Himdtations tn the enxe where the eaplial
Interest was subjeet to resteietions o limbtations on transfernbility ot the time
recelved by the service paetner, but these are not pertinent to the present dis-
cussion,)

The mailn ebjection to the deletion of the Hinltation of the serviee partier's
Income to his proportionate sharve of the adiusted basis of the purtnership
property s the resalting confusion between the coneepts of a enpitnl fnterest
and a profity intereat,  IF the partnership has inventory that has apprecinted
in value, the pavtners woulld probbly regurd the service partner's interest in
that apprecintion ax an interest in futuve pactnership profits,  However, if the
rervice partaer s required (o fnclude o taxable tncome the fale market value
of the capital Interest aequired for seevice, lie Ix taxed at that thne on his pro-
portionate shave of the apprecinted value of the inventory,

The problem mny be especially acnte In the caxe of o personnl service pariner-
fhip reporting on the eash basix. ‘fhuas, o Inw tlem may have accounts re-
colvable and unbilled work In progress at the thne an employee i admitted as
a partner with a 10 percent interest in profits, Assume that the ncecounts re-
celvable and the unbilled work In progress have a total falr market valne of
0000, 1¢ the new partner recelves, without payment by him, an fmmediate
interest in the accounts recelvable and unbilled work tn progress, which will bo
realized upon =ubseguent cotlections by the partnership, under sectlon 770(¢)
in ILR, 9062 the service partner will have immediate taxable income of §5,000.
A more logieal solution would be for the new partner to be taxed on his 10 per-
cent share as colleetions arve made on the aecounts recetvable and for the un-
billed work In progress,

It the service partuer {2 taxed on the fair market value of the eapftal interest,
the excess of the basix for his partnership interest over his proportionnte share
of the partuership’s adjusted basix of its property will be reflected in the partner-
ship's adjusted baxis of its property only if the partnership eleets under see-
tion T8O in ILR. 8462 to adjust the basis of its property.  If there ix no partner-
ship election to adjust basis of its property, the service partner will be taxed
a second time on hiz distributive share of partnership income when the partner-
ship sells the inventory or colleets for the accounts receivable and unbilled
services.  ‘The complexity and possible unfairness of the proposed section 770
outweigh the theoretically correct concept of taxing a person on the fair market
value of any property he receives as panyment for his services.

It has been suggested that avenues will be opened for tax avoidance if the
taxable incoine of the service partner who receives a capital interest in the part.
nership is lmited to his proportionate share of the partnership’s adjusted basis
for its property. It is believed that a policy statement in the Finance Commit-
tee’s report, implemented by the regulations, will be sufficient to prevent abuse.
For example, it could be stated that the limitation on the service partner's in-
come, measured by his proportionate share of the partnership’s adjusted basis
for its property, was not intended to apply where low-basis and high-value prop-
erty was contributed to the partnership in contemplation of the transfer of a
capital intereat to a service partner.

4. Bection 776. Amounts paid to a retiring partner or to a deceased partner’s

auccessor in intercat

(a) Amounts treated as ordinary income—Section 736(b) (2) (A) of present
law provides that payment by the partnership for a retiring or deceased partner's
interest in unrealized receivables of the partnership shall be considered as an
income payment falling under section 786(a). In lieu of the “unrealized re-
celvables” approach, the advisory group recommended the adoption of a new
concept of “income or gain accruable at the date of death or retirement of a
partner not previously includible in gross income under the method of account-
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Ing used by the partneship, to the extent such lncome or gain would be treuted
as othoer than an amount. recelved from the snle or exchnnge of eaplinl nsxets,”
with an cexception In the ease of the long-term contract method of reporting
(recomnendntion 14, subhead (d), p. 81 of revised report). Seetlon 776(b)
(2) (A) In HLRL 9662 continues the concept of unrealized recelvables, but with a
navrowed definitlon  (see. 776(¢) (4)) as compared with present law, The
definitlon of unrenlized recelvables as meaning the rights to pnyment for goods
produced or deliversl or for services rendered Is probably neither as cerlaln
in applieation nor as inclusive (with an exception discussed luter) as the ad-
visory group's concept of income or galn acerunble “to the extent such income
or gnin would be treated as other than an amount recelved from the sale or
exchunge of caplial nssets.”

The ndvisery group, in its supplementary report, recommended that payments
for a retiving or decensed partner's interest in “other rights to unrealized in-
come” be trenfed ax Income punyments, Yexcept Lo the extent that the partners
agree that such rvighty are ncluded in goodwill of the partnership and that an
muount I8 to be puld with respeet to goodwlil”  This would give the partners
the right to agree whether payments for such “other rights to unrealized Income”
should be treated as fncome payments or property distributlons.  The advisory
group felt that these “other rights to unreatized income” tend to merge into
the ordinary concept of goodwilll and should recelve the same optlonal treat-
. ment, The advikory group felt that the possibliity of tux avoldance under it
recommendation was not great,

() Requirement that the payment for an interest in partnership goodwill be
provided tn “the partnersghip agreement.”—The present Inaw (sec, 730 (L) (2) (B))
provides that payments to a retiving partner or to the successor in Interest of a
deceaned purtner for his interest in partnership goodwill shall not be considered
s helng made In exchange for his interest in partnership property except to the
extent that “the partnership agreement” provides for a payment with respect
to goodwlll. The advisory group recommended that the statute be changed so
that the agreement concerning this matter need not be in the parinership agree-
ment (recommendation 14, subhead (d), p. 31 of revised report). It was felt
that the agreement properly could be reached between the remalning partners
and the retiring partner or successor In interest of the deceased partner, even
though such agreement were not a part of the partnership agreement. Section
770.(b) (2) (B) In IPR. 0662 retninsg the concept of the present law that the tax
trentment with respect to the payment for the-retiring or deceased partner’s
interest in the goodwill of the partnership must be covered in “the partnership
agreement.”

This may be an important point. It is submitted that it is proper to permit the
ngreement with respect to the tax treatment of payments for the retiring or de-
ceased partner's interest in goodwill to be determined outside of the partner-
ship agreement. This will be of greater importance to the small or medium sized
partnership which has not received adequete advice with respect to the tax sig-
nificance of the buy-sell provisions in the partnership agreement. It is believed
that there are no significant tax avoldance implications arising from permitting
the provisions of the buy-sell agreement to he agreed upon after the death of a
partner or retirement of a partner. Frequently the significance of the problem
is not realized until after such an event has occurred.

If deemed important from the viewpoint of sound administration of the tax
law, a time 1imit might be set within which the agreement must be made. Thus,
it could be specified that the agreement with respect to the treatment of payments
for goodwill must neither be contained in the partnership agreement or in an
agreement between the remaining partners and the retiring partner or successor
in interest of the deceased partner made within 1 year after the date of retire-
ment or death.

(¢) Deduction of income payments by a successor of the partnerahip.—Under
the present law it would appear that income payments under section 736(a) may
be deducted, or treated as a distributive share of partnership income, only by
the original partnership as of the date of death or retirement of a partner. If
the partnership were terminated by reason of the circumstances stated in sec-
tion 708(b) of the present law, a successor nartnership might not be permitted
to continue claiming the deductions, even though it assumed the liability and
did actually make such payments. The same question would be raised if the
partnership were incorporated, the successor corporation assumed the obligation
to make payments to a previously retired or deceased partner, and it actually
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nutde sueh paymoents,  The advisory group proposed thal any suecessor (o the
pavtnership which assumes n bindbge obtgntion to nike panyments ander section
T toa vetiving partner or to the suceessor in inforest of o deceased poartner
shatl be entitled to deduet such panyments and they shatl be ineluded fn the tas
able fncomoe of the votlelng partner or the suceessor in interest of the deeeased
partuer (feconnendation t4, xubbhoad (), ppe 3283 of revised report),

Neetion T70(e) GHD OGN In LLR 002 provides that. the vetiving partner or
suevessor i interest of the deconsed paetner shall nelude o gross ineome under
section G1en) any amounty talling within seetton 770(n) thid wve recelved from
a suecessor of the terminnted partnership, Phus, HCowould appeare that the re-
tiving paetner or successor in inderest of the deceased partaer muast inehade sueh
paymaenty In gross fncome, whether they nee recelved from a successor paet -
nershitp, o successor corporation or the execentor of the estate of the subsequently
deceased surviving pavtner,

Seetion T70(e) 0D ) would atlow a deducetion for such Ineome payments only
i the peeson mnking such payments is an individoaatl and, along with other
conditions, s opornting o teade or business as o sole propeietor. 'Thus n sue-
cossor paetnership, corporation or the excentor of the estade of the subseguently
deconsed surviving pavtuer who was obligated to and did make seetion 7700
payments would not he entitted to deduet sueh paymoents, even though they
qualitied under section 77000 and were made pursuant. {o a binding legal
obtigntion,

Howould seem, as nomatter of fafeness and consixteney, that It the retiving
pavtner or (he saecessor in interest of the deceased partner Is oblignted o re-
port payments under seetfon 778(a) i his gross ineome, regardless of the nnture
of' the suecessor (o the partaership, such payments should be deduetible by any
successor of the oviginal pavtnership,

In ovder to avold o possible double benetit from such payments by the sue
cossor to the pavtnership, the advisory group recommended that the statutory
lnuguage permit such deduetion “only to the extent that. xuch amounts have uot
fnercased the adinsted basis of assets of such person or such person ix not othep-
wise entitled (o reduee (axable income as the result of such payment.”  Another
approach, and perhaps a sounder one, wonld he to nmend seetfon 118 to speclf-
feally provide that no adjustment to basts of property shall be made with ve-
speet to any assumption of a Hubility to pay amounts which constiiute income
payments under seetion 778 (a).

S Neetions T V0 and Yol Collapsilide partnership transaetions

() Limitations on the fragmentation coneept, - Phe advisory proap recom-
mended several changes in present seetion a0 Pest it was suggested that see-
tion ) of the present law should he awmended (o Hmit the appliention off
secetion o1 to those cases where there is an overall gain on the sale of a part-
nership interest, taking into account all assets, both seetion 751 assets and other
assety.  Neetion T in LR, 9662 requires the fragmentation of the salex price
axs between section Tl assets and other parvtnership property, withont vegared to
whether there is an overall gain or loss on the sale or exchange of & partnership
interest. It is believed that the advisory group recommendation {s 2 more logi-
ceal one and that it does not atford opportunities for significant tax avoldance,
The average taxpayer would be quite amazed to be told that although he had a
loss on the sale of his pavtnership interest, that loss consisted of two elements,
naely, an item of ovdinary income on the sale of his interest in seetion 751
assets and a eapital loxs on the sale of the partuership interest, with the two
items netting down to the amount of the loss on saule of his interest, By a pro-
vision in a committee report, implemented by subsequent regulntions, it conld
be made clear that this rule of the ordinary Income on sale of a partnership
interest not exceeding the amount of the gain, if any, on the sale of such inter-
ext did not apply in the case where high-basis and low-value property was con-
tributed to the partunership in anticipation of (he sale of a partnership interest.

The advisory group also recommended that the fragmentation of gain on sale
of a partnership interest shall not apply unless the amount of the gain attreibut-
able to section 751 assety exceeds $LOM). Thix lmitation 1s not contained in
section 749 in HLR. ™62, The S1,000 limitation was regarded as a de minimis
mmount =0 as to afford some protection to the member of a small partnership who
sells his interest without realizing any significant gain attributable to section
701 assets,

There is a logical correlation between the provision dealing with taxation of
gain upon sale of a partnership interest and the adjustment to basis of partner-
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ship propecty resulthyg from the teansaetlon,  Section T82(n) In HLR, 9082 pro-
videx for an adjustment to basls of purtnership property for the difference be-
tween the teansferee pueiner's basls of his partnership nterest. and his propor-
tlonate sharee of the ndjusted basis of purtnership property, except. that no ad-
Justment shaedl heomade for nn nggregate nmount of less than §1,000,

Assume that the N 18 C partnershiip has a balanee sheet as follows

t
I Adjustml Fulr nrkot
‘ husts vulige
Axeols: |
¢nsh | $4 000 £.4, 000
fuventory G, (00 1, (1)
Caplial nnvety : 12,000 #, UEH)
ot | 21, 0l (5, 000
Capltal,
A 7,000 £, 000
1 T AVHY 6, 1K)
[N | T, 000 H, 0nh
Total. ’ 24,000 18, 000

I ¢ nold bis paetnorship luterest (o D for $6,000, ¢ wounld have an overall
deductible loss of $1L,000, Under section 749, ¢ wonld have ordinary Income of
$LOOO taltributable to the sudo of hisx one-thivd Interest in inventory) and
capital loss of $2,000,  However, If the election to adjust basis were in effect
(rection T80 of TLIG 9862), the adjustment under gection 782 would be n negn-
tive nmount of $LOOO and the paetnership would not be entitled (o a plas adjust-
ment of $LO0O to the basis of the inventory,

A simdlar problem exists under present lnw,  Bxisting regulations (8 1L.755 1
() (2)) offer a partinl xolution. 1 a partnership desives (o gdjust basis of
partnership property, other than in the usunl manner provided i § 1755 1
(¢) (1) of the regulations, it must file with the distriet director an application
for permission (o use such other method of adjuxting the basks of partnership
assets, The disteiet divector iy permdt the partonership to jnerease the basis
o some partnership properties and to decrease the baNis of other partnership
properties,  Thus, in the example given, the distriet divector might. grant the
purtnership permission (o lnerease by $LIOO the basia of inventory nnd to
decreane by $2,000 the basis of capltal assets,  The regulations nuitke no attempt
to estublish standards for the exercise by the district divector of this discretion.

The clted provision of the regulations is a brave attempt to plug an apparent
drafting oversight In subchapter K of the 1954 code, However, 1 is, at best,
. makeshift arrangement,  The preferable solation is to properly correlate the
statutory provisions deating with the recognition of gain on sale or exchange
of a partnership interest and the optional adjustment to basis of partnership
property,

Unless section 749 In TLR. 9662 ix chinnged along the lines suggested by the
advisory group, it will be necessary either to change section 782 to provide
for this special sttuntion or again to rely upon the regulations to provide a cure
of dublous merit for an inndequate technienl correlation of gections 749 and 782,

U'nder present. law if the partnership has inventory with a basis in excess
of fair market value, a partuer selling his partnership interest may not claim
an ordinary deduction for his shavo of the decline in value of fuventory, The
advisory group recommended no change in this area, Ilargely because of fts
recommended limitations of gain attributable teo sale of section 7051 assets to
cusen where there was o gain on the sale of the partnership interest and where
the gain attributable to the seetion 701 assets exceeds £1,000.  If both of these
limitations are to be deleted, as a matter of fairness to the taxpayers, considera-
tion should be given to allowing a taxpayer who sells & partnership interest
an ordinnry loss deduction to the extent of his proportionate share of the excess
of the partnership's basis of its Inventory over the fair market valne of such
inventory at the time the purtner sells his interest,

(1) Concept of substantially appreciated section 751 assets—Under section
71 of present law, a partner rewlizes ordinary income from the sale of his
partnership interest only to the extent of the gain attrlbutable to the sale of
his interest in unvenlized receivables of the partnership or inventory items of

T R4G6E 60 -8
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the purtnership which have appreclated substantinlly In value,  Scctlon 7061
(@) (1) states that inventory items of a partnership “shall be conshdered to
have apprecinted substantially in value If thelr falr market value exceods—
“(A) 120 pereent of the adjusted basis to the partnorship of such
property, and
“(I3) 10 percent of the falr market valae of all pavtnership property,
other than money,”
The advikory group report ' pointed out that there was an unintended loophole
in the detinition of substantinlly apprecinted fuventory which wounld permit a
partner in a partnership engaged in real estate development, where a substan-
tial portion of the cost of pavtnership property is borrowed, to completely nvold
the collnpx=ible partneeship provisions und obtain eapital gnin or the sale of hiy
partnership interest,  (Ree revised report, po 301)  The advisory group recome
wended a delinition of section 761 assets which veferred neither to unrealized
recelvables nor substantially apprecinted inventory, Phe advisory group's recom-
moended pereentage limitation war determined by reference to the sale of the
parvtner’s nterext nnd spectfied that his gain attributable to sale of an interest
in gection 701 asxets munt exceed the difference between 15 percent of the nmount
realized on snle of his fnterest and his atloeable share of the labilitlos of the
partnership, Ry bringing into play the Habilitier of the partnership in deter-
mining the percentage relationship, a potential abuse by real estate developers
of the loophole in the present Inw would not be possible,
Section 701 () in H.R. 9662 contains o definftion of substantinlly appreciated

section TH1 assots, Tt states:
“Section 761 axsets shall be considered to be substantinlly appreciated section

751 assets if thele fale market value exceeds—
“(1) 120 percent of the adjusted basis as to the partnership for the 7051

assety nnd
“(2) 10 percent of the fair market value of all partnership property, other
than money, reduced by the labilities of the partnership.”

The fatlure to bring into operantion the liabilitles of the partnership in the re-
lationship of the fatr market value of section 7051 assets to their adjusted basis
would pernmit a continued avenue for tax avoldance by the real estate develop-
ment partnership where a large portion of the investment in its property hold-
ings {s obtained from loans,

(0) Non pro rata distributions by a collapsible partnersiip~——Section 701 (b)
of the present law deals with the income tax consequences of a non pro rata dis-
tribution by a partnership which has unrealized recelvables or srubstantially ap-
preciated assets (hereinafter referred to ns “section 751 assets’’). Where such
a distribution occurs, present law provides that the partner (or partners) who
reduced his interest In section 781 assets i{s deemed to have sold such interest
in section 751 assets and to have realized ordinary incoine therefrom. The part-
ner (or partners) who acquired an increased interest in section 751 assets is
deemed to have sold or exchanged an interest in other partnership assets and
will realize gain or loss (usually capital gain or loss) on the transaction.

The advisory group recognized the theoretical correctness of the concept of sec-
tion 751(b). However, the theory of a taxable sale or exchange by all part-
ners involves so many complexities, it was felt that the provision should be de-
leted. The advisory group so recommended. To guard against the use of part-
nership distributions being employed to convert ordinary income into capital
gain, the advisory group recommended other changes in the statute which pre-
vent section 701 assets receiving a stepped-up basis in the hands of the dis-
tributee or in the partnership, as the result of any partnership distribution.

This still left the possibility that a non pro rata distribution by a partnership
with section 701 assets would be uttlized to shift among the partners the amount
of ordinary income to be realized on the subsequent sale or collection of the sec-
tion 701 assets. This was deemed by the advisory group a reasonable price to
pay for the elimination of a most complicated provision, It should be added that
the advisory group concluded that there was little possibility of a substantial
reduction in overall tax liability of the partners, even if there were some shift-
ing among the partners of the liability for tax on ordinary income upon subse-
quent sale or collection of the section 751 assets.

Section T60(a) in H.R. 9662 is derived from section 751(b) of present law
and would continue the concept of realization of income upon a non pro rata
afstribution by a partnership which has section 751 assets. The proposed tech-
nical amendments of section 750(a) in H.R. 9662 are desirable and do not affect
the principle discussed herein. The advisory group feels that it is an error to
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perpetunte the complexitios of existing law and that there should be no recog-
nitton of Enin or loss, exeopt to the extent provided in sectlon 731, of present
Inw nnd in LR 9662, upon such a disteibution,

The wdvisory group hax previously stuted ite theory and Httle enn be added.
T'he policy deelsion that the Congress must make I

1. Is it worthwhile to substantinlly shimplify the statute by eliminating an
exceedingly complex provision at the price of allowing the partners some Inti-
tude to shift ordinary income among themselves but without thereby convert-
fng ovdinnry Income into capitnl gain?

2. 0r In it preferable to stund faxt on the theoretically correct concept of rece-
ognizing gnin or loss to all partners upon a non pro rata distribution by a part-
nership which has geetion 751 assets, even though this Involves an nnbearahbly
complex coneept of determining gain or loss?  (Ree, for Hustration, example
(1) on pages 86 and 87 of the report of the Committee on Ways and Means to
accompuny H.R, 9662, 11, Rept. 1231.)

6. Section 691(¢), Income in respect of a deceased pariner; Secolion 1014(c)
(2), Property representing income in respect of a deccased pariner

Section 691 (¢) (1) in HLR, 9662 provides that a deceased partner's distributive
share of partnership income up to the date of his death shall he considered
fncome In respect of o decedent, This embodies a portion of the advisory
group’s recommended changes to seetion 753 of the present law,  However, sec-
tlon 691 (e) (1) does not. adopt the advisory gronp's recommendation that the
amonnt of the deceased partner's distributive share treated as income in re-
spect of a decedent shall not be reduced by withdrawals from the partnership
made by the decedent before the date of his death. This s material in de-
termining the amount of the deductlon allowable under section 691(¢) for es-
tate tax attributable to the income in respect of a decedent.

A pointed out in the comment of the advisory group (revised report, p. 45),
the problem has been covered in the regulations (sec, 1.753-1(b) ), but it was felt
desirable to establish the point clearly in the statute. If it is feit by the Com-
mittee on Finance that our comment i8 sound but that the matter does not
require legislative coverage, it wounld be helpful if your committee report con-
tained a spectfie statement to that effect.

A secondd point covered in the advisory group recommendations relating to

sectlon 763 of present law had to do with the basis under section 1014 for a
deceased partner’s interest in a partnership.  If-a deceased partner's distributive
share of parthnership Income earned to the date of his denth is income in
respect of a decedent, the basis of the deceased partner's interest in the partner-
ship is the fair market value at the date of his death, or at the optional valua-
tion date, reduced by the amount representing income in respect of a decedent.
This is probably true under present law and clearly would be the case under
section 1014(c) (2) as proposed to be amended by section 203(c) in H.R.
020662,
This reduction in basis may deny to a deceased partner a basis for his in-
terest in partnership assets purchased by the partnership before his death
by means of reinvesting partnership earnings for the period up to the death of
a partner. To avoid this, the advisory group recommended the addition of a
statutory provision which would assure the decensed partner receiving a basis
under section 1014(a) for the fair market value of his partnership interest at
the date of death, or optional valuation date, without reduction for his dis-
tributive share of partnership income to the date of death. Consistent with
this concept, the basis of the successor of the deceased partner for the partner-
ship interest will be adjusted under present section 703(a) (sec. 763 in ILR.
06062) only with respect to his distributive share of partnership earnings after
the date of death.

The advisory group’s recommendation was not followed in H.R. 0662. It is
submitted that to attain technical correctness in an important area, it Is neces-
sary to amend section 1014 by a provision containing the equivalent of the ad-
vigory group’s recommendation.

7. Section ;780. Manner of electing optional adjustment to bdasis of parinership
property

Section 780 in H.R. 9662 adopts a major portion of the recommendations made
by the advisory group with respect to the manner of electing optional adjustment
to basis of partnership property. The only area of significant difference is a
period during which such election may be filed or changed. The advisory group
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recommendation would permit the eleetion to bo flled or chunged nt any time
prior to the expiration of 3 years after (he thime presevibed by law for the Hling
of the partnership veturn for the faxable year for which the eleetion Is filed,
Nectfon T80 cuts down the perid, within which the eleetton may be flled or
changed, to | yene after the time presevibed by law for the (iling of the parl -
noership retuen tor the tnxable year for which such eleetion was filed.

The purpose of permitting o longer pertod within which {o muake the election
to adjust baxis of partnership property cor to change that eleetion) is to afford
some protection atd velief to the paretnership which does nol. renlize the signitl-
cance of the eleetion antil after the partneeship returen is filed, The ndvisory
group fely that the election should be permitted to be mnde or changed within
a -year period followingg the due date for tiing the partnership return, sinee
this would normally inelude the period I which the revenue agent woubld mnke
his exuminntion of the pavtnership return, The advisory group felt. that fre-
quently the signifieance of the election would not heeome known to the paeiner-
ship until the revenue agent condueted his examination,

The -year period proposed hy section T80 after the due date for the fling of
the partnership return within whieh the election can be made or changed is an
fmprovement over the present statute, bat does not aftord satlielent time to give
adequate velief to the siantl or moderate sized partaership which did not vealize

the tay stpnitienuce of the election,

L STGNIFICAN T VARIATIONS IN JLR 9602 FROM ADVINORY GROUP RECOMMENDATIONS
AN TO WIHTCI THE ADVISORY GROUP AR NO FURTHER COMMENTS

There are several areas where the partnership provisions of TLR, 9662 difTer
substantially from the advisory gronp recommendations for reasons that were
both recognized and considered by the advisory group. The tinal decisions on
these matters could have gone either way and when n coneept was adopted in
LR, 9662 that ditfered from the advisory group reconunendution, it is only fair
to assume (that the difference represented caretully consideved poliey matters,

The advisory group still supports its recommendations in these areas, but feels
the time is past for pressing its concept. In each of these situntions, it is ob-
vious that the pavticulae provision in TLR, 9662 was adopted after careful con-
sideration of the recomumendation of the advisory group. T'here is nothing fur-
ther that can be added on these matters to the comments of the advisory group
contained in its vevised report.

The foregaing applies to the following provisions in TLR, 9662 which varied
in a substantial degree from the advisory group recommendations ;

1. Nection 705¢bh ¢ Limitations on determination under the general rule of a
partner’s basis of his interest in the pavtnership (vecommendation 5, pp, 11-12
of revised report),

2 Neetion 65 Certain salex or exchanges of property with respeet. {o con-
trolled partnerships crecommendation 8, pp. 16 19 of revised report).

3. Nections THod) and 46 Limitation on deduction of partner's distributive
shave of partnership losses (recommendation 18, pp, 4344 of revised report),

{. Section 78S ¢ Organizations excluded from the operation of sub-
chapter K (recommendation 22, pp. 52-53 of revised report),

IV, THE RECOMMENDATIONS OF THE ADVISORY GROUP WHICH ARE INCLUDED IN M.R.
9662 SUBSTANTIALLY IN ACCORDANCE WITIHL S8AID RECOMMENDATIONS

The following provisions of HLR. W62, representing changes from existing law,

were substantially in accordance with the recommendations of the advisory
group:

1. Rearrangement of the provisions of subchapter K (recommendation 1, pp.
1-68 of revizedd report dated Dee, 31, 1957).

2, Section 702 (b) and (d): Level for determining character of partnership
income and application of limitations (recommendation 2, pp. 6-9 of revised

report),
3. Rection 702(¢) : Gross income of a partner (recommendation 3, p. 9 of

revised report).

4. Section 706(h) : Adoption or change of taxable year (recommendation 6,
pp. 13-135 of revised report).

3. Section T08(b) : Nontermination of partnership on sale to a person who is

a member of the partnership (recommendation 9, p. 20 of revised report).
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6. Secttons 781 and 732: Iixtenl of recognition of gnin or loss on distribution
and basiy of distfibuted property other than money (conforming changes)
(recommendntion 11, pp. 24-20 of revised roport),

7. Neetion U5 Charneter of ganln or loss on disposition of distributed section
TH1 asnets (recommendntion 13, pp. 20 -28 of revised report),

K. Reetlon 741 Recognition and character of guin or loss on siale or exchange
of partnership interest, (conforming change) (recommendation 16, p. 35 of
revised report ).

. Neetion 781 Optionn) adjustment. to basls of partnership property in ease
of distribution of proporty (recommendation 12, pp. 25-28 of revised report),

1, Secetion 782: Optionnl ad)ustment. to basls of partuership property upon
transfer of o parinership interest (recommendntion 16, pp, 35 37 of revised
report.),

lII. Sectlon TR3(h) ¢ Speein)l rales for allocation of optionnl adjustment to
basts of partnership property (with some changes beenuse of nonadoption of
other advisory group proposals)  (recommendation 21, pp. 40-52 of revised

report),

Imdex
Roecommendation l'ure
number (and page | mumbers
Seetlon number in LR, 062 numbers) in - of this
visory rotp re- state-
vised report dated ment
Dec, 31, 1957
P'rovidons under see, 200 of H.R. (Hi62:
w2Mand .. ... .. . e e e e P A N (3 S, 27.
TOUC) el L el I . C e e e e e KL R, 27,
702(0) L o e eewe e e e e I NODEL 3-5.
L0 14 SRS B 3 ({ R% § | JUSOURUR N = )
0L T USRS B | 3 € ¥ 27 ¥ 3 DO 2122,
TOh L. FS DU B 3 £ § T3 /5 T 7R
(1114 1) B, e e e e L6038y ] 27,
TOR(h) .. L. L. REXV TN eaa] 27
Wwltand 782, (.. L. 11 (24-2%).. 27.
T . L 13 20 2%y . 7.
™. L 15 (3%...... ... 27
T, I0and Y. L 17 (37-43)..........| 1622,
) o L. L.l e . PR B A 15 15 [ F OO I o' A
Wh L ... e U, el PRG-I | 26
0. oo L. P I U5 B ) DN 0-11.
Ti0. e PRI B & ¢2- 2 § ) I D, 11-16,
TR e i 20 (48-4) L] 24-25,
) D . 12 (2526) aee .. 27,
K2 . 16 (3530 ..........| 27,
TR ... 21 (19-52)... .| 2728,
TRR) .o oo L .| 22 (82-53) 26,
Rearrangement, of provistons of subeh, K. 4 ra-6)_ ... -] 26,
Provision under see, 202 of 1R, 9#62; 691¢e).. . 19 (44-48) -] 2224
Provision under see. 203 of TR, 9662: 10080e)(2) oo . 19 (M-48) ... 22-24

1 See also p. 1 of supplementary report dated Dec. 8, 1958,

Senator BEn~Nerr. Do you have any questions ?

Thank you very much, Mr, Willis.

Tomorrow morning we will meet at 10 o’clock. The first witness
will be Mr. Laurens Williams, and the committee is in recess until

that time,
(By direction of the chairman, the following is made a part of
y ’ £ p
the record:)
FpELITY-PHILADELPHIA TRuUST Co,,
Phitadelphia, April 18, 19610.

Senator HARRY F. BYRD,
Washington, D.C.

DEAR Sir: I wish to register a protest against section 106 of the proposed
trust and partnership income tax revision bill of 1960—H.R. 9662.

It is my understanding that under section 106 of the proposed bill the
grantor of a 2-year charitable trust would be taxed on the income in the year
of termination. However, under section 170 of the Internal Revenue Code of
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1004 the gettler would not be taxed with the tncome of thly type of trust untll
after the second year, when the corpus veverts to him,

Sectton 108 of the proposed BIL provides that In determinlug priovity for
distribution of fncome, charlty Ik placed In the fourth tler and the grantor of
the charitable trust would be plueed in the thivd tier in the year of (ermination
and taxed on all the income for the calendar year oven though the Income
had been pald to organized charitable organizations,

This section, as presently deafted, would discournge the ostablishment of
new charitable trusts, Not ouly that, but it ovidently ponalizes grantors of
existing charltable trusts,

I am sure all of us realize the importance and need for charttable trusts and,
therefore, should appreciute any offort on your part to correct what 1 belleve
to be an wnintentional situation,

A similar lotter has been gent to Sennfor Hugh SHeott and Senntor Joseph N,
Olark.

Yours very traly,
W. 11, Quiatky,

WeL, Gorsiiat, & MANGES,
Now York, N.Y., April 18, 1460,

Senator HArry F. Byry,
Chairman, Senate Finance Committee,
0ld Senate Office Buillding, Wazhington, D.C.

Dreas Sig: T would Hke to take this opportunity to bring to your attention
an inequity relnting to Individuals on a4 calendar year basis who are members
of u partnership on a fiseal year basis,

If an individual on a calendar yenr basls severs his memborship in a fineal
Fear partnership, the consequence s that he is required to report more than
12 months of income in 1 year. To take the most extreme case, suppose sueh
and individual severs his connection on December 81, 1050, For 1068 that {ndi-
vidual will have to report 23 months of income for Federal income tax pud-
poses, a8 follows:

{a) His distributive share of the partnership income for the 12 months
ended January 31, 1959,  You will realize that for tax purposes he 18 deemed to
have received all of this income on January 31, 1069, although as a practical
matter he probably received a substantinl part of it by way of drawing over
the previous 12 months,

(d) His distributive share of the partuership income for the 11-month period,
February 1, 1959, to December 381, 1059,

Needless to say, with the graduated surtax rates, the burden upon the Indi-
vidual In such a situntion is quite heavy. Nor is this a situation that is un-
likely to arise. Almost any person who leaves n fiseal year partnership to
take a salaried position will face this problem. FEven if he leaves the partner-
ship prior to December 31, he will still have 23 months of income since he wiil
have to report his salary for the period from the date he left the partnership
to the end of the calendar year in addition to the items mentioned above.

The only possible way to hedge against such a situation is for the individual
to adopt a tiseal year himself which coincides with the fiseal year of the
partnership. Leaving aside any question of the consent of the Commissioner
to such a change, the individual then runs afoul of the provisions of section
443(b) (1) of the Internal Revenue Code of 1954. 'This section provides that
in the event of such a change, the income for the short year must be annual-
ized—that i, the income for the short year must be multiplied by 12, the tax
computed, and the result divided by 12.

The result of this annualization requirement ean be quite harsh. Assume an
individual on a celendar-year basis is a member of a partnership having a
fiscal year ending January 81. The individual decides to change to a January
31 fiscal year. As & result, he is required to file a return for the short year:
namely, January 1 to January 31, 1959, and to annualize this income, Let
us further assume that the individual’s sole income was his distributive share
of partnership income for its fiscal year ending January 31, 1959, that this.
amounted to $15,000 after deductions and exemptions, and that the individual
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was marrled but Imd no children, s tax for the short perlod woulld be
computed as follows

() DD COMIO et e ettt et et e et e e e $15, 000
(0) Annunlized SUB000XIL)Y o e et e 1K0, 000
() "Tux o RUIBDHN L e e et e 117, 240
(d) Pax paynblo (1712 OF (0) ) c e oo e e e 9, 770

For a person to have (o pny a tax of $9,770 on o net Income of $15,000 iy, to
put. it mikdly, a heavy burden,

Nectlon 443(b) (2) purports to provide some rellet by allowing a tuxpayer
in such a situntion to recompute his tnx nfier a perlod of 12 months from the
beginning of the short perlod and then taking a pro ratn amount of that tax
(Le,, that proportion which the net Income for the short perlod bears to the
net incomo for the 12-month perlod).

Lot ud assume that the Individual taxpayer deseribed above contlnues as g
partner and has no other fncome than that derlved from the partnership, His
Income wlll, therefore, remnin at §15,000 for the 12-month perlod January 1,
1050, to December 81, 1030, since the next partnership distetbution date will be
January 31, 160. At the end of 1960, he may then compute his tax on the
basin of $15,000, which will amount to $3,020, and obtain a refund of $6,150.

Tho dificulty with the rellef provisions of section 442(h) (2) is that one
needs to have the cash to finance the change of taxable year. It seems strange,
indecd, that the practienl avallabllity of a provision of this kind should be de-
pendent upon the finnneal condition of the taxpayer. I do not belleve that
such a situation fits Into the basic philosophy upon which our tax laws are
predicated.

The argument may be made that the Individual In the situntion described
had a year free of tax when he was originally made s partner. The fact s,
however, that he merely postponed his Hability to tax; he was not. relieved of
a year's taxes. Eventunlly these taxes have to be pald, and, as the law stands
now, at higher surtax ruates,

I suspeet that, In enacting sectlon 443(h) (and s predecessor sec. 47(¢)
of the 1039 code), Congress never considered the hupact of annualization on
an individual who derived his principal income from a partnership. In all
probability Congress had fn mind the situation of an Individual who recelved
his taxable income fairly ratably over the year and inserted section 443(b) to
cover situations where occasionally a slight vaclation might arise.

The inequitable situntion which I have described can, T belleve, be taken care
of by the addition of n subsection (3) to section 443(b) reading as follows:

“(3) Rule in case of partnership income.~—1f the gross income of the
taxpayer for the short period includes the taxpayer’s share of the net in-
come of a partnership for a taxable year ending within the short period,
then the following rules shall apply in computing the tax as provided in
subsection (1) :

“(A) the taxpayer's share of the net income of such partnership shall
be)excluded and the tax shall be computed as provided in subsection
1);

“(B) the tax shall be computed on the taxahle income for the short
period, including the taxpayer's share of the net income of such part-
nership, but without placing such income on an annual basis as pro-
vided in subsection (1) ;

“(C) the tax shall be computed on the taxable income for the short
period, excluding the taxpayer's share of the net income of such
partnership, but without placing such income on an annual basis as
provided In subsection (1) ;

“(D) the final tax shall be the tax as computed under subparagraph
(A) plus the tax as computed in subparagraph (B) minus the tax
as computed in subparagraph (C).”

If the above amendment s applied to a simple situation, its operative effect
will be clearer. Assume an individual on a ealendar year basis is a member
of a partnership having a fiscal year ending January 31. He decides to change
to a January 31 fiscal year. As a result he is required to file a return for the
short period; namely, January 1 to Janunary 31, 1939, and to annualize. Let
us further assume that the individual has $1,000 of interest income and $135,000
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of distributable tncome from the partnership for Its fiseal year ending Janunry
a1, 1050, and that all deductions and exemptions are ignored except for the
faet that the taxpuyer an a mareied man s entitled to split. his income,

If thero were no annualization, the taxable income would be $16,000, and tho
tax payuble would he $3,020,

Applying my suggested amendment, the tax would he computed as follows

(a) Income, $1, N,
Annualized, $12,000,
Tax on $12,000, §$2,720.
Tax payable (one-twelfth) $200.07,
(b) Tncome, $16,000.
Tax payable, $3,9:20,
(0) Income, £1,000,
Tux payable, 200,
() Final tax, $2260.07, plus 3,920, minus $200, or $3,9 10,07,

I vespeetfully urge that considerntion be given to the problem I hnve deseribed
and that o provision along the Hnes above suggested be tnserted In the amend-
mentk to the Internal Revenue Code to be proposed at this session of Congress,

I shall, of course, bo pleased at any time to furnish additional Information
and dizenss the matter with you or the stafY of yonr commitfee.

Sincerely,
TUROBORE TANNENWALD, Jr.

J. N. Meeks & Co,
Columhus, Ohio, March 24, 1900,

H.R, 9802, Truxt and Parvtnership Income Tax Revision Act of 18440,

Hon. Hawwy . Ryrn,
Chairman, Senate Finanee Conmmitiee,
Nenate Office Building, Washington, N.C.

My DrEAR Mg, CHAIRMAN: The tax revenue that will be attributable to the
multipte trust legislation proposed in section 669 of the 1Trust and Partnership
Income Tax Revision Act should be carefully weighed agninst the diseriminn-
tory and harsh effects such legislation will have on accepted forms of property
disposition.  In protest to the enactment of section 669, I have several
comments

First, section 669 unduly penalizes the individunl who {s motivated to create
more than one trust for the same henetleiary by reasons that are entirely apart
from any tax economfes,  Certainly, a father who creates an inter vivos trust
for his 2-year-old son cannot be expected to forsee the child's future behavior
and needs.  As the child matures and money values change, commonsense may,
and probably will, dictate a modification of the trust terms, but if the father
has created an irrevocable trust, what choice does he have other than (o estab-
lish an additional and separate trust.  Recognition must be afforded the indis-
putable fact that changing circumstances do necessitate leeway in multiple trust
legislation.  Clearly, the advisory group was cognizable of this when it exempted
up to three inter vivos trusts, provided they were created at more than 5-year
intervals,

Second, the administrative burdens and problems imposed on a fiduciary by
the proposed legislation are out of proportion where the combined income of
multiple trusts is =0 small in amount that no significant tax avoidance is pos-
sible.  Again, the advisory group with their recommended $2,000 de minimis
exception gave recognition to this.

Third, the joining of a grantor's inter vivos trust with his testamentary trust
is unduly bharsh. The vast majority of testators who create residuary trusts
under their wills do so without thought of the tax consequences and effect such
trusts will have because of inter vivos trusts. Family needs and investment
management are the motivating factors behind testamentary trusts, not mul-
tiple trust income tax avoidance. Suvely, it is not equitable to penalize the
husband who leaves his residuary estate in trust for his wife, or other bene-
ficiaries, primarily because she or they are not skilled in property management.

In conclusion, I flrmly belfeve that the past conduct of certain taxpayers jus-
tifles the enactment of some form of multiple trust legislation. However, I
strongly recommend that such legislation be directed toward the more flagrant
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cases of tax avoldanee, and that it not fmpose administrative and costly tax
burdens on the Individual who merely s engaged in sound financial planning
through the use of long accepted vehleles for property disposition,

Very truly yours,
JacK N, MEEKS.

Kiekrann & (fovnory,
Birmingham, Ala., March 1, 1960,

U.8. Senate Oommitice on Finauee, Washington, .0,

GENtTLEMEN S | wish to submit this statement to be incorporated in the
records of the henrings on H.R, (062,

It I8 my consldered opinlon that section 741 of the Internal Revenue Code
should bo amended to allow ordinary losses instead of capital losses where there
Is a loxs from the sale of a partnership interest, 1 strongly feel that wevere
Injustices have already resulted from the admministration of this section and
that such amendment. should be made retrouctive to its enactment,

For a long period of time prior to the passnge of the 194 income tax code,
tuxpayers were contending in the courts for capital gains on the sule of a part-
nership equity on the grounds that such an equity was a eapital asset, The
wdvantage to the taxpayer In treating the gain as a capltal gain is obvious.
Tho courts sided with the tnxpayer in nvost cases and the concept of a part-
nership equity as n eapital asset was writeen into the law in section 741 of the
10564 Code. We can find no cases where the question of a loss from a partner-
ship sale has ever been Htigated. However, under section 741 as it now stands,
such losses would have to be capltal losses.

I have a specific case in mind involving the suale of all partnership propertles
of a hushband and wife partnership to a single purchaser who eontinued to oper-
ate the same business as a corporation.  All of the partnership assets are listed
separately in the contract of sale.  In similar cases, the courts have always held
such sales to be the sales of respective single partnership interestsg subject to the
capital gain and loss provisions of the Internal Revenue Code. 'I'he partners
in my caso could have sold each partnership asset separately to different pur-
chasers and achieved the same result with ordinary losses, deductible in full,
Moreover, u sole proprietorship with the identical composition as this partner-
ship could be sold in a lump sum sale at a loss which would be fully deductible
us an ordinary business loss rather than as a capital logs with all of its unfavor-
able restrictions,

I want to make it clear at this point that, although these taxpayers were
clients of my firm, the sale of this business was completed before we had any
knowledge of the denl. We are therefore not asking for corrective legislation
to cover up one of our “boners.”

The husband-partner died the same year. Since he owned 75 percent of the
business, his capital loss will be of no benetit, since it died with him. Moreover,
the loss will not be available uas a carryback to preceding years when the
taxpayers were in a high bracket.

As you are no doubt aware, capital gains are allowed where gains occur on
sales of deprecinble property under section 1231, and ordinary losses are per-
mitted where losses oceur. This same treatment could be given to the sale of
a partnership interest with little harm to the revenue. ILosses from the sales of
partnership interests are too rare and infreyuent to cause any great reduction
in revenue.

To permit section 741 to remain as it is, will undoubtedly create many cases of
severe injustice to small taxpayers, most of whom are unaware of this vicious
tax trap. Such injustices will cause bitterness on the part of individual tax-
payers which usually results in unfavorable and unjust criticism of the Internal

evenue Service and other taxing authorities. The partnership entity is a
favorite method of operation for small taxpayers who cannot be expected to be
familiar with obscure provisions of the Revenue Act such as section 741.

I am not trying to argue for or against the treatment of gain on the sale of
a partnership equity as a capital gain. The idea of classifving a partnership
equity as a capital asset has a judicial origin which was later ratified by Congress
in passing section 741. It has no justification whatsoever from the accounting
viewpoint. If inflationary trends enable a more fortunate or more wealthy tax-
payer to reap capital gains, then the less fortunate taxpayer should be protected
from the bitter fruits of adversity resulting from capital losses when a lifetime
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accumutation of wealth must be disposed of in the most. convenlent manner at
n disteess snle duclog 2 wmjor emergeney such an the one expoerlonesd by our
cltent,  ‘Thin widow {x now prohibited from eareying bnek an operating loss to
proceding yeaes when she pald relatively high tax raten,  Her small sharo of
the caplinl loss carryover inof Httle vilue to her,

1 realine that there hus been kome erltlelsm of ectlon 1231 which atlows enpl-
til guind whore no capltnl uxsets are sold, with no offsetting pennlty for lonses,

I would Uke to polut out, however, that snlex of pretnership Interests ave relan-
tively vave and nfrequent when compured with sales of deprecluble property.
The partnership 8 a favorite menns of operation for the sindl businessman,
whoe I8 generally unaware of the tax teap contnined In seetfon 741 renfrieting his
losxes to eapital losses on snle of Wis intorest, Mhe typleal paetaer I8 nlso gen-
erally unawnrve of any beneflts aeeruing to him by renson of caplitnl galus on
ate of hid interest,  From my persongl expertence with partners and paetner-
shilps, U wonld be witting to say thuat about B8 percent of the sates or exehinngos
of pavtnevshilp interests are mnde without glving any vecognltion whatroever to
section THL and are never even seeatingzed by the Internnl Revenne Serviee.
My colleagues in the ncecounting profession seem to he of the snme opinton,

My rensons for secommending corvective legisintion mny he briefly sum-
mavived ax follows;

{1 U s unjust to classdty loss on the sale of o paetuership equity a8 o
eapitat loxs with a Hmdted deduetion when the foll amount. of (nx has been pald
on the acemmlation of the assets making up such equity.  ‘I'he net worth mak-
fng up a partuership equity = ne ditterent from the net worth making up a sole
proprictovship equity, loss from the sale of which s fally deducetible,

(2 The partnership i usunlly o sl business entlty which eannot be ex-

pected to he thoroughly famittar with xuch technieal tax traps as xection 741,
expecially when an lmmedinte disteess sple i pdvisable, such as in the instant
CURY,
(3) The vellef given In sectlon 1231 on the sule of business property conld be
oxtended to the sale of pavtnership eatition to provide equitable relief for a
Hmited number of small taxpayers.  Wenlthy taxpayers will always be able to
find a way to bypasx section T4 and get ordinarvy losses anyway, therefore,
there would be no appreciable loss in revenue,

I sincerely hope that your comwmittee will see it to seriously conslder the
retroactive correction of the injustice which section 741 plnces on the small
taxpayer whe, in rarve instnnees, is forced to dispose of a partnership interest

nt a sacritice in n distross sale,

Yours very truly,
R. II. KIRKLAND,

Certified Publio Accountant,

DRrRINKER, BiopLE & REATT,
Philadelphia, March 1, 1960,
Re H.R, %662 (trust and partnership income tax revision bill of 1960).
SENATE FINANCE COMMITTER,
Nenate Office Building, Washington, D.C.

GEXTLEMEN ! Under the proposed new section 764 of the code, as enacted by
the House of Representatives (H.R. 9662), the tuxable year of a partnership
will close with respect to a deceased partner ax of the date of denth of such
partner, unless his successor in interest files an election not to close the taxable
year ax of such date. The result of this will be that the successor in interest
will have the option of having the distributive share of partnership taxable
income of the deceased purtner for the partnership year in which he dies in-
cluded in his final lifetime return, or of having such distributive share taxed
to his successor in interest.  Such successor in interest could, of course, be the
widow of the decedent.

The result of this amendment will be that at least two alternative methods
will be available to make the distributive share of a deceased partner taxable
in the joint return of the decedent and his widow for the year of his death.
However, by reasen of the proposed amendment to section 691, substantinlly
different tax results will flow from the two methods. This is because section
691, as amended by H.R. 9662, will make the distributive share of the decedent
attributable to the period up to the date of his death “‘income with respect
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to a decedent,” with the result that the person taxed with such distributive
shinre will recelvoe a deductlon for the estate tax attributible to such dis-
tributive share, even though all or most of such distributive share was with-
drawn by the decedent partnor during his Hfetlime. ‘Thus, if the distributive
sharo I8 taxable on the joint return by reason of the widow belng the successor
in Interest and by reason of her electing not to have the partnership year close
on the date of death, n substantinl deduction enn he avallable to the widow on
the Joint return., On the other hand, where such election Ix not made (through
Inndvertence or ek of plunning), the same amount Ix included in thelr joint
taxable Income but no deduction is avalluble,

For example, supposie that a partner in a calendar year purtnership dles on
December 10, s distributive share of partnership income for the year {8
$50,000, of which £15,000 i attributable to the perlod up to December 15. The
decodent. 8 In a GO-pereent estnte tax bracket, He I8 survived by a widow,
Under the terms of the partnership agreement, his estate, or any suceessor in
Interest ho mny designate, 18 entitled to recelve all of  his capltal interest in
the partnership as well a8 any undistributed Income.  During hig lifethme, the
deeodent partner withdrew $45,000 of distributable Income,

It the clectlon provided by the new seetlon 1€ not made, the partnership tax-
uable year whl end on December 15, and the decedent’s Inst return will have in-
cluded in it $15,000, which will be eligible for inclusion in a joint return with
the surviving widow.  On the other hand, if the election s made, and the wldow
has been designnted successor In Interest, the same $45,000 will be taxable to
the wldow on the same Joint return. However, because taxability is by way
of the widow it will constitute fncome In respect of n decedent, and she will be
entitied to an Income tax dedunetion of $22,500, which will be the estate tax
attribntable to sueh amount. This deduction would be avallable even though
tho distributive share, to the extent withdrawn prior to death, {8 not actually
Included in the gross estate.

If a deduction for estate tax attributable to the distributive share of the de-
cedent v to be allowed as a deduction on the joint return in one ense, shonld it
not be also allowed In the other? Of course, those who file the election, and
take the other necessary stepsy, ean obtain the deduction, but it seems doubtful
whether the avallubility of the deduction should depend upon this technleality
when the same amount is being tnxed on the sanme joint return,

Respectfully submitted.
i Luvest L. Naay,

T'HE FIRST NATION AL BANK 0F COLORADO SPRINGR,
February 26, 1960,

In re ILR. 9062, “T'rust and partnership income tax revisipon bill of 1960."

ITon. IHARRY Byubp,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DeAr Sik: Ay the officer In charge of the income tax administration in the
trust department of this bank, I will respectfully invite your attention to a
change in the form of the bill as it came out of the House of Representatives
from the way the bill was submitted last year. I feel that this change will
complicate the administration of estates in process of administration and should
not. have been made, and the language of the bill as it came out last year should

he restored.
In the 1959 bill, section GG3(a) (2), referring to certain exclusions, provides

in part as follows:

“(n) ExcLusioxs * * * (2) OrHer Girrs, BEQUESTS, ETC.—Any amount
other than eapital gains considered paid, credited, or required to be distributed
under section G43(a) (3) (B), which under the terms of the governing instru-
ment or applicable local law is an amount which is not to be paid or eredited
at intervals and which is properly paid or credited in full or partial satisfac-
tion of a bequest. share, award, or allowance from the corpus of a decedent’s

estate during a period beginning with the day following the death of the dece-
dent and ending 36 months thereafter. A payment shall be deemed to have
.been made from corpus of a decedent's estate to the extent it is properly charged
against corpus and designated as a distribution of corpus on the books and

records of the estate by the fiduciary.”
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The curvent or 1960 bl at sectlon 108(a) (2), the counterpart of the para-
graph just quoted from a 150 bill provides as follows ;

“OTHER Qres, BrQuests, ke Any real proporty or tanglble personnl property
(other than money) held by the decodent. at the time of his death which Iy
proporly disteibuted, before tho close of the 36th ealendar month which beglns
after the date of the death of the decedent, in full or purtind satlstaction of n
bequest, sturre, nward, or allowance trom the corpus of n decedent’s estate,”

The effeet of thix mogitieation of the 1950 bl s to continue to tax (o n reelp-
fent. of a partinl distvibution of corpus of an estate duvhg adminlsteation the
Income of the estate tor the year in which the disteibution of corpus s made,
oven though such vectplent of a corpus distribution does not receive the lncomo
In such year, ‘Phis ix i conflfet with the recommendation of the carvefully
selectod advisory group on subchapter J of the Internnl Revenue Code of 1004,
whose recommendation was incorporated In the 1959 bl and which recommenda-
tion the undersigned submltx s sound and should be followed. 14 Iy submitted
that a person who recelves a distribution of stocks and bonds during the admin-
isteation of an extate, which disteibutlon of xtocks and bonds is not accompanied
by a distribution of tncome, should not be placed In a position whereby thoy
may have to bear o heavy ncome-tax lond and have no meanus of payling it other
than a partial liguidation of the assets which they have recelved through such
partial distribution.  For example, it you were to vecelve a distelbution fn the
flest yenr of an estate’s administration of $100,000 In stocks and bonds, this
could coneelvably, under the 1960 bt as presently under constderation, Impose
# heavy Income-tax burden on you for the year in which the disteibution of
corpus Is vecelved. It Is quite conceivable, and even probable, that the only
way you would be able to pay the income tax Habliity on this corpus, if you did
not receive any income along with it, would be to Hquidate a part of the corpus
to pay the income tax obligation,

It Is respectfully vequested that the Sennte Finanee Committee serlously con-
sider going back to the 193 bill and the oviginnl recommendation of the carefully
selected advisory group.  In this way, {nnocent benefleinrles of estates will not
have thrust upon them by hexpervienced executors unexpected and unusual tax
burdens, It is even possible in many fnstances that, if the estate were to pay the
income tax for the year in question, the Federal Government wounld receive more
revenue than if the benefieiary were to pay the tax. 1 am unable to sece that
there is necessarily any loss of revenue to the Government in this situation, I
recommend, therefore, that the exclusion be extended to include not only real
property or tangible personal property, but any property paid out of corpus
recelved during the tirst 36 months of the administeation of a decedent's estate,

Respectfully submitted.
JaMmes B. DAy, Trust Officer.

Terr, MARsH, OUCHTERLONEY & KELLY,
New York, N.Y., February 25, 1960,
Re section 669, ILR. 8662,
Hon. Harry K. Byrp,
Chairman, Senate Finance Committee,
Senate Gfice Building, Washington, D.C.

MY Drear SeENaTorR Byrp: I sincerely trust that your committee will substan-
tially amend the provisions of section 669 of IHLR. 9662, relating to multiple
trusts,

There is no question that multiple trusts, in the true sense of the word, involve
& potential menns of tax avoldance which should be stopped. However, the evil
rises in cases where property is splintered up into numerous trusts for the pur-
pose of securing the benefit of low tax rates without any other justification. I
respectfully submit that the prevention of an evil of that sort does not necessitate
the administrative complications which will arise under section 669 in any case
where the same grantor has created two trusts for the benefit of the same
beneficiary and there has been an accumulation of income.

1 believe that the application of section 669 to trusts involving only two trusts
stems from the type of thinking that all taxpayers must be treated with absolute
equality no matter how many complications that will inject into the staute or
the administration thereof. If multiple trusts are treated as an avoidance
problem, I believe they can be effectively stopped without injecting very many
complexities into the administration of the law.
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The mere faet that the sume donor may have crented three or four trusts for
tho henefit of the sidine beneflelnry nnd that In the ordinary courso of adminis.
tration some of Lhe Income has been nccumulated, does not show that tax avold-
anco wan the motivating enuse for the crention of tho trust or even for the ac-
cumuhttion of the income,  After n grantor it erented n trust for a beneficinry
nnd has seen it In operation for a while, he often decides that he would like to
but more property In trust for such beneflelnry.  As the grantor prospers, he
my deeldo to mako still further transfers.  In that typo of situation, changes
In the famlly sttuation or the desire to make changes In the trustee’s powers,
usunlly results In the erentlon of o new trust rather than the mere addition of
property to an existing trust, It has been my experlence that under those con-
ditfons tax avoldanee not only 18 not the motive for the crention of the separate
trusts, but. usually 18 not even consldered, It is an entirely different situa-
tlon from the case where an appreclated plece of property Is transferred into
nmerous trusts prior 1o sale or 20 or 25 trusts are set up to nccumulute Income
for the snme benetielary.

[L seems clear (o mo that the statute should not affect the normal situation
whera three or four typleal fumlly trusts have been ereated for the snme hene-
flelnry over a perlod of time, but that 1t should be confined to what are really
multiple trusts.  Obviously taxpayers will not oven attempt Lo set up such mul-
tiplo trusts If the tax advantages have been taken away by statute. Under those
conditfons the mere existence of the statute will be g silent policeman barring
the type of avolduance which should be stopped.  On the other hand such a statute
whl nol require a very complex statute to be administered merely because a
sl number of trusts have been ereated for the snme beneficlary for perfectly
sonnd reasions having nothing to do with taxes,

Very truly yours,
CARTER T\, LOUTH AN,

( Whoreupon, at 12:30 p.n., the hearing was recessed, to reconvene
at 10 aam,, Thursday, April L1 1960.)
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ACT OF 1960

THURSDAY, APRIL 21, 1960

U.S. SENATE,

JOMMITTEE ON FINANCE,
Washington, D.C.

The committee met, Fursuant to recess, at 10:15 a.m., in room 2221,
New Senate Office Building, Senator Harry Flood Byrd (chairman)
presiding. _

Present : Senators Byrd, Long, and Williams.

Also present: Elizabeth B. Springer, chief clerk; and Colin F.
Stam, chief of staff, Joint Committee on Internal Revenue Taxation.

The CrraRMAN. The committee will come to order.

The first witness is Mr. Laurens Williams, of Sutherland, Asbill &

Brennan, Washington, D.C.
Proceed, sir.

STATEMENT OF LAURENS WILLIAMS, SUTHERLAND, ASBILL &
BRENNAN, WASHINGTON, D.C.

Mr. WiLLrams. Mr. Chairman, my name is Laurens Williams. I
appear at Mr, Stam’s request, as a member of the Advisory Group on
Sugchapter J of the Internal Revenue Code of 1954 to the Subcom-
mittee on Internal Revenue Taxation of the Committee on Ways and
Means.

On behalf of all of the members of that advisory group, I want to
make it clear at the outset that it is our unanimous view that, on bal-
ance, the provisions of H.R. 9662 which deal with the taxation of
income of estates, trusts, beneficiaries, and decedents wou'd represent
a real and important improvement over present law. While I would
suppose that no one would think the bill perfect, we believe that it
would eliminate many inequities and hardships created by present
law. While there doubtless will be many objections to particular parts
of the bill—and I shall make several in the hope of contributing to
improvement of the measure—I want to make it completely clear that,
on balance, I consider the bill important, and hope that it will be
promptly enacted.

A m&}ority of the recommendations which were made by the Ad-
visory Group on Subchapter J have been incorporated in the {ill, man
verbatim. There are, of course, some differences, as was to be expected.
Most of the bill’s departures from the recommendations of the advisory

oup involve either points of very minor importance or points on
which the bill has adopted some alternative solution to a particular
problem which the members of the advisory group consider acceptable.
' 123
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Tneidentally, the advisory group made no recommendations with
respect. to the supposed terminable legnl interests problem dealt with
in section 101 of the bill,

Inevitably some technieal problems have arvisen from the vedreafting
and revigion of the advisory group’s deafl statutes.  These have been
or will be ealled to the attention of your professional stafl, for whose
competence and ability wisely to solve these technieal problems the
advisory group has the highest vegard and esteem, henee T will not
impose on the committee’s time with technical “flyspecking™ on these
minor points,

There ave, however, severnl major matters on which there is a marked
and very important difference between the advisory group's recom-
mendations and the provisions of TLR. 9662, With your permission,
T will direet my comments to two of these major points,

Fivst is the matter of multiple trusts, This is one of the major pro-
visions of the bill, in my view. It was designed to close a lToophole
which has been in the Inw sinee 1913, You considered the problem, at
the instance of the Treasury Departient, some 20 vears ago.  In fact,
as T veeall, it was during the hearvings on the Revenue Aot of 1937,
Congress at that. time apparently thought it would solve the multiple-
trust. problem simply by lowering the exemption of a trust to $100
vis-a-vis the $600 exemption given all other noncorporate taxpayers.
I personally think it clear that your action of 20-plus years ngo in
lowering the exemption of a trust to $100 has not. completely solved the
problem at all.

The bill now before yon undertakes to plug the multiple-trust loop-
hole by providing that, when aceumulated income of a trust. which is
distributed to a beneficiavy who alveady has previously veceived one
or more distributions of accumulated income of other trusts erented
by the sume grantor, the beneficiary is to be taxed on that income in
an amount. equal to the tax he would have had to pay if he had re-
ceived this income directly from the trust at the time it was earned
by the trust, to the extent it. was earned during the preceding 10 years,
and, of course, he would recaive a (ux credit for the amonnt of taxes
paid on the income by the trust.

I believe this approach to a solution of the problem is inherently
defective and that 1t will not stop the use of multiple trusts for tax-
avoidance purposes.

Let me first put an example to illustrate (1) how multiple trusts
currently ¢an be used to save income taxes, and (2) how the bill as
now drafted and as now before you undertakes to meet that problem.
This example also will serve to show why, in my opinion, the pro-
posed solution to the multiple-trust problem in TLR. 9662 just will
not do a complete job.

Suppose that F (F for father), a man of large wealth—and,
incidentally, multiple trusts can be used to obtain substantial tax
benefit primarily where large sums of money are involved—wishes
to set up a substantial accumulation trust for his son, S, who already
has some independent income. Assume that F wants to put $1
million into the trust, and that, on the average, the $1 million in trust
will produce $50,100 ordinary net income per year.

If F creates a single trust, that trust will pay $26,820 income tax
on its $50,100 before tax net income. The trust will have reached a
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T5-percent tax bracket. After income taxes, it will have only $28,280
left. out of its $50,400 income to accumulate annually.

Under present law, use of multiple trusts will save a big gnrt of
that $26,820 annual income tax bil‘. If, instead of 1 trust, ' puts
the $1 million into 100 sepurate trusts, ench of the separate trusts
will have only one one-hundredth of the $50,100 income per year
($501), will have its sopurate $100 exemption, will be only in the 20-
orcont, tax bracket, uml thus will pay only $80.20 annual income tax.

hus the total annual tax bill of the 100 trusts will be only $8,020 vis-
a-vis the $26,820 tax bill of a single trust.

Thus, by use of 100 trusts instead of u single trust, F will have
saved $18,800 per year in taxes for the trusts, all of which ultimately
will go to 8§, his son. The amounts accumulated by the 100 trusts
will be $42,080 per year on enrnings on the original ‘l‘i'l million alone,
instend of o net accumulation of only $23,280 per year which a single
trust could accumulate after taxes,

If the 100 trusts continue for 20 years, there will be $376,000 more
in the trusts for S, the son, than there would be if a single trust had
been used. Please note that this computation—in arriving at that
figure of $376,000, T have not taken into account the additional earn-
ings and acenmulations during the 20 years which will flow from in-
vestments of the additional $18,800 per year which will be accumulated
in the multiple trusts as o result of the tax savings they effect.

The bill attemps to meet the multiple-trust problem by providing
that when the trusts terminate and the accumulated income is dis-
tributed to a beneficiary, there will then be imposed—at time of dis-
tribution—n tax on the beneficiary, which is equal to the tax the
beneficiatry would have had to pay on the income if—to the extent
of the income accumulations during the last 10 yoars of the trust—the
trust income had been distributed to him currently from year to year
instend of being accumulated and, of cdurse, as I stated before, he
would be given a tax credit against this tax for the amount of taxes
paid on the accumulated income paid of the trusts during the time
they were paying the tax on the income.

Now, in general, this sounds pretty good. Under this proposed
solution, the accumulated trust income ultimately is going to be sub-
jected to tax at whatever tax rates would have been applicable to the
beneficiary if the income had actually been distributed to him (with
a limitation of 10 years). Moreover, under this approach under the
bill the tax would always be imposed on what you might consider the
proper person—that is, on the beneficiary who actually gets the income
which has been accumulated. Of course, there are some technical
problems in this approach, to which I do not find any answer in the
bill or in the Ways and Means Committee report.

For exaunple, suppose that in the illustration I gave, the originally
intended beneficiary, S, happened to die at the end of 18 years, and
that under the terms of the trust instruments all accumulated income
was paid over to S’s son &the grantor’s grandson). Now, suppose
this lad was just 1 year old at the time. Just how, under this bill,
you are going to throw back the accumulated trust income of the last
10 years, and tax this 1-year-old child on income accumulated durin
the 9 years before he was born is not clear. Would a theoretica
amount of net taxable income be attributed to this nonexistent tax-

54568—60——9
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payer in years prior to his birth?  Would he be given a $600 annual
porsond exemption in yours prior to his birthf Presumably, he
couldn’t itemize his deductions, so would you allow him the optional
standard deduction?

Supposs the distributes of the accumulation trust is not an indi-
vidual, but is another trust—a new trust just come into oxistence.
How would it be handled? I do not think it is st all clonr, under the
bill, whether or how the 10-year throwbuck would operate in such
B Caso,

Theso are relatively minor questions, for which the professional
stafls doubtless can provide aceoptable solutions. There are other
problemis of a semitechunical nature and relatively unimportant, I

want. to mention one of these. i .
In taxing the beneficiary on this accumulated income, what are

known as the character rules would not apply., Thus, tax-exempt
income would be fully taxed. The beneficinry would be deprived of
special eredits and exclusions.  The result: heavior taxes than if the
income had been currently distributed,

Morcover, the bill would work haphazardly, producing bizarre
results in givon instances,  This is beenuse undor llm bill only distri-
butions of accumulated income from what ave culled multiple trusts
are taxed to the distributeo-beneficiary, and in deciding when a trust
is o multiple trust the tivst trust to make an accumulated income dis-
tribution to a beneficiary is not considered a multiple trust; it is
considered the primary trust and accumulated income distributed
by the so-called primary trust is not taxed to the beneficiary. That,
is to say, only distributions of accumulated income from so-called
multiple trusts ave taxed to a beneficiary. The first accumulation
trust. to make a distribution to a particular beneficiary is considered
the primary trust and is not taxed. Thus, if the primary trust has
large accumulations, they go out to the beneficiary scot. free, whereas
if the large trust happens to be the second one or the third and fourth
to make a distribution, it is a multiple trust and its distributions
would be taxed. But this, too, in my opinion is not the central
problem.

In my judgement, the real question is whether this legislation will
plug the loophole, so to speak—whether it. will prevent tax avoidance
by use of multiple trusts. It is my opinion that, unfortunately, the
bill does not. provide a complete solution to the multiple-trust problem.
It does go part way. 1 want to make that perfectly clear. It
would ultimately subject much accumulated trust income to tax in
the hands of the beneficiary who ultimately receives it. But—and
this is its weakness—I think it will actually guarantee a highly attrac-
tive method of obtaining tax deferment—it assures a sort of surtax-
free buildup through use of multiple trusts. In a sense it tells the
sophisticated tax advisers, and the high surtax bracket taxpayers

of the country who are looking for tax-avoidance or tax-minimization
devices, that multiple trusts offer them a way to defer, indefinitely,
be af)plicab e

e

the time when the “bite” of the progressive tax rate will
to trust income. Instead of outlawing the use of multiple trusts,
I think it has the effect of sanctioning their use for tax-deferral

pu .
rankly, I think it means that you are imposing uﬁon lawyers and:
tax advisers generally the duty of pointing out to their clients that
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by the simple deéice using multiple trusts they can be assured that
tho maxinmnn curvent. year-hy-year income tax on accumulated income

will not. exceed 20 poreent, nnd that the trusts thus ean have the use

of the eash consorved by the multiple-trust devics for us many years

as tho teust continnes,

I think that in some situntions this might mean that the nse of
multiplo trusts would still be an attractive avoidance device espe-
cinlly in quite long-term trusts, which wonld extend beyond, welk
beyond, the period renched by the 10-year throwback.

Now, (o return (o the example I gave earlier, of the father who
wants to put. a million dollnrs in trust, for g son, S, Under the bill
bofore you, just as under present. law if I puts a million dollars into
one trust, the trust. wonld pay $26,820 on its sceumulated income und
be able to accumulate only $23,280. At the end of 20 yenrs, the ne-
cumulations would total $165,600 plus the earnings of the accumula-
tions themselves. But the enrnings of the accumulations of that
single trust all would have been subjected to tax at 75 percent or more
from year to year, as earned.

If, on the other hand, under the provisions of the bill before you,
I puts this $1 million into 100 separate multiple trusts, the 100 sep-
arate trusts would cumulatively pay only $8,020 annual current in-
como tax, and they would continue to be able to accumulate $42,080
per year, exactly as is true under current law. At the end of 20 years
the total net. after-tax accumulations in the 100 trusts of earnings on
the original $1 million would total $841,600-—almost twice ns much
as a single trust. could accumulate—plus the earnings of the accumu-
Intions themselves, Moreover—and this is a vital point—they would
have been able to accumulate the earnings of these larger accumnla-
tions subject to current tax at only 20 percent instead of the 75 percent
a single trust would have to pay. -

1t 1s perfectly true that, if multiple trusts are used, these additional,
larger accumulations—to the extent accumulated during the last 10

ears—will be subjected to further tax when ultimately distributed.
K’onetlmlpss, until that time arrives there will have been a most attrac-
tive partially tax-free buildup.

To roughly analogize; do not press the analogy too far, but to analo-

ize, it seems to me that the approach taken 1n the bill is somewhat
ﬁke your saying to me: “Mr. Williams, we’re going to let you post-
pone, wethout intcrest, the current tax on your income above 20 per-
cent. For the next 5 or 10 or 20 or 30 years, whatever period you
want. to select, when you file your annual tax return, just compute
your tax by applying a flat 20-percent rate to your taxable income.
T'hen—in some future year—5 or 10 or 20 or 30 years from now—you
are to pay, without interest, an amount equal to the difference between
the 20 percent you've paid from year to year and the amounts of tax
vou should have paid under the rates that applied from time to time,
under section 1 of the Internal Revenue Code, during the period when
we allowed you to defer payment of part of vour tax.”

Well, I'd like it if you made that offer. So would everyone else
you allowed to defer the time when he had to pay. I would be de-
lighted with such a system and I suspect everyone else would, because
the advantages of deferring the time of payment of tax are very

important, of course,
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And that difliculty is inherent in the approach taken to a solution
of the multiplo-trust problem by the bih. The bill clearly, in my
judgmont, sanctions the splitting of accumulation trust income
through the use of multiple trusts--throughout the entire period of
accumulation—and elearly defers the time of payment oI' the f{ull
tax.  In my opinion as long as you defor-—post pone--the appliention
of the ln‘u;zrossivo rate schedule to income heing accumulated for a
particular boneficinry, you will not have fully plugged the present
multiple-trust. loophole.

CThere is another objection to the approach in the bill. The
multiple-trust. problem is itself sololy and only a problem of splittin{:
incomo into many separato returns for the purposo of avoiding high
tax brackets. It is not o nmtter of splitting income botween o tunoﬁ-
ciary and a trust; it is a matter of sp‘i“ing trust income among many
soparate trusts,

T'he approach of the bill confuses these two situations, and proposes
a solution which might be appropriate if you are going to adopt an
entirely new principle of income taxation and say that whenever in-
come which has been accumulated in n trust is pui(f out to a beneficinry
it shall bo taxable in the hands of the beneficiary, but, so far as T am
aware—and I think T would be aware of it were it so sinco, frankly,
I think I started this whole multiple-trust legislation in 1955 when I
was in the Treasury-—no one has intonded that such a new principle
of tax law be adopted.

Thus, to be blunt about it, I think the whole approach in the bill
‘conceptundly  wrong. ‘The solution of the multiple-trust _problem
ought to be directed at the multiple-trust problem—the splitting of
trust income being accumulated for the same beneficiary-—not at an
entirely different problem.  The bill does absolutely nothing about the
splitting of trust income.

Instend, it sanctions such splitting but, at a later date, imposes an
additional tax, not on the multiple trusts but on another taxpayer
who may or who may not be the beneficiary originally intended to
receive the accumulated income, which tax may or may not be large
enough in amount to vitally impair the tax-saving value of the
multiple-trust “gimmick.”

The Advisory Group on Subclm‘)ter J recommended a different
approach. Under its approach, with very reasonable exceptions, all
income of all trusts created by the same grantor which was being
accumulated for a single beneficiary would be consolidated and would
be taxed currently. There thus would be no deferment of the time of
tax, and no partial tax-free buildup in the trust. There would thus
be no income splitting at all, and no deferment of the time of tax.
This would strike directly at the root of the problem and take away
the current advantage of using multiple trusts in lieu of a single trust,
since all trust income being accumulated for the same beneficiary
would be taxed currently as if it all were the income of a single trust—-
in complete symmetry with the rest of the tax law in this area.

The advisory group’s recommendation was not perfect. I suppose
that everyone who has worked exhaustively on this subject would
agree with one conclusion reached by the advisory group; that is,
there is no completely perfect solution to the problem. The approach
taken in the advisory group’s recommendation admittedly involved
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ono very dificnlt problem: that of defermining when the income of
soveral trusts ustnvplishml by the same grantor is heing accumulated
for the sumo beneficiury, ‘

All of us who were members of the advisory gronp recognized that
thero might be ways in which, in limited instances, and ingenious,
adroit, drafstman, finding the right set of circumstances, might be able
to partinlly nvoid the impaet of the solution to the pr()'biom we recoms-
monded. Iowever, such a draftsmun would be skating on thin ice,

with little or no certainty that he would succeed in his tax-avoidance

purposes. I can only suy that, in the unanimons {’udgment of those
1 we recommended

of us whoserved on that advisory group, the approac
was sounder and wisor than that embodied in this bill,
I the committee believes that the exceptions recommended by the

advisory group—permitting three or fewer trusts where no two were
crented within 5 years of ench other; treating testamentary trusts

separntely from inter vivos trusts—are too lenient, this is imere detail

wllni('h readily ean he changed. Txperience in the n&mrntinn of the

statute quickly could highlight any other defects, which you hereafter
could quickly remedy.

So much for multiple trusts, .
There is one other important difference hetween the bill before you

and the recommendations of the advisory group on which 1 want to
briefly comment, notwithstanding that I am confident other witnesses
nlso will diseuss it.

I refer to section 108 of the bill which, in accordance with the rec-
ommniendations of the advisory group, extends to estates what, is known
as the separate-share rule which preséntly is applicable to trusts; and
which section of the bill also adopts én purt only an alternative rec-
ommendation made by the advisory group concerning the determina-
tion of which distributees of an estate have to pay income tax on
the income of the estate. My concern arises out of the fact that the
bill only partially adopts the advisory group’s alternative recom-
mendation dealing with the latter question.

My belief is that, while partial adoption of this alternative recom-
mendation is quite helpful, it does not go far enough and under it
there are still going to be many situations in which distributees of
estates who have not received any distribution of income of the
estate whatsoever are going to have to pay income tax on estate
income even though they did not get any mcome. And T think that
there are going to be other situations under the bill where others
who have received income distributions from the estates are going to
pay tax on far less than the amount of the income they actually have
received, or on far more than they actually have received.

The problem arises out of the fact that the 1954 code created pre-
cise, specific, and quite arbitrary, absolute rules, which determine
with finality who has to pay tax on the income of an estate. Experi-
ence has shown that these hard-and-fast rules are very arbitrary and
sometimes are most inequitable. In some instances an heir or legatee
who receives absolutely nothing from the estate but corpus—prin-
cipal—and who has absolutely no right at all to receive any income
of the estate is treated for Federal tax purposes as having received
some of the income of the estate even though in fact and in law he

has not received any income.
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Moreover, since present law results in treating some corpus dis-
tributions ns though they were income distributions, current law
operates to arbitrarily reduce some legatees’ income taxes and wrong-
fully increase the taxes of other legatees.

I best can illustrate this by a quotation from the final report of the
advisory committee:

Assume that a testator makes minor specific bequests to friends and divides
the residue between his wife and a trust to be established for his minor son.
I{e provides that all estate taxes are to be apportioned to the share of the resi-
due in trust for the son, During the first year of administration the estate
fncome was $20,000, none of which was distributed. The following distribu-

tions were made:

SPOCHIC BOQUESE t0 A oo e e e e e e e e e e e e $1, 000
Specific bequest to B e ———————————— 1, 000
Family car transferred to widow; charged to her share of residuary

O o e e e e et e e e e e e e e e e e e e e e 1 1 2t e e e e e o 800
Cash ndvanced to widow ; charged to her share of residuary estate_..... 200

During the second year.of administration the net income of the estate (all
ordinary income) was $20,000, all of which was distributed, one-half to the trust
for the son and one-half to the widow.  In that year estate taxes of $50,000 were
pald, and a distribution of $15,000 was made to the son’s trust from corpus and
from the income accumulated in the preceding year. In addition, a payment of
$64,000 out of corpus and income accumulated in the preceding year was made to
the widow to equalize the aggregate of distributions made to her and to the son's
trust during the estate administration. In making this equalizing distributfon
to the widow, the estate tuxes were treated as having been paid on behalf of the
portion of the residuary estate to which the son’s trust became entitled. The
corpus distributions to the widow in the prior year, including the automobile
which was turned over to her, were also taken into account for this purpose.

Since section 663 (a) in its present form does not exclude from the operation
of sections G61(a) and 062(a) distributions from the residuary estate, the at-
tribution rules of section 662(n) must be applied in determining income to be
reported by the widow and by the son’s trust for both years. Although the ex-
ecutor made no distribution of income in the first year of administration, under
present law $1,000 of income will be attributed to the widow for that year on
account of the distributions of the family car and of the cash advances out of
corpus to her totaling $1,000. While these amounts were not required income
distributions under sections 661(a) (1) and 602(a) (1), they constitute “other
amounts’” under sections 661(a) (2) and 662(a) (2) and, since the distributable
net income for the taxable year exceeds $1,000, the widow is taxed on the full
amount of the corpus distributions to her in that year.

In the second year the income of the widow under present law will also be
subject to distortion. The distribution of $64,000 of corpus and accumulsted
income of the prior year to the widow in addition to one-half of the current
year's income (£10,000) would result in the widow being taxed with ‘

$74,000 (total distributions to widow) X $20,000
809,000 (total distributions made to all beneficiaries) ’
or approximately $14,930, while the son's trust would be taxed with only $5,050

03 14
which is $25, 000

399, OOOX $20,000
although each received $10,000, one-half of the distributable net income of the
estate for the taxable year. The effect of the attribution rules of present law,
therefore, is not only to defeat the attempt of the executor to divide estate in-
come evenly between the beneficiaries, but to attribute arbitrary amounts of
income to the beneflciaries. The son's trust is taxed with much less income than
was actually received and the widow is really taxed on corpus she received.

In my opinion, this was probably the worst defect in the 1954
Code provisions dealing with income of estates and trusts. The 1954
Code does exclude bequests of specific sums of money and bequests
of specific property from the category of estate distributions which
are treated by the code as being distributions carrying taxable
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estate income to the distributee, where the distributions in satis-
faction of a specific bequest of money or of specific property are
aid or credited all at once or in not more than three installments.
Sut, as noted, there are a very large number and numerous kinds
of estate distributions which are purely and solely distributions of
corpus which cannot come within this exclusion iin the law at the
present time.

Now, the advisory group recommended that this situation be
remedied by creating an additional exclusion for amounts properly
paid or credited from the corpus of a decedent’s estate during the 3
years after the decedent’s death. The advisory group recognized
that there might be objection to that recommendation on the ground
that it allowed executors too much leeway, enabling them to so
maneuver in the handling of distributions of corpus and income as
to unfairly minimize the overall income taxes paid by the estate
and the distributees. Accordingly, it submitted an alternative pro-
posal—the one which the present bill has adopted in part.

The alternative proposal is that any distribution ¢n kind which an
estate makes of property which the decedent owned at the time of
his death sother than cash) be excluded from the operation of the

neral rule that all estate distributions are deemed to be distri-

utions of income of the estate (to the extent of the estate’s distrib-
utable net income). This would parallel the present code exception
from the operation of the generall) rule of distributions in payment
of bequests of specific sums of money and distributions 1n satis-
faction of bequests of specific property.

The bill adopts this alternative recommendation only in part. The
difficulty is that it specifically excepts only distributions of real estate
and of tangible personal property owned hy the decedent at the time
of his death. Thus distributions of ¢ntangible property—stocks,
bonds, and so forth—which the decedent owned at the time of his
death would still be treated under the tax law as distributions of
taxable income of the estate, to the extent of the estate’s taxable in-
come. It is perfectly true that adoption of the so-éalled separate-
share rule will solve the problem in many instances, so that there will
not be so many instances of unjust results. But it is likewise true,
in my opinion, that there will be many situations in which the separate-
share rule will not, of itself, eliminate the harsh and inequitable re-
sult that currently pertains under current law, and which will re-
main unsolved by the bill in its present form.,

Subchapter J, I think, is clearly one of the most complex and least
understood subchapters in our Internal Revenue Code. Its intri-
cacies and complexities may not be beyond the understanding of the
average lawyer who probates decedents’ estates, but in actual fact its
intricacies are certainly not familiar to or understood by the average
lawyer and the average administrator or executor. rtainly, the
average person would never dream that when the administrator of
an estate distributed to the heirs of the estate, in a partial distribution,
stocks and bonds which the decedent had owned during his lifetime,
the administrator was thereby making a distribution of income (en-
tirely separate money) which the estate had received after the dece-
dent's death. The whole concept is utterly foreign to the concepts
of State law which govern descent and distribution of property of a
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decensed person.  'The avernge lnwyer probating an estate wonld
never suspeet that theve even existed such a strange coneept, so utterly
out. of joint with Stato law,  Yet, beenuse of the provision I nm talk-
ing nbout in the billy this bill does not cover stocks and bonds and
other intangibles owned by the decodont during his lifetime, and the
distribution of those itams, which clearly nre corpus, would still bo
treated under the bill as earrying income of the estate out to the
distributees, 1 do not know of n more offensive trap for the uvernge
general practicing lnwyor than this one,

Now, it was the opinion of the advisory group that the potential for
tax maneuvering by sophisticated oxocutors of n lnrgo cstate who are
being ndvised by skillod, knowledgenble tax counsel is not grent enough
to justify the hardships and inequities and erroneous results that wo
think in some situntions will still follow if you exclude from the exclu-
sion, in seetion 108 of the bill, intangible personal property owned by
the decodent at the time of his death except, of course, cash,

That, gontlmnen, completes my stutement.

The Cuawman, Thank you very much, Mr, Williams, Did I
}md;\mtm\d you to say that this bill is more complicated than existing

aw

Mr. Wirttams, No, sir, 1 said that the present law, present sub-
chapter J dealing with the tax treatment of income of estates and
trusts, is, in my judgment, the most complex subchapter in the whole
Internal Revenue Code. 1 think it is even more complicated than
some of our corpornte-distribution provisions,

'l‘ho? Cunamrman. You do not recommend outlawing of the multiple
trusts

Mr., Wintaams. I do not recommend—-

The Cuamman. You have a plan of permitting three or fewer
trusts, and where no two were created within b years of ench other; is
that your suggestion f

Mr. Winriams. No: that is not my objection, Mr, Chairman. My
basic objection to the bill—

The CitammMan. You say the committee believes, with the excep-
tions recommended by the advisory group permitting three or fewer
trusts where no two were created within 5 years of each other. You
(}ﬁel‘; "l}\?“t as a substitute, so to speak,.for the multiple-trust part of
the b

Mr. WimLiams. I think, if the committee would adopt the advisory
group recommendations, you would substantially solve the multiple-
trust problem.

Novw, if you feel, as has been suggested to the committee by Treas-
ury, I understand, that the advisory group’s recommendation was too
lenient because it would still permit the use of multiple trusts because
it would permit a grantor to set up as many as three multiple trusts,
if he set them up 5 years apart. The reason for that part of our
recommendation was that under the law today if the grantor is not
to be taxable on the income of a trust he creates, he has got to have no
right to amend or change or alter or revoke the trust. Therefore, if
a man sets up a trust for his son today, he cannot reserve to himself
the power to change provisions of that trust later on without person-
ally continuing to be taxable on the income of the trust.

He may set up a trust today and, as the years go by, he may want
to add to that trust or set up another trust for his son, Normally, he
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might. want. to add to the old trust, but there may have been a change
in circumstances o that some of the trust provisions, perhaps the
porson who is designated as trustee, are no longer nccoptable to him.
So, he sets up a separate trust, not for tax-avoidunce purposes hut
heenuso he cannot change the terms of the old trust. Ile has no power
to do wo.

So, nll 1 um saying is that the considerations which lead man
,lmoplu to sot. up more than one trust are not. tax considerations at ull,

‘hey are not. l.ryinﬁ to minimize taxes. They ure setting up separate
trusts for practical business, personal reasons.

Wo thought that ought to be taken into account.  'We thought it was
not unreasonnble to say that n man could set up as many as three
trusts without consolidating their income into a single tax return, if
ho sets them up over a rensonable period of time, so that it is not open
opportunity for tax avoidance, )

ow, all T am snying in this statement is this, Mr. Chairman: If
you feel that that is too lenient, that it would still allow too much tax
minimization t.hrouﬁzh setting up three trusts 5 years apart, then you
ensily can cut it back to two, or you can cut it back to one if you want
to. All I am saying, personally, is that I would much rather see the
committes adopt. the appronch taken in the advisory group’s recom-
mendations than the approanch taken in the bill, because of the tax-
free buildup I think you would get. under the bill.

The Citairman. You do not recommend outlawing multiple trusts?
I gathered from your testiinony here that you thought that was
quite a tax loophole involved in multiple trusts.

Mr. Wirpiams. The latter is correct.

The CiammmaN. Now, you just said you do not think they were
established for that purpose, necessarily. It is very clear that it does
give an advantage because you get in a lower income tax bracket by
reason of having a number of trusts rathér than having one trust.

Mr. Wirtiams. Of course, any time income is being accumulated in
more than one trust for the snme beneficiary, there is going to be a tax
saving; there is no question about it, because you are splitting.

Now, my major point is—— -

The CriamrmaN. What I am trying to get at is what is your alter-
native? You do not want to outlaw it.

Mr. WiLtiams, The alternative ig——

The Cnaikman. Answer that question. You do not want to outlaw
alternative trusts?

Mr. WiLLiams., Wedo want to.

The Cuamrman. What is this suggestion that I understood you
agreed with ¢

Mr. Wittiams. The recommendation of the advisory group was
this: We unanimously felt that there was a possibility of tax avoid-
ance through the use of multiple trusts. Some of the members of the

roup did not think it was serious, but we unanimously know that there
18 a possibility of tax avoidance with the use of multiple trusts which
ought perhaps to be closed ; the loophole ought to be closed.

Our suggested solution was this: We said any time the grantor sets
up more than one trust to accumulate income for the same beneficiary.
unless those trusts are set up, not more than three of them and each of
those three at least 5 years apart, you are to consolidate the income

of the multiple trusts.
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In other words, in my illustration, if a fotlow set up a hundred
trusts, you would not allow them to report. their income separately on
soparato returns; you would not. let. him split the income. ' You would
make thom veport it, so to speak, all in one return and pay the sume
tax on all that income that would have to be paid if put in one trust,
and you wonld tax it today and not. 20 years l]rum now,

Senator Winntams, Would you tax it as an accumulated trust rather
than as n distribution ¢

Mre. Wiaaams, Yes,  Now, that involves n problem, us T pointed
out. It involves the problom of how to determine whother u trust
is aceumulating incomeo for a particnlar beneficiary, Ilow can you
be sure that, if the trust which is not going to terminate in 20 yenrs
wore going to bo torminated today, the income from separate trusts
would go to the same beneficinry ¢

Wao rocognize it is n problem, and wo recognize it does not have
complote certainty of applieation.  The bill does have that. But we
still say the m'mmuen(‘ul.imls of the advisory group come closor to
sloving the problem, plugging the loophole, so to spenk, than the
recommendations of the bill itself.

The Cuarwan, Thank you very much, Mr. Willinms, for your
statamont,

The next witness is Mr, John B. Huffaker. Mvr, Huffaker, take
& soaty sir, and wo are glad to see you before the committes nguin.

STATEMENT OF JOHN B. HUFFAKER, DUANE, MORRIS &
HECKSCHER, PHILADELPHIA, PA.

Mr. Hurraxer, Thank you, Mr, Chairman. With your permis-
sion, sir, 1 would like to submit. my full statement. for the record, but
to abbreviate it. for oral presentation in order to save tho time of
the committee.

The Cuamsan. Without objection, that. will be done.

My, Huvrraxer, My name is John B, Huflaker, of the Land Title
Building, of Philadelphia. I am appearing on behalf of a number
of trusts that will be adversely affected T)y one provision in the
proposed legislation,

These trusts provide that the income is to be paid to charity and,
either during the term of the trust or on termination, payments from
corpus are to be made to individuals,

H.R. 9662 proposes a radically different treatment for trusts of
these types. I understand that a number of witnesses will oppose
the new method of taxing the individual beneficiaries of these trusts,
but if the committee decides to amend H.R. 9662 to continue present
law as it applies to trusts of this sort or to follow the recommenda-
tion of the {mr association as reflected in section 31 of IT.R, 1059—
that is, to treat charities basically as any other trust distributee—
there is no need to give special consideration to the amendment I am
proposing.

However, if the committee decides that the rules in FL.R. 9662 are
desirable, T respectfully request that the bill be amended so that
the extremely harsh results from the application to trusts established
before the bill was introduced in the House will be avoided.
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I feel there ardtwo compelling reasons why this amendment. should
bo aceepted even if the new method of taxing trusts that pay the
income to charity is adopted for new trusts, ) )

In the first place, the new method is appurently intended to impose
n prohibitory tax penalty on the beneficinries of certain types of
trusts, This would represent n new congressional policy, and the
bill would chunge the law applicable to existing trusts so that in
somo ensoes extremoly inequitable results will follow, )

I have somoe oxnmples of application to existing trusts later in

my statement. ) )
I do not think a person should be penalized for having been

charitably inclined.

Secondly, if this bill is enncted in its present form, persons who made
gifts in trust to charity will not get the tax benefits from the gift that
wera provided by the lnw in effect at. the time of the gzxft.. )

If the benefits offered to the donor for making the gift are with-
drawn after the gift. is made in this ono instance, it is obvious that
donors will e reluctant to make future gifts that are not economically
possible without. the benefits our tax law extends. )

Under present. Taw, in the case of o trust which requires the current
income to be paid to charity, and an amount of corpus to he paid to an
individunl, either during the course of the trust existence or on
termination, the corpus distribution is generally tax free since all the
income has gone to ("Iun'ity already, and so there is no income that can
be attributed to the recipient of the corpus.

The House committee report states that.:

Where a trust makes distributions to hoth charitable and noncharltable bene-

ficinries to the extent they do not exceed distributable net income, distributions to
tax-exempt charities should not be allowed to eliminate or reduce the taxable

income of the noncharitable beneflelarles. .
"Therefore, the House bill provides that :

Noncharitable beneficiarles must include in thelr income all amounts dis-
tributed, to the extent of distributable net income of the trust or estate, unre-
duced by any distributions to charity, Thus, if a trust instrnment provides that
all of its Income 18 to be currently distributed to a charity, and an equal amount
of corpus 1s to be pafd to an individunl beneficiary, the individual beneficlary
would be taxed on the entire distribution up to the extent of the distributable

net income,

To fully realize the significance of this change, I think we must ro-
view the existing tax rules that relate to trusts that pay the income to
charity and which the rules of the bill do not purport to change.

In the first place, the grantor gets a charitable-contribution deduc-
tion for the value of the gift to charity when he creates the trust,
except when the corpus will revert to him. Under an amendment made
in 1954 Code, a person does not get any charitable-contribution deduc-
tion if he creates a trust that has the income payable to charity and
then the corpusis to revert to himself.

A second rule applicable to these trusts is that the grantor will not be
regarded as receiving the trust income even if the corpus reverts to
him after a 2-year period.

This was a particular device placed in the code to encourage per-
sons who were running over their 20- or 30-percent limitation to cre-
ate trusts for the benefit of schools, churches, hospitals, and then the
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trust income would not be included in their income if the trust was
for at lenst 2 yours' duration, .

Of course, the general rule for Clifford-type trusts is that the corpus
cannot. vevert in 10 yenrs. The third important rule applicable to
trusts that pay the income to charity is that gifts and bequests are ex-
cluded from gross income except to the extent that the gift is of un
incomo from property. ‘That is, a gift to an individual is normally
freo from income tax although the property is to be held in trust to

pa'i: the income to charity for n period of yenrs. i
he House committee report points out that there are tax-avoidance

possibilities in gifts in trust to charity, Of course, Congress has
provided that every gift to charity is made more attractive by the
tax inducements offered. In the case of an outright gift by a person
in the 80-percent income tax bracket, n $1,000 gift to charity, that is
deductible, would reduce his income tax by $800, so the $1,000 gift
would only reduce his after-tax income by $200.

Thus, it is not really unique to gifts in trust to charity to say that
there is n tax avoidance through these gifts; there is a certain amount
of tax avoidance because Congress has sought to induce the tax-
payers to support charities.

Now, I do not believe that the tax benefits cause people to make
gifts that they would not make at all in the absence of the deduction
and the tax benefits offered the grantor.

However, these tax benefits make it possible for the donors to be

so generous, and make it possible for the charities to raise the amount
of money- -eur schools, churches, and so forth—that is needed to sup-
port their efforts,
. It is my belief that the enactment of FLR. 9662 in its present form
would do much to nullify the inducements in our present law to make
charitable gifts, and T want to call to the committee’s attention four
fairly typical examples of trusts created prior to 1960, just to show
you how thisbill wonld operate on existing trusts.

These are all actual trusts, with the facts somewhat simplified for
th%})m* hose of illustration.

T. A is in the 80-percent bracket. On December 1, 1958, he cre-
ated a trust to pay the income to Y University for 2 years, and then for
the corpus to revert to him. The trust has dividend income of $10,000
in each year and files its return on a calendar-year basis. On December
1,1960, the corpus will revert to him.

Mr. A created this trust after being advised by his attorney that
the income of the trust would not be taxed to him. This was important
in his personal situation, since his other gifts to charity are so large
that he could not give $10,000 additional per year and remain within
the maximum limit on charitable contributions.

Therefore, he established a trust to take advantage of the express
provision in the code that income of a trust for 2 or more years would
not be taxed to the grantor if the income was paid to charities in
certain classifications. Under HL.R. 9662, if the corpus reverts to Mr.
A on December 1, 1960, he will be taxed on all the trust income for
1960. That is, when he gets the same securities back from the trust
that he originally placed in the trust, he would be deemed to have
received the dividend income that the trust got during 1960 and
paid over to the university under the terms of the instrument.
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Mur. A thought this trust would deprive him of only 20,000 pretax
dollars or 4,000 after-tax dollars since he is in the 80-percent. bracket.
Instead, he finds it ean cost him 60,000 pretax dollurs; the $20,000
that actunlly went to charity, plus the $40,000 of income that will be
necessary to pny the tax due on termination of the trust.

In other words, the trust, instead of costing him 4,000 after-tax
dollars, will now cost him, according to my computations, $12,000,

As a second example, Mrs, B was approached in 1959 by the local
YWCA for a substantinl gift. Tt was pointed ont to her that, if she
made a gift in trust with the income to be paid to the YWCA for
3 years and then for the corpus to he paid to her children, the income
tax deduction on the creation of the trust would more than offset
the gift tax she would pay on the gift to her children. Since she
was anxious to be liberal with both her children and the Y, she created
this trust in 1959,

If ILR. 8662 is enacted in its present form, her children will be
taxed on the income of the trust in the year in which it termin:tes.
Her children are grown and in substantial tax brackets themselves,
so that the children will have a very substantial tax to pay when they
recoive the corpus. Tha result is that she would have heen better
advised to have given the property outright to her children and to
have decided exactly what, if anything, she wanted to give to the
Y, without considering the use of a trust such as has been sanctioned
by our internal revenue laws for about 30 years.

The third example: Mr, C is a widower whose children have pre-
decensed him, leaving no issue. He is presently in his seventies and
his alma mater has been the residuary legates of his will for a number
of years. IHe desires to be as generous as possible, however, to the
collego during his lifetime. H% lives in a retired status where his
living expenses are pretty stable at around $20,000 per year. So he
transferred substantially all his income-producing property to a trust,
providing that it would currently pay all its income to the college, but
each year would pay him $20,000 from the corpus; that is, pay back
to him part of his own property. -

Mr. C felt that in this manner he was able to get an unlimited de-
duction for the payment of income to charity while he consumed his
capital. He realistically doubted whether he would live long enough
to qualify for the unlimited charitable deduction, and through the
proposed trust he received the satisfaction of making a large transfer
to the college during his lifetime.

I need not tell you that the college, a small liberal arts college, was
delighted to receive a trust of around $400,000, with the right to
geththe income currently, and to pay him this amount out of corpus
each year.

N oyw, under the proposed bill, everything he gets back from his own
corpus will be fully taxable as income each year, and so, instead of
having the $20,000 per year to live on that he estimated would be
ilecessary to meet his current standard of living, he would have $5,000
ess.
My last example is & widow whose only daughter had predeceased
her without issue. When she last revised her will in 1955, she had
only two thoughts. She wanted to leave everything for charity, but
she wanted to provide amply for a person who had looked after her
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for many years. The person was not highly educated and she wanted
him to have a fixed amount, if possible, after taxes, each year so that
he would know how to govern his own expenses,

In 1055 it was possible to do this by merely providing that the trust
would pay all its income to charity but would pay this small annuity
out of corpus each year to her former servant,

However, under this new bill, if it is enacted, the amount received
by the servant each year would be fully taxable.

In these four exnmples, we have charitable gifts that were made in
reliance on the inducements in the law existing at the time the trusts
were created. All our donors were very generous with their favorite
charities,

Now, the results I have pictured under TL.R. 9062 could easily have
been avoided if the clients wore to make the gift today. For example,
in the two trusts to pay the income to charity and the corpus revert to
the grantor, my first example, or to be distributed to a child of the
grantor, my second example, the grantor could avoid having any por-
tion of the income taxed to himself as remainderman by having the
trust placed on a fiscal year ending November 30, Then the trust
would have no income in the year of termination, which would he
December 1, and there would be no problem,

In other words, this catches these people simply beeause it ereates
a policy that did not exist then. TIf they had known this, their instru-
ments would have been slightly different and there would not have
been this problem—it is just a trap for the guy who has already cve-
ated a trust. Tt would not prevent an; thing in the futuve.

In the third example, the grantor could achieve exactly the same
results as he could under present law by establishing a series of frusts
with a corpus equal to the amount to he paid him each year. One
trust wouls terminate ench calendar year, with a short taxable vear
in the year of termination. The grantor could get the same result
as he could under present. law, but, by virtue of the trap built into this
H.R. 9662, as it a )Pli(\s to irrevocable trusts already created, there
would be a very real hardship.

The testator in my fom'tﬁ example might do several things. The
simplest would be a trust invested completely in tax-exempts that
would pay its income to the individual, the private beneficiary, and
provide that the corpus would be combineéd with that of the exclusively
charitable trust upon the servant’s death, or she might have decided
on a commercial annuity that would have a small taxable portion.

The overshadowing effect of this provision in FL.R. 9662, I think,
was correctly forecast by the chairman of the board of trustees of one
of our leading colleges. He stated to me that: “If Congress will do
this once”—that is, taking away, penalizing a person who had relied
on the inducements to make charitable gifts in existing law—*it might
do it again. How can I tell a person he can afford to give the college
a lot of money if there is a possible change in the law that means he
cannot afford it #”

There is nothing in the House committee report to show that the
committee was aware of the results that would follow in any one of
my examples except the last one. In fairness to persons who relied on
the inducements in present law to make charitable gifts, and in order
to avoid discouraging prospective donors, I respectfully request that
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the committee take€avorable action on my amendment to restrict th'is
chango in the law to trusts created after 1LR. 9602 was introduced in

the House.

Thank you, Mr. Chairman,
. The CuamrMaN. Any questions?

Senator WirLriams. Just one question, If that amendment should
be adopted, would you approve of the rest of the bill as it is before us?

Mvr. ,lhml-u\m:n. 1 am appenring only on this one provision, and so
far as the trasts that 1 represent, yos, sir.  In other words, I think
that Mr, Williams’ points and those that are going to be made by
the other witnesses {:uvu an awful lot of merit, But, so far as the
four-tior system itself goes, I think there is a great inequity in it,
which is to punish the people who have relied on existing lnw; there-
fore, T am restrictin;.;. my amendment, Senator, to just limiting it

li

to not making this applicable to existing trusts.

Senator Wintiams., I apprecinte the fuct, and I recognize what
your amendment proposes to do, but my question is: What do you
think of the propoml‘ changes nff‘octing all future established trusts?
- Mr, INurraker, My own faelin;i is that it is unsound, Senator.
As I pointed out, it attempts to keep n person from doing some-
thing—that is; from setting up a trust of this sort—but it does not
really do it. The only person in the future that it will catch is the
}mmon who did not have a tax-conscious adviser setting it up because

18 can got around it. . ) ) ]
I think, by far, the best solution, Senator, is that in the American

Bar Association bill which would suy, “Distributions to_charities
will be treated exactly like distributions to private parties.”

Senntor Winriams. That is all,
The Cramman. Thank you very much, Mr. Hufluker.

(The statement of Mr, Huffaker follows:)

STATEMENT oF JoniN B. HUFFAKER

My name is John B, Huffaker, 1617 Land Title Building, Philadelphia. 1
am appearing on behnlf of a number of trusts that will be adversely affected
by the proposed legislation. All of these trusts provide that the income Is to
be paid to charity and either during the term of the trust or on termination
payments from corpus are to be made to individuals,

H.R. 93062 proposes a radleally different treatment for trusts of these types.
I understand that a number of witnesses will oppose the new method of taxing
the individual heneficlaries of these trusts. 1f the committee decldes to amend
H.R. 9302 to continue present law as it applies to trusts of this sort. or if it
decldes to follow the recommendation of the Amerlcan Bar Assoclation as
reflected In section 81 of ILR. 10501, there is no need to give special consld.
aeration to the namendment I am proposing. However, if the committee decides
that the rules in H.R. 0602 are desirable, I respectfully request that the bill
be amended so that the extremely harsh results from the application to trusts
established before H.R. 9662 was introdiced in the House will be avolded.
" This ean he done by Inserting at the beginning of section 661(a)(4), as it
would be amended by section 108 of the bill, the following: “in the case of
any trust created after January 18, 1060, or the estute of any decedent dying
after January 18, 1960,”., I feel there are two compelling reasons why this
amendment should be accepted even if the new method of treating trusts:
that pay the income to charity is adopted for the future.

“1. The new method is apparently intended to impose a prohibitory tax penalty
on certain types of trusts. This represents a new congressional policy and is
an attempt to discourage certain gifts to charity through trusts, However,
it has long been the policy of Congress to encourage charitable gifts by providing
special income tax benefits. This bill will change the law applicable to exlsting
C R : ' T . Lot
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trusts ro that, in some eases, extremely inequitable results will follow. I do not

think n person should be peualized for being charitably inelined,

2. If H.R. 0662 s enacted, persons who made gifts in trust to chartty will not
get the tax beneflts from the gift that were provided by the law in effect at the
time of the gift. We all recognize that most large charltable gifts not only reflect
the philanthropic intentions of the donor but also the fact that the Government
has encournged these gifts by providing for an Income tax deduction for the
donor and in certain other ways. If the heneflts offered to the donor for making
the glft are withdrawn after the gift {s made In this one instance, it 18 obvious
that donors will be reluctant to make future gifts that are made economlically
possible by the benefits our tax lnw extends,

Under present law, whether a distribution from a trust to an individual is
regarded as income for tax purposes depends on whether the distribution is made
in whole or in part from “distributable net income.” In the case of individunls
who are to recefve distributions of current income under the trust instrument,
the distributable net income is determined by reference to the income and ex-
penges of the trust and without taking into account any distributions to charity.
However, with regard to distributions to other beneficiaries, the distributable
net income s reduced by the amount of any income paid to charity. Thus, under
present 1aw, in the case of a trust which requires the current income to he paid
to charity and an amount of corpus to he pnid to an individual, the corpus
distribution will be tax free since the distributable net income is zero.

The House committee felt that “where a trust mnkes distributions to both
charitable and noncharitable heneficiaries to the extent they do not exceed dis-
tributable net income, distributions to tax-exempt charities should not be
allowed to eliminate or reduce the taxable income of the noncharitable bene-
ficlaries.”” Therefore, the House bill provides that “noncharitnble beneficiaries
must inelude in their income all amounts distributed, to the extent of distribut-
able net income of the trust or estate, unreduced by any distributions to charity.
Thus, if a trust instrument provides that all of its income is to he currently
distributed to a charity, and an equal amount of corpus is to be paid to an in-
dividual beneficlary, the individual benefleiary wonld he taxed on the entire
distribution up to the extent of the distributable net income.”

To fully realize the significance of this change, I think we must review
the tax rules relating to trusts that pay the income to charity and which the bill

does not purport to change.
In the first place, the grantor may get a charitable-contribution deduction for

the value of the gift to charity when he creates the trust. If the trust instru-
ment provides for corpus payments to an individual, either while the trust con-
tinues or on termination, the value of this gift to the individual {s taken into
acconnt in determining the amount of the gift to charity. The grantor is
regarded as making a gift of a future interest to any individual to whom
amounts of corpus are payable. Since it is a future interest, he does not get the
annual $3.000 exclusion for gift-tax purposes,

Prior to 1054 the grantor could get a charitable deduction when he created
the trust, even if the corpus reverted to him. By an amendment in 194, effec-
tive as to transfers to trusts after March 9, 1954, no deduction is allowed if the
corpus reverts to the grantor.

A second rule applicable to these trusts is that if the income of the trust is
parable to a school, church, or hospital for at least 2 years, the grantor will not
be regarded as receiving the trust income even if the corpus reverts to him
after the 2-yenr period. This provision is especially designed to encourage
giving by individuals whose total charitable gifts might exceed the maximumn
amount deductible if the donor was treated as receiving and then giving away
the income of the trust paid to charity.

The third important rule applicable to trusts that pay the income to charity
ir that gifts and bequests are excluded from gross income except to the extent
that the gift is of income from property. Thus, & gift to an individual is nor-
mally free from income tax although the property 18 to be held in trust to pay
the income to charity for a period of years.

Congress has always shown that it regarded the support of our charities as
{mportant, Our tax laws offer the inducements that I have outlined to encour-
age gifts to charity, Every gift to charity that is made more attractive by these
inducements, of course, represents tax avoidance. Let us consider a taxpayer
in the 80-percent income tax bracket. If a $1,000 gift to cl arity is deductible,

his income tax will be reduced by $800. Or, to put if another way, if the gift is
not deductible (for example, his other charitable gifts equal the maximum per-
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centnge of his Income that i deductible) and he made the gift from his income,
then he must enrn §$4,000 to pay the tax on the $1,000 he gave to charity, Thus,
I am not quite sure what the Iouse committee report means when it mentions
tax avoldance through charltable giving as if it were a novelty. Substantial
charitable gifts by individuals in the higher income tax brackets are often in-
duced or made possible by the tax benefits available to the donors.

Gifts to charity through trusts are usually by individuals who desire to make
substantial gifts and who are in the higher income tax brackets. The Impor-
tance of the large donor to our charitable institutions in thelir effort to meet the
added respousibilities they must assume—I am thinking in particular of our
schools, which educate our future leaders and scientists to carry the banner of
the free world at the same time they are facing the responsibility of accepting
greater numbers of students—is dramatically fllustrated by the recent fund
drive by Harvard. The 46,000 alumni gave a total of $82,500,000, with the largest
single gift being for $2,022,000. While 30,573 alumni contributed. a total of
$05,204,808 was recelved from 122 donors. I do not know how many of these
donors used trusts of the type with which I am concerned, but it dves show that
the large donor is an extremely important source of funds for charity. I do
not think many persons contribute to charity because of the tax benefits, but 1
do believe that the tax benefits made it possible for the donors to be so generous.

Now, I wish to call to the committee's attention four fairly typleal gifts in
trust to pay the income to charity., These trusts were all created prior to 1960,
but the payments in 1060 and subsequent years will be subject to the new rules
in HR. 9602, The importance of these illustrations is to permit the committee
to determine if the tax result that would follow if H.R. 9602 {s enacted is the
result it wants, and whether this precedent for applying new rules to charitable
glfts alrendy made will discourage other tndividuals from making gifts to charity.
It is my contention that the enactment of H.R. 0862 in its present form would do
much to nullify the inducements in our tax law to make charitable gifts.

ILLUSTRATIONS OF CONSEQUENCES OF MAKING OHARITY A FOURTH-TIER DISTRIBUTEE

1. Mr. A is in the 80-percent bracket. On December 1, 1958, he created a trust
to pay the income to Y university for 2 years, and then for the corpus to revert
to him. The trust has dividend income of $10,000 in each year and files its
retg;'n on a calendar-year basis. On December 1, 1960, the corpus will revert
to him.

Mr. A created this trust after being advised by his attorney that the income
of the trust would not be taxed to him. This is important to Mr. A, since his
other gifts to charity are so large that he could not give $10,000 per year and
remain within the maximum limitation on charitable contributions. Therefore,
he established the trust to take advantage of the express provision in the code
that income of a trust for 2 or more years would not be taxed to the grantor
it the income was payable to charity (sec. 673(b)). Under H.R. 9662, if the
corpus reverts to Mr. A on December 1, 1960, he will be taxed on all the trust
Income for 1960. He placed shares of stock in trust and he will get the same
shares back. Mr. A cannot understand why he should be taxed on the trust
income in 1960 since it went to charity.

2. Mrs. B. was approached in 1959 by the local YWCA for a substantial gift.
It was pointed out to her that if she made a gift in trust with the income to be
paid to the YWOCA for 3 years and then for the corpus to be paid to her children,
the income tax deduction on the creation of the trust would more than offset
the gift tax she would pay on the gift to her children. Her attorney advised
her that Congress had specifically refused to change the law allowing a charitable
deduction on the creation of trusts of this sort in 1958, so that there did not
seem to be any substantial doubt as to the tax consequences. Acting on this
advice, Mrs. B established a trust in December 1959.

If H.R. 9662 is enacted in its present form, her children will be taxed on the
income of the trust in the year in which it terminates. Her children are grown
and in substantial tax brackets themselves, so that the children will have a
very substantial tax to pay when they receive the corpus. The result is that
she would have been better advised to have given the property outright to her
children and to have decided exactly what, if any, she wanted to give to the
YWCA without considering the use of a short-term trust.

3. Mr. C is a widower whose children have predeceased him, leaving no issue.
S College has been the residuary legatee of his will for a number of years, but

54565—60——10
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he wants to make a substantinl present gift to the college. Ile lives rather
simply and, since he is now 76 years old, he does not contemplate entering any
new business ventures, He anticipates that his living expenses will be about
$20,000 per year, 8o he established a trust into which he transferred practically
all of his income-producing property with the provision that the income be paid
to the college durlng his life and that he should be paid $20,000 out of corpus
each year. It is provided that upon his death the remalning corpus will be
paid to the college, Mr. C felt that In this manner he was able to get an un-
limited deduction for the payment of income to charity while he consumed his
capital. He renlistically doubted whether he would live long enough to qualitfy
for the unlimited charitable deduction, and through the proposed trust he
ﬁc;ce{ved the satisfaction of making a large transfer to the college during his
etlime,

Mr. O has now been {nformed that under the proposed legislation he will be
taxed on the full amount that is to be distributed to him in each year. He had
recognized that a small portion of the income of the trust would be taxed to
him anyway, bectuse he had a reversionary interest in a portion of the corpus
within 2 years. However, under the proposed bill, he will have a tax of about
$05,000 In each year.

4. Mrs. D was a widow and her only daughter had predeceased her without
{ssue. When she last revised her will in 1953, she stated that she wanted the
bulk of her estate to go to charity, except that she wanted to provide liberally
for an individual who had served her long and faithfully. She was anxious
that the amount pald each year to her employee should be free from tax so
the employee would know exactly how much was available for his living ex-
A trust was provided in her will under which the income was paid

penses,

to charity and the trustees had the right to invade corpus for the benefit of
charity, An amount was to be pald each year from corpus to the named
individual,

Mrs, D died in 1938 and the trust has been duly established. The beneflciary
named has been Informed that the amount received ench year is nontaxable.
However, under the proposed bill, the amount distributed to the individual
would all be taxable income,

If Mrs. D were consldering creating such a trust today, her attorneys would
recommend different plans for her will. They might recommend separate
trusts; they might recommend a commercial annuity which would have a small
taxable portion or other methods that would accomplish substantially the same
end result that the testator desired. However, this bill will frustrate her
intentions.

In these four examples we have charitable gifts that were made in relfance
on the inducements in the law existing at the time the trusts were created.
Now, the results I have pictured under H.R. 9662 could easily be avoided if
the clients were to make the gifts today. For example, in the two trusts that
were to pay the income to charity and then the corpus was to revert to the
grantor (my first example) or be distributed to a child of the grantor (my
second example), the grantor could avold having any portion of the income
taxed to himself or the remainderman by having the trust placed on a fiscal
year ending November 80. Then the trust would have no income in the year
of termination and there would be no problem.

In example 3 the grantor would establish a series of trusts with a corpus
equal to the amount to be paid him each year. One trust would terminate
each calendar year with a short taxable year in the year of termination. Thus
the grantor would not be taxed on any greater portion of the ordinary income
of the trusts than he would be under present law although he would have the
nuisance that multiple trusts entail. The added complications might deter
him from making the gift at all, with the result that the college wonld receive
liberal annual gifts but could not have the certainty that accompanies the trust.
Being familiar with this particular grantor, it is very unlikely he would have
been so generous. And it is this grantor who will actually suffer if the legisla-
tion is enacted.

The testator in my fourth example might do several things. The simplest
would be a trust invested completely in tax-exempts that would pay its income
to the individual and provide that the corpus will be combined with that of the
exclusively charitable trust upon his death. Or she might have decided on &
commercial annuity that would have a small taxable portion.

Thus there would continue to be alternatives open to grantors with the
same desires as I have outlined. However, the irrevocable trusts created
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under present law fall into the trap this legislation represents because the
policies it declares did not exist at that time. And I guess a few dollars of
revenue will be collected from new trusts that are drafted by general practi-

tioners who do not read the latest list of pitfalls,
The overshadowing effect of H.R. 9662, I think, was correctly forecast by

the chalrman of the board of trustees of one of our leading eastern colleges.
Ho stated that “if Congress will do this once, it may do it again. How can
1 tell a person he can afford to give the college a lot of money if there is a

possible change in the law that means he can't afford it?”
There is nothing in the House committee report to show that the committee

was aware of the results that would follow in any of my examples except the
last one. In fairness to persons who relied on the inducements in present law
to make charitable gifts, and in order to avold discouraging prospective donors,
I respectfully request that the committee take favorable uction on iny amend-
ment to restrict this change in the law to trusts created after H.R. 9062 was

fntroduced.
The Cuiatrman. The next witness is Mr. Rodney C. Lockwood,
The next witness is Mr. William R. Spofford, American Bar

Association.
Take a seat, sir, and proceed.

STATEMENT OF WILLIAM R. SPOFFORD, CHAIRMAN, SECTION OF
TAXATION, AMERICAN BAR ASSOCIATION, ACCOMPANIED BY
NORMAN SUGARMAN AND DONALD McDONALD

Mr. Srorrorp. If the committee pleases, I am William R. Spofford,
of Philadelphia, chairman of the Section on Taxation of the Ameri-
ean Bar Agsociation. I should like very much to introduce the two
gentlemen who are accompanying me. On my left is Mr. Norman A.
Sugarman, of Cleveland, who is the chairman of the tax section’s
committee on income of estates and trusts,

On my right is Mr. Donald McDonald, of Philadelphia, who is
chairman of the section’s committee on partnerships.

On February 22, 1960, the House of Delegates of the American Bar
Association, upon recommendation of the section of taxation, adopted
a resolution directing the section to urge the Congress not to enact
(at this time) the provisions of section 101, certain Provisions of sec-
tion 108, and section 113, of H.R. 9662.

The resolution so adopted is as follows:

Resolved, That the American Bar Association recommends to the Congress
that it do not ennct (at this time) the provisions of section 101 (relating to
legal life estates and other terminable interests), section 108 (relating to gifts,
bequests, ete., of specific sums of money, or of specific property) so far as it
relates to proposed scction 663(a) (2) of the Internal Revenue Code of 1954,
and section 113 (relating to multiple trusts) of H.R. 9662 until such timne as

persons affected may have sufficient opportunity to consider these provisions
and make appropriate comments to the proper committees of Congress; and be

it further
Rcsolved, That the section of taxation is directed to urge this recommendation

upon the proper committee of Congress,
The reasons for urging this action upon the Congress at this time

are as follows:

The Advisory Group on Subchapter J after extended consideration
covering a period of several years rendered exhaustive reports. revised
on several occasions to reflect views of interested parties and finally

reflected in H.R. 3041 introduced January 21, 1959.
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This proposed legislation has been carefully considered by a com-
mittee of the section of taxation which after many months of con-
sideration was prepared to make recommendations to the section upon
the advisory group report on subchapter J and H.R. 3041,

On January 18, 1960, ILR. 9662 was introduced, which superseded
H.R. 3041 insofar as the subchapter J provisions are concerned, and
H.R. 9662 was reported out by the Ways and Means Committee with-
out public hearing, and was passed by the House of Representatives
on February 4, 1960.

Section 101 of H.R. 9662 contains novel proposals and does not
contain the provisions contained in H.R. 3041 or in the advisory group
report. Section 108, which relates to gifts, bequests, and so forth,
has adopted an approach substantially at variance with the proposal
of TLR. 3041 although addressed to a problem and policy adverted
to in the advisory group report. Section 113 contains a proposal at
variance with that of I.R. 3041 and based upon a policy materially
different from that adverted to in the advisory group report.

All of the sections referred to have a material effect upon practice
in the trust and probate law as well as the law of taxation. The
American Bar Association considers these matters of sufficient im-
portance to be the subject of extensive public consideration and
comment,

The committee of the section of taxation charged with the con-
sideration of this legislation during the short time available to it has
already pointed out serious problems raised by these three sections and
has indicated the urgent need for further careful consideration by it
and for cooperation and liaison with the Section on Real Estate,
Probate, and Trust Law of the American Bar Association.

The resolution adopted by the house of delegates on February 22,
1960, should not be construed as approval or disapproval of other:

rovisions of H.R. 9662 except to the extent that prior actions taken
y the American Bar Association are applicable thereto.

The American Bar Association has a number of other legislative
recommendations in the subchapter J and subchapter K areas. Just
a year ago we submitted to the Ways and Mean Committee of the
House of Representatives four legislative recommendations dealing
with subchapter J. Those recommendations have been adopted in
H.R. 9662. At that time, a year ago, we submitted 15 recommenda-
tions relating to subchapter K. Since that time, the annual meeting-
of the American Bar Association was held in Miami in August of
1959, and at that meeting five additional legislative recommendations
relating to subchapter K were adopted. There has not been an oppor-
tunity to submit the legislative recommendations adopted last August
to the Ways and Means Committee at a formal hearing, but they have
been submitted on an informal basis and the staff of the Joint Com-
mittee is informed of all actions taken by the American Bar Associa-
tion to date. ‘

Our 21 legislative recommendations in the subchapter K area have
not fared as well as our four in the subchapter J area. Of the 21 in
the subchapter K area, 8 have been adopted, 7 have been adopted with
material change, and 6 have not been adopted.

However, in the case of those that were adopted with material
change, our committee points out very serious technical complications. .
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All the legislative recommendations heretofore adopted by the
American Bar Association which originated in the section of taxation
have been included in one bill. This bill was prepared by our com-
mittee on legislative recommendations and introduced in the House
at our request by Mr. Mills, chairman of the Ways and Means Com-
mittee, on February 23, 1960,

A similar bill was introduced by Mr. Mason, the ranking minority
member of the committee, also at our request. These bills are known
as ILR. 10591 and I.R. 10592, respectively. A detailed explanation
of the bills prepared by the section of taxation has been printed in
the Congressional Record.

We do not otfer these bills or the explanation for the record of this
hearing. The staff of the Joint Committee is, we are quite certain,
entirely familiar with the contents of the bills as well as the explana-
tions, and our purpose in referring to them at this time is merely to
point them out to this committee for such reference thereto as the
members of the committee may wish to make. It is our hope that
these bills and our explanation will serve as a useful source of ref-
erence to the Members of the Congress, the Treasury, the American
Bar Association, and the taxpayers of this country.

Unless the members of this committee desire us to do so, we will
not discuss any of the details of H.R. 9662 or of the American Bar
Association biﬁs, H.R. 10591 and H.R. 10592, at this time, but we
shall be pleased to meet with members of the staff, as we have in the
bast, to discuss our recommendations relating to subchapters J and

and, indeed, any other areas in whicﬁ we have legislative
recommendations.

In closing I should like to repeat what we said before the Ways
and Means Committee a_year ago. We think the advisory groups
have rendered a very valuable public service, and we take pride in
the fact that many of those serving on the groups are also active
members of the Tax Section of the American Bar Association. They
are men of outstanding ability in the tax field, whose views are highly
respected by the section and the association. -

n behalf of the American Bar Association and the section of tax-
ation, we wish to thank you for this opportunity to appear before
your committee.

The CramrmaN, Thank you very much, Mr. Spofford. Any
questions?

Senator WirLiams. Mr. Spofford, as I understand it as a result
of a recent decision, the necessity for section 101 has been eliminated ;
is that correct?

Mr. Srorrorp. I learned that Mr. Glasmann, in effect, withdrew
any endorsement of that section by reason of a recent circuit court
opmion. I understand he so testified yesterday.

’I]‘(h% CuairMaN. Do the other gentlemen have any statements to
make

Mr. Suearman. Mr. Chairman, we ure here to lend support, and
to answer any technical questions that the committee may put to us.

The CuamrMaN. Thank you very much, gentlemen.

The committee will recess until 10 o’clock tomorrow morning.

(Whereupon, at 11:40 a.m., the hearing was recessed, to reconvene

at 10 a.m., Friday, April 22,1960.)
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U.S. SENATE,
CoMMITTEE ON FINANCE
Washington, D. C.

The committee met, Fursuant to recess, at 10:15 a.m., in room 2221,
New genate Office Building, Senator Harry Flood Byrd (chairman)
residing.
P Presengt: Senators Byrd, Williams, and Bennett. _
Also present: Elizabeth B. Springer, chief clerk; and Colin F.
Stam, chief of staff, Joint Committee on Internal Revenue Taxation.
The CHamyaN. The committee will come to order.
The first witness is Mr. Ge(ﬁge Craven, of the Philadelphia Bar
Association, accompanied by Mr, David H. Dohan. Take a seat,

gentlemen, and proceed.

STATEMENT OF GEORGE CRAVEN, ON BEHALF OF PHILADELPHIA
BAR ASSOCIATION, ACCOMPANIED BY DAVID H. DOHAN

Mr. Craven. Mr, Chairman, I wish tg express the views of the
Committee on Taxation of the Philadelphia Bar Association on the

ortions of H.R. 9662 which relate to estate and trust income. We

ave filed a memorandum setting forth objections to four provisions
of the bill relating to estate and trust income, and our recommenda-
tions for relief in two other areas. In this brief period of time I
shall touch briefly on our six points.

Our first objection relates to the provisions on multiple trusts.
The bill proposes to deal with multiple trusts by adding a 10-year
throwbaclg rule. When a beneficiary receives a distribution of ac-
cumulated income from more than one trust created by the same
grantor, the rule does not apply to the distribution from the first
trust. As a distribution is made from any subsequent trust, the 10-
year throwback rule comes into play and the beneficiary is required
to report any income accumulated by trusts during the preceding
10 years as if he had received income in each of those 10 years.

gur particular objection is that the rule would apply without ex-
;eption to trusts already in existence as well as to those created in the

uture.

We feel that any statute designed to deal with multiple trusts
must necessarily be complicated. g%’e doubt that the amount of rev-
enue involved would justify adding such a complicated statute to the
income tax law. We have not been able to obtain any specific infor-
mation on this point. In any event, we are convinced that if the
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multiple-trust problem must be dealt with, the throwback approach
is the wrong way to deal with that problem or, for that. matter, with
any other problem relating to accumulated income,

Our experience with the 5-year throwback rule enacted by the 1954
code leads us to believe that its provisions are so complex and the
difticulty of computing tax under it so great that it is alinost incapable
of administration. -

The problem would be much worse under a 10-year throwhack,
If it is deemed necessary to have a statute dealing with the multiple-
trust problem, we think the statute proposed by the Advisory Group
on Subchapter J represents a much sounder approach,

Under that statute, if several trusts for accumulation of income are
croated by the same grantor for substantially the same ultimate
beneficiaries, the accumulated income would be thrown together and all
the trusts would be treated as one entity for the purpose of the
computation of the tax.

The advisory group, however, recognizes that there may be perfectly
sound reasons for creating more than one trust for the snme beneficiary.
The grantor may create a small trust in one year for n beneficiary and
then, severnl years later when he has more money, he may want to
create another trust, but becnuse he doesn’t like the provisions of the
prior trust or the trustee, he may create a wholly separate trust, and
the advisory group would not apply its rule unless the same grantor
creates more than three trusts for the same ultimate beneficiaries or
more than two such trusts are created within 5 years of one another.

T+ would avoid the objectionable retroactive feature of the present
bill by excepting from its provisions all but the more flagrant type of
trusts, and we object to tRe treatment of multiple trusts under the
present. bill, and we object specifically to making the statute apply
without exception to trusts already in existence.

Our second objection relates to the treatment of charitable distribu-
tions. HL.R. 9662 would change the treatment of income paid to or set
aside for charitable organizations by treating charitable distributions
as what may be termed fourth-tier distributions.

As a result, if all the income of a trust is paid to a charity, and
payments from principal of the trust are made to an individual, those
payments of principal would be taxed to the individual as if he had
received the income.

If a trust which has a charitable beneficiary and an individual
beneficiary pays deductible items from corpus, those items would be
charged wholly against the share of income which goes to the charitable
organization, and the individual beneficiary would not be given the
benefit of any of those deductions.

We consider this proposal highly objectionable. We feel that an
individual who receives a distribution from a trust should not be
caused to pay a higher tax burden on that distribution merely because
another beneficiary is a charitable organization rather than another
individual.

We feel that if it is considered desirable to tax income which is paid
to a charitable organization. the income should be taxed to the char-
itable oreanization and not to an individual who receives a distribution

of principal.
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Moreover, wheraall the income is distributed currently, we feel that
there would be serious constitutional doubt about the right to tax as
income a distribution made from the principal of the trust.

Of course, this problem could be easily avoided in future years by
creating separate trusts for individuals and charities, but. we do not
foel that individual beneficiaries should be penalized by the present
statute merely beeause in the past these trusts have been ereated under
the rule now n force,

Our third objection relates to distributions of corpus of a decedent’s
estute.  Under the 1954 Code presently in force, a distribution of
corpus of u decedent’s estate is tr(entvdyns a distribution of income
subject. to the lTimitation that the total distributions taxable to all
beneficiaries cannot. exceed the distributable net income of the estate
for the taxable year.

"The only corpus distributions which are not. treated as distributions
of income are amounts paid in satisfaction of specific devises and be-
quests, This is one of the most widely criticized provisions of the .
1954 Code. It results in distortion of income among beneficiaries of
an estate; it causes beneficiaries who receive distributions of corpus
to ba taxed on more than their proportionate share of the income;
and it makes it necessary to delay unduly the termination of the ad-
ministration of an estate in order to prevent a legatee from being
taxed on more than his share of the income of the estate,

The Advisory Group on Subchapter J proposed that an estate be
permitted to make any distribution of corpus free of income tax
within 36 months after the decedent’s death. We think that would
be a desirable amendnent.

The advisory group proposed, further, that, if that proposal is not
adopted, then 1 any event an amendment should be enacted making it
possible to distribute any property actually owned by the decedent at
the time of his death without having it treated as a distribution of
income.

H.R. 9662, on the other hand, extends the exemption from income
treatment only to distributions of real property and tangible per-
sonal property such as the family car, jewelry, and works of art owned
by the decedent at the time of his death.

We think that the advisory group proposal on this point should be
adopted or that, in any event, the statute should permit the distribu-
tion free of income tax of any property owned by the decedent at. the
time of his death, whether real or personal, tangible or intangible.

Our next objection relates to a rather minor point relating to corpus
deductions of an estate or trust.

Under the present law, if an estate or trust pays a deductible item
from corpus, the deduction reduces the income which is taxable to the
income beneficiary. It does not reduce the capital gain, the tax on
which is borne by the ultimate remainderman of the trust.

H.R. 9662 would reverse that treatment by allowing the deduction
first as an offset to capital gain, and to the extent of any excess to the-
income beneficiary. We think that is a very desirable amendment.
However, the bill does not adopt a proposal of the advisory group on
one point, and that is where the estate or trust computes the tax on:
long-term capital gain by the alternative method, the flat 25-percent

rate.
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Where the alternative tax method is used, no deduetions nre avail-
ablo to offset enpital gnin, The advisory group proposal in that situa-
tion would allow deductions in full to the beneficinry, The bill,
howover, would veduee the corpus deductions available to the income
boneliciary by the full amount of capital gain, vegardless of whether
tho alternntive tax method is used or not,

Wa feol that the ‘advisory group proposal should be adopted on
that point,

Now, in our lifth point, this relates to certain velief from the h-yearv
throwback rule,

Under the 1954 Code now in foree the S-yenr throwhack rule comes
into play when distributions made by a trust from prineipal or in-
como exceed by more than $2,000 the distributable net income of the
ostato or trust Tor the current year,

1T a trust pays more than $2,000 of doeduetible items from corpus
which reduce distributable net. income but. do not. reduee income his-
tributable under State law, the S-year throwback rule comes into play.

The advisory group proposed that. that result be corrected by an
amendment.  That amendment. is not adopted in this bill, and we
feel that it is a desirablo amendment,

Wo urge, further, that the minimum amount. which would cause
the throwbnek rule to apply be increased from $2,000 to $5,000 to
avoid the application of the extremely complex and diflicult. provision
to very smuh amounts of income,

Finally, we think some relief should bo granted from the double
taxation on so-called incomo in respect of a decedent which, in gen-
oral, means income acerued to a decedent. at the time of his death,

That income is subjected to estate taz: in the decedent’s estato, and,
when the decedent's estate colleets the income, it is also taxed as in-
come to thoe estate,

Somo measure of relief from the double taxation is provided by
allowing the estate to take an income tax deduetion for l}m estate tax
mid on this acerued income.  However, the deduction for estate tax
18 not allowed for the gross amount of Federal estate tax, but is
limited to the net Federal estate tax; that is to say, the estate tax
reduced by the credit for State and foreign death taxes and for gift
tax.
As u consequence, the estate tax and the income tax may amount to
more than 100 percent of the income. For example, if a decedent’s
estate is in the 77-percent estate-tax bracket, and this income in respect
of a decedent amounts to $10,000, the estate tax would be $7,700, leav-
ing $2.300 of income after the estato tax,

Vow, instend of allowing an income tax deduction of §7,700, the
income tax deduction is limited to $6,100, the amount of the estate tax
reduced by the credit for State death tax, and, if the estate is in the
70-percent. income tax bracket, the two taxes together would amount
to moroe than 100 percent of that income. Wae feel that that could be
corrected by a very simple amendment which has been proposed by
the advisory group, and we urge the adoption of that amendment.

Finally, we feel that the bad features of this bill relating to estate
and trust income decidedly outweigh any good features of the bill.

Thank you, sir.

The Cuamyan. Thank you.
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('The prepared statement. of Mr. Craven follows:)

COMMENTS nY PHILDELIIIIA BAR ARBOCIATION, COMMITTEE ON 'TAXATION, BEFORE
NENATE FINANCE COMMITTES ON PPortioN or 1R, D802 RELATING 10 SUBCHAPTER

J o Esrare AND T'juse INCOME

Thig memornndum Ix submitted to the Senate Flnanee Committee by the Com-
mitteo on ‘Tuxation of the Philandelphin Bar Assoclation to set forth our objections
to cortadn portlons of ILR. 8662 whilch amend subchapter J of the Internal
Revenue Code of 154, relating to estate and trust income, and our reconnmenda-
tliona for further amendments,

BUMMARY

We turge that ILR. 06062 be modified fnsofar as it amends or falls to amend
provislons of subchapter J of the code affecting the following problems relating
to estute and trast incomeo :

1. Multiple trusts,

2. Distributions to charitable beneflelaries.

3. Distributlons of corpus hy an estate.

4. 'I'reatment of corpus deducttons where tax on long-termn capital gain is com-
puted by the nlternative method,

. Rtellef from cortaln results of the G-year throwback rule.

6. Deduction for estate tux on “Income In respect of a decedent.”

DIROUBBION

Our comments on these problems and our recommendations for changes in
H.R. 002 are set forth below.

1. Multiple trusts

HLRR. 0662 proposes to deal with multiple trusts by adding to the code as gection
869 a 10-year throwback rule. That sectlon provides in substance that, after
a distribution has been made to a henetlelary of accumulated income of a primary
trust, If a dlstribution of income I8 subsequently made of accumulated income
of a second or subsequent trust created by the same person, income accumulated
by the subsequent trust in ench of the preceding 10 years will be taxed to the
beneficiary as if it had been recelved by the beneficlary In those years. The rules
relating to the character of income would not apply and, presumably, tax-exempt
income and other classes of income of the trust would be treated in the hands
of the heneficlary ns fully taxable income. The usual exceptions to the throwback
riule would not apply. Although the statute and committee reports are not
clear on this point, the throwback treatment might be construed to apply to
testumentary as well as inter vivos trusts where the properfy originated with
the snme person.

The proposed statute is designed to deal with tax avoldance. We have bheen
unable to ascertain, even after inquiry, whether a sufficlent amount of revenue
is Involved to justify including such an intricate and cumbersome provision in
the income tax statute. Even if muitiple trusts are of sufficlent importance
to justify being dealt with In the statute, we do not think a throwback rule
ig a proper method of dealing with the problem. The §-year throwback presently
in force I8 very dificult to understand and administer and imposes serlous
burdens on fiduciaries and beneficiaries in attempting to compute the tax payable
currently on income recelved by trusts in § prior years. These problems would
be greatly accentuated by a throwback rule which requires the recomputation
of income tax for 10 preceding years.

The advisory group on Subchapter J proposed to deal with multiple trusts
by combining for the purpose of computing current income tax two or more
trusts crented by the same grantor with accumulation of income for sub-
stantinlly the same income beneficiaries. If legislation is needed in that area,
we think the approach of the advisory group Is sounder and less cumbersome
than that proposed in H.R. 9662.

The operation of the proposed 10-year throwback would be wholly arbitrary.
In one case the distribution from the primary trusts, which is exempt from
the throwback rule, might be large, and the distribution from the second or
subsequent trusts, which is subject to the rale, might be small, so that very
little income would be taxed under the penalty throwback. In another case
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the reverse might be true. The effeet of the throwbaek rule would depend
entirely on the order In which the trusts happensd to terminate,

The proposed sectlon 9 is partienlarly objeetlionnble In applyfug without
oxception to trasts already In oxistence a8 well as those which might bo
erented In the future, without regnrd to whether two or more trusis wore
created by the grantor bonn tide reaxons or whether o number of trusts
wers crontod for tax-avoldanco purposes.  'There nre often good roasons for
crenting a second trunt for the same benoflelaelon Instend of making additions
to a trust alveady in existence. The statute proposed hy the advikory group
recogiizes that exceptions should be made In casen where the trusts were
not sot up for tax-nvoldance purpokes and provides that the multiple-trust
statute shall not apply to trusts already  In existence unless n speeitied number
of trusts were eroated for the same ultimate benellelnrles.  Likowlse, under
the ndvisory group proposal, testamentary trusts wonld not be combined with
trusts created by the testator durlng lfetlme. We think those oxceptlons
should bo incorporated In any statute which deals with multiple trusts,

Finnally, inxofar ax the 10-yenr throwbacek would result In imposing 1 tax
on tax-exompt incone, it would run counter to lony astablished rules of income
tax law that Income received through a trust retnins its samo chnracter in
the hands of a beneflelnry.  Also, there would be doubt about the constlty-
tlonality of a statute which fmposes fncome tax on interest on State and
munieipal bonds,

Wo doubt that the wmultiple-trust problem is of sufliclent importance to
Justify a statute which would fmpose sich severe burdens on fiduclarles and
benetleinries,  1f legislation Is conslderad desirable, we think the statute pro-
posed by the advisory group is preferable to that proposed In HR. 8062. In
any ovent, If a statute i enacted, 1t should provide exceptions in the caso of

bonn fide accumulation trusts now in existence.

2. Charitable distridbutions .
As a step in the direction of slmplification, ILR. 9862 proposes to treat
charvitable distributions as distribution deductions rather than as deductions
from gross fncome, as under existing law., We think this ls a step in the
right direction and approve such treatment of charitable distributions,

However, H.R. 8662 in the propsed soction ¢61(a) goes further and treats
all charitable distributions as fourth-tler distributions. This means that if
all the income of a trust is distributed currently to a charitable organization
and distributions of principnl are made to an individual, the distributions to
the individunl would bhe taxed as if they were distributions of income. If
part of the income is payable to a charitable organization and part is payable
to an individual, deductible items paid from corpus would not he allowed to
reduce the income taxable to the individual, but would be charged wholly
against the charitable distribution, which is not taxable. Thus, an individual
who is beneficiary of a trust which provides for income distributions to
charities would be required to pay a higher tax than have to pay if the
other beneficlaries were individuals.

We see no justification for the proposed treatment of charitable distributions,
and urge that the prop sed statute be changed so as to treat charitable bene-
ficiaries in exactly the same way as individual beneficlaries.

The report of the House Ways and Means Committee on H.R. 9602 states
(p. 10-11) that one of the reasons for placing charitable distributions in the
fourth tier is “to preclude the possibility of tax avoidance.” Wae fail to see that
any tax avoidance is involved.

If a trust should accumulate income for a charity and make current distribu-
tions of principal to an individual, it might be desirable, in order to prevent tax
avoidance, to provide that the distributions of principal shall be taxed to the
individual as distributions of income. In that situation the income accumula-
tions keep the principal intact. But if all the income is paid currently to a
charity and the principal is depleted by amounts which are distributed to an
individual, we know of no sound reason why the individual should be taxed as
if he had received distributions of income. In fact, in a case where all the income
is distributed, there would be doubt about the constitutionality of a statute
which taxed the distributions of prinecipal as if they were distributions of income,

If a grantor creates a trust to pay all the income to charity and he pays
amounts annually to an individual from his own capital which does not go into
the trust, no one would contend that the payments of capital should be taxed as
income to the individual recipient. It could not be said that the payments to the
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individual are income within the meaning of the 16th amendment. Likewlso, if
the grantor erented offe trust to pay income to charities and another trust to
pay priucipal and fncome to an indlvidual, the Individual would not be taxed
on the amounts of prineipal recefved by him. We fall to see why an individual
should be taxed on payments made from principal of a trust merely becnuse the
income benetlelary s o charitable organtzation,

The proposed statute s particularly objectionable In its application to trusts
alrendy In exlstence. The application of the statute in the future could be
avolded by setting up separate trusts for individuals and charltles.  Indlvidual
bheneflelaries of trusts alrendy in existence should not be penalized by a retro-
active amendment which would eause them to hear higher tax burdens merely
becnuse other beneflelaries of the trust are charitable organizations.

If the income distributed to charity Is to be treated as a distribution deduc-
tlon, it I8 our view that charltable organizations should be treated In the wime
way as Individual beneficiaries and that lucome which 18 in fact distributed to
charttnble organizations should not be taxed to individual beneflclaries as if it
had been distributed to them,

3. Distributions of corpus of an cstate -

One of the most widely eriticlzed provislons of subchapter J of the 1054 code
in that which causes distributions of principal of a decedent's estate to be taxed
as distributions of income in an amount not in excess of distributable net Income
for tho year of distribution, The only exception to thls rule in existing law is
amounts pnkd on account of speciflc bequests and devises. The reason for this
provision is not clear, as there is nothing in the congressional committee reports
on the 1964 code which states the reason for its enactment.

Ag a result of this provision, where a distribution of principal is made to a
reslduary legatee durlng the period of administration of the estate, the legatee
may be taxed on income which he can never receive. It {8 often necessary for
an estate to retain income to meet future labilities payable from income, such as
interest on estate and inheritance taxes. In order to prevent a distribution of
principal from being taxed to n legatee as if it were income, it i8 nocessary to
delay distributions of principal until the administration of the estate is com-
pleted. This may result in prolonging unduly the period of administration. A
decedent’s estate {8 not a tax-avoldance device, and the income tax laws should
not oé)etx;nto in such manner as to interfere with the orderly administration of
an estate,

The extension of the separate-share rule to estates by H.R. 9662 will alleviate
to some extent the harsh results produced by this rule and wlll prevent a benefl-
ciary who recelves a distribution of principal from heing taxed on more than his
proportionate share of the income of the estate. However, the beneflciary may
still be taxed on income which he will never receive,

The Advisory Group on Subchapter J proposed an amendment to section 663(a)
of the code which would exempt from incoine treatment any distribution of prin.
cipal made by an estate within 36 months after the decedent’s death. We think
that is a most desirable amendment. However, H.R. 9662 omits the advisory
group proposal and extends the exception from income treatment only to dis-
tributions of tangible personal property. That amendment does not permit the
distribution free of income tax of securities or other intangible property owned
by the decedent.

We strongly urge that the proposal of the advisory group be adopted. If that
proposal is not adopted, we urge in the alternative that section 663(a) be
amended to permit the distribution free of incowe tax of any property (with the
possible exception of money) owned by the decedent at the time of his death.

4. Treatment of corpus deductions where tao on capital gain is computed by the
alternative method :

Following a proposal of the Advisory Group on Subchapter J, H.R. 9662 amends
section 643 (a) so as ¢to allow deductible items paid from corpus primarily as an
offset to net capital gain which is taxable to the estate or trust. Any excess of
corpus deductions over such capital gain is allowed as a deduction in computing
distributable net income. We approve this amendment. However, H.R. 9662
omits one important provision of the advisory group proposal.

Under the advisory group proposal, where the estate or trust computes tax on
long-term capital gain by the alternative method, so that no such deductions
would be allowable as an offset to such capfital gain, the corpus deduction would
be allowed in full to income. H.R. 9662 would reduce corpus deductions allow-
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able to incomo by the mmount of enphial gain taxable to the ostate or (rust,
whoether or not the alternative computation {8 used,  The rosult under that
amondment would be that, it the ulternntive tax computation I used, corpus
deductions not excomding net long-torm eapital gain would not be allowod to
AKltyonwy,

The purpose of the amendment I8 to remove an inequity In existing law by
allowing such deduetions to corpun to the extent that they can be used by corpus,
1f there in no eapltal galn, they are allowable wholly to fncome, Nlmllarly, If
thore in capltal galn, But beenuse of the alternative computation the deductions
are not allowable agalonst capltal galn, there i8 no reason to deprive Incomo of the
deductions,

We urge that the proposal of the advisory group be ndopled and that, where the
eatate or trust computes tax on capital gain by the alternntive method, corpus

deductions be allowed wholly to income.

8. Reliof from coertain roaulta of the G-year throwbdack rule

Another provision of subchapter J of the 1084 code which hag been widely oritl-
clred {8 that which impores the B-year throwbnek rule. The statutory provisions
enacting this rule arve so difficult to understand and apply that the throwback
rule {8 largely ignored by all except experta in the flold of fiduciary Incomo tax.
If the throwback rule Is retained in the law, it I8 important that remedial
amendments be enncted, - LR, 0602 containg some desirable amendments to the
throwback rule, but falls to Include others which are equally desirable,

As the throwback rule now operates, it a trust pays deductible items from
corpus, since the corpus deductionr reduce income which {8 taxable currently
to beneflielaries but does not reduce income which s dirtributable under State
law, distributions to bheneficlarier will exceed distributable net Income and will
result In an “accumulation distribution” under the throwback rule. ‘Fhis may
chuze a beneficiary recelving current income to be taxed as if he had recelved
income of the trust for a prior year. This Is probably an unintended result.

The Advisory Group on Subchapter J proposed to change this result by amend-
ing section 868(b) to define an accumulation distribution to moean the amounts
by which income distributions exceed elther income under State law or dis-
tributable net income, whichever is greater, I.R. 00662 fails to include the
amendment so proposed by the advisory group.

We urge that the advisory group proposal on this point be adopted.

Under existing law the throwback rule applies If distributions to beneficlaries
of a trust exceed by more than $2,000 the distributable net income of the trust for
the current year. It i thus necessary to apply the complex throwback rules
to relatively small income distributions. We think the burden of the throw-
back rules would be reduced substantially, without an appreciable 1oss of revenue,
it the lHmit iz increased from $2,000 to $5,000, and we urge that section 665(b)
of the code be amended to make such increase,

6. Allowance of deduction for full amount of estate taw on income in respect of @

decedent

The Adrvisory Group on Subchapter J proposed amendments to section 691 of
the code, relating to income in respect of a decedent, which would (1) define in-
come in respect of a decedent and (2) allow an income tax deduction for the
gross amount of Federal estate tax on such income, in lieu of the deduction under
existing law of the gross Federal estate tax reduced by the credits against such
tax for State and foreign death taxes and gift tax. H.R. 9662 omits such
amendments.

It is probable that additional time is required to consider the proposed defini-
tion of income in respest of a decedent. However, the amendment relating
to the deduction of the estate tax is simple, should not require further con-
sideration, and should be adopted in the present bill.

It is pointed out on page 11 of the final report of the advisory group, dated
December 30, 1958, that fallure to allow a deduction for the gross amount of
the Federal estate tax results in some cases in the imposition of estate and
income taxes in excess of 100 percent on income in respect of a decedent. We
do not think this result should be permitted to continue, and we recommend that
the amendment proposed by the advisory group, allowing an income tax de-
duction for the gross Federal estate tax, be enacted at this time.

The CHARMAN. Mr. Dohan, do you have a statement to make?.
_ Mr. Donan. Yes, sir. o
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The Cuamman..Do you desire your full statement, to be put in

the record? -

Mr. Craven, Yes, your honor, 1 huve a longer statement-—you
mean the abbroviated statement

Thoe Cuameman. You have got. two siatements here.

Mr. Douan. One, Mr. Chairman, is on subchapter J which Mr.
sraven has handled, and I wn going to handle the subchapter K
roport.

I'he Cuamman. Proceed.
Mr. Douan. The subchapter K amendments mwle by 1LR. 9602

are, to put it somewhat bluntly, in bad need of overhaul. These
amendments have been characterized as noncontroversial, being con-
fined, it is said, to minor changes and clarification of existing law.

But this is not the fact, for in many areas substantive changes have
been made, and yet in extending existing law, the draftsmen have not
been awnre of the consequences of what they have done. They have
not thought through the effect. of the changes that they have made.
] As an example, we have the basis rules in section 705 of the present
aw.
As you know, there is a general rule and an alternative rule, and
the effect of the advisory group report was to turn those rules around
and make the alternative and simpler rule the general rule, and make
what has been the general and more complicated rule an alternative.

Much more importantly, the advisory group recommended that
the person who wishes to show a difference between the two methods
should have the burden of proof, which means the revenue agent.
"That important provision has been deleted, and yet here we are with a
new section 705 that does nothing more than turn around the rule
and leaves us all exactly where we were.

Another example of inept draftsmanship: 702(e), which is a new
subsection added to provide a simplified méthod of reporting. The
price of this simplified method of reporting is the deniurof charitable
deductions and denial of other deductions based on a fixed amount or
a percentage of income.

Thus exploration expenditures are eliminated, percenfage depletion,
and if a partnership is uncharitable, it cannot take a deduction.

Furthermore, the partnership must be composed only of individuals.
No corporations, trusts, or estates may be partners.

Now, if u partnership wishes to report its income under this simpli-
fied method, it need not have a special simplified method with these
restrictions. It can use the regular form without complication. Qur
belief is that this section adds very little, if anything, to subchapter K.

The committee on taxation has felt the necessity for simplification
to be greater here in this subchapter than perhaps almost any other
in the code. As an example of our belief that it can be simplified, sec-
tion 702 deals with the determination of the character of income.
Under the present law, and the advisory group’s report, the character
is to be determined at the partner level. This has been added to by
the draftsmen of H.R. 9662 to insert a provision that the character
while determined at the partner level is to be determined with due
regard for the activities of the partnership. As a consequence, one
partner can be treated differently than another.

There is one example in the committee report of a partner who is
a member of three partnerships, and the three partnerships inde-



150 PARTNERSIIP INCOME TAX REVISION ACT OF 1060

pendently of oach other soll o piocs of renl estate,  "The partnor him-
solf, who is o common partnor in all throo, does nothing, and is not.
u real estatoe dealor; yet under the proposal he ean bo he (f o be such,

Now, the revenue offect of detormining income at. the partner lovel
is minimal,  Thore is no suggestion in the House veport that the
amounts involved nre nnything olse,

The Amorican Bar Association has recommonded that the character
of incomo b determined at the paretnor lovel,  This rule has the great
advantago of simplicity, It will fucilitato administrative detorminan-
tion in the field 0} thaose questions, and our committes heartily endorses
that suggestion,

Next aro the collapsible partnevship rules.  Undor presont lnw
theso rules are applicable to sales and distributions where substan-
tinlly ap m\ciatms inventory and unrealized receivables ave presont,

The advisory group report, in an effort to simplify the stutute,
eliminated the distribution rules from section 751,

Now, to prevent revenun lenkagoe, they removed from another sec-
tion a provision which said that inventory upon distribution to a
partner wounld retain its chavacter in his hands for § years.  Thoey
want. further and provided that inventory would retain its charnctor
in his hands or the hands of u transferes of hig who took n substituted
basis or a donee.  They felt that adequately protected the revenues,

Now, the draftsmen of ILR. 9662 have restored the distribution
rulos but they have not reinstated the b-year provision of section 735,

1f the distribution rules are to be reinstated in what is now section
751, our committee bolioves that the §-year rule also should be rein-
stated, in other words, as under the existing law,

A second comment under collapsible partnership rules; they provide
that if there is an overall loss on the sale of an interest, there
nevertheless is ordinary income realized by the partner if the sale of
inventory items results n a profit.

The advisory group recommended, as does onr committes, that the
rule not apply at all if there is not an overall profit. This is a
simplification measure and again the revenue considerations are
minimal.

If the present rules are to be reinstated as contained in H.R. 9662,
we recommend that there be inserted a provision which allows the
partner to take an ordinary loss on the inventory assets when they
are sold, whether or not there is an overall loss on the transaction.

Senator WirLiads. May I interrupt for a moment. In a case where
there ?would be a profit, would it be taxed at ordinary or capital

ins
gaMr. Douax. The sale of the inventory would be taxed at ordinary
rates. We merely say that, in fairness, if there is a loss on the sale
of the inventory, there should be an ordinary loss allowed.

To comment upon the proposed section 770 dealing with the taxa-
tion of so-called service partners, there is not time to discuss this in
detail, but the effect of the provision set forth in H.R. 9662 is to fail
to distinguish between a capital and a profits interest.

It is the opinion of our committee that the draftsmen have simply
missed the problem. The effect of their effort is double taxation.
It will also produce the taxation at ordinary rates of unrealized
appreciation in assets in complete disregard of the fact that profit
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may nover bo renlized.  1f an nsset is worth more than it cost today,
he gots taxed on i¢. It may not be worth more than the cost when
the nsset, is sold.,

The servico partner should be taxed in the manner provided by
the advisory group report. which moerely defors the tax on that
unrenlized apprecintion until it is realized. 1t does nothing more
than that, :m({ that. is congistent with the policy of sections 731 and
732 of the present, law relating to partnership distributions,

Finally, & comment with regard to income in respect. of a decedent,
Undor anmt rognlations, enrnings which are withdrawn before
death of n purtner do not appenr a8 such in the decensed partner’s
Fodornl estate tax return, They will appear in the form of cash
in bank or as property purchased with these withdruwn earnings,
or maybo he spent, them and did not. depleto other assets.  Yet those
withdrawals are recognized and taken into account when it comes
to computing the deduction under present 691(c).

The proposal of the advisory group was to incorporate this rule
of the regulations into the statute, and TLR, 9662 purports to do so
but. fails to include this provision with regard to withdrawn earnings.

The committee bolieves this must. have been an oversight and in
the report which has been filed, it suggests appropriate statutory
langrungo to make the inclusion. '

Finally, when earnings of a partner who dies are taxed to the
ostato or other guccessor in interest, they are taxed in full and they
have no basis.  However, if those earnings are not in fact with-
drawn from the partnership, there will be distortions and a loss of
basis, unless those enrnings are treated as though they had been with-
drnwn and then taxed to the estate and then recontributed to the
partnership.

The committeo in its written report. recommends appropriate statu-
tory languagoe to cover this problem. Otherwise there will be a Joss
of basis, and what. is not. income at all will be taxed as income.

Thank you very much.
The Cirairaman. Thank you, Mr. Dohan.
('The prepared statement of Mr. Dohan follows:) -

COoMMENTS BY THE PHILADELPHIA BAR A8S80CIATION, COMMITTEE ON TAXATION,
ON SuncHAPTER K AMENDMENTS IN ILR. 0662, TRUST AND PARTNERSHIP INCOME

TAx REevisioN Aor or 1060

The Committee on Taxation of the Philadelphia Bar Association submits here-
with its comments and recommendations with respect to the amendments to
subchapter K contained in H.R. 9662,

The proposed amendments of H.R. 9662 to subchapter K, which differ from
those of the advisory group incorporated in H.R. 4460, require forthright, albeit
blunt criticism. They need a major overhanl.

In some Instances substantive changes masquerade as clarifications, yet far
extend existing law. An example of this is section 770 of the bill, which
taxes partners recelving a partnership interest for services. This principle
is not open to criticism, but not content with incorporating present regulations
into the code, the draftsmen have produced a section which can result in the
new partner being taxed twice at ordinary income rates on certain portions
of his partnership interest.

The exceptions engrafted on general rules reach such profusion as to emascu-
late the rules they modify. The new election for simplified reporting is a
good example, This contains so many restrictions that it will be virtually

useless to any partnership.
54565—60——11
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'l

Thore are important omisstons, which can only wmuke the statute more
difticult thau it now in,

The alleged “loophole closing” provisions have apparently bheen dreafted
without any real knowledge of their revenue effect.  Justifiention, If any, has
been zatd to be the protection of respect for the revenue system by the small--
and numerous—taxpayers,  Howover, the deaftsmen have falled (o recognize
thnt subchapter K primavily affects the small taxpayer, and that its provi-
sfous are alrendy too complex.  Further limbtatlons, complicating provisions
allegedly for the protection of the revenue, which must be considered by
smatl and large taxpayers alike, not only lose the respeet of the small tux-
payor-—from lnck of understannding, but will lose the respecet. of the lnrge
taxpayer, and of advisers to both groups, by the incredible multiplieation of
one-sided revenue-protecting technlealities,

Ax a finnl general comment, a word should be suld with regard to simplifi-
cation. With each amendment to the code the statute becomes longer, more
complex, and more difficult for all, including the expert, to understand, It
is therefore exsentinl that amendments not further complicate the law, but
simplify  wherever possible.  The Philadelphla bar committee belleves 1LR.
9002 fails this test,

Throughout. the comments which follow, reference will be made to the
*Philadelphin bar committee.”  References to the advisory group report are to
the revised report on partners and partnerships dated December 31, 10957,

DETERMINATION OF CHARACTER OF INCOME

Nection T02(0), LR.C., and H.R. 9662 (Houge report, pp. 21-22, 76-17)

Under present lnw only {tems specitied In seetion 702(0) (1) to (8), inclusive,
retain their original charncter in the hands of the partner as if realized di-
rectly by him from the same zource. The advisory group recommended that
thin be expanded to include all partnership items, particularly those under
section 701 () (9), and LR, 8662 so provides.

The bill attepts to cure an ambiguity in present law as to the level at
which the character of an item is to be determined, e.g. partnership level or
partuer level, or stated differently, the entity or aggregate approach. The
bill adopts the aggregate approach, although it adds a sentence which suggests
that in determining the charncter of any item, “due regard” must be given to
any business, financinl operation, or venture of the partnership. The result is
a determination on a partner-by-partner basis, with some partners being
treated differently from others.

In conjunction with the collapsible corporation provisions in section 341 (e)
and with regulations such as section 1.1375-1(d), this proposal suggests a
developing Treasury program to persuade Congress to enact still another
complicating set of rules to an overburdened statute. Under those rules the
activities of one or more taxpayers are attributed to others, somewhat like the
maze of attribution of ownership rules of sections 267, 318, and 544.

The Philadelphia bar committee does not subscribe to this addition for
several reasons. Primarily, the amount of revenue involved in this provision
could not possibly be significant. Secondly, the partnership sections are already
highly complex and this would make them much more so. Thirdly, the pro-
vision can only lead to administrative difficulties and to disregard by taxpayers
through incomprehension.

This is shown clearly by example 3 on page 77 of the House report, where
one partner is a member of several partnerships, none of which is in the real
estate business. Each firm sells a piece of land independently of the other
and this may be sufficient to result in the common partner being given ordinary
income treatment with respect to his share of the proceeds of each sale. The
parenthetical phrase in the first example will also lead to administrative
difficulties, for there the activities of one partner, in conjunction with those of
his partnership, may amount to his carrying on a trade or business. Factual
determinations made by revenue agents under these examples will lead to
unnecessary difficulties for everyone.

Actually, section 702(b) as proposed is an extension of the recommendations
of the advisory group, which merely extended the section’s application to section
702(a) (9). Even if the last sentence of section 702(b) as proposed in H.R.
0662 is deleted, the regulations promulgated by the Treasury may incorporate

its meaning.
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Accordingly, the IPhllndelphin bur committee, like the house of delegntes

of the Ameriean Bar Assoclation in its most recent action (August 19059),
recommends a return to the entity concept under which the eharacter of the
gnln and loss on snle of property would be determined ut the partnership
level,
Under such a rule the activities of the partnership, and of any partners
who act for it in connection with the particular sale, would he considered in
determining the character of the Income. The result would be fdentieal
trentment of all partners.  Such a rule has the merit of simplicity.

ELECTION FOR BIMPLIFIED REPORTING

Newo geetion T02(¢) (House report, pp, 23, 78)

Thisx now section purports to ald the small partnership by permitting it
an eleetive method of stmplified reporting under which ench partner will report
his sepurate sharve of only (a) long term capltal gains and losses, (b) short
torm capital goins and losses, (¢) galns and losses from siles of seetfon 1231(b)
asnets, (d) dividends, (¢) the net ordinary income or loss and all other items.
The price for these privileges includes denlial of deductions or exclusions
which under other code sections are limited to a fixed smount or percentage
of Income. 'The election is avilable only to partnerships all of whose partners
are individuals.

In addition to loss of any deduction for charitable contributions, a partner-
ship would lose the right to pereentnge depletion, soil and water conservation
expenditures, and exploration expenditures. This effectively eliminates ofl and
gus partnerships, many ranching partnerships.  Also unable to utillze the section
are those partnerships with trusts, estates, or corporations as partners. Ity
scope I8 considerably hobbled as a result. But if a partnership does not have
these unusual ftems, and s uncharitable, it will find the usual and familiar
method of reporting perfectly simple. It can merely disregard the categories
requiring separate classification.  Althongh represented as increasing the “sim-
plicity” of subchapter K, as a practical matter the proposal simply increases
the number of provisions and poses a further puzzle for taxpayers and revenue
agents,  For the simple partnership the proposed amendment provides no help,
but only traps. It has little hope of achleving its purpose,

The Philadelphia bar committee strongly recommends that it be deleted from

the bill,

Section 703(b)

By adding a new subsection to section 703, 1LR. 9662 follows the advisory
group's recommendation to permit deduction of partnership organization ex-
penditures.  The provision does not, however, permit «lmlu(;tion of expenses
of revising partnership agreements or of obtaining capital contributions. The
deduction is Hmited to expenses which are chargeable to capital account. This
section closely follows section 248 dealing with corporate organizational
expenditures,

The intricacies of subchapter K make it important for partners to be able to
rearrange their agreement in the light of admissions, deaths, withdrawals, the
section 754 election, and changes in the law (including the substantial sub-
stantive changes made in H.R. 9G62). The same comment is true as to expenses
of drafting or amending a buy and sell agreement.

There will be considerable difficulty in segregating expenses attributable to
the obtaining of capital contributions. The necessity for eliminating from the
deduction the portion of the expense allocable to noncapital expenses and to
transfers of the assets to the partuership will have like results. Such alloca-
tions are more readily made in the case of a corporation, but this is not reason
to apply the same criteria to a different situation.

The Philadelphia bar committee does not consider the problem of rearranging
partnerships analogous to that of reorganizing corporations, recommends the
deletion of the proposed section 703(b) (3) and instead strongly favors adoption
of the advisory group’s proposal (p. 11 of advisory group report).

ORGANIZATIONAL EXPENDITURES

BABIS OF PARTNERSHIP INTEREST

Section 705, 1.R.C.; H.R. 9662, sections 705, 763
Under present law the basis of a partner’s partnership interest is established
initially by reference to contributed property and thereafter is increased by his
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dlateibutadle share of tnxable and exompt nceomy, and decroaned  (not holow
gor0) by hin ahare of lossos and nondeductible oxponditures.  This genoral rule
was difieult to apply, and for thin reuson u stmpler nlternative rule wan pro-
vidod, whereby the baals of the partnership interoat wan dotormined by roforonco
to the partnor's pro vatn shnre of the adjunted basin for partnorship proportion,
Under the vegulntlons, the alternntive rulo could not be used unlenn it could
be shown that thore was no subatantinl difforence In vesult,  Accordingly o
partior conld not une the slmple rale without fleat. computing banin undor the
genoral rule, '

This dilommn wan vemoved by the advinory group, which not only rovorsd the
ralos, making the alternative rulo the gonoral rule aud viee vorsi, but alko ro-
quired a comparivon of the twe rules only where the porson, Ineludiug the
vovonue agent, avguing that there wan o substantinl ditference conbd ostablish
that such a dittorence oxluted. ‘Phin wan not embodied n Lt loglaintive proposal,
and the Philadelphin bar committee, in commenting on thin nectlon, vevommendod
that the advisory group™ proposad section T08(1) (2) be nmended by adding
at the end thereof the sentence: “Flie porson sooking to entabliink such substantinl
diftoronce shall have the afirmntive burden of proof.”

LR, 0002 han followed the advinory group's veport lusofar an roversing the
ordor of the two rulos, but it has put the burden on the pariner of proving
that thore 18 ho aubmtantial diffevence botwoeon the basls computed undor the now
goneral and the new alternative vale,

The result of this In to loave the law exactly whore 1t I8, with no lmprove-
ment, A a leglalative accomplishmont, it has no wmerdt,

The Philadelphia bar committon rocommends adoption of the ndviskory group's
recommoendation with the additional sentence reforved to above,

1f now soction TON Ia to vemain, the Philndelphin bae committoe recommends
Qeletion of section TO8(D) (2) (M), which i the eatehall phrane "ot her elreum-
stances.”  Thoro 1= no hint given In the committee report an to fts menning, and
it appeara unnecessary, The Philadelphin har comuittes nlxo recommentds delo-
tion of the last sentonece of section TO8(h) (2) which staten that 1f adjustments
are made under regulations to eliminato any aubstantial ditverence, then the new
general vule can he employed,

Finally, the Phitadelphia bar committee vocommends that soetlon 708(h) ()
be changed by deleting the vequivement that the partner sontnblinh to the antis-
taction of the Secrotary or his delegate™ that there I8 ne aubstantial difference,
This quoted language goes far beyond mere burden of proot,  In a fnetunl sltun-
tlon of thix kind, how can a partner satiafy a delegate who vefuses to bho
aatisfied? 1t 18 recommended that this subsection be amended (o read ax follows:

(M the pavtner falls to establish by a preponderance of the evidenes

that there hax been no---—--",
COLLAPSINLE PARTNKRANIP RULES

Section 131, LR.C.; H.R 9662, sections 749, 750, 151

Where a partuership would realize ordinary ncome on ’nle of an assef, see-
tion 751 of present law presorves this result in the case of ’les of partuership
interests and of distrlbutions of partnership property. The rules of this section
have been criticized for thelr complexity, and to slmplify them the advisory
group made a number of recommendations which achieved this result without
sacrificing elther revenue or the basle coneept, These Included:

(1) making section 761 inapplicable to distributions unless by agreement
of the parties its application is preserved (not included in bill) ;

(2) limiting use of the section to cases where the ordinary gain exceeds
$1,000 (not included in bill) ;

(3) requiring that the section is not to apply unless there is an overall
gain on the transaction, taking into considerattion not only the portion of the
proceeds attributable to section 751 assets, but also the portion attributable
to all other assets (not included in bill) ;

(4) applying a single 15 percent substantial apprecintion test to all
section 751 assets, instead of only inventory assets, as is now the case (not
fucluded in bill) ;

(5) closing a loophole by requiring application of the 10-percent apprecia-
tion test to assets reduced by liabilities (not included in bill) ;

(6) inserting a new definition of “section 751 assets,” which is closely
related to the familiar capital gains definitions {included in bill) ;

(7) making section 1231(b) losses and offset to ordinary income realized

on sale of section 751 assets (included in bill) ;
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(RY nwimning QU property (o hnve been held more thin O onths, thereby
otiminnting dintinettons, fletfonnd In these cnken, botween khorts and long-
tovim capltnl godos (hedaded 1n bl

() providing a eade thit the charmeter of Income 1 to e determibneg nt
the partner lovel, giving “due vogaed’ 1o gaetnership netivithen  (lnetndod
fe bilY)  und

CHY) providing 0 wpecind basin for n trannforee parinor selling hin Interost
within 2 yours, eompnrable to prosent seetion 782(d) (Ineluded In iy,

Whlle n mnjority of these propounin hnve heon lncorporuted into sections 749,
760, aald 761 of FLIL D002, sovoral hinve not, and 1L In 1o those otninslotis that the
following comments wre divected,

An o (1) the advinory group recommonded that sectlon 761 (h) not apply to
tintributionn,  Ha mndn vennons were thint sueh o ehuge would ot approcinbly
affoct rovemun and would grontly slimplify the partnersthiip rules,  'Po proserve
tho busle strueture of the rulexn, nnd as an intogrenl paret of ite rocommendntions
on weetion 701, 16 proposed to amend section T805(n) so that disteibuted Inventory
would rotain Hin chnrneter an such regardloss of how long it was held, aud it also
foroelonmd ponnible bustn adjuntments whoro a section 704 eloection was In offect,
While this proposnl would pormit some shifting of income hetwoeon parthers,
thin Ix novertheless posnible to some extent under present soetion 704(c¢) (1),
The posnibilitien of such shifts are slight and are outwolghed by the inportance
of an underatandnble statute,

The draftsman of soctlon 740 appear to have overlooked the significance of
the advinory group's amendment to section 786(a) which effoctivoly proserves
the ordinary Incomo charactor of distributed inventory, By a further amend-
ment Lo neetion 786 this chnractor In rotained o the hands of any nonpasrchasing
trannforee of a diatributee partner.  This adequately prevents the conversion of
ordinary incomo into capital gain, and In the Interests of stnplicity the
Philadelphin bar committen rocommends that section 740 be deleted In con-
formity with the ndvisory group's proposal.

The advirory group proposal to eliminate the f-year rule i section 76(a) was
conditioned on exclslon of section 761 (b). 1f the latter section In to be retained,
thon the 8-year rule should also he retained,

The second recommendntion of the advisory group waa to insert a “de mintmis"
rule, which has boon omitted in ILR. 8662, Buch a rule has been employed In
soctions 784 (h) and 748(b), now sections 781 and 782, as a simplification measure.
Tho same reason applies here even more cogontly, and the IPhiladelphia bar
committeo strongly urges that the rule be Insorted In sections 740 and 750 of the
bill.  This can be accomplished by adding to section 749 the following sentence :
“Thin soctlon shall not apply unless the gain attributable to section 761 assets
oxceeda £1,000.", and by adding to wectlon 700(b) a new paragraph (4) as follows:

“(4) distributions where the gain attributable to sectjon 761 assets is
less than $1,000.”

The advisory group's recommendation (3, supra, Hmits the scope of present
section TH1 by requiring that there be an overall gnin on the transaction so as
to invoke the most complex reetion of the subchapter only when the evil war-
ranted,  The reason for doing 8o was simplifieation.  S8ection 749 as proposed
does exactly the roverse, The House report (p. 28) states that the presence or
absence of overall gain {8 immaterial (nsofar as taxing the ordinary income
eloement of the sale Is concerned. The Philadelphin bar committee helleves that
the advisory group's reason I8 an overriding conslderation and recommends
deletion of the last sentence of section 749 and substitution therefor of the fol-
lowing : “This section shall not apply If there Is no gain on the sale or exchange
of the partnership Interest.”

If this change Is not made, appropriate Inngunge should be Inserted in the
statute to permit a partner who sells his interest to deduct as ordinary loss
his share of the decline in value of sectlon 7561 assets. There is no such pro-
vision in present law, but if the partner I8 to pay tax on ordinary Income, he
should in fairness be allowed to deduct an ordinary loss,

By retaining the substantinl appreclation tests of present law, contrary to
recommendation (4), supra, the way s still open to avoid applieation of the
collapsible partnership rules altogether and the loophole referred to in the
advisory group's report at page 39 has not been closed. This can be accom-
plished by Iuvesting in property and borrowing a sulb.tantial portion of the
purchase price.

The Philadelphia bar committee recommends adoption of the advisory group's
single test for substantial appreciation in order to simplify the section and to

close the loophole.
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_ Unless these changes are made, sectlon 741 becomes a mockery, for section
761 takes away all—and more—than section 741 gives,

The Ihiladelphin bar committee has a final comment. Recommendation (9),
supra, of the advisory group’s report proposed a rule whereby the character of
income realized was to be determined at the partner level, thus following the
conduit theory already discussed under section 702(b). For the reasons there
stated, the Philadelphia bar committee recommends that section 751(¢) (1) of
ILR. 9662 be changed.so as to provide that the character of the income is to be

determined at the partnership level.
PARTNERSHIP INTEREST FOR SERVICES

New section; H.R. 9662, scction 770

The Philadelphia bar committee ngrees in principle that the rules of existing
regulations should be incorporated into the code. It disagrees with the provi-
slons of H.R. 0662 primarily with respect to the elimination of the advisory
group's recommendation to limit the service partner’s ordinary income to his
share of the basis of partnership properties. In this connection the draftsmen
of the new law appear to have largely missed the problems the advisory group
report anticipated in its recommendation.
- An example will help to point up the difference between the two proposals.
Assume that at the time of 10 percent partnership interest is transferred with-
‘out restriction to the service partuer, his pro rata share of partnership assets

is as follows:

Basis Fair market
value
LT T OO $10 $10
) (2T 1171] 0 SO RIPREN e eaacaaracacetomananann 10 16
eri@ul ] PN 10 20
30 45

Under the advisory group's proposal, the service partner would be taxed on
the lesser of the fair market value of his interest or his share of basis of
partnership properties, or $30. When the inventory is thereafter sold for the
indicated fair market value, he will realize $5 of ordinary income, and when
the capital asset is similarly sold he will realize capital gain of $10. The
partner(s) relinquishing the interest would have a deduction of $30 or would
be entitled to increase the basis of partnership properties by the same amount.

On the other hand, under proposed section 770, the service partner realizes
ordinary income of $45 at the time the partnership interest is transferred to
him. He is thus being taxed currently on appreciation which has not yet be-
come a reality (and may never become such), The basis of these assets in the
partnership being unaffected by his acquisition of the interest, he will again
be taxed on the appreciation when they are later sold. If treated as a pur-
chaser, there would be an election possible by the firm under proposed section
782 (present sec. 754), but the service partner cannot control his partners in
this regard. He would also be entitled to a basis step-up in the event of a
distribution to him under new section 784 (present sec. 732(d)) or a sale of
his interest under new section 785. But this may not be possible, and as a
result there is a substantial probability of double taxation. If he is treated
as a contributor of money, he could enter into an agreement with the other
partners under section 704(c) which would result in the $5 ordinary income
and $10 capital gain being allocated entirely to them.

The treatment provided in proposed section 770 leads to confusion between
Interests in capital and profits. As to the inventory in the above illustration,
the other partners would be very likely to treat the $5 profit as a share of
profits, yet the $5 is part of the capital interest under H.R. 9662. In the reverse
situation the difficulties are more serfous. Suppose that the service partner was
given merely a 10 percent interest {n future profits resulting from sale of the
inventory and capital asset. Under section 770 this is in effect an interest in
capital to the extent of the appreciation, and having received an interest
in capital in exchange for services, he appears to have realized ordinary income
under section 770, which would include the inventory appreciation and increase
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in the value of the ‘capital asset. In this latter instance capital gain would
be converted into ordinary income.

The advisory group proposal has the merit of simplicity and of taxing
income—and capital gnin—when and to the extent realized, instead of on a
basis inconsistent with economic realities. The possibilities of tax avoidance
under such a rule are minimal and can be easily controlled by regulations. For
these reasons the Philadelphia bar committee urges adoption of the advisory

group proposal,

AMOUNTS PAID TO RETIRING PARTNER OR DECEASED PARTNER'S SUCCESSOR
IN INTEREST

Seetion 736, LR.C., H.R. 9662, scction 776 (House report, pp. 34-36, 95, 96)

In general the P’hiladelphia bar committee approves of the amendments to
present law by section 776 of H.R. 9062, but desires to comment on two of the
changes.

First, the advisory group recommended that present law be changed to permit
a partnership and the successor of a deceased pertner, for example, to reach
an accord on partnership goodwill without having to include it in the partner-
ship agreement. To require such an inclusion was considered unnecessary.
Moreover, the proposal gave the parties a flexibility in thelr dealings with each
other which enabled them to resolve a problem frequently overlooked until after
the event, The Philadelphia bar committee believes that this latitude is desir-
able in view of the many tax implications flowing from the death or retirement
of a partner, particularly since little or no tax avoidance is involved. Cf.
Willis, Little and McDonald, “Problems on Death, Retirement, or Withdrawal
of a Partner” 17th Ann. Inst. on Federal Taxation, New York University (1959).

Secondly, section 776 (¢) (3) provides that payments made under section 776(a)
after termination of the partnership continue to be taxable to the reciplent,
and the payor may deduct such payments if, inter alia, he is operating a trade
or business as a sole proprietor. The reason for this requirement, contained
in section 776(c) (3) (B) (iv), is not explained in the committee report. The
Philadelphia bar committee sees no reason to distinguish between a surviving
partner who, while making payments, engages in a trade or business as a pro-
prietor and one not so engaged. Furthermore, a successor partnership, a corpo-
ration or an estate could not deduct the payments under the proposed
amendments. If a partnership incorporates and the corporation continues the
payments to a deceased partner’s successor, it will not be able to deduct the
payments, even though they are to be made fully taxable to the recipient. The
P’hiladelphia bar committee believes that the deduction should be allowable to
the person making the payment and recommends that section 736(c) (3) of the
advisory group’s proposal (p. 34 of the revised report) be subgtituted for section

T776(c) (3).
INCOME IN RESPECT OF A DECEDENT

Scctions 691, 1014, I.R.C., H.R. 9662, scctions 691(e), 777, 1014(c) (House
report, pp. 36, 37, 99-101)

Under section 1.753-1(b) of present regulations the distributive share of
income of a deceased partner for the period ending with death is income in
respect of a decedent where the partnership year does not close until after
his death, The example at the end of section 1.753-1 of the regulations and
the advisory group report recognize that earnings withdrawn before death
will be taken into account for purposes of determining the estate’s deduction
.under section 691(c), even though the withdrawal will not appear as such in
the deceased partner’'s estate tax return. Section ¢91(e) (1) of H.R. 9662
omits this point, and this rejection of the advisory group’s recommendation,
even if unintentional, may occasion a change of position in the regulations.
Failure to make provision for this situation can result in the distributive
share being subjected to income and estate taxes in excess of 100 percent of
the income. For this reason the Philadelphia bar committee recommends that
section 691(e) (1) be amended by adding the following sentence at the end
thereof : “For purposes of subsections (a) (1) and (c)(2)(B) of this section
the amount of such distributive share shall not be reduced by withdrawals
made prior to such deceased partner's death.”

A second comment of the amendments to these sections is needed. The
distributive share of earnings for the period ending with the partner’s death
is taxable income to the successor in interest of the deceased partner, whether
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or not distributed. RBelug taxable in this manner, the earnings should acquiro
a basiy, for It they do not, distortions and Inequities occur. For example, if
tho partnership agreement provides for payments undor section 770(n) to
tho successor in intorest of a deceased partnor of $60,000 one your after death,
and at the date of denth undrawn earnings were $5,000, and if the estate tax
viilue of the $00,000 payment to the successor i $HU400 (digcountwl at 6
percent), the banla of the partnership iInterest should be  $061,400,
The differonce between the basts of $61,400 and the total pnyments of $65,000
ropresents the G-percent discount, which is ordinary income, 1If this addition
to basls 18 not permitted, $8,600 ($005,000—$M,400) will be taxed, lnstead of $3,000,
the correct amount. Slmflarly, if the $5,000 had been invested in proporty,
there would have to be an increase in the basis of the partnership interest.
Fo avold these difficulties, the advisory group recommended that the basis
of a partnership interest recelved from a deconsed partner be its basis under
section 1014(a), reduced by what it called “accruanble itema” and section
736(a) payments. The Philadelphia bar committes endorses this recommen-
dation and to accommodate the recommendation within the framework of H.R.

9662 suggesta that section 1014(c) (2) be amended to read as follows:
“(2) that portion of the value of an interest in a partnership attributable
to property which constitutes a right to receive an item of income in respect

of a decedent under gection 691(e) (2) (8), and (4)."

ELECTION TO AINURT BASIS

Seotion 154, 1.R.C.,
H.R. 9662, acotion 780
(House report, pp. 37, 38, 96, 97)

The advisory group's proposal permitted the election to ndjust basis of part-
nership properties to be revoked at any time within 8 years from the & ot
filing the partnership return. This period coincides with the normal statute of
limitations, is analogous to the revocation privilege in section 901 LR.O. (re-
l1ating to foreign tax credit), and recognizes the fact that the significance of the
election may not be realized until after the revenue agent has examined the
return. The advisory group’s propogal permitted revocation of either of the elec-
tions now contained in sections 781 and 782,

H.R. 9662 reduces this period to 1 year and permits revocation within 1 year
an to either, but not both of the elections in sections 781 and 782. To provide
flexibility and to simplify the law, as well as for the reasons referred to above,
tho Philadelphia bar committee recommends enactment of the advisory group's
proposal.

The Cramrman. The next witness is Mr. Paul E. Farrier of the

U.S. Chamber of Commerce,

STATEMENT OF PAUL E. FARRIER, ON BEHALF OF THE U.S.
CHAMBER OF COMMERCE

Mr. Farrier. Mr. Chairman, and Senator Williams, I am Paul E.
Farrier, vice president of the First National Bank of Chicago. I ap-

ar here today on behalf of the Chamber of Commerce of the United
States and its committee on taxation.

In the larger statement filed with the committee, I have tried to
point out some of the desirable features of H.R. 9662 as well as a few
of the undesirable which should be either amended or eliminated. I
ask that this statement as well as the statement of the chamber on
subchapter K be made a part of the record.

The CuairmaN. The insertion will be made.

Mr. Farrier. The statement on subchapter K would have been pre-
sented by Mr. Albert H. Cohen but for the limitations on time,

I shall use the present time in emphasizing one feature of the bill
relating to subchapter J which should be eliminated entirely, and one
amendment to the bill which we believe should be made. Now, this is



PARTNERSHIP INCOME 'TAX REVISION ACT OF 1960 165

not. to imply that these are the only problems involved, and T do hope
that all the matters-discussed in the statement will be acted upon,

I want. to deal first with section 669 dealing with multiple trusts.
"This was expluined by Mr. Craven who preceded me.  Weo believe this
soction should be eliminated ns unnecessary and undesirable,

I think you would agree that if there is s multiple-trust problem,
and 1 emphasizo the word “if,” it. must. exist. in the aren of trusts that
have incomo of $10,000 or less.  Obviously, if one set. out, to use mul-
tiple trusteo for tax avoidance purposes, one would see to it that each
sopurate trust that was crented had retained income of less than
$10,000 simply because the rate of income tax in excess of this figure
becomes very subgtantinl and if tax avoidance is the purpose, then,
of course, retained income is supposed to be taxed at lower rates.

Now, with this premise, 1 cnll your attention to the testimony of
My, Johnson and Mr, Weston Vernon before the Ways and Means
hearings on general tax revision. There these gentlemen pointed out
that based upon the Trensury Department’s ﬁtwf-}t statistics of in-
come, all the accumulated income of trusts with taxable income of
less than $10,000 amounted to less than 3 percent of the total income
reported by trusts, Trusts reported $4 billion of income, and yet the .
retained income in these so-called possibility of tax avoidance cases
only amounted to $170 million.

Senator Wirrrams, May I ask a question at that point

Mr, Farrier. Yes,

Senator WiLriams. Do you have the breakdown further which
}vou}ld? show the percentage with income of $20,000, $50,000, and so

orth

Mr. Farrier. I do not believe it shows it, in that breakdown., These
are taken from the statistics of income of the Treasury Department
and I do not believe they break it down below that or above that.

Senator WirLtams. We can get it from the Department.

Mr, Farrier. If you can get it, I would like to see it, too.

Now, of course, the Government is already collecting income on this
figure, whatever 1t is, and it is obviously a small figure and the ques-
tion is just how much more income or reveiue would be produced if
you enacted section 609,

Naturally, not all trusts in this area are multiple trusts. They in-
clude single trusts where income is accumulated for minor children
and many other trust purposes. They also include trusts where some
part of the income is added to principal on account of amortization
of bond premiums or other accounting provisions under the principal
and income laws of various states.

In fact, based upon a survey of trusts administered by my institu-
tion, the First National Bank of Chicago, one of the largest in the
country, less than 1 percent of the total income could under any stretch
of the imagination be attributed to what might be called multiple
trusts,

On this basis substantially less than $2 million, and that is million,
not billion, of income is involved in the entire United States.

Considering the fact that such income is already taxed at the low
rates of tax, the actual increase in revenue through the enactment of
section 669, I do not believe could possibly equal a half-million dollars.
This, of course, is not net, since increased cost of compliance by the
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taxpayer reduces other taxable income and ineveased costs of admin-
ist ration reduce the net to the Government,

On balance it seems doubtful to me that. any net revenue {o the
Government. is involved,  Now, no one will question but. what. therve
ave a fow isolated cases in which multiple trusts have been created
for tax avoidunce purposes,  Also, no one would question that a pro-
visions such as seetion 669 will severely penalize muny trusts which
wore ereated for perfectly legitimate trust purposes with no thought
of tax avoidunce,

H you would like to look at a couple of examples, 1 eall your at-
tontion to those on pages 15, 16, and 17 of the prepaved statement,
Perhaps 1 might even take your time to give you a good example of u
perfeetly logitimatoe trust situation that is going (o be penalized by
section 464,

Suppose I have two children, one of whom is a perfeetly normal,
fine boy. The other ¢hild perhaps is mentally vetarded. 1 want to
trent my children equally, so 1 create two trusts, one for ench child,
So far no multiple trust problem at all.

1 provido as to the normal child that he shall have his principal at
agre 28, and he lives to age 20, gets his principal, goes his way and still
no multiple trust problem,

The second child does not. get. his principal at all beenuse he never
is going to be able to take care of it, and so I provide that upon his
death, 1t shall go to his childven if he has any ; if he doesn’t have any,
it goes to his brother. This is a perfectly normal trust distribution.

He lives to be age 55, dies without any children, and his trust. be-
comes distributable to his brother, this is 30 years after the brother's
trust had beon distributed.  Under those cireumstances, soction 669
applies and we have a multiple trust situntion with all of its compli-
cations and all of its penalties,

'To deaft into an alveady complieated statute a provision ag complex
as this seetion in order to still someone’s sporadic concern over what
to me is an almost nonexistent. problem would be an unfortunate
solution,

Finally, it may be rvecalled that for many years the deduction for
personal exemption granted to a trust was equal to that granted a
single person. The decision to make the deduction for personal ex-
emption for a trust less than that of an individual tnxpuyor was based,
at least. in part, upon the premise that the adoption of such 1 measure
would be a solution to the multiple trust arrangement, and I think it
has been a solution because ey just are not being created in any
volume.

This solution is adequate in itself. However, should it be deter-
mined that some other legislative means should be adopted for this
purpose, then there is no question in my mind but what the deduction
for personal exemption granted to trusts should be restored to equality
with the deduction granted an individual.

I should also like to call to your attention section 669(a) (3) which
provides that the character of income rule does not apply to multiple-
trust distributions. Now, this means that interest on municipal bonds
will become taxable income when a part of a multiple-trust distribu-
tion. I just cannot conceive that Congress means to appronch this
municipal bond interest problem in such an indirect manner,
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There is another important principle involved.  Sinee the beginning
of the incoma tax o, it has heen recognized that. trusts were merely

conduits of income and were not entities in themselves,
This deninl of the charaeter of income seems to me to be a reversal

of that principle,

Now, I come to the seetion which I would like to see amended-—-T
think section 669 ought to be eliminated entirely--section 663(n) (2)
ought. to he amended.

In brief, the seetion as drafted is so narvow in its scope that the
solution to a troublesome estate problem is entirely overlooked. In
effect, under present. Tnw, any distribution of a decedent’s estate is
treated as w distreibution of taxable income to the extent that the estate
had taxable income,

Mr. Ceaven also touched on this concept. in his presentation, ‘The
result. in many eases is to treat as taxable income the household furni-
ture which is distributed to a widow on the death of her husband.
This, of course, is a horrible oxum!»ln, and the proposed section
663 (0) (22) does correct this partienlar horrible exninple,

However, there ave other horrible examples which are in no way
allevinted.  For example, A's estate consists of listed securities, cash,
nnd stock in the fumily business,  His will leaves his entive estate to
his son.  Now, it might be vital to the business that the stock in the
family business be distributed to the son at the earliest possible
moment, hecnuse, after all; an executor's powers of voting stock are
somewhat limited.  The exeeutor may be perfectly willing to dis-
tribute the stock in the family corporation to the son, but would be
unwilling to make any other distribution from the estate until the debts
and taxes on the estate ave paid. e has a liability for those. Yet,
if the exeeutor distributes the stock in the family business to the son,
that stock in the family business will be taxed as income to the son
under the provisions of the proposed section 663(n) (2).

Let us take another horrible example of the inequitable results of
the proposed section,  Let ug take one estate which consists entirely
of real estate. Tt is very fine real estate, and perfectly salable, Tt is
the finest real estate in town, -

A second estate consists entively of securities; they are also readily
snlable, There is very little difference between the two except one
estate is veal estate and the other estate is securities. A\ distribution
by the one estate of all the real estate has no tax consequences to the
distributee at all under this proposed section, However, under this
proposed section, the distribution of any of the securities in the second
estate would result in taxable income to the distributee. T cannot
believe this is equity and fairness,

A third example will illustrate another type of problem created by
the proposed section. Iet us suppose that A’s will provides that his
property shall go to a trustee, to pay the income to his wife for life
and upon her death to be distributed to the children. Now, the exec-
utor desires to partially fund that trust so that A’s widow would
begin to get income. Therefore, the executor transfers securities in
the estate to the trustee as a partial distribution; this is perfectly
normal estate administration.

Under State law, of course, these securities belong to the corpus
of the estate, to be held for the widow with income for life and
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remainder to children. The widow, of course, will receive the income
from the securities, when collected. There is no problem about that.
However, under the proposed section, the trustee would be deemed to

have received taxable income by reason of its receipt of the securities

and would have to pay a tax thereon.
This, of course, goes to reduce the distributive share of the children

who never received any income. This seems, to me, an obvious inequity.

Now, the very least that ought to be done to correct this particular
section is to amend section 663(a) (2) by eliminating the word “tan-
gible” in the first sentence thereof. That is all that is necessary.

Thank you very much.
The CirairMAN. Any questions?

Thank you, Mr. Farrier.
(The prepared statement submitted by Mr. Farrier follows:)

SUMMARY OF TESTIMONY BY PAUL B. FARRIER IN SupPort of H.R. 9662

I am Paul B, Farrier, vice president, trust department, the First National
Bank of Chicago, I appear here today on behalf of the Chamber of Commerce
of the United States as a member of its committee on taxation.

In a larger statement flled with the-committee, I have tried to point ou .some
of the desirable features of H.R. 9062, as well as a few of the undesirable ones
which should be amended or eliminated. I shall use the present time in em-
phasizing one feature of the bill which should be eliminated and one amendment
to the bill which should be made. This is not to imply that these are the only
problems involved, and I earnestly hope that all of the matters discussed in the

statement filed will be acted upon.
SECTION 669 BHOULD BE ELIMINATED

Section 669, dealing with multiple trusts, should be eliminated. It is un-
necessary and undesirable. I believe you would agree that if a multiple-trust
problem exists it would be in the area of trusts with retained income of $10,000
or less. Obviously, if one set out to use multiple trusts for tax-avoidance
purposes one would see to it that each separate trust had retained income of
less than $10,000 simply because the rate of tax on income in excess of this
figure becomes very substantial and the tax-avoldance purpose, if it exists, is
to have the retained income taxed at lower rates of tax.

With this premise, may I call your attention to the testimony of Messrs. James
P. Johnson and Weston Vernon, Jr., before the House Committee on Ways and
Means hearings on general tax revision. There, these gentlemen pointed out
that, based upon the Treasury Department’s latest statistics of income, all the
accumulated income of trusts with taxable income of less than $10,000 amounted
to less than 3 percent of the total income reported by trusts. (Total trust
income, $4 billion; total retained income of all trusts having taxable income of
less than $10,000, $117,5653,000. See p. 1759 of committee print.)

Of course, the Government is already collecting income tax on this $117.5
million and the question is how much more revenue would be produced if the
so-called multiple trusts in this group were made subject to the proposed sec-
tion 669. Naturally, they are not all multiple trusts. They include single trusts
where income is accumulated for minor children and other trust purposes.
They also include trusts where some part of the income is added to principal on
account of amortization of bond premiums and other accounting provisions
under the principal and income laws of the various States. In fact, based upon
a preliminary survey of trusts administered by the First National Bank of
Chicago, less than 1 percent of the total income could, by any stretch of the
imagination, be attributed to so-called multiple trusts. On this basis, substanti-
ally less than $2 million of income is involved in the entire United States. Con.
sidering the fact that such income is already taxed at lower rates of tax, the
actual increase in gross revenue, through the enactment of section 669, cannot
equal a half million dollars. This, of course, is not net, since increased costs
of compliance by the taxpayer reduce other taxable incomes and the increased
costs of administration directly reduce the net return to the Government. On
balance, it seems doubtful if any net revenue to the Government is involved.
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No one will question that there are a few isovlated cases in which multiple
trusts have been created for tax-avoidance purposes. Also, no one will question
that a provision such as section 609 will severely pennlize many trusts which
were created for legitimate trust purposes, with no thought of tax avoidance. To
graft into an already complicated statute a provision as complex as this section
in order to still someone’s sporadic concern over an almost nonexistent problem
would be an unfortunate solution,

Finally, it will be recalled that for many years the deduction for personal
exemption granted to a trust was equal to that granted to a single person. The
decision to make the deduction for personal exemption for a trust less than that
of an individual taxpayer was based upon the premise that the adoption of such
a measure would he a solution to the multiple-trust arrangement—and it has
been a solution. This solution is adequate in itself. However, if it should be
determined that some other legiflative means is to be adopted for this purpose,
there is no question but that the deduction for personal exemption granted to a
trust should be restored to equality with the deduction granted an individual

taxpayer.

I also eall your attention to section 669(a) (8), which provides that the charac-
ter-of-income rule does not apply to multiple-trust distributions. This measure
means that interest on municipal bonds will become taxable income when part
of a multiple-trust distribution. I cannot conceive that Congress means to ap-
proach this problem in such an indirect manner. Another important principle
is involved. Since the beginning of the income tax law, it has been recognized
that trusts were merely conduits of income and were not entities like corpora-
tions. This denial of the character of income seems to be a reversal of that

principle.
BECTION 663(&) (2) SHOULD BE AMENDED

This section, as drafted, is so narrow in its scope that the solution to a trouble-
some estate problem is entirely overlooked.

In effect, under present law, any distribution from a decedent’s estate is
treated ns a distribution of taxable income to the extent that the estate had tax-
able income. The result in many cases is to treat as taxable income the house-
hold furniture which is distributed to a widow on the death of her husband.
This, of course, is the horrible example, and the proposed section 683(a) (2) does
correct this particular horrible example. However, there are other horrible
examples which are in no way alleviated. -

For example: A’s estate consists of listed securities, cash, and stock in a fam-
ily business. His will leaves his entire estate to his son. It may be vital to the
business that the stock in the family business be distributed to the son at the
earliest possible moment. The executor may be willing to distribute such stock
to the son, but unwilling to make any other distribution from the estate until
the debts and taxes on the estate are paid. Yet, If the exeCutor does so, the
stock in the family business will be taxed as income to the son under the pro-

posed section 663 (a) (2).
Another horrible example of the inequitable results under the proposed section

663 (a) (2) is as follows:
One estate consists entirely of real estate; office buildings, apartments,

and other readily salable real estate.
A second estate consists entirely of securities which also are readily

salable.

A distribution of all of the real estate in the first estate has no income tax
consequences to the distributee. However, under the proposed section
663(a) (2), a distribution of any of the securities in the second estate will be
taxable income to the distributee to the extent that the estate hag taxable

income. I8 this equity and fairness?
A third example will illustrate another type problem created by the proposed

section 663 (a) (2).

A’s will provides that his property shall go to a trustee to pay the income
to his wife for her lifetime and on her death shall be distributed to his
children. The executor desires to partially fund the trust immediately so
that A’s widow can be provided with income. Therefore, the executor trans-
fers securities in the estate to the trustee as a partial distribution. Under
State law, these securities belong to the corpus of the trust to be hled for
distribution to the children on the death of the widow. The widow, of
course, receives the income from such securities, which is subsequently col-
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locted by the trustee and is taxable with such Income,  However, under the

proposed gectlon 863(n) (2), the trustes will be deemed to have recelved

tnxable Income by venson of ity recelpt of the securities and witl have to pay

a tax thereon,  This will reduce the distributive sharve of the children who
never recelved any Income, 'his 18 an obvious Inequity,

The yvory least that ean be done to correct these tnequlties I to amend the

proposed seetion 683 (a) (2) by eliminating the word “tungible” in the fivst sen-

tence thereof, This [senrnestly recommended,

TENTIMONY OF PPAUL K FARRIER FOR THE CHAMBER OF COMMENCE OF THE
UNrrEp Rrares oN LR, 1062

1 am Panl K. Fareler, vice president in the trust department. of the Rirst
National Bank of Chicago.  For 25 years 1 have been dealing dally with the
tux problems of estates and trusts admindstered by the Fivst National Bank
of Chicago. However, thix statement is presented for the Chamber of Com-
merce of the United States in conneetion with proposed revisions in subchapter
J of the Internal Revenue Code ar embodied in ILRR. 9602,

H.R 0062 COMMENDABLE IN MANY AREAS

LR, 9462 Is a commendable step townrd the solutlon of many Inegquities in
the taxation of estates and trusts,  Among the amendments proposed therein
which solve xerious problems and deserve speedy approval by Congress are
the following:

1. Neetion 632 () (3).—This amendment. elears up the confusion eoncerning
the treatment of the $30 dividend exclusion as it relntes to estates or trusts
which disteibute only a part. of the dividends recelved during a taxable year.

2. Neetiong 642 (¢), 643, and other conforming amendments—~Thix serios of
amendments would treat charitable distributions by trusts and estates as
deductions from disteibutable not income under section 661 rather than as
deductions from gross income under section 642, It is contemplated that. these
amendments will avoid certain complicating problems existing in the prexent
code, will achieve less artificinl results and will simplify estate and trust
administration, .

However, 1 would call to your attention that a change is reguired in section
G483(a) (3) (A) in order to avold what would otherwise be a hardship in the
law. Nince capital gains which are “permanently set aside or to be used for
purposes specified in section 661(a) (4)" are to be included In the computa-
tion of distributable net {ncome, capitnl losses “taken inte account in deter-
mining the amount” of such gains should be excluded from the computation,
This situation could be corrected by amending the second sentence of section

C64R3(a) (3) (A) to read as follows:

“losses from the sale or exchange of capital assets shall be excluded, except

to the extent such losses are taken into account in determining the amount of
‘gains from the sale or exchange of capital assets which are paid, credited, or
required to be distributed to any beneficiary, or which are permanently set
aside or to be used for purposes specified in section 661(a) (4), during the
taxable year.”
3. Section 642(h).—This amendment is designed to extend the deduction
carryover to beneficlaries upon the termination of a single beneflclary’s inter-
est in an estate or trust having different beneficiaries. This is a necessary
extension of the separate-share rule,

4. Section 643 (a) (3) (B).—This amendment would incorporate in the statute
a set of rules for determining whether a distribution of corpus will require
capital gains to be included in determining the distributable net income of a
trust in a taxable year. These rules are modeled after those presently contained
in regulation section 1, 643 (a)-3.

B. Section 643(a) (3) (€).—Under existing law, deductions which are properly
allocable to the principal account of a trust rather than to the income account
nevertheless reduce distributable net income, so that the benefit of the deductions
is shifted to the income beneficlaries. This goes far beyond the declared ob-
Jective of the law, which was to prevent the wastage of deductions. To the
extent of income allocable to corpus, the proposed amendment would treat as
corpus deductions all deductions which are charged to corpus under the governing
instrument and local law, or which are charged to corpus in the discretion of

the fiduciary.
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I eadl to your attention, however, what appears to he o technteal orror In
draftsmanship  in seetfon 68350) (3) ()Y () of TLR. 9662, Consider the
followling exnmple:

Durlng the taxable year, the trustee of a simple trust collects $5,000 of
ordinary Income and $300 of short-term eapital gnins, The teast also inenrs an
expenditiure of £1.000 which s properly alloeable to corpus nnder loenl Inw.

The report of the House Committee on Ways and Menns Indieates that, under
this proposed section, $200 of the corpus deduetion wonld he exeluded from the
computution of disteibutable net ineome,  However, because of the langunge of
sectlon G430n) (3) (C) (1H) which reputres the (rastee to take into constderation
the deduetion for distelbutions under section GE3(n) (1) In determining to what
extent. corpns Htems of deduetlon are excelindable under section G43(a) (3) (), it
appenrs that the proposed statitory Inngunge does not enrey ont the infent of
the House as expressed {n it comnittee’s voport, It would follow that, under
this example, no portion of the corpus deduetfon would acerue to the henefit of

the remninderman,
I belleve that this technlenl error coild he correctoad by revising rection 643

(n) (3) (Y (H) to rend an follows :
“(1) The deducttons whiech (withont regard to this subparagraph or
section 643 (n) (1)) are excluded In computing disteibutable net Income."”

6. Reetions 852(¢)(2) and 6G62¢(¢) (2)—Thix smmendment makes elear the
amount. of Income of a trust which Is regquired to be included in the gross income
of n beneficlary if the taxable year of the heneficlary terminates during the
tuxnble year of a trust heeause of death or other reasons,

7. Seetion 683 (¢) —This amendment wonld extend the separate-shiure rule to
estates and thereby allow a more reasonable allocation of Income tax conse-
quences In eases where severnl beneflelnries of an estate receive distributlons
of Income and/or prineipal in varying amounts,

In nddition to the foregoing, there are other technical changes which represent
Improvements in the lnw relating to the taxation of extates and triasts,

There are, however, xome serious omlssfons, particularly with respect to the

so-called throwhack rule.
ADDITIONAL NEFDED AMENDMENTS TO THROWBACK RULE

It is suggested that ILR. 9662 be amended to provide for the repenl of subpart
D of part 1 of subchapter J, the so-called throwbnck rule, Few sections in the
code attain the degree of complexity and Intricacy that one finds in the maze
known as the throwback rule. In addition to the difficuity which even the
skilled practitioner faces in attempting to apply the throwback rule, there js
little question but that this rule has been and, in its proposed amended form,
would continue to be inequitable since it fails to make special provision for
many situations which ought not properly be within its afibit. Taking into
consideration the purpose of subpart D, itsa present form, its proposed form
under H.R. 9662, the awkwardness of its application, and the puzzlement which
it causes to fiduciaries and individual taxpayers alike, I cannot exaggerate
the undesirability of the throwback rule. In this connection, I would endorse
the statement of Mr. George Craven appended to the final report of the House

‘onunittee on Ways and Means Advisory Group on Subchapter J, in which it

is pointed out that :
1. It is doubtful if the throwback rule is effective in preventing a luss

in revenue.
2. It is doubtfal if any large amount of revenue is lost in this area.
8. The throwback rule is understood by only a small percentage of fiduci-

aries throughout the country.
4. It is doubtful if the throwback rule is susceptible of proper adminis-

tration. .

5. Few revenue agents can apply the throwback rule properly and, al-
though personnel could be trained, their time could be spent more profitably
in other areas of the income tax law.

6. Tax specialists can devise instruments which will largely avoid the
application of the throwback rule with the resalt the rule will not apply
to new large trusts but will apply only to small trusts prepared without
‘the guidance of experts in the field.

In the event that subpart D is not repealed, it is recommended that, in order
to relleve some of the administrative hardships caused by the subpart, the

following changes be made:
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A. The definition of “accumulation distribution,” in section 665(b), should
be altered so that the throwback rule will not apply to any prior taxable year
unless the undistributed net income, as definied in section 665(a), for such year
equals or exceeds a stated minimum amount. Under the present and proposed
language of section 665(b), the throwback rule may be applied to a prior taxable
vear, even if the undistributed net income of such year is only $1. At the
present time, the extent of undistributed net income of a prior taxable year is
not cousidered in determining whether or not the throwback rule applies. Un-
fortunately, this often necessitates lengthy accounting computations by the
trustee, difficult tax computations on the part of the taxpayer, and a cost of
?roc;assl!ng to the Government which is out of all proportion to the amount
nvolved.

B. At the present time, the throwback rule becomes operative in those taxa-
ble years in which an accumulation distribution exceeds $2,000. Kven if this
accumulation distribution is made up entirely of undistributed net income of
the trust for prior taxable years, no substantial increase in revenue results
through the application of the throwback rule. Any gain in gross revenue that
might result is inconsequential when compared to the additional cost to the
Government in processing such returns. Therefore, it is advocated that the
$2,000 amount mentioned in section 665(b) be increased to, at least, $5,000. It
is my understanding that the majority of the Subchapter J Advisory Group
supported such a change.

C. Section 665(b) should be amended to provide that the throwback rule will
not apply in situations in which a trustee fails to make an immediate distribu-
tion of income because of a bona flde dispute or doubt as to who is eatitled, to
such income or as to whether such amount is income or principal. In its final
report, the Subchapter J Advisory Group recognized the need for legislation in
this area and, although the problem is not exclusively a throwback problem, it
appears that it would not be inappropriate to provide a solution to the problem
in H.R. 9662,

Section 665(b) (3) provides that, under certain circumstances, undis-
tributed net income of prior taxable years will not be subject to the throwback
rule. This exception fits in rather well with the ordinary distribution arrange-
ments for which a testator or donor of a trust would provide.

It is often desired that the assets of a trust be distributed over a period of
time so that a beneficiary will not receive a large sum of money in a lump sum.
This plan of distribution is common and is availed of without any thought of tax
consequences. However, section 665(b) (3) is applicable only if such periodic
distributions were required as of January 1, 1954. The throwback rule was not,
nor should it be, designed to effect a change in what is recognized to be ordinary
and customary trust distribution practice. Section 665(b) (3) should be amended
to delete the January 1, 1954, requirement,

D. It is recognized that section 665(b)(5) would partially solve this in-
equity—but only if the amount is paid to the beneficiary as a final distribution of
the trust, and then only if the trust was created by a will or was revocable by
the grantor immediately before his death. These limitations to the operation
of this exception to the throwback rule are, in my judgment, not realistic. There
is no direct correlation between the desire to avoid the throwback rule and the
creation of an irrevocable trust, just, as I have pointed out, as there is no
correlation between a desire to avoid the throwback rule and a provision for the
distribution of corpus to a beneficiary upon his attaining certain ages. What
difference is there between a revocable trust that provides that, after the death
of the donor, income is to be accumulated until a beneficiary attains age 30
and an irrevocable trust that has a similar provision? The two trusts may be
exactly the same otherwise; i.e., the income of both can be taxable to the grantor
during his lifetime, both could be exempt from gift tax upon creation, and both
could be includible in the grantor’s estate for Federal estate-tax purposes. What
basis is there for drawing a distinction between the two by purposes of the ap-
plication of the throwback rule?

BE. Section 665(b) (6) should be amended to eliminate the requirements that,
in order for the exception to operate, a distribution must not be related to the
occurence of an event which causes the distributing trust to terminate. Consider
the following example:

Under A’s will, upon the death of his wife, trust corpus is to be divided into
separate trusts, one for each of A’s named children.

In such a situation, the exception under section 665(b) (6) would not be avail-
able and the throwback rule would apply. On the other hand, if a skilled drafts-
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man provided that geparate trusts should be “peeled off” for A's three oldest
children and that the original trust should continue for A’s youngest child, the
throwback rule would not apply because the distributing trust would not termi-
nate. There ought not to be different tax consequences in these two situations.
Attorneys should not be required to distort dispositive language in order to
satisfy an artificial distinction created by the proposed staututory language.

In addition, it is suggested that somewhere in section 665(b) (6) or 6065(e) it
be provided that, for purposes of applying section 665(b) (4), the trust to which
a distribution is made will be deemed to have been created at the same time
that the distributing trust was created and that the distributed propery will not
be deemed to be a transfer.

F. Under section 666(a), the throwback rule may apply to each of the 5 tax-
able years preceding the current taxable year. This fact compounds the difficul-
ties raised by subpart D and imposes on the trustee and taxpayer the responsi-
bility of creating and maintaining extensive bookkeeping systems. The difficulty
of maintaining these records increases with every additional year that has to
be considered in a throwback computation. In order to ease this burden, which
falls not only on the taxpayer and trustee, but also on the Government, the period
of the throwback rule should be limited to 2 years.

There are three additional areas covered by H.R. 8662 which are open to serious

objection.
THE FOUR-TIER SYSTEM

While it is realized that some grovision should be made in the law to assure
an equitable apportionment of taxable income among several beneficiaries, it is
suggested that a system more understandable than the four-tier system be
adopted. The proposed amendments to sections 661 and 662 establish the so-
called four-tier system, which, despite its logic, so complicates the tax law that
only an expert can predict the results. Despite 25 years of experience in this
field, I am not enough of an expert to explain this proposal to beneficiaries who
have difficulty understanding the tax consequences imposed upon them. It is
especially difficult to convince a beneficiary who can never receive any income of
a trust that he is to be subjected to income tax on the principal distributions

which he receives.
There is also a possible ambiguity in the language establishing the four tiers.

For example :

Under a testamentary trust, B is entitled to.so much of the net income as the
trustee, in his sole discretion, deems necessary for B’s care and support. The
trustee is also given discretion to pay parts of corpus to B if such payment are
necesary for B’s medical attention.

Is B a tier 1 or a tier 2 beneficiary? From the language of proposed statute,
this might be answered in two ways :

First approach: In order to determine whether B falls ifi tier 1 or tier 2, it
is necessary to examine the factual situation in the particular taxable year.
If B did not need corpus payments because he incurred no medical expenses, he
is a tier 1 beneficiary. On the other hand. if he did incur medical expenses and
the trustee could, in that year, have paid portions of corpus to him, B is a tier 2
beneficiary.

If this approach is intended, B may be in a certain tier in some years and in
another tier in other years. This might be called an escalator system rather
than a tier system and might cause trustees serious problems in determining
from year to year in which tier a beneficiary falls. In addition, this escalator
system might enable the trustee to activate a tax-avoidance plan. For example:

Under a testamentary trust, a trustee has discretion to pay income to C or D
for their respective care, comfort, and support. In addition, to the extent that
income is insufficient, the trustee may pay portions of corpus to C or D for the
same purposes. C is in a 90-percent income tax bracket; D is in a 20-percent
income tax bracket.

If the escalator system is correct, and one must look at the actual circum-
stances in order to determine into what tier a beneficiary falls in a given year,
the trustee could, on January 1, 1963, determine that C required a payment of
$5,000 from principal. Notice that, as of this date, there is no income in the
trust and that, since the $5,000 is sufficient to provide for C for the entire year,
the trustee would not, for that year, have discretion to pay income to C.
During 1963 the trustee pays D an aggregate of $5,000 from the net income of
the trust. Distributable net income of the trust for 1963 is $5,000. Notice that

545656—60——12
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slnee O rogquived no peinelpal during 963, the teastee, for thnt year, wonld not
hivve divevetion to pay prinelpal to him, Theretfore, D, who s inon 20-pereent
brackel, will recefve all of (he taxable fneome while the disteibmtion to €, whe
It B0-percent beacket, will pasn to him tax free, This resnlt depeids upon
the wanner i whieh the traxtee oleets to mike pryments and ny perilt
the trustee to foree the presence or pnhvence of diseretton for a paetienlne year,
o succoeding year, 1t the lneome tax brnekets of ¢ and D woere reversed, the
trustes contd pay ineomie to @ and prinelpal to D oatd, agaln, paetieipate oo
tax-nvoldnuee aveangement, i Intended that sueh o loophole be avadlnble
to taxpuyoersy

Neeand approach.  Golug baek to the ovlgln! example, 18 wonld be o tler 2
benetlefnry sinee, wder the governing Instrament, there nny coneelvably e
st of clrenmatnness fn which the trastes could pny preineipat to hime Pheve-
fore, no wntter whother the diserotion i avallable oo paetlentor yene, 1
will always be ot the sae ter,  In the example coneerulng € and D, wihileh |
have Just mentloned Inmy nualysis of the tiest appronel, no mntter how the
trustee oxoretsed W diveretton, ¢ and D woudd both be fn tler 2 ander the
second appronch,

I this Ix the proper interpretation, 1 eleve there stil vemndns a dithealty,
1t is ot all unusual for frast nstraments to contadn a so-entled facetlity.of-
payient clnuse, Sueh o elnuse geants diseretion (o the trastee (o withheld
amounts of fncome or prineipal which ave otherwise required to be pald (o oa
benetieiary it the benetleiaey s under a teand disabitity, 10 the veasonlng
underlying thiz xecond approach Is applied, net neome may not he requived
to bhe disteibuted currently to any beneflefary of a trast which contalns n
tacllity-of payment clause,  Consider the following example

Under a testimentary trast, the trastee s ddrected to pay to 1 one-halt of
the net income.  The trustee, In hix diseretion, may pay the bnlanee of net
fnecome to 3 or 1L The trustee, In his diseretion, may pay corpus to 19, G,
or H for thelr vexpeetive anve, comfort, and support. 'The governing insteament
contains 1 factlity-of-payment elause,  During 1068, trust income v 500,

The trustee pays $2000 to 1 from income, $2,300 to G from income, nud $2.500

to H trom covpus,
It the second approach is eaveled throngh to it logleal eonclusion, W, G,

and 1 will all be tier 2 benefieiarvies and the whole complieated tier aveange-
went will have become menningless,

Tax-avoldance schemes are, of conrse, a problem, but surely something loss
vomplicated than this tour-tier system ix possible.  Perhaps some tax avold-
ance might even be tolerated in the Interest of undevstandability and stmpliclty,
Thix ix not a question of allowing income to escape taxation, but simpiy a
question of allocating the taxable fncome among vavious individual taxpayers,
1t ix urged that this problem be reconsidered and a mote practieal approneh he
adopted.

Asxignment of charitable beneficiaries to the fourth tier

Another objection is the arbiteary decision to assign a charitable beneflelary
to the fourth tier. The result is going to be to tax some individuals with a
receipt of capital.  Coneeivably, this could be unconstitutionnl. A simple illus-
tration will make this clear. Axsume a trust created by will under which
the trustee is required to pay all the income of the trust to a degignated charity.
In addition, the trustee has discretion to distribute some of the prineipal of the
trust to A should A become ill and need help.  1n one year, $5,000, which is the
entire income. is distributed to the charity as required and, in addition, the
trustee pays A's hospital bill of $1L.000 out of the prineipal of the trust.  Under
the proposal contained in IR, %62, A will be required to pay income tax on
the entire 1,000 principal distribution. 1f the will had provided that all of
the income were to be distributed to an individual, B, the result would be
entirely different.  Under such circumstances, A would not be taxed with any
part of the 1,000 prinecipal distribution,  Why should A's tax burden be affected
by the fact that income is paid to a charity rather than an individual? This
arbitrary trentment of charitable distributions is neither necessary nor advisable
and it is urged that, even if the four-tier system is adopted, charitable bene-
ficiaries who receive income be treated exactly as other recipients of income,

SPECIAL RULES

Section 108 of H.R. 9662 would revise the provisions of section 663 of the
code.  The following recommendations are hereby made:
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1. Neetlon 66300) G, which prevents cortabn gifts, heguests, and dikteibutions
from belng tasable to the disteibtees, should not be fhntted tn fs applieation
to testmentary and revoenble (easts, What, Justifleation I there for st fn-
gulshing, for purposes of thix seetion, between o teast whieh s revocable prioy Lo
the denth of the grantor and n trust which I Irvevoeable  parctieulnrly 3f
the grantor did not mnke o taxable gIFC nt the thine the trast was erented?
1F nn dnstrument. provides that 1 s (o recelve $H,000 From prinelpnl fn 1968,
the  trentment, alorded by section G830n) (1) should e nvabinhle whet huer
the trust was erented under o will or was vevoenble o evevocable by the

grantor ul the date of ik death,

o Neetlon BB (1) (A shontd ko be expanded In Js seope, ‘Phin section
orlghnnlly  cume up Por comdderntion {u the House on the reconnendation
of the Adviskory Group on Subehapter J. The advisory group felt that secetion
s, under proesent nw, I oo festeieted and 10 rocommended Chut his provisions
o Uhernlized, Now we flnd that there are cortnln enss which wonlil be
enthtiedd (o soction G888 teetment. under present liw as 1o which such treud-
went would he demded 1 seetion 108 of JLIG B2 Ik enteted. For exnmple, o

tentntor provides that SILK I8 (o be padd (o bis geamdson from corpus,

£5,000 when hio attadns the nge of 25, Thexe puyients shonld b entitied to

soetion GES trentment, nod FLIG 2 shonld be nended 1o ko provide,

4 Neetlon G630 (2) I8 designed to solve an existing inegubty which taxen

principal distelbutions s income. 11 shoald apply to gl property, real or
personnl, owned by decedent nt the thine of his detth, 1 Is often necessary
or dextrablo to mnke an early disteibntion of ntangible persounl property to
w restdunry henefielney,  For example, it mlght bhecome necessry o distribute
sock of n oelovely held corporntion to n vestduney beneticlury shortly after
the death of o decedent e order (o fnellitnte the administeation of the business,
The vidue of this stoek should not be deemod to e taxable fncome to the
disteibutee,  This Is not o tax-avoldanee deviee and should not e treated ax
one,
A4, Seetlon G030y (2) should also be altered to make it elear thut nmounts
puid from corpus In satistnetion of o widow's awnrd, snd similar items, shonld
not. be deemed 1o be taxable lncome, It appenrs that the draftsmen of this
xeetlon of TLIL, W2 had this problem In mind sinee the words “nwnred” and
“allowannee” are used.  Howoever, beenuse of the prior lnnguage of the section,
unless the award Is padd In real estate or in an automoblie or a chest of
drawers or other tangible persontl propertys sectlon 683 trestmment whl not
bo avalluble and the award will be subject to Income tax,

fi. Section 663 should he changed o that there will not be three different
rulex applied simnltaneonsly to simllar trast und estate situations,  Under the
seetion, as proposed in section 108 of HLR. G2, there will be:

() One rule applying to estates, testamentary trusts, and revoenble trusts
which, essentinlly, come into existence after the ennctiment of the statute;

(h) a second rule applying to all other types of trusts coming inte exist-
onee after the ennctment of the statute; and

() a thivd rale applying to estates and irrevocable trusts which are in
existence prior to the enactiment of the statute. In this connection, I assnme
that the seeomd sentence of section 108(a) (2) of H.R. %062 contains a
technical defect in that it does not make reference to *‘estates’” which are in
existonce ns of the enactutent of the statute,

6. Finally, it is recommended that the framework of section 3, as contained
in H.R. 9662, be nbandoned and that there be adopted instead the approach of
the Advisory Group on Subehapter J as contained in its final report to the House
Ways and Menns Commitiee,

MULTIPLE TRUSTS

Section 113 of H.R. 932 proposes, among other things to add a new section

609 to the Internal Revenune Code,

The possibility that a person may create a serier of similar trusts for a
particuiar individunl has for a long time intrigued authors in the tax area.

These wuthors point out that, in theory, this {8 a convenient tax-saving devica

These avticles and the appavent simplicity of the device have magnitied the
problem out of all proportion.  In fact, if one looks at the practienl aspects of
the situntion, it is clear that the so-called multiple-trust device is not 4 problem
at all,

Baxed upon a survey of representative corporate fiduciaries, it can be stated
that there are very few multiple-trust arrangements in existence. The reasons
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of thin are obvioun, Multiple trusts nre not economleal, 'I'he cont of adminis-
toringe amndl trusts makes thele use prohibitive to the aveeage taxpruyer.  Cor-
porate duelnvies have found trusta of Toax than RTOO,M0 (o be nuprofitable and,
therefore, they dincourage thelr use,  "Thexe ave the ronkonn for the unpopulurity
of multiple trusts and Htusteate the barin for the statetnent. that (hey do not
conntitute a real problem. 1o make 2 parady on an old adage, “Kvoryonoe tnlks
about multipte trunty, bhut very fow peoplo erente them,”

No one will question ¢hat thero are o fow nolated earen fn which multiple
trasta hnve boen ereated,  Towover, to genft onto an already compiiented statuto
A provigion ar complox as propored section 66O In order to sl Romeone's con-
corn over an almost nonexistont problom would bo an unfortunate sotution,

One wonld suppore that the prime objoctive of provinlons to he contnined In
the Iuteranl Revenue Code would be to valse rovenue, There are no facts made
pubitic which in any way auggest that proposed necetion G4 (e) will eaine vovenne,
Tn fact, & contrary reault s almost cortatn to ocenr, o order to pollee 0 statute
of thix sort effectively, the Qovernment would have to employ additionnl help,
eronte a now filhnge system and set up all oets of snfegunrds to provent a viola-
tlon of the statute,  In addition, trustees, particulnrly corporate trustees, would
e compelled to incue additional expense in ordor to adhere to the statutory
fnstruchony, not to gpenk of the additionnl insteactions thant. might be contained
in the regulations.  Naturally, to the extent that the expenses of (runtees nre
inerensed, the amount of money pald to the Qovernment in the form of income
tx I8 decreased, 16 will be of small comfort to tho averago taxpayer to know
that this propored section of the cade which {s suppored to closke n gapping loop-
hole will, tn fact, tose revenue for the Federal Government,

It the proposed gection 869 Is not an income tax producing provision, perhaps
it has been designed merely to discourage the use of multiple trusts,  Perhaps
the taxpayer who might otherwise use o multiple-trust. dovice in order to avold
fncome tax will be digsanded by proponed section 4o, I1f xo, theve will he no
new multiple trusts and thus the cost to the Qovernment of policing the new
provision will not be too burdenxome.

Rut this {x not so.  People who would make use of a multiple-trust device in
order to avold income tax witl continue to do 8o even {f proposed section 660 {8
enncied,  There 18 no gerlous penalty contained i this section, It mereiy pro-
vides that as to the last 10 years of a particular teust, accumulated income will
be taxed to the benefletary as if the trust had not existed, Wil this stop a
person from creating K0 or 100 or 1,000 trusts for the benelit of 0 newborn child
to aceumulate income until the child has attained 40 or 485 years of age? I don't
think 0. In fact, I think it is possible, through an ingenious series of trusts
and subtrust to minimize the effect of the 10-year throwback features of
section GUY,

On the other hand, consider the following case which will, for no reason other
than the extremely broad language contained in proposed section 669, he deemed
to be a multiple-trust situation :

In hix will, J divectx his trustee to divide his estate into two separate trusts,
one for each of his named married children, K and L. The trustee is to pay
to a child so much of the net income of his separate trust as the trustee deems
necessary for such child’s care, comfort, and support. When a child attains
age 35, his entire trust is to be distributed to him. If a child dies prior to
age 85, his trust iz te be distributed to his descendants, per stirpes. If no
descendants of such child are then living, the trust is to be distributed to J's other
child. From and after J's death, the trustee pays all of the income of one trust
to K and distributes that trust to K when he attains age 85. However, L is
a spendthrift and the trustee determines that L and his wife and children would
be better off if something less than all of the income of his separate trust were
distributed to him. Therefore, from time to time, the trustee accumulates and
adds to principal a portion of the income of L's trust. Nine years after J's
death. when L ig 33 years old, he and his entire family are involved in an auto-
mobdile accident. L’s wife and children are killed instantly and L dies a day
later. When the trustee distributes L's trust to K there will be a multiple-trust
distribution under section 669. Why?

Notice that no portion of the income of the trust originally set aside for K's
primary benefit was ever accumulated. Nevertheless, because of the fact that,
upon the termination of his own trust, K received a “section 669 distribution,”
that trust will be considered to be the “primary trust,” and the distribution to
K of L's trust will be deemed to be a “multiple-trust distribution.”
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Ninee proposed soetion G6H will nelther produce o surplus of revenue nor dis.
conrago the crontion of multiple trusts by persons seeking to avold Income thx,
but will, lastead, teap the unwary, I I8 strongly soggested that section 113
of TLR. 402 e olhmbimtted from tho ktatite,

I, tor some reason, 16 18 deomed desleable to adopt. the general appronch con-
tulned tn section 118, 1 Is recommended (it tho following changes be made;

1. In order to nvold the expense attondant to the colleetion of relutively
minor gmounts of revenue and in order to provide the application of sectlon
o8 o Inege number of rolntively Innocent situntions, o serles of exceptions Lo
the operantion of the multiple-trust. rule should bo provided.  These excoptions
might. be substantinlly the same as those contuined in wection 665,

20 Neetlon 68D(n) (3) should be elbminated in order (o wnkntaln the conduit
theory of trust Income, L i my understanding that this provision muy have
boen ineluded In the new seetfon to obvinte difflenlt mathentlenl computations,
However, the provision would, nmong other things, huve the effect of converting
tnx exempt futerest. into tnxable fncome, 1 enn't hellve that this is an Intended
resnlt.,

B, Neetlon 609(n) (4) whould be ethulnated in order that the customnry throw-
back optlon wonld be avalluble. This would permit a distreibutee, If ho so
cleeted, Lo forego the lengithy multiple-trust computations and Include all the
multiple-trast distreibution in Wik return for the current year, Remembor, if
vou will, that the ordiunry multiple-trust henoflelnry may be a “trapped” one,
wndd, therefore, we nre not. speaking of a large number of dollars,  Section 000
will apply oven If thore I8 1 of multiplo-trust distribution for ench of the pro-
codiug 10 years, Why foree such a beneflelary to recompute his tuxable income
for 10 years?

4, A Lo sectlon G047, added by sectlon 118 (¢) of H.R. 06682, does the Govern-
ment really want a specinl informintion return every time that, roughly speak.
Ing, nn amount s pald to a heneficiary from prineipnl?  In addition, just what
kind of “other fuformation” may the Secretary require n trustee to furnish?
Iu o return really to be flled even though there 18 no evidence of a multiple-trust
situntion? Who Is going to process these returns? Who s going to tabulate
and classify the Informatlon? Where are these returns going to bo tiled?
Theorettenlly, none of them can ever be destroyed during the lifetime of a bene-
ficlary. Conslder the following situation:

P, during his lfetime, creates o trust for his son Q, which is to be distributed
to Q when he attains age 21. P dies when Q I8 20 years old. Under s wlill,
2 second trust §8 ereated for Q's primary benefit.  This testnmentary trust is to
terminate and be distributed to Q when he Is 65, The living trust I8 distributed
to Q when he 18 21, one year after P's death, Forty-four years later the testa-
mentary trust is distributed to Q.

Is it anticipated that, upon the distribution of the testamentary trust, Q will
have in his mind or in his flles the facts and clrcumstances” which will enable
him to determine if the living trust which was distributed to him 44 years
earlier was a “primary trust” so that the current “section 6689 distribution” s
a “multiple-trust distribution?” I should think not. Without the aid of a
computer, I doubt that the trustee (assuming that there was only one trustee
involved) would know. It would appear then that the only source for this
Information would be the Government's 44-year-old records. I leave to your
imagination the cost of such a filing system. Of course, in the final analysis
it Is the taxpayer who will underwrite this expenditure and, in my estimation,
the average taxpayer will be prejudiced by the passage of section 113 because
it will cost more to police this statute than will be collected in additional
revenue,.

I am grateful for the opportunity of presenting these views to you and I
hope they will be helpful in your deliberations.

STATEMENT oF THE CHAMBER oF COMMERCE OF THE UNITED STATES oN H.R. 9662
TITLE II-——PARTNERSHIPS

Title IT of H.R. 9662 would amend the provisions of subchapter K of the In-
ternal Revenue Code of 1954, relating to partners and partnerships. This bill
originated with the work of an advisory group to the House Committee on Ways
and Means which was appointed to review the partnership provisions of the 1954
Code to make recommendations for amendment.
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The b woulid retaln the basle stracture of the puetherrbip provisions enueted
fu 18, Unllke other mor statutory provisions, thoxe velating to partuerships
were almost wholly new in the 134 code,  We belleve that the baste framework
of thoxe provistons s sound, and untit experience with them clenrly domonstraten
u need for baste reviston, there (s nothing to be pined from chinnge for the sake
of chanuge alone,  Therefore, we welcome the aeceptanee In FLR. 0602 of the
bhaste structure of the partnership provisions ennetod In 19054,

With sowme oxcoptiony, wo beliove ennetinent of the legishittion contained In
TR 0002 wit] steengthen the partnership provigions of the eode,

Proposed secetton 702 would provide a clear statutory provizlon stating that
whoerever speeitie Hittations are lmposed elsewhore (n the code on the de-
ductibility or fncludibllity of any item, those Hnltations would be applied at. the
fudividual pavtner level rather than at the paetneeship level,  'The chamber sap-
ports this provizion,  The need for such a stutement of legislative Intent was
demonstrated recently when Publie Law 85-8060 wan enncted contalning a pro-
vidion for a Hmited “lnttinl yenr™ deprecintion allowanee.  'There wax uneor.
tainty among taxpayers and tax advisers altke whether the Hmit on the altownnee
would apply to a partnership or to s partnees until the "Ureasury Issued fn-
stractions for the 1958 partnership retuens which had the effeet of Imposing
the Hmit at the partaer level, A statutory provision such ag contained In pro-
posed section 702 would resolve all such doubts elearvty and consistently.

Another problem closely related to this avises where elections must he nmnde
by taxpayers regarding the treatment of spectled items of tncone or deductlons,
The proposed xection 702 should he amended (o lnelude a clear statutory rule
governing these olections.  Under the present. rules all elections must bo made hy
the partnership rather than by the paetners, unless speeitlenlly stated otherwlise,
The chamber belfeves this rale ix sound but recommends that it nlso be made clenr
that an election made by a partuership would he binding upon the partners only
insofar ax their income amd deduetions from the partnorship are concerned,
Otherwise a partner with ouly n minor intorest in a partnership, and no effec-
tive volce in its management, may be depelved of his vight to an Independent
personal election governiug the same items which nvise in hix affnies outsido
the partuership.

Proposed section 764 would provide that a partnership year would cloxe with
respeet to o decensed partner at the date of death, unless the successor in interest
of the deceased partner elected to keep the year open until its normal close. hix
rule Iz 2 wmore realistie, practical, and equitable rule than the vigid one now
contained in the code and urges its adoption.

Another provision which the chaniber believes is desirable is that contalned in
proposed section 780, This would provide that the present election available to
a partuership to adjust the basis of property on certain distributions in vespect of
transfers of partnership interests would be separated and made into two distinet
elections.  The transactions now governed by the single election, that ts distribu-
tion to partners and transter of partnership interests, are quite unrelated, and the
factors influencing the desirability of an election to adjust basis are often guite
different for each transaction,  Furthermore, in the case of one transaction, the
basis adjustments affect all partners, while under the other the adjustments affect
only a transferee partuer.  Recanse of these essentinl differences, we believe the
elections should be separate.  Furthermore, we belleve the de minins rule pro-
vided in proposed sections 781 and 782, which wonld limit the applicability of
these provisions to cases where the adjustment to basis aggregated $1,000 or
niore, is desirable and should be enncted,

A number of the provisions of 1LR. %62 are intended to remave certain differ-
ences which now exist in the treatment of transactions or items in the partner-
ship area from the treatment applied to similar transactions arising in the
corporate area. In general, the rules governing partnerships should be con-
sistent with those governing corporations unless there is a compelling reason
for a difference, For this reason the chamber urges the enactment of proposed
section 765, which would amend the rules governing the trentment of gains and
losses on transactions between partners and partnerships to make them more
consistent with the rules governing such transactions between stockholders and
corporations.

The chamber also endorses the provisions of proposed section 703(h) which
would permit partnerships a deduction over a period of 60 months of organiza-
tional expenses. We note, however, that the definition of organizational expenses
contained in proposed section 703 (b) is considerably narrower than the definition
originally proposed by the Subchapter K Advisory Group. The definition ad-
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voenled by the advigrory group ik o more realistle one thau the unreasonnbly
rosteieted deflnltion cmtained In proposed seetlon 703 (bj, and xhould be ndopted
by the committee,

Proposed sections 749 through 761 would contadn rules relating to “collapsible’
purtuerships,  Thexe rales wonld differ substuntially from the present rulen con-
tuined (n the 1054 Internal Revenue Code,

While the chnmber cannot strongly object. to nny of the specille rales contiined
In these proposed amendments, we belleve that the problem of cotlnpuible part-
nerships In sufliclently similnr to the problem of collupsible corporations to
witrrnnt o coordinated effort to nebiove n set of rules which can be applied with
reasonble conslsteney to both partuerships and corporations,

While there I o sevlous problem I desiguing andequate and equltable rules
to prevent. abuse of the genernl purtnership provistong by a tuxpayer secking to
convert. what otherwise would be ordinary Income Into capital gain by a sale
or exchapge of a partnership Interest. or by a distrlbution In respect of a part-
nership intorest, the chamber has noted the recommendatlons of the Sub-
chapter ¢ Advlsory Group to the House Ways and Meaus Commlttee on col-
Inpsible corporations and the substantinl differences between the recommenda-
tlony of the Rabchapter ¢ Advisory Group and the provisions in proposed soec-
tlonn 740701, Beenuse of these differonces, and the belief that the rules for
mirtnerships and corporations should be reasonubly consistent, the chumber I
not. prepared at this thme to support the changes contiudned in proposed sections
740 through 7o1.

In particular, the chamber belfeves that the following aspects of any collaps-
idle rules should be the same for partnerships and corporations

1. The definition of collupsible axscis.--The provisions of proposed section 7561
would deflne sueh assets Lo fnclude substantinlly all nssets the sale of which by
the partnership would produce ordinary Income, The Subchapter ¢ Advisory
Group detinltlon s somewhat slmtlar, but, in oversimplified terms, assets would
cense to be collapsible assets If held for over 3 yours, with special meaning in
the cane of fuventorles,

2 The character of collupaible asscts distributed to partncers or sharchold-
ers. -Proposed section 785 of subehapter KK would preclude siuch assets forever
from achieving true capltal assets status,  Regardless of thelr true nature in
the hands of the fndividual partner, they would forever be tainted. Under the
Subchapter (¢ Advisory Group reconnmendations snch assets distributed to-
shareholders would remain taluted for only 5 years, Thereafter thelr chayracter
would be determined under the rules relating to*character of assets generally,

3. The provigion of @ de mivimus rule--Under the Subchapter ¢ Advisory
Group recommoendationy, the collapsible corporation rules would apply only to
shareholders owning o percent or more of the stock of the collupsible corporition,

regardless of the dollar magnitude of any gain involved. No such de minlmus
rule i« contained fn the provisions of 1LR, 062,

The chamber belleves that the use of collapsible nrmmi?atimm to convert what
otherwise would be ordinary income into capltal gain is eonfined by practical
considerations largely to clnsely held organizations. In such organizations there
is n relatively high degree of freedom for the small group of individuals to
choose either corporate or partnership form. Therefore, substantially the same
restrictions on eapital-gain treatment should apply, regardless of the form
chosen. In view of this, and the major differences between the provisions of
ILR. 0662 and the recommendations made to the Ways and Means Committee by
the Subchapter C Advisory Group, the chamber urges that additional coordinated
study be undertaken to develop rules which can be applied consistently to col-
Iapsible partnerships and corporations.

The provisions of title II of H.R. 9662 would accomplish a mechanical
arrangement of the partnership provisions of the code to group together those
covering most “simple” partnerships. This rearrangement is intended to make
it unnecessary for partners in these simple partnerships to concern themselves
with the more technical provisions which would be contained in later sections
of subchapter K.

No changes in substance are involved here, but the chamber feels that there
may be a danger that taxpayers seeking to make their own analysis of the
partnership provisions of the code may overlook rules appearing elsewhere in
subchapter K which may have a material effect on their tax liabilities. The
goal sought by the mechanical rearrangement of subchapter K is largely illusory,
and any slight advantage of this rearrangement would be substantially offset
by the danger noted in the preceding sentence. For this reason, the chamber:
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belleves it would be more satisfactory to make the changes in substunce con-
tained in title IT within the existing arrangement of suchapter K. In this way,
those provislons which would be changed by HL.R, 8662 would be highlighted,

Proposed section 705 of subchapter K contalns another change which is not
necessury.  'Mhis relntes to the general rule for determining the basis of a
partner's futerest in a partnership.  Under the proposed change the general rule
would be that the basis {3 determined by a partner’s proportionate share of the
basls of the partnership assets, This general rule would be applicable only
where it does not result in any sabstantial difference in basis from the partner's
basis determined under existing rules, Manlfestly it would be necessary to
know approximately what basis under both sets of rules would be, and, there-
fore, the chamber does not belleve the change to he elther necessary or desirable.

The national chamber appreciates this opportunity to state its views,

The Cuairman. The next witness is Mr. Austin Fleming of the
Chicago Bar Association, uccmnémnwd.hv Emory S. Naylor, Jr,

Gentlemen, take your seats an proceed.

STATEMENT OF AUSTIN FLEMING ON BEHALF OF THE CHICAGO
BAR ASSOCIATION, ACCOMPANIED BY EMORY S. NAYLOR, JR.

Mr. Freming. Mr. Chairman and members of the committee:

I am Austin Fleming of the Chicago Bar Associations’ Committee
on Federal Taxation and chairman of the Subcommittee on Income
of Estates and Trusts. Mr. Emory S. Naylor is also a member of our
tax committes. I shall speak to the parts of the bill relating to estates
and trusts and Mr. Naylor will speak to the partnership aspects.

Our committee consists of approximately 40 attorneys from small,
medium, and large law firms in the city of Chicago, men who are inter-
ested in the operation and application of the Federal tax laws and
their impact on business and the affairs of people.

Now, 1n the remarks we are going to make today I should add that
our committee was unanimous or substantially so on the points that
we have to make.

I should say at the outset that our committee has followed the legis-
lation embodied in this bill from the very outset when it was first
being considered by the advisory group. We followed it through in
its various phases, and we are still interested in it in all of its aspects.
We have consistently urged the adoption of this particular legislation,
gnd we want to go on record today as urging its adoption by the

enate.

With one or two exceptions, this bill is a clarifying measure. It
will not affect the revenue one way or the other. Its primary gurpose
is to remove the angularities and the inequities that developed in the
1954 Code in the area of estates and trusts. It is a bill designed not
only to remove the angularities of the code but also to make it easier
for lawyers and people who are charged with the administration of
estates to do things in the accustomed, normal way without having
tax traps and unintended tax results flow from their actions.

There are several sections of this bill which are urgently needed and
therefore we hope that it will be possible, even in spite of the crowded
calendar the Senate has, to see tﬁ)at this bill is acted upon before the
close of the session.

I think enough has been said today and yesterday in connection with
the multiple-trust section of the bill. We, too, feel that the multiple-
trust provisions would best be deleted from it. We are not in position
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to say whether any.legislation on multiple trusts is called for, but if
it is, 1t ought to be in a separate measure,

Also we prefer the approach of the advisory group on the multiple-
trust problem rather than that expressed in the present bill.,

Jontinuing in the apea of estates and trusts, we have noted in our
full report filed with the committee, » number of small but important
drafting suggestions, some of which we think are inadvertent omissions
on the part of the drafters of the bill. Others ure needed to carry out
thie full intent of the measure. For example, changes have been made
in the first sentence of paragraph A on page 6 of the printed bill,
dealing with capital gains, but not in the second sentence dealing with
losses. As a result, the two sentences do not dovetail.

On page 8, line 10, of the printed bill, there is an inadvertent omis-
sion in the parenthetical clause of any reference to the deduction for
distributions made to beneficiaries. Without that particular pro-
vision, the section does not operate in the way that the drafters intend
it to work.

On pages 12 and 13, and 15 and 16, the drafters have injected an un-
intended ambiguity in the paragraph dealing with the tier arrange-
ments, by using the words “beneficiary to whom payments may or may
not have been made,” as determining the applicable tier, rather than
the character or sourcs of payment a8 between principal and income.
As the result of this unintended shift in the approach taken by the
language, it becomes diificult, if not almost impossible, to apply the
section. We have indicated 1n our full statement how we think that
this ambiguity can be removed. If removed, we believe the amend-
ment in regard to the tier arrangements would represent a workable
and appropriate tax structure.

The section which we feel most strongly about and which we find
our friends from Philadelphia and from the chamber of commerce
agreeing with, is section 108, amending code section 663 appearing on
pages 18 to 20 of the printed bill.

The approach of the 1954 code was to treat every distribution made
by an executor or a trustee from an estate or trust as income, with in-
come tax consequences, regardless of whether that distribution came
from income in the traditional sense or from corpus. Now, because
that general rule would obviously be too broad, certain exceptions were
made in section 663 taking away from the general rule of income
attribution certain distributions such as bequests under a will, amounts
paid to a charity, and so forth.

Now, unless the exception section is carefully drawn, you may get
some very weird results from its application. For example, the fam-
ily car and the family silverware may be taxed as “income,” contrary
to every intention and proper tax approach.

That is what happened under the 1954 code. The exclusionary sec-
tion was too limited in scope and led to numerous corpus distributions
being treated for income tax purposes as taxable “income.”

The present bill purports to broaden the section and to correct some
of these shortcomings. This objective is altogether proper and desir-
able but it does not go far enough and the bill does not except all the
types of distribution it should.

‘or example, the bill quite properly substitutes a 36-month period
during which distributions from an estate may be made without hav-
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ing the distributions treated as taxable income, for a “three-install-
ment” rule. Unfortunately the drafters of the bill have limited the
provision to estates, testamentary trusts, and revocable trusts, where-
as previously under the present law the wording is “governing
instrument.”

Now, no reason is seen why you should exclude other types of trusts
such as irrevocable trusts or trusts revocable with the consent of third
persons, where the identical need for an exception from income
attribution exists, Therefore it seems to us that the bill should ve-
tain the present wording of “governing instrument™ and the language
of paragraph (b) on page 19 of the printed bill relating to the 36-
month limitation, can be revised to refer to estates, testnmentary
trusts, and fully revocable trusts if that seems desirable,

The same subsection should be expanded to cover, specifically sup-
port. awards and family allowances paid from the principal of an
estate. These awards are not strictly “bequests and gifts,” so that
they do not strictly fa]l within the wording of section 663 as it is now
drafted. Yet the same reasoning, the snne rationale applies to these
support awards as applies to a bequest under a will. And for that
reason we have suggested that there be added to the section an express
provision that would include these support awards and allowances in
the same category as gifts and bequests.

Finally, and this is of great importance, the bill adds a new ex-
clusionary paragraph called “Other gifts, bequests, designed to
eliminate any attribution of income for distributions made from the
capital of an estate or trust.”

here again, the purpose is altogether proper and as it should be,
but it has not gone far enough. It is limited to “real property and
tangible personal property,” which takes care of the family car, the
home, and the silverware. But the same reasoning would equally
apply to the shares of the family business and for that matter any
property owned by the decedent at the time of his death and which
finds its way into the corpus of a trust or into the hands of a legatee
or distributee under a will.

We believe the approach of the advisory group was much sounder
at this particular point. They suggested that the books of the fidu-
ciary be determinative of whether the distribution constituted corpus
of the estate or trust or income. Next to this, the alternative pro-
rosed suggested by the advisory group at the request of (‘ongressman
Mills, and which appears on page 80 of the final report of the ad-
visory group woulci Le prefernbfé, viz: that any property owned by
the decedent at the time of his death be treated as an exception to the
exclusionary rules and exempted from the attribution principle.

This concludes the discussion we want to make in our oral presen-
tation regarding estates and trusts. Mr. Naylor will speak to vou on
a few points we have regarding the partnership aspect of the bill.

Thank you.

The Ciamraran. All right, Mr. Naylor, you take a seat, sir.

Mr. Navror. Mr, Chairman and members of the committee, T am
a practicing attorneyv in Chicago, 111, and member of the Committee
on Taxation of the Chicago Bar Association.

As far as the partnership provisions are concerned, we are particu-
larly concerned with the following items:
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The first is section 702 (e) of the proposed bill. This is the election
for simplified reporting. We believe that as far as this provision is
concerned that it will serve primarily as a trap for the unwary. The
election is not a revocable one. It does provide an additional com-
plication. In other words, it is an additional election which must be
considered every year, The penalty is the loss of deductions or exclu-
sions which are limited to fixed amounts or a percentage of income.
| .]\l\"e believe that this provision should be deleted from the proposed
vill,
Our second point is in connection with the deduction of organiza-
tional expenses. That is section 703(b) of the proposed bill. We are
in favor of the ability to deduct organizational expenses but. we believe
the provision of the bill is too narrow. We are of the opinion that
frequently partnerships will of necessity revise their partnership
agreement and as such expenditures of that type in that connection
should also be treated in the same fashion as those of initial

organization. ‘
In other words, we would favor expanding the provisions of section

703(h).

The third provision is section 741 of the proposed bill that is in con-
nection with the gain or loss on the sale or exchange of an interest. It
is often diflicult to determine in a particular case particularly in a
situation where you have a two-man partnership, whether there has
been a sale by one partner to another or a liquidation of a partner’s
interest. in a partnership.

As a result, we believe this should be tied to section 776 of the pro-
posed bill, and with an addition which would state something to the
effect that—

‘To the extent that such sale or transfer is to the partnership or ratably to the
remaining partners, the provisions of section 776°%hall apply.

In that way, by putting a provision of that sort in, you would avoid
the problem of interpretation as to which section you were under. We
do not believe that should be left up to the drafting since the economic
substance is the same in either event. -

A fourth provision in which we are interested, is section 749, sales
and exchanges of interests in partnership which result in ordinary
income. This is part of the so-called collapsible partnership provi-
sions. We are concerned here at the problems that will be created for
partnerships, particularly service partnerships.

Where there is a transfer of a partnership interest and you have
substantial unrealized receivables, take, for example, in the situation
such as a law partnership, accounting partnership, engineering, archi-
tecture, any service partnership of that sort—frequently you would
have a large amount of unbilled and uncollectible receivables, To
force you to total them up and estimate what. they are—and I might
say, all you can do is estimate because you may have contingent fee
arrangements and there can be any number of situations where you
would not know what the exact amount would be.

In order to make an apportionment of that tvpe of an asset, it
would be considerable worll( and difficulty for the average partnership.
As a consequence, we believe that, the provision should only operate
where there is an overall gain in the transaction.
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Thus where a partner, in effect, only receives an amount equal to his
basis for his partnership interest, it would not be necessary to go to
this additional work. We think it is also not only a question of work
but we feel to nllow the provision to stay the way it is might hinder
the administration of new partners in many of these partnerships.

Section 760(a) of the proposed bill deals with distributions which
result in ordinary income. This particular provision, from a theo-
retical point, is entirely proper. \ge cannot quarre] with it from that
standf)oint at all. But we do feel that the provision is entirely too
complicated, and will not be understood by average partners. Asa

we would recommend that this provision be deleted.

consequence k )
Section 770 of the act which deals with interests in partnership

capital that are exchanged for services, we believe that in order to
avoid any misunderstanding in connection with that provision that it
is important to add a provision to indicate that unrealized apprecia-
tion of section 751 assets, essentially uncollected receivables is what
we have in mind, should not be included in determining the value of
the partnership interest. We believe that this is important since we
do not believe that a partnership should be taxed at the time he
receives his partnership interest on the unrealized receivables and
then later taxed on the same unrealized receivables at the time they are
received because he will then be a partner and pick up his pro rata
share of the same exact items at that time.

So in order to avoid the double tax possibility there, we believe that
that addition should be made.

In the case of section 780 of the proposed bill, it provides for a
stepped-up basis of partnership assets if an election is made within 1
year after the date pre-cribed for filing the partnership return.

The 1 year will be adequate in most cases. However, in the situ-
ation of an estate we do not believe that such a provision will be
adequate because the Federal estate tax return will, in all likelihood,
have not been audited by that time and as a consequence the necessary
information in order to determine whether an election should be made
will not be available. As a consequence we would suggest that the
time for making the election under that provision be extended in the
case of a deceased partner’s interest to a provision that would be
comparable to, let us say, section 803 (b) (1) of the code which, in sub-
stance, extends it out so that it is the period of assessment for Federal
estate tax return purposes, plus 90 days, or tie it into the finality of
the Tax Court decision.

Thank you very much. I would like, if we could, to have our
prepared statement made a part of the record.

he CHAIRMAN. That insertion will be made.

Thank you much, Mr. Naylor.

(The prepared statement submitted by the Chicago Bar Associa-
tion follows:)

STATEMENT OF COMMITTEE ON FEDERAL TAXATION OF THE CHICAGO BAR
ASBOCIATION

The Committee on Federal Taxation of the Chicago Bar Association appre-
ciates the opportunity to present its views on H.R. 9622 (Trust and Partnership
Income Tax Revision Act of 1960) now under consideration.

Our committee consists of approximately 40 attorneys in the Chicago area
who are interested in the Federal taxing statutes from the standpoint of equity,
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certainty, ease of administration and compliance, and the impact of Federal
tax laws upon other aieas of the law,

The committee has carefully reviewed ILR. 9662 and is of the view that it
is desirable legislation, and with the exceptions herelnafter mentioned, we wish

to go on record as favoring its adoption,
TITLE I-~ESTATES AND TRUSTS

Bxcept for the new section 669 on multiple trusts, the proposed act should
improve greatly the administration and practical application of the 1954 Code
in the area of estates und trusts, We are, however, of the opinion that certain
changes are advisable to achieve fully the objects of the bill. We note them

below.
1. Bection 108(db) amending secotion 643(a) (3) (A): Oapital gains and losses

Sectfon 103 of the bill makes conforming amendments to code section 643
(a) (8) (A) In order to carry out the proposed treatment of charitable bene-
ficlaries. Ilowever, the changes are made only in the firet sentence of the sub-
paragraph, dealing with capital gains, and not the second sentence dealing with
Josses, The two sentences do not dovetail and a possibility 15 created of doubling
}leductions at the trustee level, with one deduction for gross gains and another
or losses.

The wording of the second sentence of the subparagraph should be revised
to make it clear that the deduction is only for net gains after offsetting losses,
if any. This could perhaps be done by deleting that part of the second sentence
beginning with the word “which” (line 2, page 7, printed bill) and substituting :
“s # * which are not excluded under the preceding sentence.”

2. Secotion 103(b) amending scotion 643 (a) (3) to add new subparagraph (C):
Corpus deductions

Section 103(b) of the bill adds a new subparagraph (C) to code section
043(a) (3) to provide that corpus deductions shall first be appllied against any
corpus Income taxable to the trust or estate before becoming available to the
fncome taker.

The purpose of this addition is desirable. As drafted, however, the wording
does not achieve the stated purpose, and the example on page 48 of the House
report 18 Incorrect for the reason that the wording of (ii) of the proposed new
subparagraph fails to exclude any deduction for distributions under section
643(a) (1). As a result, a trust or estate which pays a corpus charge and has
taxable income (e.g., capital gains) against which the corpus charge could
be offset, is not given first call on the deduction as is the intent, but second
call after the income bheneficiary whose distributions, under the wording of
the amendment, must first be deducted from the corpus charge before becoming
available to the estate or trust. -

This defect could be eliminated by inserting after the word “subparagraph”
in line 10, page 8 of the printed bill, the words: “* * * or to subparagraph (1)
relating to deduction for distributions.”

8. Sections 106 and 701 amending sections 661 and 662: Tier system

The bill adopts a three-tier system for taxing the income of trusts having more
than one beneflciary. If charitable distributions are involved, they are made a
fourth tier rather than being allowed to fall in whatever tier they would other-
wise belong, if paid to an individual,

Under the tax structure adopted by the 19564 Code for taxing the income of
trusts and estates, some kinds of rules are necessary to determine what part of
the taxable income of a trust or estate is chargeable to each beneficiary when
there are two or more beneficiaries of the same trust.

The 1954 Code drew some arbitrary distinctions in this regard which have
given trustees and their beneficiaries, as well as their lawyers and accountants,
considerable difficulty and have caused a great deal of complaint. For example,
the code lumps together a trust beneficiary who receives only incomes with a
beneficiary who receives only principal, with the result that the beneficlary who
receives only principal is required to pay an income tax on that principal even
1tlllxough he in fact receives no income. Obviously, such a result calls for change

the law.

The remedy which the bill adopts is to distinguish between different types of
distributions and place them in three separate categories or “tiers,” except for
charitable distributions which are placed in a fourth.
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The first category includes only those distributions which may be made from
income whether paid pursuant to direction in the instrument or in the exercise of’
a discretion by the fiduciary.,

The second category consists of amounts paid only pursuant to the exerclse:
of a diseretion by the fiduciary out of income or prineipal,

The third consists of all other distributions (except charitable contributions),
and will normally consist of distributions from corpus.

Assuniing for the moment that a three-tier system is desirable, it appears to.
us after rending the House report and the bill that the drafters have injected an
unintended ambiguity in the section by using the words “beneficinry to whom"
payments may or may not be made, as determinative of the applicable tier
rather than the character or source of the payment, as between income and’
principal. Instead of letting the charncter of the puyment determine the appro-
printe tier, the language of the amendment inadvertently shifts to the identity
of the beneficinry and maukes it determinative of the applicable tier, As a re-

sult, it is difficult to apply the section,
Accordingly, our first suggestion-—assuming the three-tier system is retained—

is, in each of sections 661 (a) and 662 (a) :
To delete from (1) the words “to whom no amount may be paid or cred-
ited during the taxable year except from” and substitute “only out of”; and
To delete from (2) the words “to whom amounts may be paid or credited
during the taxable year' and substitute “either.”

If these changes were made, the amendment would then represent a workable
tax structure, However, our committee believex the proposed second tier shonld
be eliminated altogether. Tt sets up a test or standard which does not permit
ready application to the variety of trust instrumetts in common use and does
not serve a helpful purpose. The wording refers to amounts that “may” be-
paid in the discretion of the fiduciary from income or corpus.  Frequently,
principal encroachment clauses are drawn which arve in effect a direction to
invade in case of the oceurrence of specified contingencies ax, for example, if’
the beneficiary sustains extraordinary expenses due to illness, If the trustee:
makes payment under such a clause, does the distribution fall in the second tier
or the third tier? Again, it isx possible that n beneficiary might. be in tier (1)
in one year and tier (2) in the next, depending not on the instrument but on
external circumstances,

We believe other questions of appliention will arise to cloud the workability
of the section,  In the interests of simplicity, tier (2) might well be eliminated’
and the income element combined with tier (1) and the corpus element with
tier (3). This, in fact, ix what the present code does with respect to mandatory
payments,  See present section 661(an) (1) and section 662¢a) (2).

As for charitable distributions, the relative infrequency with which they
oceur in trusts with more than one beneficiary renders their treatment for pur-
poses of section 661 not of great consequence.  However, a majority of our
committee favors deleting the word *paid” from the so-called fourth tier (line
15, p. 13, printed bill) =o that as to payients actually made to charities (as
distinguished from those set aside and held for their use), such payments will
fall in whatever tier they would otherwixe belong if made to an individunal,
leaving to the fourth tier only those amounts which are permanently set aside
or held for the use of charities.

4. Scetion 108 amending code section 663(a): Erceptiong to income attri--
hution

Code section 663 sets forth certnin exceptions to the rules of attribution of
income under section 661(a) and section 662(n). In practice, it has become:
evident that this exclusionary section isx too limited in scope and leads to
nunierous corpus distributions heing taxed under section 662 as “income.”

The bill purports to expand the section and correct these inequities. In
section 663(a) (1) it would broaden the exception relating to amounts distrib-
uted as a gift, bequest, or devise, to substitute a 3¢-month period from the deathi
of the decedent for the previous “3 installment” rule, and to include not only
hamp-sum gifts and bequests paid all at once, but also payments made in uny
one taxable year. For reasons not stated in the House veport, the amendment
actually contracts and narrows the appliention of the section, so that where ax
formerly it applied to any amount which under the termsx of the “governing
instrument” was paid all at once or in not more than three installments, it
is now limited to an “estate, trust created by will, or a trust which * * * was
revocable by the grantor acting alone.” The reason for excluding other types:
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of trusts such as irrevocable, or revocable only with the consent of a third
person, where the same identical need exists for an exception for attribution,
is not apparent,

We believe the prior wording of the section, viz, under the terms of the
“governing Instrument,” is preferable, and should be retained. If necessary,
subparagraph (b) relating to the 36G-month limitation might be reworked so
as to apply only to estates, testamentary trusts, and fully revocable trusts, if
this seems advisable,

We also belHeve the same subsection (1) should be expanded to cover specifi-
eally, support awards and family allowances paid from the corpus of an estate.
Sueh awards and allowances are not a “gift, bequest, or devise” but are made
under local statutes. Nevertheless, the reason for their exclusion from the
income attribution rules s jdentical with that of gifts, bequests and devises.
We suggest that there be added to subsection (1) (line 3, p. 19, printed bill)
after the words “specific property”: “* * * or ag an award or allowance from
the corpus of a decedent’s estate for the support of n spouse or child.”

The bill would also add a new exclusion called “Other gifts, bequests, ete.”
which is designed to eliminate any attribution of income for distributions from
the corpas of an estate. Under existing law, the distribution of the family car
and silverware, for example, may be taxed as ‘‘income.”

The bill adopts what the House report (p. 12) ealls a “distribution in kind
approach” to permit exclusions for distributions from an estate of real property
and tangible personal property owned by the decedent at the time of his death,
Our committee believes this amendment, insofar as it limits its application to
“real property or tangible personal property,” does not go far enough and should
be expanded. TPor example, it would not cover the distribution of shares of a
family business distributed from an estate, and as to which there seems to be
no difference in prineiple from a parcel of real property or a family car,

In lieu of (2), we urge the Nenate to adopt the following substitute (which is
the second alternative proposal prepared by the Subchapter J Advisory Group
at the request of Congressman Mills and which appears on p. 80 of the final
report) @ vAny property (other than money) owned by the decedent at the time
of his death, or any property the basis of which is determined by reference to
property so owned.”

Finally. our committee observes that the amendment creates three distinet
rules which fiducinries, attorneys, and accountants must bear in mind in apply-
ing this section of the code, nnmely :

1. The amendment applies only to testaméhitary arrangements (estates,
testamentary trusts and fully revoeable trusts) as to which the decedent dies

after passage of the act ;
2. As to all other existing trusts, the old code provisions are continued in

effect indefinitely ;

3. As to new inter vivos trusts which are irrevocable or revocable with the
consent of third persons created after passage of the bill, no exceptions from
the attribution rules exist.

No provision is made for existing estates, although from a reading of the House
report, it would appear that this was an unintended omission, and that the
drafters intended to cover existing estates ns well as existing trusts (line 12, p. 20,
printed bill),

Such a variety of rules seems to our committee to creite unnecessary com-
plexity and defeat clarification. The suggestions offered by our committee would
eliminate the necessity for these complicated, separate rules,

a. Neetion 108(b) amending code seetion 663 (¢) ;@ Separate shares

Section 108(h) of the bill would extend the separate share rule to estates,
This is a highly important and necessary amendment,

However, the bill would also add a new subsection (d) to provide for the
allocation of income and deductions when a new trust is created (“peeled off”)
out of the assets of an existing trust in order, for example, to take care of an
after-born child, and is a compiement to the nmendments made to the J-vear
l“:ll{rmvlnwk“ section (see, 665 (b) (6) and (e) contained in sec. 110(¢) of the
il

Our committee believes that subparagraph (2) of the new subsection (d) is too
narrow and should be broadened to cover not only the “spinoff” »f a trust. (as
may oceur when a subsequent child ig born) but also a “splitup™ f a trust (as
may oceur when, following the death of a life tenant, the trust divides into a new
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set of shares or trusts), with the same rule for allocation of income and deduc-
tions between the old and new trusts applylng to a “splitup” situation as applles
to a “spinoff” or “peeloft” case.

6. Scction 110 amending code section 665(b) : §-ycar throwdack

The bill adds two new exceptions to the “G-year throwback” rules in section
G665 (b), which are designated as (5) and (8).

New exception (5) would exempt from the throwback rules a final distribution
of a4 trust when a beneficlury renches a specitied age. As drafted, exception (5)
relates only to testamentary trusts and trusts revocable by a grantor acting
alone. Our committee belleves it should also apply to other trusts of which the
grantor would be treated as owner prior to his death under subpart I3,

Iixception (§) fails to make an exception to the “throwback” rule for a final
distribution occurring by reason of the death of another person, although the
same reason for an exception to the rules would exist, Our committee belleves
the circumstance of death should be expressly covered in an additional sepa-
rate exception, and this additional exception should apply to all trusts.

New exception () would exempt from throwback rules, a required distribu-
tion from one trust to another, but only if the distribution is.“not related to the
ovceurrence of an event which caused the distributing trust to terminate,” Our
committee believes that this quoted limitation should be broadened to include the
“splitup” of trusts as well as the “spinoff” of trusty, as Is suggested above in
relution to the separate share seetion, It is common for a testator to establish
trusts under hisg will for children for their lives and on the death of any child
without issue to “crossover” hix share to the sharex of brothers and sisters.
Such a crossover would represent. a “splitup” of a trust rather than an “spinoff.”
No reason exists for application of the throwbaek rule in either clrcumstance,
A proportionate part of any accumutlated income of the distributing trust should
be earried over to the receiving trust, so that it would be taken inio aecount in
any distributions to the beneficiary of the receiving trust,

Y. Neetion T3 ercating a new code seetion: Multiple trusts

Our committee has earefully studied seetion 113 of the bill which ereates a
new code section 66O dealing with multiple trusts,

If Congress believes that legislation in the arean of multiple trusts is re-
quired, our committee favors the approach to the problem taken by the Sub-
chapter J Advisory Group of consolidating the several trusts above a speeified,
permitted, minimum number to reach inereaxed surtax brackets, rather than a
“throwbaek™ approach,  We also consider that any statutory standards on con-
solidation should not be conclusive, but should only ereate a presumption in
favor of consolidation, unless taxation as a motive in the ereation of multiple
trusts s vrebutted by the taxpayer. Sach a test provides n sufleient doterrent
against abuse without saeriticing a basie fairness in the Inw which is desirable,

We are opposed to the “throwback appronch” adopted by the bill, and specifi-
cally to the provisions thereof appearing in section 113, The principle of
“throwback” is untested and untried, and its effectiveness, practieality, and
enforceability are as yet undetermined. To extend it at this time to new areas
of application scems to us unwise,  Also, as deawn, the proposed section is too
sweeping and cuts more deeply than the evil requires. It will be difficult to
enforce and expensive to taxpayers. The device of throwback is essentinlly an
“after-the-fact” remedy and is not suited to the type of problem presented by

multiple trusts,
Aside from the policy question we find the drafting of the new section deficient

in several particulars:

1. Noue of the exceptions which appear in the H-year throwback section (sec.
0G5) is carried over to the proposed new section G69. The same reasons for in-
cluding exceptions in the one case apply to the other, except for the special one
in section 665 dealing with pre-1954 trusts.  Without such exceptions, the pro-
posed section will cause the multiple trust throwback to apply to distributions
of accumulated income which are lesitimate and proper and in no wise reflective
of a “multiple trust” motive.

2. The “character rules” of section 662(b) do not apply. This will have the
effect of taxing accumulations of tax-exempt income as ordinary income,

3. There is no requirement that the first of the several trusts contain accumula-
tion provisions, so that a trust which must distribute all of its income c¢urrently
may nevertheless “trigger” a multiple trust throwback in another trust of the
same grantor which happens to overlap only for a brief period of time.
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4, The number of returns which will be required to be flled under new section
6047 will lead to a “seit™ of papers belng furnished to the Government, with added
expense to fliduelurles and an inereased burden on Government personnel to sort,

classify, and utllize.
The questionable results of the proposed new section 669 can be fllustrated by

the following example:

A creates a trust Inter vivos for his son, to pay the Income currently until
the child reaches age 25 and then to distribute the corpus to hlm, The day before
the son renches 25, A dles and under his will he creates a testamentary trust
which directs the estute to be invested in munielpal bonds and the Income to he
paid out or accumulated until the son reaches age 50, when the corpus and accu-
mulations are to be paid over to him.

Section 669 would tax the entire undistributed Income for the last 10 years of
the testamentary trust to the son upon recelpt even though (1) the inter vivos
trust did not permit accumulation, (2) the income is wholly tax-exempt, and
(3) the two trusts coexisted only for 1 day, 15 years before the acenmulations
which the bill would require to be “thrownback” began—ench of these factors
showing rather elearly that no “multiple trust” motive or effect was present in

the creation of the two trusts.
If the section is retained, it is the view of our committeo that it should be

modified to:
1. Permit application of the character rules;
2. Limit application to those trusts only, of the same grgntor, which
acenmulute income during the 10-year period te which the throwback

npplies;
3. Include appleable exceptions comparable to those under the b-year

throwback rules in section 665 ; and

4. Give the beneficiury the same election as is provided under section
668 (n) to pay the smaller of (1) the sum of the taxes for the earlier years
and (ii) the tax resulting from including the undistributed income In

the current year.
TITLE II—PARTNERS AND PARTNERSHIPR

In the area of partners and partnerships, our committee is of the view that
the proposed act will clarify the present complex partnership provisions of the
1904 Code.  The spelling out of appropriate rules, in the manner which the
bill proposes to do, should aid in the workability and acceptability of those
provisions,  Ilere again, however, in order to achieve fully the ohjects of the
legislation, we believe the following changes should be made.

1. Section 201 adding codc section 702 (¢): Election for simplificd reporting

The bill would add a new subsection to code gection 702 to provide an elec-
tton for simplified reporting for tax purposes. The simplification would be
achieved by allowing the partnership to consolidate most items of income and
deduction into a single figure for the partnership taxable year. IHowever, if
the partnership elects to report on this shmplified basis, the election cannot
ba revoked for that year without the consent of the Secretary or his delegate.

Our committee favors simplifying tax reporting wherever possible, but we
believe this proviision will be rarely used except by inadvertence and without
an awareness of its effeet,  If a partnership makes the election, the partners
will forgo the benefit of certain credits and/or deductions such as a charitable
deduciion.  The irrevocability feature could create a trap, since subsequent
developments could make a change highly desirable. Taxwise the election
always works against the taxpayer. The provision, if included. adds one more
election which must be considered annually. Under all the circumstances, our
coonmittee favors deleting the subsection, Otherwise it should be amended to
allow unconditional revocation.

%. Scotion. 201 adding code gection 703(b): Deduction of organizational
copenses

The bill would add a new section to code section 703 to provide for the
deductibility of organizational expenses of a partnership.

Our committee approves of this addition, but recommends that the scope of
the section be broadened not only to include organizational expenses as such,
but also costs of revisions and substitutions of partnership agreements,

54565—60—18
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3. Seotion 200 amending code seotton V41 Recognition and character of gain
or loss on &ale or crchange

The bl would replace oxisting seetlon 736 with 0 new sectlon 770 designed
to clear up problems which arvise in connection with payments in lguldation
of the Inferest of a retived or deceased pnetner,  However, new section 770
leaves unchanged section 741 providing that on the snle of a partnership inter-
ext the galn shall be treuted as a gain from the salo of a capltal assot,
oxcopt to 1he extent attributable to substantially apprecinted sectlon 761 assets,

It 1y often dificult to determine from the legal documents In a glven case,
oapeclally Ina two-man partnership, whether there has been o sale by one partner
to another or a Hquldation of a partner’s nterest in the partnership.  Since the
snle from one partner to the partnership itself or ratably to the remaining part-
ners has the same cconomile effect as a Hquldation, it is suggested that the
followlng language be added to sectlon 741: o the extent that such sale or
transfer Is to the partnership or ratably to the remaining pariners, the
provisions of sectlon 776 shall apply.”

4. Neetion 201 adding code scetion 749: Sales and cxchanges of intercsts in
partnerships which result in ordinary income

The bill would add a new rection 749 which would contain the provisions of
present section 7081 (a) providing for treating as ordinary lucome that part of
the gain from the sale or exchange of a partnership interest attributable to
unrealized recelvables and substantially appreciated fnventory items. 1llowever,
the new section T4 goes on to provide that such ordingry income treantment shall
apply whether or not therve is an overall gain on the transaction.

Our commnittee objects to this provision becnuse 1t does not accord with the
economies of the situntion and it will seviously hmpede the teansfer of partnership
Interests nnd the admission of new partners to firms, It is well known, for
example, that professionnl partnerships such as those for the practice of law,
medieine, accounting, architecture, engineering, and the like frequently admit
new partners by the transfer of a portion of the interest of one or more existing
partuers for a consideration equal to a proportionate part of the partnership's
basis for its furniture, fixtures, cash, and cash ftems.  In these enses, goodwill
and unrealized recelvables are ignored. Since there is no gain to the selling
partuer upon such a transaction, there is no occasion uunder existing law to
create ordinary income in the selling partner. The purchaser is taxed upon his
share of the unrealized receivables as they are collected,

Under proposed section 749, the selling partner would be required to make
an allocation of the purchase price between substantially appreciated section 751
assets and other nssets, thus creating ordinary income and offsetting capital
loxses,  Aside from the unfairness of this result, the task and cost of analyzing
unbilled and uncollected accounts and appraising contingent fees and charges,
to estimate the value of unrealized receivables would be prohibitive. What is
true of professional partnerships may be equally true of other types of partner-
ships. For these reasons, our committee favors providing for separation or
fragmentation only if there Is an overall gain on the transaction. Where there
is an overall gain, the gain attributable to substantially appreciated section 751
assets should be limited to the overall gain.

8. Section 201 code 750(a): Distributions which result in ordinary income

In proposed section 750(a) the bill would retain and expand the provisions of
existing section 751(b) dealing with situations in which disproportionate dis-
tributions are treated in part as sales or exchanges between the distributee
partner and the partnership. Our committee believes the provisions of section
700 (a) are too involved and complex for the average partner to understand and
live with, and should be deleted, even though to do so may be at the possible
expense of absolute equity between taxpayers. The elimination of section 750
might result in some shifting of tax burden between the partners, but should not
result in any significant loss of revenue to the Government; nor will it permit
the conversion of any substantial amount of ordinary income into capital zain,
This position accords with that of the advisory group. See page 38 of its revised
report which states:

“The group believes that the present version of this provision (sec. 751) is too
complex to expect the average partner to kuow how to apply it and that it must
be simplified even though in so doing some of the theoretically correct results of

the present provision may be lost.”
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6. Scotion 201 addinp section T70: Intercst in parinership capital crchanged
for services

To avold any misunderstanding of the scope of seetlon 770, our commitiee

recommends that there be added to the section the sentence: “'Ihe value of an

interest in the eapital of a partnership shall not include any unrealized appre-

viation of section 761 assets.”
This will make it clear that a new partner In a eash-basls service partnership,

such as a legal, medical, acconnting, architectural, or englneering partnership,
wiil not be taxed on unrealized recolvables at the time of his admission. This
{8 nn equitable result beeanse he will include his share of these ftems In income
when they are billed or collected, and he should not be taxed twice, once asg n
result of his acquisition of his partnership interest In them and agaln when
they are collected,  Also, it avolds having to estimate uneollected foes, some
of which may be contingent,

Y. Scetion 201 adding  code section 780 Manner of allocating optional adjual-

ments to husis

Proposed seetlon 780 would permit a stepped up basis of partnership assets
for the benetit of a transforee partner if an clection Is made by the partnership
within 1 year after the date prescribed for filing the partnership return,

A L-year perlod may be adequate In most eases arvlsing under this provision,
However, where a transfer occurs by reason of the death of o partner, the 1-year
lHmitation could create a hardship if the value of the deceased partner's Interest
in substantinlly increased on audit of the Federal estate tax return, This
normally oceurs more than 1 year after the partnership return is filed.

In order to prevent hardship In this type of casge, our committee suggests that
there be added to proposed section 780 a provision that In case of the death of
a partner and the substitution of his successor or sueeessors in interest, the
clection may be made within a period comparable to that prescribed for a re-
demption of stock under section 303(b) (1), if the audit of the Federal estate
tnx return results in an Inerease in the valne of the partnership interest over
that originally reported in such return,

Respectfully submitted. _
COMMITTEE ON FEDERAL TAXATION,

CHICAG0 BAR ASSOCIATION,
By Max Ii. Mevew, Chairman.,

Dated April 1, 1960, at Chicago, TH, -

The CiairmMAN. The next witness is Mr. Robert I.. Woodford of
tize American Bankers Association.

Tuke n seat, sir, and proceed.

STATEMENT OF ROBERT L. WOODFORD, ON BEHALF OF THE
AMERICAN BANKERS ASSOCIATION

Mr. Woonrorn, Mr. Chairman, Senator Williams, Senator Bennett :
I am Robert 1. Woodford, a vice president and trust officer of the
Delaware Trust. Co. of Wilmington, Del. T appear here, however, as
chairman of the Committee on Taxation of the Trust Division of the
American Bankers Association to present to this committee our views
on the proposed amendments that appear in title I of TL.R. 9662 relat-
ing to taxation of income of estates and trusts.

The members of our association, of course, have a vital interest in
this bill beeause the bulk, the overwhelming majority, of all fiduciary
income tax returns are prepared in the banks and trust companies
throughout the Nation.

In the main, we believe these amendments are soundly directed
toward the objective of eliminating inequities and unintended benefits
that exist under present law. There are, however, at least two pro-
posed amendments which we believe to contain features inconsistent
with the objectives of the bill and which should receive the particular

attention of the committee.
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The first of these is the provision in section 108(a) of the bill, which
adds a new paragraph (2) to section 663 (a) of the code, dealing with
distributions in kincxl) from the corpus of a decendent’s estate to a bene-
ficiary or residuary legatee. 1t provides that if (i) the distribution
is made within 36 months of the date of death, (ii) the property dis-
tributed was held by the decedent at the time of his death and (iii)
the property distributed is real estate or tangible personal property,
the distribution will not be treated as income to the legatee nor will
it be a deduction to the estate. The first two of these requirements are
completely sound ; the third is good as far as it goes, but it is much too
narrow.

The object of this provision is to permit the executor during the
period of administration or settlement of the estate to make necessary
or desirable distributions to legatees of property left by the decedent
without subjecting the distributee to a tax on income of the estate
where the executor in the proper exercige of his discretion retains the
income to provide for the payment of actual or contingent expenses or
liabilities chargeable to income. Under existing law this treatment
is permitted only with respect to distributions in satisfaction of be-
quests of specific property or specific sums of money.

The amendment in the bill would extend this treatment to distribu-
tions of real property or tangible personal property, other than money,
whether or not in satisfaction of specific bequests, such as, for examivle,
the distribution to the widow of the family home or car, or jewelry,
furniture and the like, under a residuary bequest. The amendment
as drawn falls far short of its objective by failing to include distribu-
tions of intangible property held by the decedent at death, such as
stock, securities, notes, contracts, life insurance policies, on the lives
of third persons, partnership interests, patents, copyrights, and the
like. We believe this to be a serious deficiency in the bill.

Unless the amendment is broadened to include such intangible prop-
erty, executors will continue to be seriously hampered in the proper
performance of their duties in administering estates, and beneficiaries
will continue to be taxed on income they do not receive,

The principal duties of the executor are to marshal the assets of the
estate, determine its liabilities, decide what assets are to be liquidated
to pay estate taxes and other liabilities, to pay those liabilities, and to
distribute the remaining property to the trustees or legatees as soon
as practicable so that the trustees or legatees can determine for them-
selves what is to be done with the property and, if investment policy
is involved, what the long-range investment policy of the trust or
legatee is to be. The executor should not be forced to distribute in-
come where, in his judgment, the income should be retained to provide
for the payment of expenses or liabilities.

Moreover, there is no good reason for limiting the executor’s free-
dom to act in the best interests of the beneficiaries in timing distribu-
tions of any property left by the decedent, or for imposing penalties
on such distributions, where, as provided in the amendment under
consideration, the Government’s interest in preventing manipulation
for tax avoidance purposes is amply protected by the restrictions that
the property must have been held by the decedent at death and that it
must have been distributed within 36 months after death.

It is not necessary to exclude intangibles, such as stock or securities,
from the desired treatment in order to prevent the executor from
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buying securities f§r the purpose of distributing them as a disguised
income payment. Complete protection against this kind of manipula-
tion is assured by the requirement that the property distributed must
have been held by the decedent at the time of his death.

There are many situations in which executors would be frustrated
in the performance of their duty to act in the best interests of the estate
and the beneficiaries if the amendment is not broadened.

For example, if the decedent has left a controlling stock interest in a
family corporation to the residuary legatees, an early distribution of
this stock to the legatees may be dictated by important business con-
siderations althm:fh retention of the year’s divisends from this stock
may be considered essential by the executor to cover expenses and li-
abilities of the estate. Unless the stock can be distributed without
its being deemed a distribution of estate income, the legatees will be
unnecessarily penalized by being charged with an income tax on the
receipt of corpus because of action that has to be taken for urgent

business reasons.

Conversely, the legat p d from taking such action
if the executor fails-t6 make the distribution hecause of the penalty
on the legatees tiat would result from it. In other instances, if the

distribution is'made the legatees.may not have the. cash to pay the
income tax w%fh which they have Ie%';,mquitably charped.
Atriothepsituation copmanly éncounterad is that of Xhe decedent’s
will which provides fof the setting up of trusts from the residue of the
estate and stock of publicly held ‘corpdrations make up the bulk of

the estate left by.the decedpnt.” Tn-this sityatiqn the executor may
wish, éell before the com

vish, W}i}olf ad(pinigftrati n, to make substan-
tial distributions of securftjes to the residugry trustees so as fo permit

them to assume at an e the lopg-range investment respon-
sibilihly that is properly theixs, /The-execitorshould have a completely
free hand in dec¢iding the!\timing of/su¢h A distribution withowt regard
to hisidecisions as to th

meeting

decisidils asto the timi
s that are
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