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APPENDIX A

CHarT REFERRED TO BY SENaTOR LoONG; TRrREASURY DEPARTMENT
Rerort o8 Hign IncomMe Tax Rerurns, 1975 anp 1976; Qurstion
SusMitTTED BY SENATOR NELSON IN WRITING AND Axswm BY
DEPARTMENT

Table G-1. TAX EXPENDITURE ESTIMATES BY FUNCTION!
(In millions of dellars)

Corporations Iadividusls
1927 1978 1979 1977 1978 1979

Cuacription

Nationa! defense
Exclusion_of beneﬁu and all>wances to
Armed Forcespersonnel .. ____._._..___ ... ... ...... 1,095 1,20 1,320
Exclusion lof ;:ﬁl‘hry disability pensions... _..... ... ... 105 115 120
Exclusion of i earned abroad by US.
CEON. o oo iiiaiaciicciaies e eeeenn memeen 545 360 385
Deferral of income of domuuc international
sales corporations ( £ & IS 945 1135 1,335 __.... ... ......
Def f trolled foreign
COMpOFAtIONS. - <o eeee oo 570 615 665 o e ool
Special rate for Western Hemisphere trade
COTPOTAtIONS . - - «ecceeemoncmanennnnas 35 25 | b
General science, space, and technology
Expensing r h develop
expenditures. . ... ..o..ooiocciiian.a. 1,395 1,450 1,520 30 k] )]
Expuwn( of exploration and development :
................................ 820 885 965 210 300 300
Excen of percentage over cost depletion... 1,090 1,120 1,210 305 340 3
Capital gains treatment of royalties on
[ | R 10 15 15 45 50 60
Natural and t
Exclusion of interest on State and local
government pollution control bonds.. ... 170 220 25 85 110 130
n of payments in aid of construction
of water and sewage utilities...._...... 15 10 | [+
S-yr amortization on, pollution control .
Facilities. ... .. ... .. -8 -130 -—45 ... _..... ......
Tax incentives for preservation of historic
BUUCHUZES . oo oo iiieaiaeas e caeaan | I, 5
tal gains
income 185 205 30 55 60 65 _
) Capital gains treatment of iron ore..._...... 10 5 10
ture:
pensing of certain capital outlays....... 80 70 75 375 4“5 40
Capital gains treatment of certain ordinary
[ 10 10 10 330 350 365
Deductibility of noncash patronage divi-
endl and certain other items of coopera-
................................. 455 4% 525 ~165 —115 -—185
Co-ereo and housing credit:
Dividend exclusion. ... ..ocoiciiiiiin ciiiin cien aenenn 450 475 505

Exclusion of interest on State and Ioul in-
dustrial development bunds.. . .

Exemphon of credit union income . 70 [ 2,
d debt reserves of hnancial in-
.tmmom ............................ 535 705 79 . el aeenee
Deductibility of mortgage interest on owner-
occupied homes. ... oooooiieiiiiiiiiit ciiein cevene cewaee 4,490 4,985 5,530
Deductibility of property tax on owner-
occupied homes. ... oo oiiiiicin aiicil ceien aeena- 4,205 4,665 5,180
Deductibility of interest on consumercredit. ...... -..... ...... 1,785 2,120 2,3%
Expensing of construction period interest
Y e 475 500 525 150 140 90
Excess first-year deptmmon. ............ 45 45 50 140 145 155
Depreciation on rental housing in excess of
straightline. ... .oociiaoilo. 80 70 70 320 300 29

See footnets st end of table.



1222

Table G-1. TAX EXPENDITURE ESTIMATES BY FUNCTION !—Continued
(In millions of dollars)

Corporations {adividuals
Description
1977 1978 1979 1977 1978 1979
C e and housing credit— d
Depreclmon on bullzmxt (othcr than rental
housing) in excess of straightline_._.__.. 160 140 130 140 125 15
Asset depreciationrange................. 1,955 2,245 2,640 100 Hs 138
Caplul gains (other than farr ing, timber,
ironore,andcoal) ... ... .............. 520 540 575 6,910 7,430 7,990
Deferral of capital gnlm onhomesales_..... ...... ... _..... 8% 935 980
Capital gainsatdeath. .. ___._ ... e eeeeer meeeen emeeas 7,280 8,120 8,975
Corporate surtax exemption . 3,875 3,885 3,540 _..... ...... ......
Investment credit. ........_.. 8,880 10,735 12,320 2,075 2,390 2,725
Credit for purchase of new homes......... _..... ____.. ...... 100 ...... ......
Transportation:
uctibility of nonbusiness State gasoli
(3 T 685 760 840
5-yr amortization on railroad rolling 3 o
aDeFurul of :Ix on shi lzg compmneo..s_. . 130 105 >
mmumty and regional development: 5.yr
amortization for housing rehabilitation.. . .. 10 5 5 15 10 5
Eduahon training, employment, and social
vices:
Excluswn of scholarship and fellowship
IMCOME . oo cnee e eeee e emeen mmeen eeenn 245 295 330
Parental personal exemption for students
e 19 orover. . iiiiit e eeen e 750 770 790
Exciuuon of cmrloyee meals and lodging
(other thanmilitary)...._....__..._..0 ... ... ... 280 300 325
Exclusion of contributions to prepaid legal
services plam .......................................... 5 10 15
Inv t credit for employee stock owner-
ship plans (ESOPs). . ... ............. u45 255 305 i e eeeee.
Deductibility of charitable contributions
(edUcation) .. .. veeeeeeeeneeeea 235 255 285 525 585 645
Deductibility of charitable contributions to
other thnn educttlon and health..___._. 290 315 350 3,935 4,370 4,855
M, | service income .. _..... e ameean 555 665 800
Credit for chxld md depcndent care expemu .................. 475 525 575
Credit for employment of AFDC reci
and public assistance recipients under
work-mcenuve programs. 15 15 20 i e e
Jobscredit................. 565 1,475 1,035 125 985 860
eal t
E asion o ployer contrib for
............. B s . 5580 6340 7235
Deductlbllny of medical expenses....._... ... ... _..... 2,230 2,435 2,655
pensing of removal of udntecturnl and
truuportuuon barriers to the handi- 5 10 10

Inconc security:
clusion of social security benefits:
Disability insurance benefits. . _........ ...... ... oo 470 550 605
OASI benefits for retired workers....... ..... ..o .l 3,790 4,210 4,700
&Bfneﬁu fofr d?;lend?u andsurvivors... ..o... ceiien eeeenn 860 950 1,040
clusion of railroad retirement system
o+ A e e e 50 25 280

See footnote at end of table.
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Table G-1. TAX EXPENDITURE ESTIMATES BY FUNCTION ' —Continued

(In willions of doliars)
. Corporations Individuals
Daseniption
977 1978 1979 1957 1978 1979
Income security—Continued
rkmen's comp bene-
................................................... 720 835 970
Excluuon of special benefits for disabled coal

LT 50 50 50
Exch of ployment insurance bene-

B oot teiaceece e aieiatee meiee eeeeas . 1,500 1,200 1,135
Exclusion of public assistancebenefits....._ ...... ... ... 330 uS %0
Exclusionof sick pay. -.........o...ooiil ciiii cinn eeln. 110 7’ 60
Net excl cuchlor of p ib and

'yer pluu ............ 8,715 9,940 11,335
orself-employedandothens....... ...... ._.... _..... ,390 1,6 .
Ezc usion of other employee benefits:
Premiums on group term life i uuum\ce ..................... 860 905 955
Premiums on sccident and disability
IMBUTERCE. .o iiiiiis eeriee eemeee eeaean 0 75 80
Income of trusts to finance supplementary
unemployment benefits ......o...... ool cieiin aeeel. 10 10 10
of interest on life ir, av-
................................................... 1.85¢ 2,0 2,225
Eltluuon of eugaul gains on home sales for
sonsageb3andover................ ... ... ...... 40 70 70
Acditional exemption forelderly.......... ... ... ... 1,140 1,155 1,218
Additional exemption for Lhe blmd .......................... 20 p-} 2
Exceu of p ducti
i standard deduction . ... .._.8% oo een.. 30 ... ...
Deductlbxhty of casualty losses 0 360 395
Tax credit for the elderly. . .. 2% 250 255
Earned income credit:
Nonrefundable portion. ......... e e aeeeen e 365 285 265
Refundableportion. ......_........... ..., ooeol aee.. 900 945 900
Veterans benefits and services:
Exclusion of veterans disability P
BALION . oo aeieiae emcen ieee aeenan 745 840 830
Exclusion of veterans pensions............ . .... ...... ...._. 35 40 40
Exclusion of Gl bill benefits.............. .._... _..... ...... - 260 200 170
General government: Credits and deductions

for political contributions. ... ... ... _..... ..., ... 85 60 75
General purpose fiscal assistance:

Exclusion of interest on general purpose

Stateand local debt................... 3,105 3,470 3,865 1,725 1,925 2,150
Deductibility of nonbusiness State and local

taxes {other than on owner-occupied .

homesand gasoline)......_............ ...... ...... ... 7.660 8,505 9,440
Tn credit for corporations doing business

L POSIESSIONS . ... oo 450 485 520 ...... e eemaan
lnlenst Deferral of intereston savinggbonds. ...... ...... _..... 585 625 670
MEMORANDUM
Combbu:d effect of provisions disaggregated

above: -
Capital gaing.......o...... ..o 730 75 840 15,555 17,020 18,515
Exclusion of interest on State and local debt. 3,470 3,925 4,400 1,905 2.1 2,415
Deducublllty of State and local nonbusiness

.................................................. 11,105 12,325 13,680
Deductlblhty of charitable contributions. . 670 730 810 5,250 5.8 6,470

1 All estimates are based on the tax code as of Dec. 31, 1977.
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R,
Departmcnto] themMSURi

FOR IMMEDIATE RELEASE Contact: George G. Ross

August 17, 1978 202/566-2356

TREASURY PUBLISHES 2ND ANNUAL REPORT
ON HIGH INCOME TAX RETURNS

The Treasury Department today made available the second
annual report on high income taxpayers. The report, "High
Income Tax Returns - 1975 and 1976," was prepared as required
by Section 2123 of the Tax Reform Act of 1976.

The report contains the first data reflectinq the changes
made by the Tax Reform Act of 1976. For high income individuals,
a major change was the strengthening of the minimum tax includ-~
ing an increase in the rate from 10 to 15 percent and the pro-
vision of new tax preference items for intangible drilling
expenses and for itemized deductions (other than casualty losses
and medical expenses) exceeding 60 percent of adjusted gross
income (AGI).

The report highlights the fact that the Tax Reform Act of
1976 was "extraordinarily successful" in reducing the number of
high-income nontaxable income tax returns. The number of non=
taxable high-AGI returns fell from 260 in 1975 to 22 in 1976, a
decline of 92 percent. 1In proportion, the nontaxables fell from
1 out of 130 high-income returns in 1975 to about 1 out of every
2,000 returns in 1976.

As measured by the more comprehensive expanded income, the
decrease was similar although less dramatic. The number of non-
taxable high expanded income returns fell by 75 percent, from
215 in 1975 to 53 in 1976. By either measure, there were far
fewer high income nontaxable returns than in any year since data
first became available in 1966.

In testimony today before the Senate Finance Committee,
Secretary of the Treasury W. Michael Blumenthal urged passage
of tax legislation that would "avoid a serious setback to
important minimum tax reform efforts." He asked adoption of
a "true alternative tax" approach that would provide a "much
more reasonable minimum tax liability" for individuals with tax
sheltered capital gains.
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The report also highlights the fact that despite the
sharp decline in the number of high income nontaxable returns
there is still a significant number of high income taxpayers
who, while paying some tax, fail to pay a fair share of the
tax burden. For every nontaxable high-income return, there
are about 10 or more nearly nontaxable returns where income
has been reduced by more than 80 percent by use of preferences,
deductions, and tax credits. The nontaxables, and these so-called
nearly nontaxables, whose effective tax rates are lower than those
of a typical middle or lower-middle income family, totaled
nearly 500 in 1976. This is about twice the number of high-
income nontaxables there were in the late 1960's, whose existence
prompted the Treasury Department to focus on this problem and the
Congress to enact the minimum tax.

The report finds that while the Tax Reform Act of 1976 reduced
the number of nontaxables and nearly nontaxables and raised the
average effective tax rate modestly for the remaining nearly non-
taxables, it did not significantly change the average effective
tax rate for other individuals with incomes of $200,000 or more.

In fact, the tax rate on all high expanded income returns other
than nontaxables and nearly nontaxables actually declined from
36 percent in 1975 to 35 percent in 1976.

Even the expanded income measure, which is broader than AGI,
does not include income from some sources which are very valuable
to high-income taxpayers. Thus, expanded income understates
economic income because taxpayers are allowed deductions for real
estate and agriculture expenses in excess of economic costs and
because income such as interest on tax-exempt state and local
bonds is omitted. This understatement of economic income results
in some high-income individuals being omitted from the report.
The actual number of individuals omitted, however, is not known.
In addition, the understatement of income makes the effective
:ax rate for all high income returns appear higher than it actually

8.

Presented in the report are data for all individuals with
AGI of $200,000 or more, as well as similar data based on three
other income measures specified in the 1976 Act. These include
the broader-based "expanded income" (AGI plus preferences less
investment interest), "AGI plus preferences," and "AGI less
investment interest." 1In 1976, there were 53,587 high income
taxpayers, as measured by expanded income. They paid an average
tax of $144,942 or 35.0 percent of expanded income. Similarly,
the 41,761 returns with AGI of $200,000 or more had an average
tax of $167,656, or 44.5 percent of AGI.

34-369 O - 73 - 2
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The 122 page report includes 57 statistical tables and
2 charts, which contain virtually all of the basic data about
high income returns currently available for 1975 and 1976
tax returns.

Copies of the report are available from the Office of Tax
Analysis, U. S. Department of the Treasury, Washington, D. C.
20020. Copies also are available from the Superintendent of
gocuments, U. S. Government Printing Office, Washington, D.C.

0402.
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HIGH INCOME TAX RETURNS: 1975 and 1976

A Report on High-Income Taxpayers
Emphasizing Nontaxable and Nearly Nontaxable
Income Tax Returns

Chapter 1

Introduction

This is the second in an annual series of reports on
high-income tax returns prepared by the Treasury Department
in compliance with the Tax Reform Act of 1976. Section 2123
of the Act requires the annual publication of a report
containing data on taxpayers with incomes of $200,000 or more
(for income defined in four different ways), including the
number of such taxpayers who do not pay any taxes and the
importance of various tax provisions in making individuals
nontaxable.,

The Congressional mandate for a report on high-inconme
taxpayers reflects interest on the part of the Congress in
the perennial questions concerning the appropriate level of
individual income taxes for individuals and the actual level
of taxes that are paid. Thus, the Congressional mandate for
information has been interpreted broadly. This report
contains data on nontaxable income tax returns, but also it
contains data for all high-income returns and for a group of
taxpayers called "nearly nontaxables.™ The nearly
nontaxables are those who have so-far escaped the public eye
by paying a small amount of income tax, but the amount of tax
that nearly nontaxables pay is so small that there can be no

This report was prepared by Allen H. Lerman, Financial
Economist, Office of Tax Analysis, under the general
direction of Harvey Galper, Associate Director, Office of Tax
Analysis.
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doubt that they are not carrying a "fair share” of the tax
burden. Similarly, while Congress specifically requested
information on returns with incomes of at least $200,000,
this report has historical data on other high-income classes.

This report contains data on individual income tax
returns for 1975 and 1976. The data on which the report is
based have been edited from a sample of tax returns as they
were filed, and the sample has been weighted and tabulated so
as to accurately represent all returns for the particular
year. The data source is the Internal Revenue Service's
Statistics of Income, Individual Income Tax data file., For
the high-income returns that are the subject of this report,
the sampling rate is very high {for some groups all returns
filed are actually in the sample) so that the tabulations
produced are very accurate.

This report contains the first data reflecting the
impact of the Tax Reform Act of 1976. Some of the reforms in
this Act were designed specifically to eliminate high-income
nontaxables. The effect has been dramatic. Regardless of
the income definition used,or the particular level of income
considered, the number of nontaxable returns fell by well
over 50 percent between 1975 and 1976, The tabulations in
Tables 1 through 4 in Chapter 4 show that both the actual
number of nontaxable returns and their share of all high
income returns declined by one-half to three-fourths. The
additional analysis in Chapter 6 undertaken to correct
shortcomings in the data indicates an even larger decline.
For returns with adjusted gross income (AGI) of $200,000 or
more, there were only 22 nontaxables in 1976 as compared with
215 in 1975, a decline of 92 percent, For expanded income,
the decrease was from 215 nontaxables to 53, a decline of 75
percent.

For individual taxpayers, the most important changes
made by the Tax Reform Act of 1976, were the strengthening of
the minimum tax on preference income and the new limitations
on tax shelters. Four minimum tax changes were effective in
1976. First, the amount of preference income excluded from
the minimum tax was reduced from $30,000 plus all of ordinary
income tax liabilities to the larger of SE0,000 or one-half
of ordinary tax liabilities. 1/ Second, the minimum tax rate

1/ The $30,000 and $10,000 exclusions are halved for
separate tax returns of married persons.
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was increased from 10 percent of preferences in excess of the
exclusion to 15 percent. Third, a new preference item
specifically intended to eliminate high-income, nontaxable
returns was created. Beginning in 1976, itemized deductions
{(other than casualty losses and medical expenses) are a
preference item to the extent that they exceed 60 percent of
AGI. Thus, any return on which itemized deductions (other
than medical expenses and casualty losses) exceed 60 percent
of AGI by at least $10,000 is subject to the minimum tax and,
therefore, cannot be nontaxable. 2/ Fourth, intangible
drilling costs on productive wells in excess of the amount
deductible if the expense had been amortized became a
preference item,

After summarizing the major conclusions that can be
drawn from high-income tax return data for 1975 and 1976,
this report explores the importance of the concept used to
measure income and examines the overall significance of
high-income returns. Data for all high-income returns are
presented, together with separate data for nontaxable returns
and for nearly nontaxable returns. The report examines
whether nontaxable, high-income individuals are a unique
phenomenon or whether they are merely extreme cases of
high-income people who are avoiding their fair share of the
tax burden. The report analyzes the methods by which
high-income individuals may still severely minimize or
completely eliminate Federal income taxes.

This report also provides a large selection of raw data
from high-income tax returns for use by investigators outside
government. At the end of this report, there are three
statistical appendices. Two of the appendices contain
statistical tables with data for 1976 and 1975 which together
with tables in the body of the report contain virtually all
of the data about high-income returns that are currently
available for 1975 and 1976 returns. The third appendix
contains data for 1974 high-income tax returns that have been
reclassified to be consistent with 1975 and 1976 data. These
appendices should be useful in the examination of many
additional gquestions about high-income taxpayers. Except for
some of the tables in Chapter 6, all of the data in the
tables are from the tax returns as originally filed by
taxpayers. Any changes which have been made or are likely to
be made as a result of Internal Revenue Service audits are
not reflected in the tables.

2/ $5,000 on separate tax returns of married persons.
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Chapter 2
Highlights

The Tax Reform Act of 1976 was extraordinarily
successful in reducing the number of high-income
nontaxable income tax returns. For tax returns
showing adjusted gross income (AGI) of $200,000 nr
more, the number of nontaxables fell to _only 22 in
1976 from 260 in 1975, a decline of 92 percent. The
proportion of nontaxables fell from 1 out of 130
high-{income returns in 1975 to about 1 out of every
2,000 returns in 1976. As measured by the more
comprehensive definition of expanded income, the
decrease was similar, although not quite so dramatic.
The number of nontaxable returns fell by 75 percent,
from 215 in 1975 to 53 i{n 1976. This is far fewer
than in any year since data became available in 1966.

The number of high-income nontaxable returns is not a
good measure of the number of high-income individuals
who avoid paying a fair share of the tax burden. For
every nontaxable, high-income return there are a
significant number of other returns -- called nearly
nontaxables -- which do have some liability, but whose
effective tax rates are lower than that of a typical
middle- or lower-middle income family. As defined by
either economic income or AGI, there were almost 500
nontaxable and nearly nontaxable high-income tax
returns in 1976, This number is about twice as large
as the number of high-income nontaxables in the late
1960's whose existence prompted the Congress to enact
the minimum tax.

Even the expanded income measure, which is broader
than AGI, does not include income from some sources
which are very important for high-income individuals.
Expanded income understates economic income because
taxpayers are allowed deductions for real estate and
agriculture expenses in excess of economic costs and
because income such as interest on tax-exempt state
and local bonds is omitted. The understatement of
income causes some individuals with high economic
incomes to be omitted from this report. The number of
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such individuals, however, is not known. The
understatement of income also makes the effective tax
rate (taxes as a percentage of income) for all
high-income returns appear higher than it actually is.

Despite the extraordinary publicity given to
high-income, nontaxable returns, most taxpayers with
income of $200,000 or over (however that income is
defined) pay substantial Federal income taxes. As
measured by expanded income, the income measure which
most closely approximates economic income, the average
effective tax rate was 30 percent in 1975 and 35
percent in 1976. Over two-thirds of high-income
taxpayers paid Federal income taxes in excess of 30
percent of their expanded income, and over 85 percent
paid 20 percent or more. In contrast, 2 to 3 percent
of all high-income returns had an effective tax rate
of less than 10 percent.

Despite important conceptual differences between the
four income concepts (expanded income, adjusted gross
income, adjusted gross income plus preferences, and
adjusted gross income less investment interest), use
of any of the concepts leady to essentially the same
conclusions about high-income nontaxables and nearly
nontaxables. This is so because one-half to
two-thirds of the same individuals are in all of the
high-income nontaxable groups.

Nontaxables and nearly nontaxables as measured by AGI
do differ in one systematic way: nontaxable returns
have very little tax preference income. This is the
result of the minimum tax itself. If nontaxable
returns had larger amounts of preference income, they
would become subject to the minimum tax, and,
therefore, could no longer be nontaxable.

By and large, returns are not made nontaxable by a
single preference, deduction, or credit. However,
nontaxability is often produced by one unusually large
item in combination with a number of other substantial
but not unusual items. Large foreign tax credits and
large casualty losses produced most of the nontaxable
high AGI returns in 1976. Por the high expanded
income returns, the most important caurnes of
nontaxability were tax preference income excluded from
the tax base (mainly the capital gains exclusion),
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charitable contributions, casualty losses,
miscellaneous deductions, investment interest ‘expenses
in excess of investment income, and the foreign tax
credit. Even under present law, the foreign tax
credit and the deductions for casualty loses and
medical expenses are likely to produce a handful of
nontaxables each year.

Available data are not sufficient to determine whether
many high-income individuals are nontaxable for only a
single year which is preceeded and followed by years
when substantial amounts of taxes are paid, or whether
some taxpayers pay little, if any, tax year after
year.

The detailed analysis of high AGI nontaxables in 1976
indicates that when there is a large foreign tax
credit, the credit is usually for a true income-type
cax paid to a foreign government. Furthermore, in
terms of income as measured in the United States,
these individuals paid taxes to foreign governments at
very high effective tax rates, typically in excess of
50 percent. Furthermore, in most of these instances,
the taxpayers were in fact living abroad and deriving
their incomes from abroad.

Although the Tax Reform Act of 1976 reduced the number
of nontaxables and nearly nontaxables and raised the
average effective tax rate modestly for the remaining
nearly nontaxables, it did not significantly change
the average effective tax rate for other individuals
with incomes of $200,000 or more. In fact, the tax
rate on all high expanded income returns other than
nontaxables and nearly nontaxables actually declined
from 36 percent in 1975 to 35 percent in 1976.
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Chapter 3
The Measurement of Income
This chapter first discusses an ideal broad-based
measure of income and then outlines the adjustments necessary
to obtain a broad income measure solely from data available

from tax returns.

Economic Income, the Ideal Measure

Since this report is concerned with the impact of the
tax system on high-income individuals, the analysis requires
the accurate” measurement of income. Economists generally
agree that for analyzing the impact of taxes the ideal
measure of income over a particular period of time, say a
year, is the amount that the individual or family has
consumed over that period plus the change in its net worth.
For example, if a family has spent $10,000 and has saved
$2,000 during the year, economists would say that the family
had had an income of $12,000. Similarly, if the family has
spent $10,000 but owned an asset that has decreased in value
by $1,000, economists would say that the family had had an
income of only $9,000 during the year.

A brief examination of the differences between income as
defined by economists, so-called economic income, and
adjusted gross income (AGI), the concept currently used for
income tax purposes, illustrates some of the problems of
measuring income, especially for high-income individuals.

Adjusted Gross Income

Tax experts have long been aware that adjusted gross
income is deficient as a measure of a taxpayer's economic
income. AGI excludes some income such as interest from
tax-exempt state and local bonds, social security benefits,
the excluded portion of realized long-term capital gains (and
all accrued but unrealized capital gains), and imputed rent
on owner-occupied housing. Income from certain activities,
while not "strictly" excluded from AGI, is deferred to a
later year (or indefinitely) for income tax purposes.
Depreciation deductions in excess of economic deductions
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reduce AGI early in the life of an asset, but the resulting
lower depreciation deductions in later years raises AGI. The
net effect of accelerating depreciation deductions is to
postpone taxes. 1/

Despite the fact that some types of income are excluded,
AGI wmay overstate economic income because some expenses
incurred in the production of income are not deductible in
the computation of AGI; most of these are deductible from AGI
in calculating taxable income, but only if the taxpayer
itemizes his personal deductions. 2/ Two types of deductions
- which fall into this category are employee expenses and
““expenses attributable to a taxpayer's investments (as opposed
to his active operation of a trade or business), including
but not limited to investment interest. 3/ Although net

I/ The Internal Revenue Code defines AGI as all gross income
that is not specifically excluded from gross income. Among
these exclusions are (1) trade or business deductions (other
than most such deductions by employees), (2) the deduction
for one-half of net long-term capital gains, (3) limited
deductions for losses from the sale or exchange of property,
(4) deductions attributable to rents and royalties, (5) the
moving expense adjustment, and (6) deductions for
cgntributions to individual retirement accounts and H.R. 10
plans.

Gross income only includes income which has been
"realized."” Thus, for tax purposes, accrued increases or
decreases in the value of assets generally are not recognized
until a gain or loss is realized by a sale or exchange.
Similarly, gross income does not include the value of the
services received from the use of durable goods, such as
imputed net rent of owner-occupied housing. Finally,
interest on state and local government debt and social
security benefits are not included in AGI.

2/ Taxes are related to but not calculated from AGI. Taxes
are determined by taxable income which equals AGI minus
itemized deductions (or, if the taxpayer so elects, the
standard deduction) and the deduction for personal
exemptions.

3/ For the years covered by this report, alimony payments
were also treated as an itemized deduction even though
alimony income was includable in the AGI of the recipient.
Beginning in 1977, alimony is deducted from gross income in
computing AGI.
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realized capital losses reduce economic income, only the
first $1,000 may be deducted in the computation of AGI; any
excess must be carried forward to future years. 4/

Redefining Income

Ideally, the impact of all taxes should be measured
relative to economic income. However, no accurate, detalled
data on such a broadly defined income measure are available
for a cross-section of American taxpayers., As a practical
matter, any broad income measure must be determined from data
already contained on Federal individual income tax returns.
Thus, a more comprehensive income measure must start from AGI
and make adjustments for omitted income and for expenses
which ought to be deductible in calculating income.

Oomitted Income

Tax returns contain information about only a portion of
the income which is included in economic income but excluded
from AGI. The omitted income which can be identified on tax
returns consists of the dividend exclusion of up to $100 per
taxpayer and the income from sources which were considered to
be tax preferences for purposes of the minimum tax. It
should be noted that unless such preferences exceeded $30,000
for a 1975 return or $10,000 for a 1976 return, 5/ the total
amount of such preferences was not recorded, and the excluded
half of net long-term capital gains is the only preference
item available. The omission is not serious since preference
items other than the excluded portion of net long-term
capital gains represents less than 20 percent of all minimum
tax preference income. 6/

4/ The $1,000 limit for the deduction of net capital losses
applies to years before 1977, For 1977, the limit was
$2,000, and beginning in 1978, the limit is $3,000. 1In all
years, the limit for married persons filing separately is
half of the amounts indicated.

5/ Half these amounts on returns of married persons filing
Separately.

6/ The 1976 minimum tax preference item of itemized
deductions (other than medical expenses and casualty) in

excess of 60 percent of AGI does not represent omitted
income; hence, it has not been used to adjust AGI.

-11-
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Despite the inclusion of preference income which is not
in AGI but which is identifiable on tax returns, several
major sources of income for high-income taxpayers are still
omitted: 7/

-- interest on tax-exempt state and local bonds;

-- certain agricultural expenses which are deducted
when paid even though related income items are not
includable in income for taxpayers until a later
year; and

-- straight-line depreciation deductions on real estate
to the extent that they exceed economic
depreciation,

For real estate, the combination of a shorter life for
tax purposes than the true economic life of the property and
the straight-line depreciation method produce tax
depreciation deductions which exceed economic depreciation in
the early years of ownership. At some future time, income
may be correspondingly higher, but in the meantime the
taxpayer has had the interest-free use of the deferred taxes.
Also, in the later year, the income may be converted into a
long-term capital gain which is taxed at a lower rate.

Because sources of income that are not identifiable from
tax return data are excluded, all income measures used in
this report understate economic income. As a consequence,
some individuals with high economic income will be omitted
completely from the high-income group in this report.
Moreover, even for the individuals included, income will be
understated and taxes as a percentage of income (that is, the
effective tax rate) will be overstated.

Investment Expenses

In determining economic income, it would be appropriate
to deduct all expenses incurred in the production of income,
including those related to any ircome-producing investments.
Since economic income would include investment income

7/ Social security benefits and unemployment compensation
are also excluded. In the aggregate, this is a major
omission, but it is relatively unimportant for high-income
taxpayers.
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currently and completely, it would be proper to deduct all
investment expenses without limit. Investment expenses in
excess of income would then represent a net economic loss,
roughly akin to a net operating loss from a trade or
business. However, such a liberal deduction for investment-
related expenses is not necessarily correct when a less
comprehensive income definition is used. In such a case, a
full deduction for investment expenses might well represent a
mismatching of receipts and expenses with the result that net
income would be understated. For example, if a taxpayer
borrowed funds to purchase securities, his net income would
be understated if he deducted all of the interest paid on the
loan but he did not include as income any accrued gains on
the securities. In this instance, it might be appropriate to
postpone the deduction of the interest expense until the time
when the capital gains were realized. A similar mismatching
could occur if other investment expenses that should properly
be capitalized are deducted when they are paid.

The fungibllity of money creates additional problems.
If a person with a loan has both income-producing assets,
such as securities, and non-income producing assets, such as
a vacation home or yacht, it is not possible to determine
what portion, if any, of the interest expense is attributable
to the income-producing assets and, cherefore, ought to be
deducted in measuring income.

As a result of these problems as well as the limited
data which are available on Federal income tax returns, it
has been necessary to define arbitrary limits for the amount
of investment expenses which may be deducted in calculating a
broader measure of income.

Investment expenses appear on a Federal income tax
return in two places. Investment interest appears as part of
the itemized deduction for interest; other investment
expenses such as payments for investment advice are included
in the miscellaneous category of itemized deductions. For
this report, investment interest is defined as the entire
interest deduction other than interest paid on a home
mortgage. Since other investment expenses could not be
separated from the remainder of miscellaneous deductions,
this report defines non-mortgage interest as the only
investment expense. This procedure tends to overstate
income,
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To the extent that interest expenses do not exceed
investment income, they are considered to be a legitimate
deduction in the computation of broadly measured income. One
consequence of this definition is that investment expenses
can aever turn a profitable investment into a losing
investment. It is logical to limit the investment expense
deduction in this way. A person would not normally make an
investment where the expenses are expected to approach or
exceed investment income. Thus, allowing investment expenses
to offset all of investment income is overly generous and
tends to understate broadly measured income. On the other
hand, there may be cases of genuine investment losses, akin
to trade or business losses, which are not allowed, thereby
causing overstatements of income.

The  amount of investment income against which investment
interest can be offset depends on the amount of investment
income included in the income measure under consideration.
Investment income consists of interest, dividends, and net
capital gains (or losses). However, if only a portion of
capital gains are included in the income concept, as is the
case with AGI, then only that portion is considered to be
investment income.

Expanded Income

The Congress has asked for high-income data to be
tabulated on the basis of a measure closely approximating
economic income but using only data available on tax returns.
This measure is called "expanded income."

Expanded income is defined as adjusted gross income plus
items of tax preference less investment expenses to the
extent that they do not exceed investment income. 8/ Tax
preferences that are included are the $100 per taxpayer
exclusion for dividends of domestic corporations, the
excluded half of net long-term capital gains, and, where the

8/ For the sake of brevity, "investment interest to the
extent that it does not exceed investment® income is called
"investment interest.®™ "Investment interest in excess of
investment income" is called "excess investment interest."
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taxpayer has filed a minimum tax form with his tax return,
all other preferences subject to the minimum tax except
excess ltemized deductions, For individuals, the only
minimum tax items of significance other than excluded capital
gains are the excess of accelerated depreciation over
straight-line depreciation on real property and on personal
property subject to a net lease, the excess of percentage
depletion over the cost of the property, and deductions for
intangible drilling costs in excess of the amount deductible
if these costs had been amortized. Because expanded income
is based on tax return data, it excludes items such as
interest on tax-exempt state and local bonds, accrued but
unrealized capital gains, and straight-line depreciation on
real estate in excess of economic depreciation.

Four Income Measures

The Congress has mandated that high-income tax return
data be selected and classified by four income measures.
Expanded income and AGI have already been discussed. Each of
the additional measures embodies only one of the two major
conceptual differences between expanded income and AGI,
"Adjusted gross income plus preferences" is calculated by
increasing AGI by the amount of tax preference income.
"Adjusted gross income less investment interest® is
calculated by reducing AGI by the amount of investment
interest to the extent that it does not exceed investment
income. -

When ranked according to size of income, AGI plus
preferences is largest, AGI less investment interest is
smallest, and AGI and expanded income fall in between.
For any individual taxpayer, AGI can be larger or smaller
than expanded income depending on whether preferences are
larger or smaller than investment interest. i
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The four income concepts are related in the following
manner 3/ :

Expanded Income

= Adjusted Gross Income + Preferences - Investment
Interest

Adjusted Gross Income
= Expanded Income - Preferences + Investment
Interest

Adjusted Gross Income plus Preferences

= Adjusted Gross Income + Preferences
or = Expanded Income + Investment Interest

Adjusted Gross Income minus Investment Interest

= Adjusted Gross Income - Investment Interest
or = Expanded Income - Preferences

Expanded income most closely approximates a measure of
economic income. To the extent that the availablity of data

permit, the analyses in this report are based on expanded
income.

9/ Note that the investment income limitation for defining
excess and non-excess investment interest is dependent upon
the income concept. Hence, the amount of the investment

interest adjustment differs depending on which definition is
used,
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Chapter 4

High~Income Tax Returns

Compared to the total number of Federal individual
income tax returns filed each year, the number of high~income
tax returns is rather small. There were only 41,761 income
tax returns with adjusted gross income (AGI) of $200,000 or
over in 1976; these returns represented only one-twentieth of
one percent (0.05 percent) of the total of 84,700,000 income
tax returns filed., Similarly, the number of tax returns with
expanded income of $200,000 or over was 53,587, or 0.06
percent of all returns filed. In recent years due to both
inflation and to rising levels of real income, the number of
high-income tax returns has increased dramatically in both
absolute numbers and as a percentage of all tax returns
filed., For example, in 1970 there were 15,223 income tax
returns with AGI of $200,000 or over, representing 0.02
percent of all tax returns filed in that year. 1In 1960,
there were only 5,889 such returns, less than 0.01 percent of
all returns., Thus, in 16 years, the number of high AGI
returns increased seven-fold, and their share of all returns
increased more than five-fold. 1/

Although high expanded income returns are only 0.06
percent of all returns filed, they contain 2.1 percent of all
expanded income and pay 5.5 percent of all individual income
tax liabjlities. similarly, although taxpayers with adjusted
gross income of $200,000 or more represent only 0.05 percent
of all returns, they have 1.5 percent of AGI and pay 4.9
percent of taxes.

Out of this relatively small percentage of all returns
filed in a given year, the number of these returns that are
nontaxable is far smaller. For each year between 1966 and
1976, Table 1 shows the number of nontaxable returns with
adjusted gross income of $200,000 or more; it also shows the

17 Internal Revenue Service, Statistics of Income,
Individual Income Tax Returns, 1960 and 1970.
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Table 1

Number and Percentage of Nontaxable Income Tax Returns
With Income of $200,000 or Over Under Alternative Concepts

Returns Selected By

: s Adjusted Gross ¢t Adjusted Gross Income :: Adjusted Gross Income
H Expanded Income H Income it plus "zeferences :: less Investment Interest
H : Percent of :: : Percent of :: : Percent of :: : Percent of
Year : Number :all Returns ::  Number :all Returns :: N ver :all Returns :: Number :all Returns
: of : In Income :: of : In Income :: of : In Income :: of : In Income
: _Returns : Class t:  Returns :__Class :: Returns : Class H Returns : Class
1966 154 1.26 2
1967 167 1.07
1968 222 1.15
1969 300 1.62
1970 111 0.73
1971 82 0.45
1972 108 0.47
1973 1/ 91 0.26 2 164 0.64
1974 2/ 167 0.39 244 0.78 355 0.78 2 89 0.27 2
1975 3/ 215 0.53 260 0.77 362 0.84 126 0.40
1976 4/ 89 0.17 68 0.16 114 0.20 42 0.11
1976 retabu—
lated 5/ 53 0.10 22 0.05 41 0.07 21 0.05
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: Statistics of Income, except as noted.

by,
2/
3/

Y

B,

Expanded income number and percentage are from the 1973 Treasury tax model.

For income concepts other than AGI, data are from the 1974 Internal Revenue Service tax model.

Numbers of nontaxable returns for 1975 are from the 1975 Statistics of Income. Some numbers differ slightly
from the 1975 data in the remainder of this report which are derived from the 1975 Internal Revenue Service
tax model which is a subsample of the 1975 Statistics of Income data file.

From the 1976 Statistics of Income. These data are derived from the final Statistics of Income data file and
differ both fvom the information contained in the previously released 1976 preliminary Statistics of Income
and from the retabulated numbers of nontaxable returns in Chapter 6.

See Chapter 6 for an explanation of reason for retabulation.
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Chart 1

NUMBER AND PERCENTAGE OF NONTAXABLE
HIGH ADJUSTED GROSS INCOME RETURNS

1966 - 1976
(Adjusted Gross Incomes of $200,000 and over)

Percent of
Number of All High
Returns AG! Returns

350 - 18

Number of Returns
s Percent of All High AGI Returns —_ 1.6

—_— 1.4

—_— 1.2

— 1.0

— 0.8

— 0.6

Minimum
Tax
Increased

— 0_4

— 0.2
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number of nontaxable returns as a percentage of all returns
in the income class. Similar data for years prior to 1966
are not available. For the years 1973 through 1976, Table 1
also presents the number of nontaxable returns as defined by
expanded income, by adjusted gross income plus preferences,
and by adjusted gross income less investment interest. Prior
to 1973 these data were not available regularly and
consistently. 2/

Chart 1 displays for each year between 1966 and 1976 the
number of nontaxable high AGI returns and the percentage of
all high AGI returns that are nontaxable. The percentage of
high-income, nontaxable returns has increased over time
except when the tax law has been tightened. The reason for
this upward trend is not clear; however, it is possible that
it represents a learning curve. That is, over time,
taxpayers learn how to arrange their tax affairs so that
within the constraints imposed by the Internal Revenue Code
they minimize (or eliminate) their income taxes. Chart 1
also illustrates the sharp declines in nontaxables in 1970 as
a result of the imposition of the minimum tax and again in
1976 as a result of the substantial strengthening of the
minimum tax. 3/

Because of both inflation and rising real incomes,
notions of what represents a truly high level of income have
changed over the years. For this reason, as well as to give
some idea of the differences which the income cutoff point
makes, Tables 2, 3, and 4 show data similar to that contained

27 The data for 1974, 1975 and 1976 are from the Internal
Revenue Service, either from the complete Statistics of
Income individual file of income tax returns or from a
subsample of that file called the Internal Revenue Service
tax model. The data for 1973 were developed by the Office of
Tax Analysis from the 1973 Treasury tax model.

3/ The data show a sharp decline in 1970 in nontaxables,
both absolutely and as a fraction of all high AGI taxpayers
and then a further decline in 1971. It is likely that the
full decline actually took place in 1970 but because of poor
compliance with the minimum tax in its first year, the
decline was not fully reflected in data from unaudited tax
returns.

\

-20-



-'[Z-

Table 2

Number and Percentage of Nentaxable Income Tax Returns
With Income of $100,000 or Over Under Alternative Concepts

1621

: Returns Selected By
: HH Adjusted Gross st Adjusted Gross Income :: Adjusted Gross Income
3 Expanded Income HH Income L plus Preferences :: less Investment Interest
H ¢ Percent of :: : Percent of :: ¢ Percent of :: : Percent of
Year : Number :all Returns :: Number :all Returns :: Number :all Returns :: Number  :all Returmns
: of : In Income :: of : In Income :: of : In Income :: of : In Income
: _Returns : Class :: Returns : Class :: Returns : Class A Returns : Class
1964 355 0.97 %
1965 : 285 0.62
1966 367 0.69
1967 399 0.60
1968 538 0.65
1969 745 0.91
1970 400 0.51
1971 300 0.33
1972 425 0.37
1973 1/ 739 0.46 % 622 0.46
1974 2/ 1,143 0.59 966 0.58 1,867 0.90 2 480 0.29 %
1975 3/ 901 0.44 994 0.53 1,785 0.82 533 0.30
1976 4/ 622 0.24 560 0.25 814 0.30 477 0.22
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: Statistics of Income, except as noted-

1/ Expanded income number and percentage are from the 1973 Treasury tax model.

2/ For income concepts other than AGI, data are from the 1974 Internal Revenue Service tax model.

3/ Numbers of nontaxable returns for 1975 are from the 1975 Statistics of Income. Some numbers differ slightly
from the 1975 data in the remainder of this report which are derived from th2 1975 Internal Revenue Service
tax model which is a subsample of the 1975 Statistics of Income data file.

4/ From the 1976 Statistics of Income. These data are derived from the final Statistics of Income data file and
differ from the information contained in the previously released 1976 Statistics of Income.
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Table 3

Number and Percentage of Nontaxable Income Tax Returna
With Income of $500,000 or Over Under Alterpative Concepts

Returns Selected By

: Adjusted Gross 23 Adjusted Gross Income :: Adjusted Gross Income
H] Expanded Income Income i3 _Pplus Preferences :: less Investment Interest
: : Percent of s Percent of :: : Percent of :: : Percent of

Year : Number :all Returns :: Number :all Returns :: Number :all Returns :: Number :all Returns
H of : In Income :: of : In Income :: of : In Income :: of : In Income
:_Returns : Class :: Returns : (Class :: Returns : Class :t  Returns : Class

1964 35 2.25 %

1965 35 1.71

1966 51 2.30

1967 63 2.15

1968 82 2.18

1969 112 3.01

1970 21 0.88

1971 15 0.49

1972 20 0.54

1973 22 0.62

1974 1/ %0 0.47 2 48 1.12 68 1.00 2 16 0.41 2

1975 2/ 39 0.61 56 1.27 71 1.04 27 0.67

1976 3/ 16 0.19 8 0.15 20 0.22 5 0.10

1976 retabu-

lated 4/ 3 0.06
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: Statistics of Income, except as noted.

by,
2/

3/

For income concepts other than AGI, data are from the 1974 Internal Revenue Service tax model.

Numbers of nontaxable returns for 1975 are from the 1975 Statistics of Income. Some numbers differ slightly
from the 1975 data in the remainder of this report which are derived from the 1975 Internal Revenue Service
tax model which 1s a subsample of the 1975 Statistics of Incowe data file.

From the 1976 Statistics of Itcome. These data are derived from the final Statistics of Income data file and
differ both from the informat{on contained in the previously released 1976 preliminary Statistics of Income and
from the retabulz.ed numbers of nontaxable returns in Chapter 6.

See Chapter 6 for ax explanation of reason for retabulation.

¢gal
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Table 4

Number and Percentage of Nontaxable Income Tax Returns
With Income of $1,000,000 or Over Under Alternative Concepts

Returns Selected By

: Adjusted Cross :: Adjusted Gross Income :: Adjusted Gross Income
H Expanded Income Income tH _plus Preferences :: less Investment Interest
: : Percent of ¢ Percent of :: : Percent of :: : Percent of

Year : Number :all Returns Number  :all Returns :: Number :all Returns :: Number :all Returns
H of : In Income of : In Income :: of ¢ In Income :: of : In Income
: _Returns : Class Returns  :  Class :: Returns : Class :: __Returns i Class

1964 19 3.94 %

1965 22 3.40

1966 18 2.80

1967 23 2.75

1968 31 2.76

1969 52 4.29

1970 3 0.47

1971 3 0.34

1972 6 0.58

1973 7 0.78

1974 1/ 3 0.17 2 12 1.09 13 0.70 X 2 0.20 7

1975 2/ 8 0.44 12 1.07 17 0.88 3 0.29

1976 3/ 2 0.08 2 0.15 4 0.15 1 0.08

1976 Retabu~
lated 4/ 1 0.07

Oftice of the Secretary of the Treasury
Office of Tax Analysis

Source: Statistics of Income, except as noted.

Y]
2/

July 24, 1978

For income concepts other than AGI, data are from the 1974 Internal Revenue Service tax model.
Numbers of nontaxable returns for 1975 are from teh 1975 Statistics of Income. Some numbers differ slightly from

the 1975 data in the remainder of this report which are derived from the 1975 Internal Revenue Service tax

model vhich 1s a subsample of the 1975 Statistics of Income data file.

3/ FProm the 1976 Statistics of Income. These data are derived from the final Statistics of Income data file and
differ both from the information contained in the previously released 1976 preliminary Statistics of Income and

from the retabulated numbers of nontaxable returns in Chapter 6.
4/ See Chapter 6 for an explanation of reason for retabulationm.
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in Table 1 for tax returns with income of $100,000 or over,
of $500,000 or over, and $1,000,000 cr over, respectively.
The columns showing nontaxable returns as a percentage of all
returns in their income classes indicate that once the
$100,000 level of income is reached, there is no trend,
either increasing or decreasing, in this percentage. One
might well expect to find a lower proportion of nontaxable
returns with income of $500,000 to a $1,000,000 than in the
$100,000 to $200,000 class, but no such pattern is
discernible.

Distribution of Effective Tax Rates: Nearly Nontaxables

The preceeding section outlining how a small number of
high-income taxpayers are able to entirely escape taxes may
give the picture of two very different and clearly -
distinguishable types of high-income returns: taxables and
nontaxables. Such a picture would be misleading.
Examination of the distribution of high-income taxpayers by
either effective tax rate or by the ratio of their taxable
incomes to their total incomes shows a continuum from
nontaxable returns to returns with high effective tax rates.

Tables 5 through 8 for 1975 and 1976 show the
distributions of taxes paid by high-income taxpayers. Tables
5 and 6 show the distribution of tax returns by effective
income tax rates, i.e., tax as a percentage of the relevant
measure of income. Tables 7 and 8 show the distributions of
actual tax liabilities. On all four tables, the
distributions are given for all tax returns, for various
income classes, and under all four definitions of income.

The tables also show the distributions in terms of the actual
numbers of tax returns as well as percentages of all returns
in the income class. Examination of Tables S5 and 6 for
returns with income of $200,000 or over indicates that
regardless of the income concept used the majority of
high-income taxpayers are concentrated in the 30 to 50
percent effective tax rate brackets. If one were to graph
the percentage of taxpayers as a function of the effective
tax rate, one would find a typical, bell-shaped curve
familiar to statisticians and economists. This curve would
peak in the 30 to 5C percent effective tax rate range and
would fall off sharply with a small tail running down to zero
percent for the nontaxables, and another small tail going out
toward the maximum possible tax rate. The percentage of
returns with low effective tax rates or very low actual

-24-
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Table 5

Discribution of Tax Returns by Income Class and Effective Tax Rate -~ 1976

i___Numbex and Pexcent of Returns hy Size of Effseceive Tax Rare 1/
Number and : All f] t :

Incoms Concept and H Total = : B g H H T 3
Income Class : Number of : Perdentrwith: Returns : Under : 5% to : 10% to : 15X to : 20X to : 25X to : 30X to : 40X to :50% and
:__Raturns : Fo Tax _: With Tax : SX _: 10X : 15T : 20% : 253 : 30X : 40X : 50X : over
All Returns
Expsnded Income
s 50,000 to $100,000 1,003,851 4,104 999,747 9,869 24,078 69,628 161,452 270,145 287,498 191,706 5,259 112
(100.0%) €0.42) (99.62) (1.0%) (2.4T) (6.9%) (14.12) (26.9%) (28.6%) (19.1X) ( 0.5%) (*
$ 100,000 to $200,000 204,278 533 203,745 923 3,899 7,118 12,313 17,892 31,384 99,282 29,708 1,226
(100.0%) (0.32) (99.7%) (0.4%) (1.9%) (3.5%) ( 6.0%) ( 8.8%) (15.4%) (48.6%) (14.5%) (0.6%)
$ 200,000 and over 53,587 89 53,498 204 731 2,486 2,650 4,261 6,618 17,598 14,283 4,667
(100.0%) (0.2%) (99.82) 0.42) (1.47) (6.67) ( 5.02) ( 8.0T) (12.47) (32.8%) (26.63) (8.77)
Adjusted Gross Income
$ 50,000 to $100,000 948,034 3,180 944,854 9,017 15,081 33,216 106,911 255,049 291,562 224,203 9,080 735
(100.02) (0.32) (99.72) (1.0%) (1.6%) (3.57) (11.3%) (26.9%) (30.8%) (23.6%) ( 1.0%) (O:lﬁ)
$ 100,000 to $200,000 185,142 492 184,650 1,047 2,131 2,460 5,124 8,588 19,257 102,433 39,854 3,756
{100.02) (0.3%) (99.7%) €0.62) (1.20) (1.3%) ( 2.8%) ( 4.6%) (10.4T) (55.31) (21.5%) (2.0%)
$ 200,000 and ovar 41,761 68 41,693 186 365 627 878 1,330 1,909 10,081 16,056 10,261
(100.02) €0.22) (99.8%) 0.42) (0.92) (1.5%) (€ 2.1X) ( 3.2%) ( 4.6%) (24.17) (38.4%) (24.62)
Adjusted Gross Income plus
Freferences
$ 50,000 to $100,000 1,021,791 4,480 1,017,M11 11,722 27,762 77,700 152,908 283,691 279,117 179,180 5,121 110
(100.0%) (0.4%) (99.62) (1.2%) (2.7%2) (7.6%) (15.0%) (27.8%) (27.3%) (17.5X) (0.5%3 (™)
$ 100,000 to $200,000 212,461 700 211,761 1,708 5,333 8,007 14,113 20,492 34,615 99,135 27,210 1,148
(100.0%) (0.32) (99.72) (0.8%) (2.5%) (3.8%) ( 6.6%) ( 9.7T) (16.3X) (46.7X) (12.8%) (0.51)
$ 200,000 and over 56,512 134 56,398 313 1,345 3,082 3,055 4,890 7,182 18,279 13,928  4,32C
(100.0% (0.2%) (99.8%) (0.6X) (2.4%) (5.4X) ( 5.42) ( 8.7T) (12.7%) (32.4X) (24.6Z) (7.6X)
Adjusred Gross Income less
Investment Interest
s 50,000 to $100,000 925,833 2,721 923,112 7,400 12,126 26,410 91,419 237,400 295,971 261,376 10,096 914
(100.02) (0.32) (99.7%) €0.8%) (1.3%2) (2.8%) (9.92) (25.6%) (32.0%) (26.1%) ( 1.1%) (0.1X)
$ 100,000 to $200,000 176,934 435 176,499 667 1,452 1,827 3,878 6,618 15,627 9,811 44,127 4,192
(100.02) (0.21) (99.82) (0.4%) (0.82) (1.0%) (2.2%) ( 3.7%) ( 8.8%) (55.5%) (26.92) ( 2.41)
$ 200,000 and over 39,346 42 39,304 101 154 339 612 985 1,603 8,442 16,015 11,053
(100.0%) (0.12) (99.92) (0.3%) (0.4%) (0.97) (1.6X) ( 2.5%) ( 4.1%)  (21.5X) (40.7%) (28.11)
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statistics of Income.

* Less than 0.05 percent.
1/ Income tax after credits including the minimum tax as a percentage of income.
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Distribution of Tax Returns by Income Class and Effective Tax Rate -~ 1975

Table 6

Incoms Concept and
Incoms Class

Total

i

Number and

!.!gg and. :g;sgn: of Ra(urn- by Size of !ff-rllv.

Xax Rata 1/

Number of :Percent with ! la:urn- : Under : 5% to : 10! to : 15% to :
Beturms ; _ No Tax : WithTax : ST : 10X : 5% : _20% :

All Returns

Expanded Income

$ 50,000 to $100,000 807,399 4,634 802,745 12,268 27,282 40,382 101,777 208,141
(100.02)  ( 0.6%) (99.4%) (1.52) ( 3.4%) ( 5.0%) (12.6X) (25.8%)

$ 100,000 to $200 ,000 165,269 686 164,583 2,006 3,989 6,973 8,775 13,320
(100.0Z)  ( 0.4%) (99.61) (1.22) ( 2.4%) ( 4.23) ( 5.3%) ( 8.1%)

$ 200,000 aud over 40,884 s 40, 669 585 1,462 1,500 2,29 3,443
(200.0%) € 0.5%) (99.5%) (1.47) (3.62) (3.7x) (5.6%) ( 8.4%)

AMjusted Gross Income

$ 50,000 co $100,000 780,470 4,749 775,721 7,706 12,720 25,741 85,700 207,298
(100.02) ¢ 0.6X) (99.42) (1.0X) (1.62) ( 3,37 (11.0%) (26.6%)

$ 100,000 to $200,000 152,432 709 151,723 1,491 1, L84, 4,221 7,619
(100.02) € 0.5%) (99.5%) (1.0Xy (1.32) ( 1.7%) ( 2.8%) ( 5.0%)

$.200,000 and over 33,606 260 33,346 504 456 523 759 1,083
(100.0%) ( 0.82) (99.22) (1.5%)  ( 1.4%) ( 1.6%) ( 2.32) ( 3.20)

AMjusted Cross Income plus

Praferences

$ 50,000 to $100,000 821,253 6,607 814,646 14,402 29,500 44,977 111,547 218,528
(100,02) ( 0.8%) (99.22) (1.8%) (3.62) ( 5.5%) (13.6%) (26.6%)

$ 100,000 to $200,000 173,888 1,423 172,465 3,814 4,639 7,780 10,339 15,353
(100.02)  ( 0.8%) 99.28) (22X (2.7%) (4.5%) ( 6.02) ( 8.8%)

$ 200,000 and over 43,344 362 42,982 L2550 3738 2,600 3,824
{100.02) ( 0.82) {99.2%) (2.97)  (3.9%) ( 4.08) ( 6.0%) { 8.8%)

Adjusted Gross Incoms lass

Investment Interest

$ 50,000 to $100,000 762,709 3,879 758,830 5,676 9,714 21,720 75,264 191,648
(200.0%) ( 0.5%) (99.5%) €0.723)  ( 1.3%) ( 2.8%) ( 9.9%) (25.1X)

$ 100,000 to $200,000 145,330 407 144,923 908 1,266 1,835 3,240 5,868
(100.02)  ( 0.3%) (99.72)  (0.62)  ( 0.97) ¢ 1.32) ( 2.2%) ( 4.01)

$ 200,000 and over 31,391 126 31,265 230 239 305 562 800
(100.0%) { 0.4%) (99.61) 0.7%)  ( 0.8%7) ( 1.0%) ( 1.8%) ( 2.6%)

239,117
(29.62)
21,895
(13.32)
4,282
10.5%)

244,755
(31.42)
16,982
(11.12)
1,596
€ 4.82)

233,888
(28.52)
24,274
(13.97)
4,728
{10.97)

168,492
€20.92)
78,782
(47.72)
10, 687
(26.12)

185,441
(23.32)
83,071
(54.5%)
7,684
(22.82)

156,956
(19.1%)
79,921
(46.0%)
11,330
(26.1%)

201,506
(26.42)

(21.0%)

b}
zoxco:zsxu:m:o:wuo
2

(16.7%)
11,908
€29.12)

6,315
; 0.81)
2,118
(21.12)
13,307
(39.6X)

4,848
( 0.62)
25,228
(14.5%)
11,636
(26.9%)

6,752

( 0.92)
35,670
(24.5%)
13,296
(42.42)

50X and

o ae o

1,636
(1.13)
7,464

(22.22)

(25 6X)

Office of the Secretary of the Treasury
Office of Tax Analysis

S 1975 L 1 R

* Less than 0.05 percent.

Service tax model

1/ Income tax after credits including the minimum tax as a percentage of income.

July 24, 1978

99¢1
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Table 7

Distridution of Tax Returns by Income Class and Total Income Tax -~ 1976

E] : 3 Number and Percent of Returns by Size of Total Income Tax 1/
Income Concept and : Total : Number and t  : 81  : 91,000 : $3,000 : $4,000 : 8§ 5,000 1 §10,000 : 825,000 : $50.000
Income Class : Number of : Percent with: All Returns : under : wunder : wunder : wunder : wunder : wunder : under : or
:_Returne :  No Tax : With Tax : $1,000 : $3,000 : $4,000 : $5,000 : $10,000 : $235,000 : $30,000 : wore
All Returns 84,670,389 20,249,022 64,421,367 26,964,491 25,732,027 4,706,219 2,385,683 3,251,747 1,032,333 246,323 102,544
Expanded Income
$ 50,000 to $100,000 1,003,851 4,104 999,747 2,087 6,555 7,245 6,402 124,343 735,558 117,446 111
(100.0%) (0.42) (99.62) (0.2%) 0.72) 0.72) (0.62) (12.4%)  (73.37) (11.7%) *
$100,000 to $200,000 .204,278 533 203,745 147 164 168 139 2,054 22,538 125,020 53,515
(100.0%) (0.32) (99.72) (0.1%) 0.1%) (0.17) 0.12) (1.0x)  (12.0%) (61.2Y)  (26.22)
$200,000 and over 53,587 89 53,498 13 19 1 34 81 632 3,813 48,905
(100.0%) (0.2%) (99.82) . . " €0.11) €(0.22)  (1.23) (7.13)  (91.3%)
AMdjusted Gross Incoms
$ 30,000 to $100,000 948,034 3,180 944, 854 2,051 5,727 4,743 4,175 79,505 714,412 133,922 319
(100.02) (0.3%) (99.7%) 0.22) (0.63) €0.5%) (0.4%) ( 8.4%) (75.42)  (14.12) .
$100,000 to $200,000 185,142 492 184,650 129 210 91 238 1,466 9,856 110,605 62,055
(100.0%) (0.3%) (99.7%) 0.12) (0.12) €0.1%) (0.12) ( 0.82) $5.3%)  (59.7%)  (33.5%)
$200,000 and over 41,761 68 41,693 12 15 1 16 58 331 1,278 39,982
(100.0%) (0.22) (99.8%) * * . - ( 0.12) €0.87) (3.17)  (95.70)
Adjusted Cross Incowe plus
Preferences
$ 50,000 to $100,000 1,021,791 4,480 1,017,311 2,622 7,778 8,249 6,940 136,202 742,953 112,457 110
(100.02) (0.4%) (99.62) (0.33) (0.8%) (0.82) (0.7%) (13.32)  (72.77)  (11.0%) *
$100,770 to $200,000 212,461 700 211,761 150 230 366 413 2,893 26,593 129,054 52,062
(100.02) (0.32) (99.7%) (0.1%) (0.1%) 0.2%) (0.2%) (1.43)  (12.52) (60.7%)  (24.52)
$200,000 and over 56,512 114 56,398 13 21 12 3 105 1,079 4,770 50, 359
(100.0%) (0.2%) (99.82) - * . €0.17) ¢ 0.21) €1.92)  ( 8.41) (89,11)
Adfusted Cross Income leas
Investment Interest
$ 50,000 to $100,000 925,833 2,721 923,112 1,722 4,913 4,124 3,25 66,251 701,494 140,970 384
(100.0%) 0.327) (99.77) (0.22) (0.5%) 0.4%) (0.4%) (7.2x)  (75.87) (15.2%) *
$100,000 to $200,000 176,934 435 176,499 109 135 47 143 966 7,505 103,953 63,641
(100.02) (0.2%) (99.8%) €0.12) 0.12) ] (0.1%) (0.67)  (4.2X) (58.8T)  (36.0%)
$200,000 and over 39,346 42 39,304 11 14 1 11 28 163 795 38,281
(100.02) 0.1%) (99.92) * * * . (0.1%)  (0.42) ( 2.07)  (97.3%)
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statistics of Iacoms.
* Less than 0.05 percent.

1/ Total income tax is fncome tax after credits including the minimum tax. It is imposséible for tax after credits including the minimum tax
o exceed {ncome. -
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Tadle 8

Distribution of Tax Returns by Income Class and Total Income Tax —- 1975

Income Concept and
Income Class

Total

Number ana PR And Rercens of Meturng b Stzeof Tota

: Numder of : Percent with : All Returns :

Returns No Tax :__With Tax
All Returns 82,229,182 20,822,251 261,496,931
Expanded Incowe
$ 50,000 to $100,000 807,399 4,654 802,745
(100.02) (0.62) (99.42)
$100,000 o $200,000 165,269 686 164,583
(100.0%) (0.4%) (99.6%)
$200,000 and over 40,884 215 40,669
(100.02) (0.52) (99.52)
Adjusted GCross Income
$ 50,000 to $100,000 780,470 4,749 775,721
1100.0%) (0.62) (99.4%)
$100,000 to $200,000 152,432 709 151,723
(100.02) (0.52) (99.5%)
$200,000 and over 33,606 260 33,346
(100.0%) €0.82) (99.2%)
Adjusted Gross Income plus
Preferences
$ 50,000 to $100,000 821,253 6,607 814,646
(100.0%) (0.8%) (99.22)
$100,000 to $200,000 173,888 1,423 172,465
(100.02) €0.8%) (99.212)
$200,000 and over 43,344 362 42,982
{100.0%) {0.87) (99.22)
Adjusted Cross Income less
Investment Interest
4 50,000 to $100,000 762,709 3,879 758,830
(100.0%) {0.5%) {99.52)
$100,000 to $200.000 145,330 407 144,923
(100.0%) €0.31) (99.7%)
$200,000 and over 31,391 126 31,265
(100.02) (0.42) (99.6%)

11 k
$10.006 7§55, 000

under under under under : under : uader

: $1,000 $3,000 $4,000 $5,000 : $10,000 : $25,000 :
6,357,938 25,353,480 4,026,297 1,982,979 2,597,263 803,402
5,516 6,120 6,300 7,553 87,691 585,273
(0.7%) (0.82) (0.81) (0.92) (10.92) (72.5%)
350 381 256 288 2,928 18,310
(0.23) (0.27) (0.2%) (0.22) ( 1.82%) (11.12)
55 49 18 14 217 1,118
(0.12) (0.1%) * »* ( 0.5%) (2.717)
2,812 4,519 3,370 4,227 61,347 586,923
(0.4%) (0.6%) (0.4%) (0.52) (7.92) (75.22)
250 349 265 266 1,472 8,808
€0.2%) (0.22) (0.27) €0.2%) { 1.0%) ( 5.82)
55 77 28 18 149 475
(0.27) (0.2%) (0.12) (0.0%) ( 0.47) ( 1.42)
5,855 7.801 6,465 8,646 95,306 590,800
(0.7%) (1.0%) (0.82) (1.0%) (11.6X) (71.92)
773 915 607 340 3,583 21,203
(0.42) (0.5%) (0.4%) (0.2%) ( 2.1%) (12.27)
93 102 73 38 428 1,508
€0.23) (0.22) (0.23) (0.1%) (1.02) ¢ 3.5%)
2,028 3,355 2,647 3,508 53,446 576,077
(0.32) (0.4%) (0.4%) 0.52) (7.0%) (75.5%)
172 228 159 194 930 6,527
(0.1%) (0.21) (0.12) (0.1%) (0.6X) ( 4.5%)
27 22 11 6 81 257

(0.1%2) €0.12) * " {0.332) (0.8%)

204,794

104,292
(12.97)
97,321
(58.92)
3,174
(7.82)

112,502
(14.41)
91,033

749
( 2.43)

80,778

46,749
(27.1%)
36,024
(88.1%)

21

L
49,280
(32.3%0)
31,6413
(93.57)

(]

0
43,666
(25.12)
37,107

(85.6X)

33

«
30,552
(34.8%)
30,112
(95.9%)

Office of the Secretary of the Treasury

Office of Tax Analysis

Source:

* Less than 0.05 percent.
1/ Total income tax is income tax after credits including the minimum tax.

income.

1975 Interna) Revenue Service tax model.

July 24, 1978

It is possible for tax after credits including the minimum tax to exceed

8¢l
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liabilities is very small. In 1976, as Table 7 shows, only
1.6 percent of all high expanded income taxpayers paid less
ghan $25,000 of tax, and over 90 percent paid more than
50,000.

Tables 9 and 10 classify data by the ratio of taxable
income to each of the four definitions of income for
high-income returns. Table 9 is for 1976; Table 10 is for
1975, For varilous classes of ratios of taxable income to
total income, the tables show the number of returns in the
class; the percentage of the total number of returns which
are in that class; and the cumulative percentage of the total
in that class. For example, Table 9 shows that 0.90 percent
of all returns with expanded income of $200,000 or over had a
ratio of taxable income to expanded income of less than 20
percent.,

Table 11 presents in one place the cumulative
percentages for 1974, 1975, and 1976. Chart 2 displays the
comparison between the cumulative percentages of high
expanded income returns for 1975 and 1976 with ratios of
taxable income to expanded income of less than a given
percentage. Tables 5, 6, 9, 10, and 11 and Chart 2 show very
clearly that there is a whole continuum of returns when
returns are classified either by effective tax rate or by the
ratio of taxable income to-total income. It is an over-
simplification to try to group returns into just the two
categories of taxable or nontaxable.

The data just presented have been used to help define a
class of taxpayers who pay some taxes -- and, hence, have not
been brought to the public's eye because of their nontaxable
status -- but who clearly are not paying thelr "fair share"
of taxes. This group, which may be called the "nearly
nontaxables,"” consists of the small tail of tax returns at
the low end of the cumulative distribution of tax returns
arrayed by the ratio of taxable income to total income.

Chart 2 shows that based on 1976 data, there clearly is a
break in the continuum of tax returns when the ratio of
taxable income to total income rises above 20 percent. Thus,
nearly nontaxable returns are defined as taxable returns
haviny taxable income of less than 20 percent of the relevant
income measure. All high-income tax returns fall into one of
three categories: nontaxables; nearly nontaxables; or all
other taxables.,

A substantial portion of the analysis throughout the

rest of this report will focus on the differences and
similarities between nontaxables and nearly nontaxables. Are
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Table 9
Kumber and Distridution of Tax Returns with Income of $200,000 or Over
Under Alternative Concepts, Classified by Taxpaying Status -- 1976
it :Percentage:Cumulative:: :Percentage:Cumulative
:: Kumber of : o :Percentage:: Number of: of iPercentage
it Returns :_ Total : of Totsl :: Returns : Total : of Total
------------ } 2 ded 1 Adjusted Cross Income-~----
All Returas 53,587 100 % 41,761 100 %
Nontaxable Returns 83 0.17 0.17 (1] 0.16 0.16
Taxable Returns with Ratios of
Taxable Income to Income: 1/
Under 102 seavnsnvoccanonannes . 85 0.16 0.32 87 0.21 0.37
10X to 15T ... <13 0.25 0.58 105 0.25 0.62
152 o 201 . 172 0.32 0.90 219 0.52 1.15
201 to 252 . + 979 1.83 2.73 229 0.55 1.70
258 to 201 . enseee 1,523 2.84 5.57 358 0.86 2,55
30T to 40% ... 3,462 6.46 12.03 1,095 2.62 5.17
407 to 301 ..... te 5,924 11.04  23.07 1,760 4.21 9.39
50% and over ereesres 41,227 76.93 100 37,840 90.62 100

~---Adjusted Gross Income plus -=--Adjusted Gross Income less

Preference Investment Interest
All Returns $6,512 100 ¢ 39,346 100 %
Nontaxable Returns 14 0.20 0.20 42 0.11 0.11
Taxable Returns wicth Ratios of
Taxable Income to Income: 1/
nder 20T ...... 121 0.21 0.42 61 0.16 0.26
10T to X 255 0.15 0.87 41 0.10 0.37
152 to 543 0.95 1.8 76 0.19 0.56
202 to 1,299 2,30 4.13 110 0.33 0.8%
258 to 1,780 3.15 7.28 212 0.5¢4 1.43
30T to 4,029 7.13 14.41 738 1.88 3.30
402 to 6,591 11.66 26.07 1,321 3.36 6.66
S0T and over ...........een veees 41,780 73.93 100 36,723 93.3¢ 100
Office of the Secretary of the Treasury July 24, 1978

Offfce of Tax Analysis
Source: 1976 Statistics of Income.
1/ Taxable income is defined 2s the amount of fncome which under the appropriate ordinary tax rate

schedules would yleld tax after credits plus the minimum tax.
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Table 10
Number sod Distribution of Tax Returns with Income of $200,000 or Over
Under Alternative Concepts, Classified by Taxpaying Status -- 1975
t: :Percentage:Cumulative:: :Percentage:Cumulative
:: Nuaber of : of 1Percentage:: Number of : of tPercentage
it Returns : Totak : of Total :: Returns : Total : of Total
E ded Income-=vwomn imavwf Adjusted Gross [ncome-~e-=ee=
All Returns 40,834 100 % 33,606 100 2
Nontaxadle Returns 215 0.5 0.53% 260 0.77 0.77X

Taxable Returns with Ratios of
Taxable Income to Income: 1/

Under 10X ...... 286 0.70 1.23 332 0.99 1.76
102 to 336 0.82 2.05 185 0.55 2.31
152 to 187 1.92 3.9 215 Q.64 2.95
202 to 946 2.31 6.29 288 0.85 3.80
258 to 876 2.14 8.43 352 1.05 4.85
302 to 2,643 6.46 14.89 670 2.59 7.44
40X to 5,026 12.29 27.19 1,347 4.01 11.44
502 and over .....ieeiianenn e 29,769 72.81 100 29,760 88.56 100
----Adjusted Gross Income plus-~-- ----Adjusted Gross Income less----
Preferences Iovestment Interest
All Returns 43,344 100 2 31,391 100 1
Kontaxable Returns 362 0.84 0.842 126 0.40 0.402
Taxable Returas with Ratfos of
Taxable Income to Income: 1/
Under 10X ...... s iuvessentenas 615 1.42 2.25 150 0.48 0.88
10X to 15% . 735 1.70 3.95 82 9.26 1.14
15% to ses 907 2.09 6.04 13 0.36 1.50
201 to . 1,029 . 8.42 149 0.47 1.98
251 ¢o . 1,072 .67 10,.RQ 7m n_ ké 2,62
303 to 3,019 6.97 17.85 653 2.08 4.70
402 to e 5,356 12.3% 30.21 1,041 1.32 8.01
507 and over e 30,247 69.79 100 28,876 91.99 1¢0
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

1/ Taxable income is defined as the amount of income which under the appropriate ordinary tax rate
schedules would yield tax after credits plus the minimum tax.
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Table 11

Comparison Between Cumulative Percentages of Tax Returns Classified by Tax-Paying Status
With Income of $200,000 and Over Under Alternative Concepts -- 1974-1976

1976 1974 H 1975 1976
-----Adjusted Gross Income-—----
Returns with ratios of Taxable Income
to Income: 1/ -
2ero (Nontaxable returns) .......... 0.39 % 0.53 2 0.17 % 0.68 % 0.77 2 0.16 %
Less than 1.16 1.23 0.32 1.95 1.76 0.37
Less than 1.73 2.05 0.58 2.52 2.31 0.62
Less than 20X 3.38 3.97 0.90 3.17 2.95 1.15
Less than 251 5.54 6.29 2.73 3.86 3.80 1.70
Less than 302 7.75 8.43 5.57 4.85 4.85 2.55
Less than 40% . 14.94 14.89 12.03 7.70 7.44 5.17
Less than 50X .......... 27.719 27.19 23,07 11.78 11.44 9.39
ALl Returns ...oeiineiiinennenaonas 100 100 00 100 100 100
~--=Adjusted Gross Income plus--+- =----Adjusted Gross Income less---
Preference Investment Interest
Returns vith ratios of Taxable Income
to lacome: 1/
Zero (Nontaxadble returns) ... 0.78 0.84 ¢.20 0.27 0,40 0.11
Less than 10X ....covnnnnae 2,55 2.25 0.42 0.80 0.88 0.26
Less than 15% .. 3.69 3.95 0.87 1.00 1.14 0.37
Less than 202 5.78 6.04 1.83 1.3 1.50 0.56
than 25% 8,27 8.42 4.13 1.68 1.98 0.89
Less than 302 10.40 10.89 7.28 .21 2.62 1.43
Less than 40% 18.60 17.85 14.41 4.29 4.70 3.30
Lesa than 502 31,53 30,21 26.07 7.52 8.01 6.68
All ROTUZOS tovvrnieernrvcnentonns 100 100 100 100 100 100
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statistfce of Income, 1975 Internal Revenue Service tax model, and 1974 Internal Revenue
Service tax model.

1/ Taxable income is defined as the amount of income which under the appropriate ordinary tax rate
schedules would yfeld tax after credits plus the minimum tax.
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Chart 2

PERCENTAGES OF TAX RETURNS BY RATIO
OF TAXABLE INCOME TO EXPANDED INCOME

1975 and 1976
(Expanded Incomes of $200,000 and over)

Percentage of
Returns

30

Ratio of Taxable Income to Expanded Income
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nearly nontaxables similar to nontaxables, similar to all
other taxables, or a breed unto themselves?

A Note on Taxable Income

It should be pointed out that in Tables 10 and 11 as
well as in all other tables in this report in which the ratio
of taxable income to total income is used, taxable income has
been modified to take into account the value of tax credits,
the minimum tax, and special tax computations such as income
averaging, the alternative tax on long term capital gains,
and the maximum tax on earned income. If taxable income as
ordinarily defined had been used, a taxpayer who had a
substantial taxable income but paild very little tax would not
have been included among the nearly nontaxables. Thus,
taxable income has been redefined as that amount of income
which, taxed at ordinary rates, would yield the amount of tax
actually shown for the particular return after credits and
after imposition of the minimum tax.

An Overview of High Income Tax Returns

For each of the four income concepts (expanded income,
AGI, AGI plus preferences, and AGI less investment interest),
Tables 12 and 13 show the relative sizes of income as
measured by the four income concepts on the basis of expanded
income being 100 percent. Table 12 is for 1976; Table 13 is
for 1975. A examination of these tables indicates some
significant differences between nontaxable and other returns
when measured by expanded income. Both investment interest
and preferences are relatively more important on nontaxable
and nearly nontaxable returns than on other taxable returns.
Of course, these are two of the most important items in
reducing taxable income under present law, thereby making the
returns nontaxable or nearly nontaxable.

The first 8 tables in each of Appendices A, B, and C
contain data on preferences, deductions, credits, and taxes.
Appendix A is for 1976; Appendix B is for 1975; and Appendix
C is for 1974. 1In each appendix, there are two tables for
each income definition. One table contains aggregate data;
the other shows each item as a pecrcentage of the income
concept used to select the returns shown in the table., Each
table contains four separate columns of data: all returns;
nontaxable returns; nearly nontaxable returns; and all other
taxable returns. These 24 tables include much of the data on
which this report is based. Appendices A and B each contain
two additional tables that cross-classify the numbers of tax
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Table 12

Relationships Between Pour lnm- Conctptl for ‘l‘nx Returns with !ncu-
Income C 976

of $200,000 or Over Under A

ntn_-'B'-luc:od

T us Toss 1 Adjusted Cross
1t Expanded 1 Mjunud Gross : Income plus 1 Income leas
EX] Income 3 : Preferences 1 _Investment Interest
All Returns
EXPANDED INCOME 100 s 100 & 100 & 100 &
Investment interest not in excess of
investment income 2.3 2.8 2.9 2.1
Preferences 24.0 19.6 24.0 19.5
ADJUSTED GROSS INCOME 78.4 83.2 79.0 B82.6
ACJUSTED GROSS INCOME PLUS PREFERENCES 102.3 102.8 102.9 102.1
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 76.0 80.4 76.1 80.6
RXPANDED INCOXE 100 100 100 100
Investment interest not in axcess of
investment income 10.7 51.1 28.2 14.0
Preferences 53.6 12.3 52.4 6.0
GROES INCOME 67.2 141,12 85.3 109.1
ADJUSTED GROSS INCOME PLUS PREPERENCES 110.7 153.4 128.2 115.1
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 47.2 90.0 48.9 95.1
Nearly e Retur
EXPAMDED INCOMK 1v0 100 100 100
Investment interest not in excess of
investment income 7.5 43.0 .o 6.8
Prefexences 8.7 10.0 41.7 4.6
ADJUSTED GROSS IICODC 71.8 134.4 0.9 122,
ADJUSTED GROSR TNCOME PLUS PREVERENCER 7.3 144.3 11,0 107.2
ADJUSTED GROSS INCOMY LESS INVESTMENT INTEREST 39.3 95.8
bl Retur
EXPANDED INCOME 100 100
Investsent interest not in excess of
investment income 2.2 2.4 2.3 2.0
Preferences 23.8 19.7 2.6 19.6
ADJUSTED GROSS INCOME 78. 82.7 70.8 82.%
ADJUSTED GROSS INCOME PLUS PREPERENCES 202.2 102.4 102.3 102.1
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 76.2 80.3 76.4 80.5
Tetary of the Freasury July 4, 1370

Office of Tax Analysis
Source:

1976 Statistics of Income

G921
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Table 13

Relationships Between Pour Income Concepts for Tax Returns with Income
of $200,000 or Over Under Alternative Income Concepte -- 1975

0B Returna elec
1t 1 0 uste X088 1 us rose
11 Expanded : Adjusted Gross : Income plus 1 Income less
11___Income Income : _Preferences 1 Investment Interest
All Returns
EXPANDED INCOME 100§ 100 % 100 » 100 A
Investmant interest not in excess of
investment income 2.8 3.6 3.7 2.4
Preferences 22.0 17.9 21.9 17.5%
ADJUSTED GROSS INCOME 81.0 8s.8 81.9 84,9
ADJUSTED GROSS INCOME PLUS PREFERENCES 102.8 103.7 103.7 102.4
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 78.1 82.2 78.2 82.5
ble Return
EXPANDED INCOME 100 100 100 100
Investment interest not in excess of
i{nvestmant income 20,7 86.7 65.1 27.0
Preferences 46.0 10.9 43.8 8,5
ADJUSTED GROSS INCOME 83.5 177.9 128.7 119.3
ADJUSTED GROSS INCOME PLUS PREFERENCES 120.7 188.8 165.1 127.8
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 4.6 91.2 57.7 92.4
ly Nontaxable Returns
EXPANDED INCOME 100 100 100 100
Investment interest not in excess of
investment income 15.1 43.6 23.3 18.6
Preferences 57.5 26.5 56.1 19.1
ADJUSTED GROSS INCOME 58.% 119.4 67.9 101.7
ADJUSTED GROSS INCOME PLUS PREPERENCES 115.1 146.0 123.3 120.7
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 43.2 75.8 44.7 83.0
--------------------- All Other Nontaxable Returng------se=cee-eccmumann
EXPANDED INCOME 100 100 100 100
Investment interest not 1n excess of
investment income 2.0 2.3 2.1 2.0
Preferences 20.0 17.7 19.7 17.5
ADJUSTED GROSS INCOME 82,1 84.6 82.5 84.5
ADJUSTED GROSS INCOME PLUS PREFERENCES 102.0 102.4 102.1 102.1
ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST 80.0 82.3 80.4 82.5

O¥fice of the Secretary of the Treasury

Off{ice of Tax Analysis

Source:

1975 Internal Revenue Service tax model.

SIYST PR 2 ]
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returns by income classes under each combination of the four
income definitions. One table is for all returns; the other
is for nontaxable returns. Using these tables, one can
determine, for example, how many of the high expanded income
nontaxables are also high AGI nontaxables.

Analysis of Tables 76-2, 76-4, 75-2, and 75-4 in the
appendices shows the basic similarily between nontaxables and
nearly nontaxables and their differences from all other
taxables in 1975 and 1976. These similarities and
differences will be discussed in detail in Chapter 5. 1In
most cases where there is a substantial difference between
nontaxables and all other taxables, the nontaxables show
essentially the same characteristics as the nearly
nontaxables., When defined by expanded income, nontaxables
and nearly nontaxables have large shares of their income in
the form of preferences, but when defined by AGI, they both
have smaller shares., To some degree, this is expected since
preferences are fully included in expanded income whereas
they are excluded from AGI, Thus, it is more difficult to
bicome a high AGI return on the basis of preference items
alone,

It should be pointed out that if a return did have large
amounts of preference income and no ordinary tax liability,
it would be subject to the minimum tax and, therefore, would
no longer be nontaxable. As already noted, in both 1975 and
1976, high expanded income nontaxables had a large share of
their income in the form of tax preferences. With such large
tax preferences, and no ordinary tax liability, how did these
returns escape the minimum tax? It is probable that the
minimum tax was avoided as a result of the "no tax benefit
rule” which provides that if the preference income does not
reduce ordinary taxes then it is not subject to the minimum
tax. Table 76-2 in Appendix A and Table 75-2 in Appendix B
show that, especially in 1976, these returns had more
itenized deductions than they needed to reduce AGI to zero.
Thus, in many cases including additional preference income in
AGI would not have increased tax liabilities. Also, as
explained in detail in Chapter 6, it is likely that in 1976
many of these returns were subject to the minimum tax but
failed to report their liabilities on their tax returns.

Despite the publicity given to high-income, nontaxable
returns, most taxpayers with income of $200,000 or more
(however that income is measured) pay substantial Federal
income taxes. It has already been mentioned that in 1976
over 90 percent of all high expanded income taxpayers had
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liabilities of at least $50,000. Tables 14 and 15 summarize
the tax status of high-income taxpayers in 1975 and 1976.

For the four income measures, the tables show the average
income, tax, and effective tax rate for all returns,
nontaxables, nearly nontaxables, and all other taxables. In
1976, the average tax for all high expanded income returns
was $145,000 or 35 percent of expanded income. This
represented an increase over 1975 of $20,000 per return, or 5
percentage points in the effective tax rate. The average tax
rate for the nearly nontaxables is only about one fifth of
the rate for the all other taxables; their effective tax rate
is much closer to that of the nontaxables than to that of the
all other taxables.

Average income for the nontaxables was about 10 percent
lower than for the group as a whole. Average income for the
nearly nontaxables was about one and one-half times that of
the whole group. There does not appear to be a simple
explanation for the higher average income of the nearly
nontaxable group.

Summary

Although there are some differences between nontaxables
and nearly nontaxable, these differences are relatively small
compared with the major difference between these two groups
on the one hand and all other taxables on the other hand.

The similarities between the two groups and their differences
from other taxables can best be seen by examining the
importance of several items shown in the appendix tables:

tax preferences; investment interest; charitable
contributions; miscellaneous deductions; casualty losses; and
the foreign tax credit.

The similarity of nearly nontaxable high-income returns
to nontaxable high-income returns indicates that the
characteristics of nontaxable returns are not unique. They
only represent extreme cases of returns with low ratios of
taxable income (as adjusted) to expanded income. The
importance of this observation is that tax policies which are
designed to eliminate high-income nontaxable returns may
address only part of the problem of high-income individuals
not paying a fair share of taxes.

=38~
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Table 14

Average Income, Average Income Tax, and Average Tax Rate for Tax Returas

with Income of $200,000 and Over Under Alternative Concepts -- 1976

: ¢ Average : : :__Effective Tax Rate
Taxpaying Class and Income Concept : Number of : Income : Average : Average : per :  pexr
Used to Classify Returns : Returns :(per Income: Expanded : Total : Income : Expanded
: : Concept) : Income : Tax : Concept : Tncome
Expanded Income
All Returns 53,587 $413,617 $413,617  $144,942 35.02 35.02
Nontaxable Returns 89 350,427 350,426 0 0 0
Nearly Nontaxable Returns 393 613,842 613,842 43,583 7.1 7.1
All Other Taxable Returns 53,105 412,241 412,241 145,936  35.4 35.4
Adjusted Cross Income
All Returns 41,761 376,712 452,650 167,656 44.5 37.0
Nontaxable Returns 68 342,456 242,765 0 0 0
Nearly Nontaxable Returns 411 530,297 395,679 30,757 5.8 7.8
All Other Taxable Returns 41,282 375,239 453,573 169,296 45.1 37.3
Adjusted Gross Income plus
Prefercuces
All Returns 56,512 412,873 401, 388 139,993 33.9 34.9
Nontaxable Returns 114 370,158 288,790 0 0 0
Nearly Nontaxable Returns 919 605672 462,172 44,498 7.4 9.6
All Other Taxable Returns 55,479 409,767 400,613 141,863 34.6 35.4
Adjusted Gross_Income less
Investment Interest
All Returns 39,346 375,988 466,644 174,066 46.3 37.3
Nontaxable Returns 42 321,595 338,190 0 0 0
Nearly Nontaxable Returns 178 483,478 504,798 21,916 4.5 4.3
All Other Taxable Returns 39,126 375,558 466,608 174,945  46.6 7.5

Office of the Secretary of the Treasury

Office of Tax Analysis

Source: 1976 Statistics of Income.

July 24, 1978
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Table 15

Average Income, Average Income Tax, and Average Tax Rate for Tax Returns
with Income of $200,000 and Over Under Alternmative Concepts -- 1975

: Average H Effective Tax Rate
Taxpaying Class and Income Concept : Numb of : 1 : Average : Average : per : per
Used to Classify Returns : Returns :(per Income: Expanded : Total : Income : Expanded
: Concept) : Income : Tax : Concept : Income
Expanded Income
All Returns 40,884 $412,202 $412,202  $124,412 30.22 30.22
Nontaxable Returns 215 377,260 377,260 0 0 1]
Nearly Nontaxable Returns 1,409 585,061 585,061 38,505 .6 6.6
All Other Taxable Returns 39,260 406,190 406,190 146,516 36.1 36.1
Adjusted Gross Income
All Returns 33,606 377,395 439,787 160, 356 42.5 36.5
Nontaxable Returns 260 450, 385 253,112 0 [ 0
Nearly Nontaxable Returns 732 522,967 437,803 15,251 2.9 3.5
All Other Taxable Returns 32,614 373,546 441,320 164,738 44.1 37.3
Adjusted Gross Income plus
Preferences
All Retyras 43,344 413,254 398,425 136,322  33.0 34.2
Nontaxable Returns 362 436,122 264,174 0 0 0
Nearly Nontaxable Returns 2,257 551,326 447,293 30,793 5.6 6.9
All Other Taxable Returns 40,725 405,399 396,910 143,382  35.4 36.1
Adjusted Cross Income less
Investment Interest
All Returns 31,391 375,534 454,984 167,922 44.7 36.9
Nontaxable Returns 126 376,738 407,952 0 0 0
Nearly Nontaxable Returns 345 493,962 595,093 22,368 4.5 3.8
All Other Taxable Returns 30,900 374,450 453,906 170,340  45.5 37.5

Office of the Secretary of the Treasury

Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

July 24, 1978
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Chapter S

Avoiding Taxes: Exclusions, Deductions,
Credits, and Other Devices

How did people with expanded income or AGI of $200,000
or more avoid paying any Federal individual income tax?
Since the data indicate basic similarities between nontaxable
and nearly nontaxable returns, an analysis of the reasons why
nontaxable returns are nontaxable should also illuminate the
methods used to reduce taxes on nearly nontaxable returns.

Basically, there are four means by which high-income
persons may substantially reduce or eliminate their income
taxes: (1) tax preference income which is omitted from the
tax base; (2) deductions in calculating taxable income; (3)
special tax computations; and (4) credits against tax. Since
tax preference income is already omitted from AGI,
traditional methods for analyzing reasons for nontaxability
of high AGI returns have tended to understate the importance
of tax preference income,

Attributing Nontaxability: Methodology

There are three approaches to analyzing the reasons for
nontaxability (and near nontaxability). The first shows the
largest single item of deduction or credit on each return.
The second approach agalin treats each deduction or credit
separately and gives {ts size relative to income. The third
approach aggregates data for all returns in the group and
shows the total value for each deduction or credit.

In many of the reviews of high-income nontaxable returns
undertaken since the late 1960's, the largest single
deduction or credit item on the return has been given as the
reason for the return's nontaxability. However, it is not
typical for any one deduction or credit to be large enough by
itself to eliminate entirely a person's income tax.
Ordinarily, nontaxability is produced by a combination of
items, none of which taken alone may be extraordinarily
large. Moreover, attributing nontaxability to the single
largest item disregards the size of the largest item both in
absolute terms and in relation to the total income on a
return. If a return has many different deductions and
credits, even the largest one may be relatively small. On
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the other hand, i{f only a few provisions are used and the
return is nontaxable, even the second or third largest item
may be very significant. The largest item method would count
the largest, but still small item on the first return but
ignore the second largest, but still very large item on the
second return. There are, therefore, deficiencies in this
approach.

For comparability with earlier analyses, Tables 16 and
17 show the number of and percentages of the total r.umber of
returns on which particular a deduction or credit item was
the largest ftem. Table 16 is for 1976; Table 17 is for
1975. These tables contain significantly more data than
those available or prior years. In addition to showing the
information for nontaxable returns, similar data is also
shown for taxable returns. 1/ The comparable data for
taxable returns permits the Importance of various deductions
to be put in perspective. Whether an item is more or less
important on nontaxable than on taxable returns may be of
more significance than its absolute importance. These two
tables also contain data for the high income returns under
all four definitions of income. This is the first time such
information has been presented for other than high AGI
returns.

Another means of determining the importance of various
deductions or credits is to show the value of each deduction
and credit as a percentage of income. If the percentages of
income are made into a few categories, e.g., less than 10
percent of income, 10 percent to 20 percent of income, etc.,
the number and/or the share of deductions falling into these
categories can be determined for a group of returns. This
method has the advantage of providing two pieces of data for
each deduction or credit used: whether or not the provision
was used; and, if used, its Importance relative to income.
For nontaxable returns, this method shows the frequency with
which a particular credit or deduction is large enough so
that nontaxability can reasonably be attributed to it alone.
However, this method only illuminates the importance of each
deduction or credit separately; it does not provide
information on how frequently particular combinations of
deductions and/or credits appear on a single tax return.

1/ To avold unnecessary complexity in the tables, only the
percentage distribution and not the actual count is shown for
taxable returns.
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Tabdble 16

Largest Deduction or Credit om Tax Raturns with Income of $200,000 or Over,
Under Alternative Income Concepts -- 1976

::__Nontaxable Returns ::_ Taxable Returns :: Nomtaxable Returns ::_Taxable Returns

€401

Largest Item 1/ 33 Wyaber : Percemtage :: Percentage :: NMumber : Percentage :: Percentage
—— B ded I —————m———pAdjusted Cross Incomg=e—ee—c——e

Interest Paid Deduction 2/ 18 20.2 2 4.2 X 31 45.6 X 14.6 X
Taxas Paid Deduction 2 2.2 55.2 1 1.5 30.4
Contributions Deduction 19 21.3 23.8 5 7.4 22.6
Medical Expense Deduction -—_ - 1.0 - - 0.8
Casualty Loss Deduction 22 24.7 0.3 6 8.8 0.3
Miscellaneous Deduction 14 15.7 6.5 11 16.2 3.1
Foreign Tax Credit 14 15.7 1.3 14 20.6 1.0
Investwent Credit -~ - 6.4 - - 4.6
All Other Preference Credits 3/ - - 1.2 -~ - 0.6

TOTAL 89 100 X 100 X 63 100 X 100 2
- =ACIL plus Pref. —===acAGI lass lav Interest

Interast Paid Deduction 2/ 45 39.3 2 16.4 X ? 16.7 2 3.92
Taxes Paid Deduction 1 0.9 47.9 1 2.4 57.0
Comtributions Deduction 1 18.4 21.5 3 7.1 24.7
Madical Expense Deduction _— -— 0.9 -~ - 0.9
Casualty Loss Deduction 22 19.3 0.3 L] 14.3 0.4
Miscellansous Deductiom 11 9.6 5.3 11 26.2 6.1
Foreign Tax Credit 14 12.3 1.2 14 33.3 1.0
Iovestmant Credit - -— 5.5 - - 5.4
All Other Preferemce Credits 3/ - - 1.1 - - 0.7

TOTAL 114 100 100 2 42 100 X 100 X

Office of the Secretary of the Treasury July %, 1978

Office of Tax Analysie
Source: 1976 Statistics of Imcoms.

1/ On veturse with both large itemized deductions and large credits, the largest deduction or credit was
determined by omitting the largest deduction, recomputing the tax, and comparing the resulting tax to
the largest credit.
2/ Mjwated for any isterest which may already have baen deducted in the calculation of income.
3/ Iaclodes credit for the elderly, child care credit, iavestment credit, work Iincentive (WIN) credit, foreign
tax credit, credit for comtributions to candidates for public office, new residence crediZ, and earned income
credit.
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Table 17

largest Deduction or Credit on Tax Returns with Income of $200,000 or Over
Under Alternative Income Concepts -- 1975

Nontaxabl
Mumber :

e Returns

Percentage

Taxable Returns
Percentage

——— Txpanded I +———===—Adjusted Cross Incomg——re~vwmmas

lateresc Paid Deduction 2/ 80 7.2 2 3.9 % 163 62.7 2 15.3 2
Taxes Paid Deductfon 28 13.0 S4.7 17 6.5 8.7
Contributions Deduction 34 15.8 2.2 24 9.2 22.8
Medical Expense Deduction ~ - 1.1 - - 0.7
Casualty Loss Deduction D & | 6.1 0.3 8 3.1 0.3
Miscellaneous Deduction 43 20.0 6.7 35 13.5 5.1
Poreign Tax Credit 13 6.1 0.9 13 5.0 0.9
Investment Credit 4 1.9 6.8 - - 5.5
All Other Preference Credits 3/ - - 1.4 - - 0.8

TOTAL 215 100 x 100 X 260 100 2 100 X

—==——=———=AGl plus Preferences- —wenn  —e——— AGI less Investwment Interest-—-———w—

Interest Paid Deduction 2/ 232 6.1 2 17.1 2 41 32.5 2 3.72
Taxes Paid Deduction 22 6.1 47.0 14 11.1 55.6
Contributions Deduction 29 8.0 21.6 24 19.1 25.2
Medical Expense Deduction - ~-- 0.9 - - 0.8
Casualty Loss Deduction 15 4.1 0.3 6 4.8 0.3
Miscellaneous Deduction 47 13.0 5.2 28 22.2 6.3
FYoreign Tax Credit 13 3.6 0.9 13 10.3 1.0
Investment Credit 4 1.1 5.7 - - 6.3
All Other Prefarence Credits 3/ - - 1.3 - - 0.9

TOTAL 362 100 X 100 2 126 100 2 100 2
Office of the Secrstary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1975 Internal Revenue Servie Tax Model.

1/ On returns wvith both large itemized deductions and large credits, the largest deduction or credit was
and comparing the resulting tax to

determined by omitting the largest deduction, recomputing the tax,
the largest credit.

3

2/ Adfusted for any {ntarest which may slready have been deducted in the calculation of income.
/ Includes retirement income credit, investment credit, work focentive (WIN) credit, foreign tax credit, credit for

contributions to candidates *or public office, nev residence credit, and esrved income credit.
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Tables 18 through 25 present itemized deductions as a
whole and each itemized deduction and major tax credit
separately as a percentage of income. Each line of these
tables shows the total number of returns which used the
Tartlcular deduction or credit at all and the relative

mportance of each deduction as a percentage of incoxe.
These tables also provide separate distributions for
investment interest not in excess of investment income and
for investment interest in excess of investment income,
Tables 18 through 21 are for 1976; Tables 22 through 25 are
for 1975. Por each year, there is a separate table for
high-income nontaxable returns selected by each of the four
definitions of income.

A third method of examining how returns are made nearly
or completely nontaxable is to calculate the average impact
of a particular provision in reducing income or taxes for a
group of taxpayers. This method is simple and straight-
forward. It can also be used to show the effect of
particular provisions on average or aggregate tax
liabilities. However, it does have the disadvantige of
averaging data that may be widely disparate so that
differences among returns are obscured. If 50 returns were
to make extensive use of a provision and 50 others did not
use that provision at all, average or aggregate data would
indicate moderate use even though not a single return i{n the
group used the provision moderately.

Aggregate income, preferences, deductions, credits, and
taxes for 1976 returns with incomes of $200,000 or more are
shown in the first eight tables in Appendix A. There are two
tables for each of the four income definitions. The first
table contains aggregate data; on the second table, all items
are shown as percentages of income. Each table has data for
all returns, nontaxable returns, nearly nontaxable returns,
and all other taxable returns. The percentage tables
facilitate comparisons among the nontaxable, nearly
nontaxable, and all other taxable columns. Data for 1975 and
for 1974 are contained in analogous tables in Appendices B
and C, respectively.

How to Make a Return Nontaxable

All three of the approaches described in the preceeding
section may be used together to analyze the reasons for
nontaxability. However, because of serious data problems,
only qualified conclusions can be drawn from analysis of the
1976 data. Apparently, at least half of the 1976 high-income
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Toble 1

Itemized Deductions and Credits as Perceatsges of Ixpanded locome for
Noncazable Returns vith fxpyaded [ncome of $200,000 or Over -- 1976

) t
Deduction or Credit 1

1 2 2 3 H H [ ] 1
A1l Retwras L3
ltamised doductices, total..... 79 4 ) b) 22 »
Medical deductfca ........... bH 51 1
Tazes paid deduction ........ N 60 [] 2 2 1
Costributions dedwcticm ..... 6 A3 1 ? 2 15
Isterest deduction .......... 17 . 1 1 4 2
Casualty loss deductiom ..... 2 1 1 18 )
Miscellaneous deductiom ..... 4 1 4 s 1 i ¢ [ ]
Deduction Equivalent of:
Foreign tax credit .....iv.0o 14 1 1
Investmest credft ........... 3 H 1
All other preference credite. 1 1
Memo: Investment interest in
excess of investment facome 2/ 10 [} H 3 2
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statistics of Income.
1/ Includes returcs with total reported deductions equal to or exceeding expanded income.

2/ Tor each return total interest vas divided fnto two parts: an smount not in excess of investment (ncome;
and the remsinder which represents investment interest in excess of javestmeot income. Nortgage interest
(vhich 18 ordinsrily not a large portion of total foterest for these returns) was subtracted from total
interest to determine investment i{nterest. Investment income consists of dividends, interest, and
reslized capital gains included in income.
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Teble 1%

ltenized Deductions snd Credits a8 Percontapee of Adjusted Cress eme for
Boatansble Beturns with Adivetied Cross laceny of u&..ﬂ or Over

BDeduction or Credit

:l:u Gndot 1 wmder : vador ¢ wader : wnder | wnder § wnder ! wader 1 of
All Returas L]
Ttenised deductions, total .. .. o 1 ? 1 1 n a
Medlical doduction ... ........ FT) 1) 1 1
Tezes patd deduction ........ 0 v} s ) )
Costribut fons deduction ..... ) 2 2 1 [y 2 1
laterest deduction .......... “ 13 I3 3 1 1 12 7Y
Cassalty loss deduction ..... 1o 4 1 2 )
Niscellaneous deductios ..... (73 » Py 3 1 2 s
Deduct1on Bquivalent of:
Poreign tex credit .......... 13 1 1 1
lavestment credit ........... s s 1 2
All other preference credits. 2 2
Mewo: Iavestwest Interest: 2/
Bot ia excess of fovestment
IRCOME .. oivninesentonnnas, 4 14 5 3 1 3 $ 3 2 .
In excess of imvesteent
income ........... 28 s 4 2 . 3 1 . 2
Offfce of the Secretary of the Treasury Jely 24, 1978

Office of Tax Analysis

Source: 1376 Stetistics of Income.

1/ Includes returns vith total reported deductiona equal to or exceeding adjusted gross Lacome.

2/ Por each returo totsl interest vas divided ioto two parts: an smcust 0t 1» excess of iavestment income;
40d the remainder wvhich represents iavestment isterest i excess of iavestmant iscome. Mortgage intsrast
(vhich {s ordimarily mot s lerge portion of totsl interest for these retwrns) was subtracted from total
faterest to determine favestment interest. I[nvestment Income coastists of dividends, isterest, and
resissed capital gains tmcluded in fncome.
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Teble 20

Itomised Deduccions snd Credits a8 Percentuges of Adjusted Cross Incowe plus Prefecesces for
Bostarabls Returns vith Adjusted Gross lacome plus Prefevences of $200,000 or Over -~ 1974

Deduction or Credit

All Returns 114
Itenised doductions, tetal . ... 104 15 2 1 1 L3 2 33
Medical deduction ........... (1] 62 1 1
Taxss patd deductiom ........ 9 81 1n 3 1
Contributlons deduction ..... 88 2 2 2 4 2 b} 13
Iaterest deduction ... cene 73 n ) 6 1 2 1 12 16

Cssuslty lose deduction ..... 26 4 1 18 3
Miscellsneous deduction ..... 7% 50 9 6 1 2 ]

Deductfon Equivalent of:

Toreigs tax crodit .......... 15 t 1 13
Iavestmsnt credit ........... 8 5 1 H
All otber prefarence credits. 2 2
Memo: lovestment interest in
excess of {nvestmeat fncome 2/ 26 6 [} 2 i ] b [} 2
Offfce of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1974 Stactetics of lncoms.

v ’!:::::::c::turu vita total reported deductfons equal to or exceeding adjusted gross income plus

2/ Por each return total {aterest vas divided fnto two PaFts: an amount not in excess of f{mvestment locoms;
snd the remainder vhich represents fnvestment fnterest in excess of favestment fncome. Mortgage intereet
(which is ordinarily oot a large portion of total taterest for thess retwrns) vas subtracted fros total
interest to determine fnvestment interest. Investment income consists of dividends, interest, and
reslfzed capitsl gains 1acluded in fncome.
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Tebla 2}

Itenized Deductions and Credfte as Percentages of Adjusted Gross Incose less Investment Iatereat for

Boataxsble Returse with Adjusted Cross Income less Imvestment Isterest of $200,000 or Over —- 1976

D) . _ v ti or 1
1 Total 3
Deduction or Credit - 1+ of 13 0 [ 0 1 0 1 [} 0
llﬂcl:ﬂucr|n4n:u-«r:ndnc-m:ularl-:‘u:rur: or
All Returas 42
Ttamized dedoctions, total .... 2 3% 3 5 23
Medical deduciion .. ...vnveen 17 16 1
Texes paid deduction ........ kT3 26 3 2 2 1
Coatributions deduction ..... 28 22 1 2 1 1
Interest deduction ...cvvenes 16 8 1 4 3
Casualty loss deduction ..... 7 1 1 2 3
Miscellsnecus deduction ..... k1) 16 4 2 1 1 2 8
Deduction Equivalent of:
Yoreign tax credic .. sieee 14 1 13
Investment credit ........... 3 2 1
All other preference credits. 1 1
Memo: Investment interest in
axcess of tavestment fncome 2/ 10 ] 3 3
Office of the Secretary of the Treasury July 24, 1978

Offfce of Tax Aaslysis

Source: 1976 Statistics of Income.

1/ Iscludes returas with total reported deductions equal to or exceeding adjusted gross income less
iavestment interest.

2/ For sach returs total intersst was divided into two parts: an amount Rot in excess of investment {ncome;
and the remainder which represents investment interest in excess of investmeat income. Mortgage interest
(vhich 1s ordinarily not & lsrge portion of total faterest for these returns) wvas sudbtracted from total
interest to determine investment interest. Investment incose consists of dividends, {nterest, and
reslized capital gains f{ncluded in income.
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Table 22

Tremizted Deductions and Credits as Percentages of Expanded Income for Nontexsble
* Returns with Expanded Incoms of $200,000 or Over -- 1975

b Jumber of Returns with Deduction or Credit ____
t Total 3
Deduction or Credic v oof

s 1 1 2 s M t 4 t 1 1 '
1 Nusber: Under : under : uader : under : under : under 1 u,dct t woder 1 oF
3 s 2 1 : 1] 3

All Returns us
Itemfzed deductions, totsl..... 172 19 7 1 b 8 6 4 38 79
Madical deductfon ........... T4 68 5 1
Taxes paid deduction ... . 162 95 29 16 7 2 s 2 5 1
Coateibutions deduction ..... 133 8% 8 13 13 12 1s 1 2
Interest deduction .........0 94 43 5 1 4 4 5 2 17 13
Casualty loss deduction ..... 26 11 2 H 11
Miscellaneous deduction ..... 143 63 20 10 8 16 8 4 8 6
Deduction Equivalent of: 51 20 11 7 1 1 n
Foreign tax credit .......... 25 [ 3 3 1 1 11
Investment credit ........... 3 19 9 3
All other preference credits. 2 2
Mamo: Investoent interest fn
excess of investment income 2/ 58 10 3 3 4 4 2 17 13
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statistics of Incose.
1/ 1ocludes returns with total reported deductions equal to or sxceeding expanded income.

2/ Tor aach return total interest vas divided into two parts: an amount not in excess of investment income;
and the remainder wvhich represects investment interest {o excess of investment income. Mortgage {nterest
(which 1s ordinarily not a large portion of totsl interest for thess returns) vas subtracted from total
interest to determine investment interest. Investment income consists of dividends, interast, and
trealized capitsl gains iocluded in income.
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Teble 23

Itemized Deductions and Credits as Percentages of Adjusted Gross Income for Nontaxable
Returns with Adjusted Gross Income of $200,000 or Over -- 1975

T Number of Returns with Deduction or Credit

T Yotal 3
Deduction or Credit t of 13 1 10X 1 208 : 0% 1 & 1 s 0 []
i Mumber: Under : under i1 under : under : under : under i under t under 1 or
1 : i 2 H i & 1 ] [ | 3
All Returns 260
Itemized deductions, total .... 256 3 4 1 1 4 70 173
Medical deduction ........... 123 117 4 1 1
Taxes paid deduction ........ 253 184 34 13 9 2 2 2 6 1
Contributions deduction ..... 242 146 22 19 29 13 13
Interest deduction .......... 246 41 17 9 12 13 8 19 74 53
Cssualty loss deduction ..... 29 20 1 1 2 5
Miscellsneous deduction ..... 226 128 31 21 10 8 7 4 8 9
Deductfon Equivalent of: 65 33 19 6 3 1 1 1
FPoreign tax credft .......... 35 13 3 J 3 1 1 11
Investment credit ........... 39 30 6 3
All other preference credits. 5 S
Memo: Iuvestwent [aterest: 2/
Not {n excess of investment
10COME sevvreorirniransaans 238 52 30 21 18 15 14 21 60 ?
In excess of investment
income ....... 119 21 1 10 18 4 11 6 18 10
Office of the Secretary of the Treasury July 26, 1978

Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

1/ Includes returns vwith total reported deductions equal to or exceeding adjusted gross income.

2/ Tor each return total interest was divided Into two parts: an amount not in excess of investment income;
snd the remainder which represents investment interest in excess of investment income. Mortgage interest
(which 1s ordinarily not a large portion of total interest for these returns) was subtracted from total
interest to determine investment interest. Investment fncome consists of dividends, Interest, and
realized capital gains factuded in income.
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Table 24

Itemfired Deductions and Credits ss Perceatages of Adjusted Gross Income Plus Preferences for
Nontaxable Returns with Adjusted Gross Income Plus Preferences of $200,000 or Over -- 1975

3 ber of Returns with tion or i
Deduction or Credit : 10:? : 102 208 02 403 ' [
: luﬂcr: Under : ul;d.r 1 M;r : n‘du I under x under l uader & woder 1 or
A1l Returns 362
Itemized deductions, total .... 319 12 11 8 H 10 [ 6 110 151
Medical deduckion .o.vvvveers 143 137 5 1
Taxes paid deduztion ........ 309 233 38 16 6 5 2 2 6 1
Contributions deductioca ..... 295 196 26 29 19 25
Interest deduction .......... 291 52 27 39 18 12 1 16 83 51
Casuslty loes deduction ..... [} 29 1 4 10
M{scellaneous deduction ..... 265 156 33 22 11 17 8 3 8 7
Deduction Equivalent of: 80 [ 14 8 1 2 10
Foredgn tax credft ...ceevvis 35 14 3 5 1 2 10
Investment credfit «.ccensasns 54 42 9 3
All other preference credits. s s
Memo: Irvestment loterest: 2/
Bot in excess of investment
1NCOME vevvrrenaarnranianans 233 66 38 26 30 13 16 17 67 10
In excess of investment
10COBE evverrarerocnearnans 116 25 9 9 19 11 11 6 18 8
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analyeis

Source: 1975 Internal Revenue Service tax model.

1/ Taocludes returns with totsl reported deductions equal to or exceeding adjusted gross income plus
preferences.

2/ For each return total fnterest was divided into two parts: an amount not in excess of favestment fncome;
and the remainder vhich represents iavestment interest fn excess of investment {ncome. Mortgage interest
{wvhich is ordinarily not a large portion of total interest for these returns) was sudbtracted from totsl
interest to determine {nvestment interest. Iavestment income consists of dividends, interest, and
realized capital gains included in ifncome.
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Table 25

Itemized Deductions and Credits aa Perceotages of Adjusted Cross Income less Investment Interest for

Montaxable Returns with Adfusted Gross Income less Investmeut Interest of $200,000 or Over - 1976

r_ of tu with tiop ot it

]
) oo |Redsssienor Sradhl ad Eefpatanspl AL JgaA LOH I e
Deduction or Credit s of [ 1 1 [ 3 1

1 v 2 1
woder t under 1 under 1 under : under | wader 1 under 't or
3 4 3

1 Wusber: Under 3
: 3 3
All Returns 126
Itemised deductions, totsl.se.. 122 'y 3 1 ’ 1 4 31 78
Medical deductiot-sercrsranan 59 53 s 1
Taxes paid deduction ....even 119 [13 25 11 7 2 2 2° 3 2
Contributions deduction ..... 114 58 s 9 11 10 17 2 2
Interest deduction ...vovnves 78 29 3 2 2 2 6 2 17 15
Casualty loss deduction ..... 13 6 1 1 s
Miscellaneous deduction ..... 108 A3 15 11 8 6 7 s 6 ?
Deduction Equivalent of: 39 11 8 4 3 1 1 1
Foraign tax credit .oivoveees 24 5 2 1 3 1 1 1
Investmant credit .ocvieevnnes 19 11 & 2
All other preference credits. 2 2

Memo: Investment interest in
excess of fnvestment fucome 2/ 55 10 2 2 2 5 3 16 15

Office of the Sacretary of the Treasury July 24, 1978
Office of Tax Analyeis

Source: 1976 Statistics of Income.

1/ Iscludes returns with total reported deductions equsl to or exceeding adjusted gross income less
{ovestment i{nterest.

2/ Tor each return total interest was divided into two parts: an amount not in excess of investment income;
and the remsinder which represents investment interest in excess of fovestment income. Mortgage interast
(which {8 ordinarily not a large portion of totsl interest for these returns) was subtracted from totsl
iaterest to determine inveetment interest. Investment income consists of dividends, {ntevest, and
realized capital gains included in income.
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returns which filed as nontaxables actually had large enough
itemized deductions to be subject to the minimum tax and,
therefore, were taxable. Usually, such returns would fall
into the nearly nontaxable category. Because of these data
problems, some of the analysis in this chapter is repeated in
Chapter 6 for the truly nontaxables, but the corrected data
is only available for high AGI returns. The data analyzed in
this chapter are all that is available for the three other
income measures. Despite these problems, analyzing the
avajlable data should shed some light on which tax provisions
are used most commonly to make returns nontaxable or nearly
nontaxable,

As in -prior years, the interest paid deduction was the
largest deduction item most frequently for high AGI returns
(see Table 17). However, the importance of interest as the
largest deduction or credit drops by more than half and falls
to only the third most important item when high expanded
income returns are used (Table 16). More importantly, on
only 10 of the 89 high expanded income nontaxable returns was
there any investment interest in excess of investment income
(Table ). Interest expense (including mortgage interest)
was almost 17.6 percent of expanded income for nontaxables,
9.6 percent for nearly nontaxables, but only 2.9 percent for
all other taxables. Excess investment was 6.5 percent for
nontaxables, 1.6 percent for nearly nontaxables, and only 0.3
percent for all other taxables (see Table 76-2 in Appendix
A). Clearly, investment interest, both non-excess and
excess, was a less important item for the all other taxables
than for the other groups. However, under the expanded
income concept, non-excess investment interest is reognized
as a legitimate investment expense, and in only six cases was
excess investment interest large enough to play a major role
in making a return nontaxable (Table 16).

The largest item method shows the casualty loss
deduction to be the most frequent reason for making a high
expanded income return nontaxable in 1976; it was among the
least important items for taxable returns (Table 16). The
importance of casualty losses is confirmed by both other
methods, and it likely that it played a major role in the
nontaxability of one quarter of all nontaxable high expanded
income returns (Table 18). This item is vastly more
important for nontaxables than for taxable returns. Although
the absolute number of casualty loss deductions did not
change appreciably between 1975 and 1976, the relative
importance of the casualty losses grew dramatically because
the casualty loss deduction became one of only two itemized
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deductions not included among the excess itemized deductions
subject to the minimum tax (Tables 18 and 22). The casualty
deduction was the largest single item 14 times (out of 89) in
. 1976 (Table 16) and 13 times (out of 215) in 1975 (Table 17).

The deduction for charitable contributions was cited
second most frequently as the largest item causing
nontaxability. Contributions were the largest item on 21.3
percent of nontaxable expanded income returns, about as
frequently (23.8 percent) as on taxable returns (Table 16).
Also, on over two-thirds (43 out of 64) of the returns which
had any contribution deduction, that deduction was less than
10 percent of expanded income (Table 18). On the the other
hand, there are 17 returns on which this deduction exceeds 70
percent of expanded income, and 15 returns on which it ,
exceeds 100 percent of expanded income (Table 18). This is
approximately the same as the 19 cases in which it is the
largest deduction (Table 16). 1In the aggregate, the
deductions for charitable contributions on nontaxable high
expanded income returns are extremely large (Table 76-2). In
fact, it is one and one half times AGI, which far exceeds the
statutory limit of deductibility. It is likely that the data
are being distorted by a few extremely large deductions which
have not been reduced to their legal limits because the
returns would have been nontaxable anyway. In the aggregate,
the contributions of the nearly nontaxables do not appear as
impossibly large as for the nontaxables. Nevertheless, the
charitable deduction is a three times larger share of
expanded income for nearly nontaxables than for other
taxables (Table 76-2). Thus, although the contributions
deduction may have been a major factor in the nontaxability
of more than one-fifth of the nontaxable returns, for most
nontaxable returns, contributions are no more important than
for taxable returns.

As measured by the largest single item method, the only
two other items of significance are the miscellaneous
deduction and the foreign tax credit (Table 16). Both are
much more important for nontaxables than for taxables. For
high-income returns, the miscellaneous deduction consists
mainly of investment expenses other than interest, employee
expenses, and alimony paid, all of which could arguably be
“"above~-the-line" deductions which should be taken in
computing income. 2/ As Table 76-2 shows, this deduction is
far more important for nontaxables (22.8 percent of expanded

r
2/ Beginning in 1977, alimony payments have been converted
from.a miscellaneous deduction for itemizers to a deduction
in the calculation of AGI.
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income) than for nearly nontaxables (10.0 percent of expanded
income) or for all other taxes (1.7 percent of expanded
income). On 11 percent of the high expanded income returns,
the miscellaneous exceeded 70 percent of expanded income,
(Table 18).

When the foreign tax credit appears on a nontaxable
return, it is usually large enough to account for
nontaxability entirely by itself, even if other deductions
and credits are relatively small. The nontaxability of about
one out of six of the expanded income nontaxables can be
attributed to the foreign tax credit (Table 18). As measured
by aggregate data (Table 76-2), this credit is moderately
important for both nontaxables (equivalent to a deduction of
9.5 percent of expanded income) and for nearly nontaxables
(11.0 percent), but it is of almost no significance for all
other taxables (0.2 percent). The foreign tax credit is the
only credit of any importance for the nontaxables. In fact,
only three nontaxables have any investment credit, and it is
never large (Table 18). The investment credit is not the
largest item on any nontaxable return even though it is the
largest item for 6.4 percent of taxable high expanded income
returns (Table 16). 1Its value relative to total expanded
income of nontaxables is almost imperceptible (Table 76-2).

The deduction for state and local taxes is most
noticeable for its lack of importance in causing
nontaxability. 1In the aggregate, taxes as a percentage of
expanded income are about the same level for all three
categories of returns (Table 76-2). Taxes are the largest
deduction category on only 2.2 percent of nontaxable returns
but are the largest item on over half, (55.2 percent) of all
taxable high expanded income taxable (Table 16). Though
deductions for taxes appeared on most nontaxable expanded
income returns, the deduction was less than 10 percent of
expanded income two-thirds of the time, only exceeded 20
percent of expanded income 6 percent of the time, and only
exceeded 70 percent of expanded income in one percent of the
cases (Table 18).

For the nontaxables, preferences comprised 53.6 percent
of expanded income, about 93 percent of which was due to the
excluded portion of long-term capital gains. For the nearly
nontaxables, preferences were substantially smaller (38.7
percent of expanded income) with about 79 percent of them
from excluded capital gains. For all other taxable returns,
preferences were 23.8 percent of expanded income, with about
74 percent of them for excluded capital gains (Table 76-2).
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The tax savings from the alternative tax, from the
maximum tax on earned income, and from income averaging are
not significant for either nontaxables or nearly nontaxables.
Taken together, they are much less important for these groups
than for the remainder of taxable returns (Table 76-2).

Nontaxables are not affected by the minimum tax.
For nearly nontaxables, the minimum tax is equivalent to
losing a deduction of 10.0 percent of expanded income, but it
does represent 79 percent of that group's tax bill. Thus,
eliminating the minimum tax would reduce the tax liabilities
to an insignificant level of 1.5 percent of expanded income,
For all the other taxable returns, the minimum tax represents
a loss of deductions of 3.7 percent of expanded income, but
it represents less than 7 percent of the group's total tax
bill (Table 76-2).

In terms of aggregates for the entire group of fully and
nearly nontaxables, the significance of itemized deductions
in reducing taxes appears to diminish. Of course, the
aggregates do tend to show averages and thereby hide some of
the differences that make individual returns unique.
Nonetheless, this methodology indicates that the omission of
tax preference income from the tax base is the most important
means by which taxes are reduced or eliminated (Table 76-2).

Findings

This chapter has provided the data and the methods for
analyzing the relative importance of various items in
reducing taxes or in making a return nontaxable. Three
different methods have been employed: the largest single
deduction or credit; deductions and credits on a particular
return as percentages of income shown on that return; and
data showing the average shares of preferences, deductions,
and credits for all returns in a particular class. The dats
indicate that nontaxability often is due to a combination of
causes. Even in those cases where a very large single item
does appear, no one particular item is of overwhelming
importance. In terms of expanded income, several items play
major rolls in nontaxability: preference income,
predominantly capital gains; itemized deductlions for
interest, for miscellaneous expenses, for charitable
contiibutions, and for casualty losses; and the foreign tax
credit.
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In order to verify the indications that many high-income
individuals who reported that they had no tax liabilities
were actually subject to the minimum tax, an individual
inspection of the 68 supposedly nontaxable high AGI returns
was undertaken., As a ivesult of this case by case analysis,
it was determined that there were only 22 high AGI
nontaxables in 1976. An analysis of these 22 returns
including the reasons for their nontaxability is contained in

Chapter 6.
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Chapter 6
22 High Adjusted Gross Income
Nontaxable Returns In 1976

Fewer Nontaxable Returns

All of the data presented so far in this report have
been derived from the Internal Revenue Service Statistics of
Income (SOI) for individual income tax returns. For each
year, the SOl consists of a weighted sample of all individual
tax returns which have been filed. Except for certain
corrections of obvious arithmetic errors, the SOI data are
exactly as reported by taxpayers on their tax returns, Not
only are the data before audit by the IRS, but also the data
do not reflect errors in tax computations, etc. which are
apparent from the income, deduction, and credit {tems shown
by the taxpayers on their returns -- even if the tax shown is
inconsistent with other items on the return.

For purposes of classifying tax returns fuor this report,
the most important problem in using tax as reported on the
return has been the failure of taxpayers to calculate
properly the minimum tax on items of tax preference. In the
first year or two after the introduction of the minimum tax
in 1970, a substantial proportion of high income, supposedly
nontaxable tax returns contained this error and were actually
taxable., By 1973, the error rate had fallen to about 5
percent; and, in 1975, this error had virtually disappeared.
However, this error has reoccurred on 1976 tax returns to
such an extent that the 1976 SOI data vastly overstate the
frequency of high-income, nontaxable returns. An examination
of all 68 of the supposedly nontaxable high AGI returns
showed that there are actually only 22 nontaxable returns
with AGI of $200,000 or over.

After all of the 1976 tabulations shown elsewhere in
this report were completed, it became apparent that there
were internal inconsistencies in the tabulations that could
only be a result of taxpayers' errors in the computation of
the minimum tax on items of tax preference, particularly the
new preference for excess itemized deductions. Under the Tax
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Reform Act of 197¢, itemized deductions (other than casualty
losses or medical expenses) to the extent that they exceed 60
percent of AGI were made a tax preference item for minimum
tax purposes.l/ Beginning in 1976, the exclusion from the
minimum tax is the larger of $10,000 ($5,000 on the return of
a married person filing separately) or one-half of ordinary
tax liabilities. For returns with no reqular tax liability,
a minimum tax would be due on any return where a particular
itemized deduction or the sum of all {temized deductions
(other than casualty and medical deductions) exceeded 60
percent of AGI by at least $10,000 (or $5,000 on the separate
return of a married person). An examination of Table 19
shows that 54 and of the 68 supposedly nontaxable returns
with AGI of $200,000 and over have total itemized deductions
exceeding 60 percent of AGI and 53 have total deductions
exceeding 70 percent of AGI. Even after excluding the
returns with large casualty losses or large medical expenses,
the table shows that 46 of the high-income returns as defined
by AGI are likely to be subject to the minimum tax simply
from their excess itemized deductions. 2/ Thus, instead of
68 high-income, nontaxable returns, Table 19 suggests that
there are only about 22.

Examination of the 68 supposedly nontaxable high AGI
returns for 1976 (which had already been asembled), verified
the conclusions drawn from the data in Table 19. Based
solely on the excess itemized deduction tax preference itenm,
45 of the returns were actually subject to the minimum
tax. 3/

1/ Under the "no tax benefit rule," if itemized deductions
exceed 100 percent of AGI, only the amount between 60 and 100
percent of AGI is a preference item. Otherwise, itemized
deductions that did not reduce tax liabilities would produce
an increase in the minimum tax.

2/ The exact number of returns subject to the minimum tax
cannot be determined exactly from Table 19 because it cannot
be determined which of the returns have the large casualty
and medical deductions; hence, the table does not show the
exact distribution of total itemized deductions excluding
medical and casualty expenses.

3/ During this examination {t was found that one return
should not have been included §n the high AGI group; it wis
included only because of the incorrect placement on the
return of certain income and deduction itenms,
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Thus, there are only 22 high AGI nontaxables for 1976.
Only five one-hundredths of one percent of all high AGI tax
returns filed in 1976 were nontaxable. These 22 nontaxable
returns represent a3 reduction of over 90 percent in the
number of nontaxable high income returns as compared to 1974
and 1975. wWith only 22 nontaxable returns, all of which were
examined, it is possible to describe these returns, their
characteristics, and the reasons for their nontaxability in
more detail and with greater certainty than was possible for
the far larger groups of nontaxable returns in prior years.
The characteristics of these 22 returns are described in the
second section of this chapter.

Since AGI plus preferences is always larger than AGI,
any return with itemized deductions (other than medical
expenses or casualty losses) in excess of 60 percent of AGI
plus preferences will be subject to the minimum tax, and,
therefore, will be taxable. Using this methodology for
returns with at least $200,000 of AGI plus preferences, it
appears as if at least 63 of the 114 returns, or 55 percent,
which did not report any tax liabilities are actually
taxable (See Table 20), This method of determining tax
status is not quite as reliable for returns selected by
expanded income or by AGI less investment interest. However,
because of the substantial overlap of the same tax returns
within all four groups, the results of a similar calculation
for these two other groups cannot be too far off. Table 18
indicates that 36, or 40 percent, of the 89 returns with
expanded income of $200,000 or over are taxable. Similarly,
21, or 50 percent, of the 42 returns with high AGI less
investment interest are taxable (Table 21).

Unfortunately, it was not possible to verify fully these
indications about the substantially reduced numbers of
nontaxable returns as selected by expanded income, AGI plus
preferences, and AGI less investment interest. The actual
tax returns for the high income nontaxables under these three
income definitfions were not readily available. Since
obtaining either the actual returns or additional tabulations
from the 1976 SOI file would have delayed completion of this
report inordinately, corrected tabulations and detailed
analysis based on them will be included in the next high
income report.
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For purposes of this report, it will be assumed that the
indications from Tables 18 through 22 are accurate and that
in 1976 there are:

--53 high-income nontaxables as defined by expanded
income;

--22 high-income nontaxisbles as defined by AGI;

~-41 high-income nontaxal'les as defined by AGI plus
preferences; and

-=-21 high-income nontaxables as defined by AGI less
investment interest.

While the additional analyses of the 1976 high-AGI
nontaxables do show a significant change from the SOI data,
they do not eliminate the usefulness of SOI data, especially
for the nearly nontaxable and all other taxable categories.
Applying the minimum tax to these returns only shifts the
returns from the nontaxables to the nearly nontaxables.
Since these two groups generally exhibit similar
characteristics, the shift of returns will not significantly
affect the conclusions about these returns that can be drawn
from the SOI data. The only significant change is a decrease
in the number of nontaxables and an equivalent increase in
the number of nearly nontaxables.

The 22 High-AGI Nontaxables in 1976

The examination of the 22 high-AGI nontaxable returns
for 1976 indicated that all except two were nontaxable for
one of two reasons: a foreign tax credit or a casualty loss
deduction. Fourteen of the returns were clearly nontaxable
because of foreign tax credits; six returns were nontaxable
because of casualty loss deductions; nontaxability on the
last two returns was due to a combination of factors.

As the upper portion of Table 26 indicates, on every one
of the 14 returns which were nontaxable due to the forecign
tax credit, the foreign tax credit was equivalent to a
deduction of at least 70 percent of AGI. On four of these
returns, either the standard deduction was used, or the
taxpayers did not bother to take either the standard
deduction or to itemize their deductions. On the ten returns
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Table 26

Itemized Deductions and Credits as Percentages of Adjusted Gross Income for the 22 Nontaxable Returns

with Mjusted Gross Income of $200,000 or Over in 1976

Number of Returns With Deduction or Credit

Itemized Deduction 3 T

3 [
Under : under : under

dyction or Credit as Percentage of Adjusted Gross Income

or Credit under : under under : under : or
1:_Returns:: 108 = 20% : 303 : 40% : 50% 708 : 1008 : More 1/
Returns Nontaxable due to the Foreign Tax Credit
Number of Returns 14
Itemized deductiond, total.......... 10 7 2 1
Medical deduction .....ecceceinsns 4 4
Taxes paid deduction . ceesee 9 9
Interest deduction ... ceen [ S 1
Contributions deduction . 8 8
Casualty loss deduction ...
Miscellaneous deduction ..... 7 6 1
Deduction Equivalent of: —
Foreign tax credit ............... bR} 14 8
Investment credit ... w
ns N ble due All Other C
Number of Returns 8
Itemized deductions, total ......... 8 1 2 S
Medical deduction ..... . 3 2 1
Taxes paid deduction . . 8 7 1
Interast deduction ...... . 8 4 2 1
Contributions deduction ... P 8 [ 1 1
Casualty loss deduction ... . 6 1 2 3
Miscellaneous deduction .......... [ 3 2 1

Deduction Ecuivalent of:

Foreign tax credit .. ..
Investment credit ... ceeann

-
-

OITice of the Jecretary of the Treasury

Office of Tax Analysis

1/ 1Includes returns with total reported deductions equal to or exceeding adjusted gross income.
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that had itemized deductions, seven of the returns had
deductions of less than 10 percent of AGI, and the remaining
three had itemized deductions of between 10 and 30 percent of
AGI. On no return were itemized deductions greater than 30
percent of AGI, Table 27 shows the relationship between the
largest and the second largest items of deduction or credit
on each of these returns. It indicates that on returns that
were nontaxable because of the foreign tax credit there was
no uniformly important second largest item of deduction or
credit, On five of the returns, taxes were the next largest
item; on three of the returns, the interest deduction was the
next largest deduction; and on two returns various
miscellaneous deductions were the next largest item. On four
returns, there was no other credit or deduction item (except
for the standard deduction). Moreover, in only two cases was
the second largest deduction item greater than 10 percent of
AGI.

Six of the eight remaining returns were nontaxable
because of large casualty losses. These losses were about
evenly divided between losses to income-producing property
and casuvalty losses to non-income-producing property such as
a personal residence. As indicated on the lower portion of
Table 26, these casualty losses were very large. All six of
them exceeded 60 percent of AGI; two of them were between 70
and 100 percent of AGI; and three exceeded the entire amount
of AGI. The fraction of other itemized deductions on these
returns was not nearly so uniform as on the returns that were
nontaxable because of the foreign tax credit; however,
itemized deductions were never very large. 1In no case did
itemized deductions other than the reported casualty loss
exceed 50 percent of AGI. As indicated on Table 27, there
was no uniformly second most important deduction or credit
item on these six returns. In one case it was interest; in
another, taxes; in two cases, charitable contributions; and
in two cases, the miscellaneous deduction. It is interesting
to note that none of these six returns used the foreign tax
credit or the investment credit.

The returns that had large casualty losses are likely to
be nontaxable in two or more successive years because they
have large carryover losses. However, because of
peculiarities of the loss carryover computation and its
placement on the tax return, these returns are not likely to
appear as high-income nontaxable returns in the carryover
years. The carryover of a casualty loss becomes part of a
net operating loss. It reduces AGI; it is not a deduction
from AGI, as is true for the year in which the casualty
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Table 27

Largest and Secomd Largest Deduction or Credit on the 22 Nontaxable Returns with
Adjusted Gross Income of $200,000 or Over in 1976

Largest Deduction HH] :
or Credit :: Total : Paid
Interest Paid Deduction 1

Taxes Paid Deduction

Contributions Deduction 1
Medical Expense Deduction

Casualty Loas Deduction 6 1
Miscellaneous Deduction

Foreign Tax Credit 14 3

Investment Credit

Second Largest Deduction or Credit

Interest: Taxes : Contrib~: Medical : Casualty: Miscel- :Foreign:Invest-:

: Paid : utions : Expense : Loss : laneous : Tax : ment :None

Deduction:Deduction:Deduction:Deduction:Deduction;:Deduction: Credit: Credit:

Office of the Secretary of the Treasury
Office of Tax Analysis

July 24, 1978
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actually occurred. Because the large casualty loss carryover
losses reduce AGI, these returns are not likely to have AGI
of $200,000 or over in the carryover years, and, therefore,
they are not likely to be classified as high-income returns
in those years.

The two remaining returns were nontaxable for
combinations of reasons. One of the returns was nontaxable
because of very large medical and interest deductions. This
was the only return of the 22 in which the interest-paid
deduction exceeded 30 percent of AGI. Even on this return,
the interest deduction was only between 50 and 60 percent of
AGI. On the last return, itemized deductions just slightly
exceeded 60 percent of AGI; however, they did not exceed 60
percent by thc $10,000 necessary to produce minimum tax
liability. While itemized deductions reduced AGI by slightly
more than 60 percent, the remainder was eliminated by a
substantial finvestment credit and a rather insignificant
foreign tax credit. It may be of some interest to note that
of the 22 nontaxable returns, this is the only one which used
the investment credit at all. 4/

Table 28 summarizes the sources of income, the
deductions, and the credits for the 22 nontaxable returns.
The data are presented separately for the 14 returns made
nontaxable by the foreign tax credit, for those made not
taxable for any other reason, and for all 22 returns
together. These returns were noticeably different from
nontaxables in the recent past. Aside from the one or two
items which made them nontaxable, these returns did not
appear unusual. Their income sources were typical of
high-income taxpayers, they did not appear to be attempting
to shelter income from taxes, and their itemized deductions
were not unusually large,

Table 29 summarizes some characteristics of these 22
nontaxable returns. Again, the data are separated by the
source of nontaxability: either the foreign tax credit or
all other reasons. Only one of the 22 returns had AGI of
over $1 million, None of the 8 returns whose nontaxability

4/ Some of the 14 returns which were made nontaxable by
large foreign tax credits did have investment credits
available. However, because the foreign tax credits
completely wiped out %ax liability, the investment credits
were not used; they were carried forward to future tax years
or back to prior years.
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Tedle 20

Retuzns with

Cross_Income of $200,000 or Over in 1376

T urns Wonta, N T
I Foreign Fax ' taxable Returns " ul lonnnbu Raturng
1 T ot v of ¢ T Al ;
11 Raturns 1 Amount 1 Returna | Amount iPercenti urng : Amcunt
siWich Tom: 1305eh ftems L _of
1 $2,124,484 40.6 % s § 379,048
18 135.¢ 2
1,82 3 M. 1
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2,426 0.1 4
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.3 s
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n.6 1
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Table 29
Characteristics of the 22 Nontaxable Returns with

Adjusted Gross Income of $200,900 or Over in 1976

: Nontaxable Due to . All
:Porelgn Tax: AIl Other : gReturns
3 Credit : Reasons : Nontaxable
Adjusted Gross Income
$ 200,000 - $ 500,000 11 8 19
$ 500,000 - $1,000,000 2 0 2
$1,000,000 and over 1 0 1
ALL b} ] 22
Age
Under 65 13 7 20
65 or over 1/ 1 1 2
- ALL I 13 k1)
Tax Filing Status R
Single 1 0 1
Married, Piling Joint Return 2/ 8 7 15
Married, Filing Separate Return 2 1 3
Unmarried, Head of Household 3 0 3
ALL 1 g 22
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

1/ Indicates that on a joint return at least one of the taxpayers
claims the extra exemption for age.

Includes qualifying widow or widower with at least one
dependent child.

R
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was not attributable to the foreign tax credit had AGI in
excess of $500,000. The distribution of the returns by
filing status was somewhat unusual. Of the 22 returns only
one filed as a single taxpayer, but 3 filed as heads of
households, and 3 filed as married persons filing separately.
Fourteen of the returns, or 64 percent, were joint returns of
married couples. The age distribution on the returns was
also noteworthy. On only 2 of the 22 returns were extra
ezemptlons claimed because the tax filers were over 65 years
of age.,

Foreign Taxes and the Foreign Tax Credit

Because each of these returns was examined individually,
it was possible to determine the nature of the foreign taxes
for each return. Twelve of the fourteen taxpayers whose
liabilities were eliminated by the foreign tax credit paid
foreign taxes of more than 50 percent of their AGI. In the
thirteenth case, the foreign tax was almost 40 percent of
AGI. In the last case, the foreign tax paid during 1976 was
just over 10 percent of AGI but because of a large foreign
tax credit carryover the allowable foreign tax credit
exceeded 40 percent of AGI. By comparison, in 1976, only
24.6 percent of all persons with AGI of $200,000 or over paid
an effective tax rate of 50 percent or more (see Table 5).

One reason why the foreign tax crdit has been considered
a tax preferences by many tax reformers is that foreign
taxes, especially those associated with oil and gas
exploration, may actually be royalty payments to foreign
governments disguised as taxes. For the fourteen high-income
nontaxables who were made nontaxable by use of the foreign
tax credit, there is only one instance where the foreign
taxes may have been disguised royalties to a foreign
government. On the thirteen other returns, the foreign taxes
represent legitimate tax payments to foreign governments
based on income generated in foreign countries. In several
of these cases, the tax filers were residents of foreign
countries and either worked abroad, owned and operated
businesses abroad, or had substantial fncome-producing
properties abroad. To the extent that foreign accounting
methods coincide with U.S. practices and do not "hide"
income, these taxpayers, though not paying any U.S. tax, have
actually paid very substantial fincome taxes on their
worldwide {ncome. It is not at all clear that these persons
should be considered high-income nontaxables.
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Conclusion

While one can deduce the reasons by which a high-income
tax return can become nontaxable under present law, such
theoretical analyses are not as nearly as persuasive to many
people as is the evidence from actual tax returns. The
actual evidence from 1976 returns indicates that the problems
of high-AGI, completely nontaxable returns has been virtually
eliminated. The 22 nontaxable returns represent only five
one-hundredths of one percent of all high-income returns.
Moreover almost two-thirds of these returns, the ones
nontaxable in the United States because of large foreign tax
credits, are not really nontaxable,

Thus, in 1976 there were only eight high-AGI individuals
who paid no income tax. Six of these are nontaxable because
of casualty losses., One return was nontaxable in large part
because of extraordinarily large medical expenses. The final
nontaxable return used a combination of provisions in the tax
law each of which was provided for a seemingly good and
equitable reason. None of the provisions were used
extensively. It would be of particular interest to know
whether this same taxpayer will be able to perform this feat
frequently or perennially.
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Chapter 7
Tax Policy Considerations

The most important conclusions reached in this year's
high-income report are outlined in Chapter 2, Highlights.
This chapter discusses some possible tax policy implications
which may be drawn from the conclusions.

Nontaxables

Now that the number of high-income nontaxables has been
reduced to a virtual handful, is it worth devoting further
legislative attention to completely eliminating such tax
returns? The answer to that question depends (1) on whether
our data indicating virtual elimination are, indeed, correct
and (2) upon the ease or difficulty in further reducing the
number of high-income nontaxables,

As discussed in Chapter 3, even the broader expanded
income measure used in this report is not as comprehensive as
economic income because expanded income omits all sources of
income which cannot be identified from tax returns. Tax
returns simply do not provide information about several
sources of income which are of importance to high-income
taxpayers such as tax-exempt state and local bond interest
and the income sheltered by straight-line depreciation of
real estate in excess of economic depreciation. 1In order to
get a better measure of tax rates of high-income individuals
and the true number of high-income nontaxables, more data on
the amounts of, and distributions of, these income sources
are needed.

It would be relatively simple to reduce further the
number of nontaxables as measured by expanded income.
Complete elimination could be accomplished by including
casualty losses and medical expenses in the excess itemized
deduction preference subject to the minimum tax and by
setting some limit on the share or amount of United States
income taxes which could be offset by the credit for foreign
tax payments. Both of these changes raise serious question
of equity. 1Is it appropriate to disallow foreign taxes as a
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credit against U.S. taxes? Should people whose extraordinary
and unavoidable expenses have effectively reduced their
taxable incomes to zero be made subject to tax?

Nearly Nontaxables

The minimum tax has been extremely important in
substantially reducing the number of high-income nontaxables.
However, its effect has been to create an equivalent number
of nearly nontaxables. In this manner, the minimum tax
obscures the numbers of, and the problems of, individuals
with very large incomes who do not pay their "fair share" of
tax liabilities. For those who worry about high-income
individuals bearing an appropriate share of the tax burden,
the focus of attention now must move from the nontaxables,
who have almost disappeared, to the nearly nontaxables whose
numbers are still substantial.

When the attention of the Treasury Department and the
Congress first focused on high-income nontaxables late in the
1960's, there were fewer than 300 nontaxables with adjusted
gross income of $200,000 or over. In 1976, even with the
virtual elimination of high-income nontaxables, there are
approximately 500 nontaxables and nearly nontaxables with
income, however defined, of $200,000 or over. These 500
people did not carry a fair share of the tax burden. The
effective tax rates paid in 1976 by the high-income
nontaxables and nearly nontaxables together was 6.3 percent.
For the similar high AGI group, the effective tax rate was
only 5.2 percent. In the same year, 1976, Statistics of
Income data show that the effective tax rate for taxpayers
with AGI between $6,000 and $8,000 was 6.2 percent. Between
$8,000 and $10,000 of AGI, the effective rate was 8,2
percent. In 1976, a four-person family only had to have had
an AGI of $11,500 or more (which was below median family
income) to have had an effective tax rate of 8.2 percent.
Thus, the nearly nontaxables had lower effective tax rates
than typical, middle-income and lower middle-income
taxpayers. Again, this suggests that attention must be
focused on the high-income nearly nontaxables, who have so
far escaped serious scrutiny.

Foreign tax credits

Should individuals who are nontaxable because of the
foreign tax credit and who actually paid substantial foreign
taxes be considered nontaxable for purposes of these
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analyses? 1If the U.S. tax return of a U.S. resident or
citizen must include worldwide income of that individual, it
seems only proper to give that person credit for his
worldwide income tax payments, whether made to the U.S. or to
a foreign government. Eliminating such returns from the
analyses would considerably reduce the remaining number of
high-income nontaxables. It would also focus attention more
sharply on those remaining high-income nontaxables who do not
pay any income tax.

Perennial Tax Avoiders

A final item of significance concerns the level of taxes
for the nontaxables and nearly nontaxables over periods of
several years, Are these people taxable or nearly nontaxable
for a single year that is preceeded and followed by years in
which they pay substantial taxes, or are the same people
nontaxable and nearly nontaxable, year in and year out? The
existence of perennial rontaxables or nearly nontaxables
would be much more indicative of a fundamental problem in the
tax system than would the existence of a few high-income
individuals who pay little or no tax in one year because of
unusual circumstances but who pay substantial taxes in most
other years. This is a fruitful subject for future analysis.
The Treasury Department will begin a project to examine the
returns of high-income nontaxables and nearly nontaxables for
a period of several years.
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Appendix A

1676 Data

List of Tables in Appendix A

Table
Number Title

76-1 gncome, Deductions, Credits and Taxes
or Tax Returns with Expanded Income
gft$200,000 or Over ~- 1976: RAggregate
ata

76=-2 gncome. Deductionf. Credits gnd Taxes
or Tax Returns with Expanded Income
of $200,000 or Over ~- §§73: As
Percentages of Expanded Income

76-3 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- 1976:
Rgdregate Data

76-4 gncome, Deductions, Credits and Taxes
or Tax Returns with Adjusted Gross
Income of $200,000 or Over -- :

As Percentages of Adjusted Gross Income
76=5 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of $200,000
or Over -- 1376: Aggregate Data
76-6 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of 3200,000
or Over -- 1976: As Percentages of
Adjusted Gross Income plus Preferences

76=-7 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
$200,000 or Over -- 1976: Aggregate
Data

76-8 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest oOf
$200,000 or Over -~ 1976: As
Percentages of Adjusted Gross Income
minus Investment Interest
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81

82

83

84

85

86

87



.

1305

76-9 Cross-Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -- All Returns, 1976

76-10 Cross-Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -- Nontaxable Returns,

1976
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76-1

Iocome, Deductions, Credits, and Taxes for Tax Returns
with Expaonded Income of $200,000 or Over -- 1975

Aggragate Date
.(§ in thousands)

1 s Wearly 3 KIT Other

All 1 Nontaxsdle : MNontaxadle Texsble

Returns 3 Returns : Returns 3 Returas
INCOME, PER CONCEPT $ 22,165,488 $ 31,188 $ 241,240 $ 21,892,060
EXPAMDED INCOME 22,164,488 31,188 241,240 21,892,060
AGI PLUS PREFIRENCES 22,674,237 34,529 259,279 22,380,429
AGI MINUS IXVESTMENT INTEREST < INVESTMENT INCOME 16,844,148 14,720 148,199 16,681,229
Iavestment Interest < lovestment [ncome 1/ 509,749 3,341 18,039 488,368
Tax Prefetences = 5,330,679 16,712 93,411 5,220,557
Excluded Loag-Term Capitel Gafns 3,930,427 15,546 73,519 3,841,361
Dividend Exclusion ”;.;Il . li: u" ' )7;'::‘
Other Tax Preferences 2/ 1,392,332 N 19,845 2371,331
ADJUSTED GROSS INCOME 17,373,180 20,967 172,456 17,179,158
Deficita = 29,62 =3,149 = 6,588 = 19,88
ACT of Returns with AGI > 0 17,343,557 17,817 165,868 17,139,872
Ezempt 1009 142,169 m 1,076 140,876
Standard Deductions 3,182 2 1% 3,164
Ttemiced Deductions 3,718,477 51,739 110,560 3,556,178
Charttsble Coatributions 1,317,871 30,478 37,656 1,249,737
Interest: Total 657,830 5,488 23,093 629,249
Boma Mortgage 92,967 369 1,633 90,915
lavast. Iatevest < Imvest. Income 3/ 499,410 3,097 17,669 478,644
lavest. Iaterast > Iavest. Income &/ 65,453 2,022 3,74 59,65
Medical 43,887 163 1,914 41,811
Casuslty 29,368 7,040 2,856 19,472
Tax Kxpense 1,272,625 1,458 20,786 1,150,382
Miscellaneous Deductions 396,896 7,113 24,255 363,528
¢ ct over AG 36,173 3,987 3,256 16,932
Tazable Income 13,565,528 4,995 64,060 13,496,472
Tax st Mormal Rates 8,086,288 3,158 38,20 8,044,099
Ssving from Alternative Tax 3/ 48,161 [} 138 48,022
Saving from Maximum Tex 3/ 472,160 176 2,006 469,978
ng from Incoms Aversging 145,0 10 1,621 143,39
Tax Before Credits 7,431,261 2,973 34,465 7,393,823
Tax Credite 201,963 2,974 30,849 168,140
Yorsigs Tax Credit 74,6486 2,934 28,378 43,314
lavestnent Credit 126,693 20 2,456 124,217

624 o 15

Tax After Credite 7,229,298 0 3,615 7,225,683
k { 337,137 (] 13,313 324,228

Total Iacoss Tax 7,767,036 [} 17,128 1,749,
Deduction Bquivalent of Tax Credite 2/ 313,927 4,726 48,750 160,450
Tazable [ncome which would yield: 8/ 12,600,806 4,726 53,099 12,537,981
Incoms Tax before Credits 12,286,879 [} 9,349 12,227,531
Income Tax after Credits 13,133,143 [} 33,524 13,099,619

Total Incoms Tax

Bumber of Tax Returns Represested fn the tadulstion 53,587 89 39 53,105

Office of the Secretary of the Ireasury
Office of Tax Asalysis

Sea Unifora footnotes fol loving Table 76-8 fo Appendix A.

Source: 1976 Statistice of Incoms.

July 2%, 1978
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Table 762

Income, Deductfons, Credits, and Tazes for Tax Returns
with Expanded Income of $200,000 or Over -- 1976

As Percentages of Expanded Income
t i 1 Nearly t  All Othes
B Al : Nountaxable : MNoataxable : Tanable
3 __Returns : Returns Returns  :  Returns
1INCOME, PEIR CONCEPT 100.0 ¢ 100.0 2 100.0 X 100.0 X
EXPANDED TMCOME 100.0 100.0 100.0 100.0
AGL PLUS PREFPERENCES 102.3 110.7 107.5 102.2
AGT MINUS INVESTMENT INTEREST < INVESTMENT INCOME 76.0 47.2 61.4 78.2
Tavestment [nterest < Investment Income 1/ 2.3 10.7 7.5 2.2
Tax Preferences 24.0 33.6 38.7 23.8
Excluded Long-Term Capitsl Calas 7.7 49.8 30.5 12.6
Dividend Exclusion . * . .
Other Tax Preferences 2 6.3 3.2 8.2 6.3
ADJUSTED CROSS INCOME 78.4 67.2 71.5 8.8
Deficits -0.1 =10.1 - 2.7 = 0.1
ACL of Returns with AGE > O 72.3 s7.1 63.8 8.4
Exsspt {cas 0.6 0.7 0.4 0.6
Standard Deductions . . * .
Itemized Deductions 16.8 165.9 45.8 16.2
Charftable Coatributions 6.0 97.7 15.6 5.7
Interest: Total 3.0 17.6 9.6 2.9
Bome Mortgage 0.4 1.2 0.7 0.4
Invest. Interest < Invest. Income 3/ 2.2 9.9 7.3 2.2
Iavest. Interest > Invest. locome 4/ 0.3 6.3 1.6 0.3
Medical Q.2 0.5 0.8 0.2
Casualty 0.1 22.6 1.2 0.1
Tax Expense 5.7 4.7 8.6 5.7
Aiscellaneous Deductions 1.8 2.8 10.0 1.7
Excess of Exemptions & Deductions gver AGI 9.2 115.4 1.4 0.1
Taxable Income 61.2 16.0 26.6 61.6
Tax st Kormsl Rates 6.9 10.¢ 15.8 ¥%.8
Saving from Altermative Tax 3/ 0.2 0 0.1 0.2
Saving from Maxisus Tex 3/ 2.1 0.6 0.8 2.2
ing from veyagl: 0.6 L] 0.2 9.7
Tax Before Credits 33.5 9.5 14.3 3.8
Tax Credits 0.9 9.5 12.8 0.8
Poreign Tax Credit 0.3 9.5 11.8 0.2
Tuvestment Credit 0.8 0.1 1.0 0.6
Other Crodi . (*] * )
Tax Afcer Credits 32.6 [ 1.5 3.0
Mintsus Tax 2.4 ] 5.6 2.4
Totel Incoms Tax 35.0 o 7.1 35.4
Deduct foa Tquivalent of Tax Credits 7/ 1.4 15.2 20.2 1.2
Tazable Income which would ysield: 8/
Income Tax before Credits 56.8 15.2 .1 532.3
Income Tax after Credite 5.4 ° 29 6.1
Total Income Tax 59.2 [} 13.9 5.8
Number of Tax Returns Represented 33,587 89 39 $3,10%

in the tabulation

Office of the Secretary of the Tressury

Office of Taz Analysis

See Unifors footnotes following Table 76-8 in Appendix A.

$wurce:

1976 Statistics of locome

* Less than 0,03 perceat.

-81-
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Table 76-°

Incoms, Deductions, Credite, and Taxes for Tax Returas
with Adjusted Gross Incoms of $200,000 or Over -~ 1976

Aggregate Data
($ 3a thousands)

3 ] ) Nearly 1 All Other
1 Al 1 Montaxable t MNontaxable 1  Taxable
J___ _Retyrag ] Retyrn ] Re Return
INCOME, PER CONCEPT $ 15,731,871 $ 23,287 $ 217,9%2 $ 15,490,632
EXPANDED INCOME 18,903,111 16,508 162,213 18,724,390
AGY PLUS PREFIRDNCES 19,440,638 25,3121 234,143 19,181,175
AGT MIWUS INVESTMENT INTEREST < INVESTMENT INCOMR 15,206,989 14,854 148,175 15,043,959
Investment Interest < Investment Income i/ 524,882 8,433 §9,717 446,673
Tax Prefevences 3,708,767 2,034 16,191 3,690,543
Excluded Long-Ters Capital Gains 2,784,160 1,964 13,047 2,771,150
Dividend Exclusion 6,134 8 36 6,070
Other Tax Preferqnces 2/ 218,473 5 ) —J.088 — 213,322
ADJUSTED GROSS INCOME 15,731,871 23,287 217,932 15,490,632
it 2 ] Q i)
AGI of Returns with AGI > 0 15,731,871 23,287 217,952 15,490,632
Exesptions 111,354 179 L1us 110,060
Standard Deductions 1,410 [ 3 1,407
ltemized Deductions 3,428,127 27,159 173,425 3,227,542
Charttable Contribdutions 1,205,943 1,689 44,584 1,159,670
Interest: Total 671,146 13,222 82,915 575,009
Home Mortgage 74,096 508 1,867 71,720
Invest. [nterest < lovest. Income 3/ 524,882 8,433 69,777 446,673
Invest. [nterest > Invest. Income 4/ 72,168 4,280 11,272 56,616
Medtcal 37,283 226 2,497 34,519
Casualty 22,489 3,695 1,103 17,692
Tex Expense 1,138,616 1,444 19,178 1,117,994
Miscellaneous Deductions 352,691 6,884 23,148 322,659
fon, uctsons over AGl 22,501 9,202 6,865 6,434
Taxable Income 12,213,481 5,151 50,274 12,158,056
Tax at Normal Rates 7,414,528 3. 29,499 7,381,809
Saving from Altemative Tex 3/ 39,311 ] 63 39,248
Saving from Maximum Tax 3/ 467,235 176 1,975 465,085
agd 100,073 28 790 99,254
Tax Before Credits "¢ 816,740 3,013 76,677 6,788,549
Tax Credite 170,890 3,015 22,1 145,100
Poreiga Tax Credfit 66,856 2,954 21,301 42,601
Investmant Credit 103,317 61 1,471 101,985
14 517 [ 2 514
Tax After Credits L6AS, 3,902 VO41,
Miotmm Tax 356,145 0 8,739 347,406
Total Tacoms Tax_ A Wi 3 T ~%,38%5,85%
Deductfon Bquivalent of Tex Credite 7/ 253,958 4,847 35,573 213,538
Taxable Incoms which would yleld: 8/
Income Tax before Credite 11,341,035 4,847 45,901 11,290,287
Tocoms Tax after Credits 11,087,077 0 10,328 11,076,749
Total Income Tax 11,615,200 /] 27,703 11,587,497
Mumber of Tax Returne Represented ia the tabulstion 41,761 68 411 41,282
Office of the Secretary of the Tressury July 24, 1978

Office of Tax Anslystes
See Uniform footnotes follaving Table 76-8 in Appendix A.
Source: 1976 Statistics of Income.



1309

Table 76-4

Iacome, Deductions, Credits, and Texes for Tax lnuﬂ?
vith Adjusted Gross Income of $200,000 or Over -- [

As Percentsges of Adjusted Gross Income

t : t Nearly t All Other
t Al t MNontaxable ! Nontexable ! Taxable
i Resurag 3 _Returog i
INCOME, PER CONCEPT 100.0 % 100.0 X 100.0% 100.0 X
KXPAMDED 1NCOME 120.2 70.9 74.4 120.9
AQ1 PLUS PRIFERENCES 123.6 108.7 107.4 123.8
AGT NINUS INVESTMENT INTERRST < INVESTMENT INCOME 96.7 63.8 68.0 9.1
Iavestaent Interest < Invescment Income 1/ 3.3 36.2 32.0 2.9
Tax Preferences 23.6 8.7 7.4 23.8
Exeluded Long-Terwm Capital Gains 17.7 8.4 5.1 17.9
Dividend Exclusion . . * *
Other Tax Preferences 2/ 5.8 9.3 2.3 3.9
ADJUSTED GROSS INCOME 160.0 160.0 100.0 100.0
zits 0 '] 9 ]
AGT of Returns with AGI > 0 100.0 100.0 100.0 100.0
~Rxempt fons 0.7 0.8 0.5 0.7
Standard Deducttions * L] . .
Ttemized Deductions 21.8 116.6 79.6 20.8
Charitable Contributions 7.7 7.2 20.5 7.5
Interest: Total 4.3 56.8 38.0 3.7
Home Mortgage 0.5 2.2 0.9 0.5
Iavest. Interest < Invest. lncome 3/ 3.3 36.2 32.0 2.9
Invest. Interest > Invest. Income &/ - 0.5 18.4 5.2 0.4
Medical 0.2 1.0 1.2 0.2
Casualty 0.1 15.9 0.5 0.1
Tax RExpense 7.2 6.2 8.8 7.2
Miscellaneous Deductions 2.2 29.6 10.6 2.1
—.—Excess of Exemptions § Peductions over AGl —0.1 395 3.2 LA
Taxable Income 7.6 22.1 23.1 78.5
Tax st Yormal Rates 47.1 13.8 13.5 47.6
Saving from Alternative Tax 3/ 0.2 0 * 0.2
Saving from Maximum Tax 3/ 3.0 0.8 0.9 3.0
y £ eragl 0.6 0.1 0.4 0.6
Tax Before Credits 433 13°0 12.2 438
Tax Credite 1.1 13.0 10.4 0.9
FPoreign Tex Credit 0.4 12.7 9.8 0.3
Investment Credit 0.7 0.3 0.7 0.7
Other Credits - Q 2 *
Tax After Credits 42.2 0 1.8 42.9
Miatwom Tox 2.3 0 4.0 _2.2
Yotal Income Tax 4.5 0 5.8 43.2
Deduction Zquivalent of Tax Credits 7/ 1.6 20.8 16.3 1.4
Taxable Incoms which would yisld: 8/
Income Tax before Credits 2.1 20.8 21.1 12.9
Incoms Tax after Credits 70.5 0 4.1 71.5
Total Income Tax 73.8 0 12.7 74.8
umber of Tax Returns Represented 41,761 68 411 41,282
1n the tabulation
Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis
Sea Uniform footnotes following Table 76-8 in Appendix A.

Source: 1976 Statistics of Income.

® Less than 0.05 percent.

-83-
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Table 76-3

Income, Deductions, Credits, and Taxes for Tax Returns
vith Adjusted Cross Incoms plus Prefsrences of $200,000 or Over -- 1976

Aggregate Data
($ tn thousands)

1 ¥ T Wearly 3 KIT OYREY
' All 3 Noataxsble ; Noataxable ; Taxabdle
3 Returns Returns Returss .  Returms

INCOME, PER CONCEPT.- . $ 23,332,268 $ 42,198 § 556,613 § 22,733,457
EXPANDED [NCOME 22,683,261 32,922 424,736 22,225,603
AGI PLUS PREFERENCES 23,332,268 42,198 556,613 22,733,497
AGT MINUS INVESTMENT INTEREST < INVESTMENT INCOME 17,252,819 16,051 251,902 16,984,066
Iavestment Interest < Investwent Income 1/ 649,007 8,276 131,07 307,854
Tex Preferences 5,445,035 17,258 177,231 5,250,302
Bxcluded Long-Term Capital Gatns 4,021,577 16,019 139,048 3,866,510
Dividend Excluston 8,167 14 124 8,02y
Othar Tax Preferences 2/ 1,415,291 1,218 38,080
ADJUSTED GROSS INCOME 17,916,857 28,097 385,950
Deffcits - 29,623 =3,149 - 6,588
AGT of Returns with AGI > 0 17,887,233 14,947 79,362
Exeapt ioas 150,599 291 1,406
Standard Deductions 3,182 2 16
Itemized Deductions 3,968,676 61,323 310,792 3,596,561
Charicable Contributions 1,351,366 30,904 72,7132 1,247,730
Interest: Total 814,716 13,699 149,38 651,633
Bome Mortgage 100,504 522 4,512 95,470
Invest. Interest < Invest. Income 3/ 634,415 8,896 127,460 498,059
Invest, Interest > Invest. Income &/ 79,798 4,280 17,411 58,106
Kedical 46,255 289 3,225 42,741
Casualty 30,268 7,041 3,442 19,785
Tax Expense 1,311,517 1,911 40,353 1,269,253
Miscellaneous Deductions 414,554 7,479 41,657 365,418
Excess of Exemptions & Deductions over AGI 61,754 38,601 14,239 16,844
Taxable Incoms 13,862,153 3,151 86,895 13,770,107
Tax st MNormal Rates 8,229,784 1,217 49,116 <,122,451
Saving from Altermative Tax 3/ 49,859 175 49,634
Saving from !lhxhu- Tax i{ 476,442 176 2,082 474,214
Saviog from Income Averaging 148,258 28 3,452 144,778
:ll :ﬂ::l". Credits 7,565,917 3,015 42,447 7,320,456
sx Credits 206,853 3,015 34,437 169,402
Foreign Tax Credit . 75,802 2,95 29,510 43,339
Investmant Credit 130,371 61 4,907 125,403
Credits 680 0 20 660
;;: Hn; Credfts 7,359,064 0 8,011 7,351,054
aisym Tax 552,240 0 32,883 as?
Total Incoms Tax 7,911,305 '] 40,894 7,870,411
Deduction Bquivalent of Tax Credits 1/ 323,376 4,847 56,669 261,860
Texsble Income vhich would yleld: 8/
Income Tax before Credits 12,882,439 4,847 17,456 12,800,136
Incoms Tax after Credits 12,553,063 [} 20,787 12,538,276
Total Income Tax 13,437,036 [+] 81,874 13,355,162
Mumber of Tax Returns Represented in the tabulation 56,512 114 919 55,479
Office of the Secretary of the Treasury July 2§, 1978

Office of Tax Analysis
See Uniform footnotes followving Table 76-8 fn Appendix A.

Sourcaet 1976 Statistics of Income.

-84~
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Teble 76-6

Income, Deductions, Credits, and Taxes for Tax Returns
with Adjusted Cross Income plus Prefeteaces of $200,000 or Over -~ 1976

As Percentages of Adjusted Crose Income Plus Preferences

[ ot ] Nearly t A1l Other
' All LI dle t W ble ¢  Taxable
. L Returns ¢ Rerucna 1 Retutne i Returoa
mcoR, rax w 100.0 % 100.0 % 100.0 X 100.0 %,
EXPANDED INCOME 9.2 78.0 76.3 9.8
AGY PLUS PREFERDNCES 100.0 100.0 100.0 . 100.0
ACT MINUS INVESTMENT INTEAEST < INVESTMENT INCOME n.e 38.0 45.3 74.7
! I <y Income }/ 2.8 22.0 23.2 . 2.2
Tex Preferences ) 23.) 40.9 3L.3 231
Excluded Long-Term Capital Cains 17.2 38.0 25.0 17.0
Dividend Exclusion * . . .
for g 2 6.1 2.9 6.8 g.o
ADJU [~ T 1) 76.8 66.6 69.3 . 7.0
a!glﬂ -~ 0.1 = s ~ 1.2 = 0.1
1 of Returns vith AGI > 0 ) 76.7 59.1 68.2 76.9
Ezsapt fons i 0.6 0.7 0.4 0.6
Steadard Deductions * * [ .
Ttenized Deductions 17.0 145.3 55.0 , 15.8
Charitadle Contributions 5.8 73.2 13.1 3.5
Interest: Total 3.5 2.5 26.8, 2.9
Howe Mortgage * 1.2 0.8 . 0.4
Invest. Interest < Invest. Income 3/ 2.7 21,1 , 22.9 2.2
Invest, Interest > Invest. Income &/ * 10.1 3.1 T 0.3
Medical * 0.7 - 0.6 0,2
Casualty * 16.7 0.6 _ 0.1
Tax 5.6 4.5 7.2 5.6
Miscellaneous Deductions 1.8 17,7 1.3 1.6
;4 tion; uctionp over AGI 0.3 91.6 2.6 7 0.1
Taxable Income 59.4 122 - 156 60.6
Tax at Normal Rates 5.3 7.5 8.6 36.0
Saving from Alternative Tax 3/ 0.2 L] . 0.2
‘Saving from Maxisus Tax 3/ 2.0 0.4 0.4 T2
[£1 0} 0.6 0.1 0,6 0.6
Tax Before Credits - 32.4 7.1 ’ 7.6 3.1
Tex Credite 0.9 7.1 6.2 0.8
Poreign Tax Credit 0.3 7.0 5.3 0.2
Investment Credit 0.6 0.1 0.9 . 0.6
[ 1 * 0 » B
Tan Afcer Credits 3.5 ['] 1.4 . 32.
2.4 (] 5.9
Total lacoms Tax EEN ) [} 7.4 .6
Deduction Equivalest of Tax Credits 7/ 1.4 1.5 10.2 .2 .
Tazable Incoms vhich would yleld: 8/ . .
Income Tax before Credits 55.2 11.5 13.9 56.3
Incoms Tax after Credite 338 0 3.7 $5.2
Total Incoms Tax 57.6 (] 4.7 58.8
Wmber of Tax Returns Represented 56,512 114 919 55:!79
in the tabulation
Office of the Secrstary of the Treasury July Ql. 1978
Office of Tax Analysis
See Uniform footnotes fol loving Table 76-8 in Appendix A. \ N

Source: 1976 Statistice of Income.
¢ Lless than 0.05 percent.

-f5=



1312

Table 76-7

Income, Deductions, Credite, and Taxes for Tsx Returne
with Adjusted Gropg Incoms minys Invastment Interest of $200,000 or Over -~ 1976

' Aggregate Dats
($ in thousands)

' t 1 Nearly 1 All Other
' All ! MNontaxsble ! Nootazable ! Taxadle
i Retuxos ¢ Betucos .3 Retuxns ¢ Ratuz;a
INCOME, PER CONCEPT $ 14,793,632 § 13,507 4 86,059 $ 14,694,066
EXPANDED INCOME . 8,360,368 ’ 14,204 89,854 u.m.soo'
AGT PLUS PREFERENCES 18,752,424 16,332 96,302 18,609,770
AGI MINUS INVESTMENT INTZREST < INVESTMENT INCOME 14,793,632 13,507 86,059 14,694,066
Investment Interest < Investment Iacomws 1/ 382,212 1,988 6,122 . 314,106
Tax Preferences 3,576,580 860 4,121 3,571,599
Excluded Loag-Ters Capits] Cains 2,682,455 [11] 2,403 2,679,19%
Dividend Exclusion 5,753 3 2l 5,729
%% Tax Prefersnces 2/ 888,372 Q9 1,697 ag.ng
ADJU CROSS 1MCOKE 15,175,844 15,492 92,181 , 068,171
Deficite g 0 0
ACT of Returns with ACI > 0 15,175, 13,492 37,181 15,048,171
Bxempt fons 104,624 9 475 104,051
Standard Deductfons 1,410 0 3 1,407
Itemized Deducticns 3,163,078 16,837 53,622 3,092,616
Charftable Contributions 1,187,757 1,261 18,863 1,147,628
Intereat: Totsl 510,244 4,282 9,468 496,494
Home Mortgage . 68,301 335 448 67,498
Invest. Interest < [avest. Incoms 3/ 382,212 1,985 6,122 374,106
Iavest. Interest > Invest. Income &/ 59,731 1,942 2,898 54,891
Nedical 35,036 100 1,543 33,393
Casualey 20,144 3,693 1,016 15,436
Tax Expenss 1,097,504 983 9,012 1,087,509
Miscellansous Deductions 332,389 6,518 13,716 312,155
———Excess of Exemptions & Peductfons over AGI —l2.220 5,433 829 — 8,94
Taxable Income ' 11,918,947 4,995 38,911 11,873,041
Tax at Normal Rates 7,284,758 3,158 24,305 7,237,304
Saving (rom Alcernative Tex 5/ 37,723 0 33 37,6%0
Saving fros Maximum Tax 3/ “1.:;0 118 1,;02 ‘;:.:;3
—Savieg from Ipcopy Averaging 96,832 H 1 $
Tax Before Credits €,676,197 2,91 77,156 §,651,067
Tax Credite 165,023 2,974 20,537 141,513
Yoreign Tex Credit . 65,009 2,954 19,938 42,118
Iavestasnt Credit 99,554 0 599 98,935
Al) %.: Credtte ¢/ 460 0 1] 460
Tax After Credits 6,511,173 0 1,619 509,555
Minispe Yex 7,624 -] 2,283 33, 1
Totsl Iocome Tex 6,848,797 [ 3,901 6,844,896
Deduction Equivslent of Tax Credits }/ 243,415 4,726 3,32 207,368
Tazable Incoms which would yfeld: 8/
Toacoms Tax before Credits 11,062,050 4,726 33,728 11,021,600
Income Tax after Credite 10,818,635 0 4,401 10,814,232
Total Income Tax 11,312,105 0 9,120 11,302,983
Mmber of Tax Returns Represented in the tadulation 39,346 42 178 39,126
Office of ths Secretary of the Treasury Joly 24, 1978

Office of Tax Analysis
See Uniform footnotes following Tadle 76-8 in Appendix A.
Source: 1976 Statiatics of Income.
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Table 76-8

Income, Deductions, Credits, and Taxes for Tax Returns
with Adjusted Gross Income minus Investment Interest of $200,000 or Over -- 1976

As Percentages of Adjusted Gross Income minus Investment Interest

] ] 1 Nesrly 1 All Other
' All + Nontaxable 1 MNoutaxsble ! Taxable
i Returns ¢ Retucas 1 Regurns |
INCOME, PER CONCEPT 100.0 % 100.0 X 100.0 X 100.0 X
IXPANDED INCOME 124.1 108.2 104.4 124.2
AGI PLUS PRETERENCES 126.8 121.1 111.9 126.8
AGI MINUS INVESTMENT INTEREST < INVESTMENT INCOME 100.0 100.0 100.0 100.0
Iavestaent Interest < Investment Incoms 1/ 2.6 14,7 7.1 2.6
Tax Preferences 24.2 6.4 4.8 26,3
Exciuded Long-Ters Capftal Gains 18.1 6.3 2.8 18.2
Dividend Exclusion . L * .
Other Tax Preferances 2/ 6.9 0 2.0 6.0
ADJUSTZD GROSS INCOME 102.6 114.7 107.1 102.6
Daffcite [ (] ] ]
AGI of Returns with AGI > 0 102.6 114.7 197.1 102.6
Exeaptions 0.7 0.7 0.6 0.7
Standard Deductions * (] * *
Itemiced Deductions 21.4 124.6 62.3 21.0
Charitadle Contributions 7.9 9.3 21.9 1.8
Ioterest: Total 3.4 n.7 11.0 3.4
Home Mortgage - 0.5 2.6 0.5 0.5
Invast. Iaterest < I[avest. Income 3/ 2.6 W7 7.1 2.6
Tavest. Interest > Invest. Income &/ 0.4 14.4 3.4 0.4
Medical 0.2 0.7 1.8 0.2
Casualty 0.1 27.3 1.2 0.1
“ Tax Ixpense 7.4 7.3 10.5 7.4
Niscellaneous Deductions 2.2 48,3 15.9 2.1
Zxceps of Exemptions & Deductfons over AGE 0.1 47.7 1.0 L)
Taxable Income 80.6 37.0 45.2 80.8
Tex at Normal Rates 42.1 23.4 28.2 49.2
Saving from Alternative Tax 3/ 0.2 0 * 0.3
Saving from Maximua Tex 3/ 3.1 1.3 2.2 3.1
Saving from Ipcome Aversging 0.6 0.1 0.2 0.7
Tax Before Credite 45.1 22.0 25.8 45.3
Tax Credits 1.1 2.0 23.9 1.0
Poreign Tax Credit 0.4 21.9 2.2 0.3
Investment Credit 0.7 0.2 0.7 0.7
All Other Credite 6/ * 0 ] *
Tax After Credits 44.0 [ 1.9 §4.3
Minimus Tex 2.3 0 2.6 2.3
Total Iacome Tax 46,3 0 4.5 46.6
Deduction BEquivaleot of Tax Credits 1/ 1.6 35.0 ©36.4 1.4
Taxable Income vhich would yield: 8/
Tocome Tax before Credits 74.8 35.0 41.5 75.0
Income Tax after Credits 731 0 5.1 13.6
Total Incoms Tax 76.5 [] 10.6 16.9
Number of Tax lctur!u Represented 39,346 42 178 39,126

in the tabulation

Office of the Secretary of the Treasury
Office of Tex Analysis

See Uniform footnotes following Table 76-8 in Appendix A.

Source: 1976 Statistics of Income.

* less than 0,05 percent.

-87-
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Uniform Footnotes for Tables in Appendices A, B, and C

Investment interest not in excess of investment income.
Investment interest is defined as total interest paid
less mortgage interest, Investment income consists of

- dividends (before the $100 exclusion), interest, and

realized capital gains (including the exceeded portion
of long~-term capital gains).

The amount of percentage depletion in excess of the
adjusted basis of the property. The excess of
accelerated over straight-line dpereciation on low
income rental housing, on other real property, and on
personal property subject to a net lease. Rapid
amortization deductions in excess of otherwise allowable
depreciation for certified pollution control ‘acilities,
railroad rolling stock, and on-the-job training and
child care facilities.

Investment interest not in excess of investment income.,
Investment interest is defined as total interest paid
less mortgage interest. Investment income consists of
dividends (net of the $100 exclusion), interest, and
realized capital gains after deducting the excluded
gortion of long-term capital gains. This definition

iffers from the definition in footnote 1 because the
excluded portion of long-term capital gains and the
dividend exclusion are omitted from AGI whereas they are
included in expanded income.

Investment interest in excess of investment income.
Investment interest (as defined in footnote 3) in excess
of the the amount allowed as investment interest not in
excess of investment income.

Savings from the alternative tax or the minimum

tax on earned income are included on the appropriate
line even if the taxpayer foregoes them in order to
calculate his tax liablllty under the income averaging
procedure.

All other credits include the child care credit, the
credit for contributions to candidates for public
offices, the retirement income credit or the credit for
the elderly (depending on the year), the work incentive
(WIN) credit, the credit for purchase of a new
residence, and the earned income credit. The general
tax credit not included.

-88-
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7. The deduction eguivaleat of tax credits is caluclated in
order to allow the telative importance of deductions and
credits to be compared. The deduction equivalent is’
defined ac the difference between the taxable income
which would yield tax before credits and the taxable
income which would yield tax after credits.

8. The amount of income which taxed under the appropriate
ordinary tax rate schedule would yield tax after credits
plus the minimum tax., For purposes of this computation,
the general tax credits available in 1975 and 1976 have
been ignored.

Office of the Secretary of the Treasury August 25, 1978
Office of Tax Analysis

-89-
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Table 76-9

Cross-Classification of Numbere of Tex Returns by Income Class by Alternative Income Concepts

~-All Returns, 1976

1 T Less Than ¢ 950,000 to 1 $300,000 to 1 $200,000
Lo Jotsl 4 830,000 i $100,000 1 _$200,000 ¢ _gnd over
m%&%gm wememsessescsvesnanacnmvasAdjusted Gross 1 <
ote 84,670,389 83,493,452 948,034 183,142 41,761
Less than § 50,000 83,408,673 83,389,317 19,149 193 14
$ 50,000 to $100,000 1,003,851 103,478 894,752 -3,597 24
4100,000 to $200,000 204,278 2,058 33,287 167,745 1,188
$200,000 and over 33,587 599 846 11,607 40,535
I vermesenneamanensanm=Adfusted Cross locose plus Preferences

Total 84,670,389 83,379,625 1,021,791 212,461 56,512
Less than - § 50,000 83,408,673 83,379,625 28,822 195 3
$ 50,000 to $100,000 1,003,851 992,969 10,858 24
$100,000 to $200,000 204,278 201,408 2,870
$4200,000 and over 53,587 53,587

nd —wecancccvacasccpdjusted Cross Income minue T Interest

Total 84,670,389 83,528,276 925,833 176,934 39,346
Less than  § 30,000 83,408,673 83,408,673
$ 50,000 to $100,000 1,003,851 116,367 887,484
$100,000 ¢o $200,000 204,278 2,529 37,337 164,412
$200,000 and over 33,587 107 1,012 12,522 39,346
Adjusted Gross Income - -Adjusted Gross Income plus Preferences---—--=ccacocmeue

Total 84,670,389 83,379,625 1,021,791 212,461 56,512
Less than § 50,000 83,495,452 113,100 2,120 607
§ 50,000 to $100,000 948,034 908,691 38,338 1,005
$100,000 to $200,000 185,142 172,003 13,139
$200,000 and over 41,761 41,761
AMjusted Cross Income memeemmeeesnce-a=Ad fusted Gross Income mious Int 1

Total 84,670,389 83,528,276 925,833 176,934 39,346
Less thea § 30,000 83,495,452 83,495,452
§ 50,000 to $100,000 948,034 32,460 915,574
$100,000 to $200,000 185,142 328 10,160 174,656
$200,000 and over 41,761 38 99 2,278 39,346
Adjusted Cross Incoms

plus Preferences emeecececee-=-escAdjusted Gross Income minus Investmesnt Interest------=-o=-c-c-we

Total 84,670,389 83,528,276 925,833 176,934 39,346
less then § 50,000 83,379,625 83,379,625
$ 30,000 to $100,000 1,021,791 144,262 817,529
$100,000 to $200,000 212,461 3,560 46,828 162,073
$200,000 and over 56,512 829 1,476 14,861 39,346

Office of the Secretary of the Treasury
Office of Tax Analysis

Source:

1976 Statistics of Income.

July 12, 1978
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Table 76-10

Cross=-Classificastion of Numbars of Tax Rsturns by Income Class by Alternative Income Concepts
«« Nontaxable Returne, 1976

T Lass Than 1  $50,000 to :  $100,000 to 1 $200,000
$100,000 and over

[
t  Torsl 1 $30,000 ¢ t$200,000 :
3 I Adjusted Cross Income
Total 20,249,022 20,245,282 3,180 492 68
Less then $ 50,000 20,244,296 20,243,890 393 3 10
$ 50,000 to $100,000 4,104 1,27 2,765 64 )
$100,000 to $200,000 533 109 7 406 11
$200,000 sod over 89 12 15 19 43
I ereamescccsaccsam-emcpdjusted Gross Incoms plus Prefersncep-——-----co-vs-essccccas
Total 20,249,022 20,243,728 4,480 100 114
. Lass thaa § 30,000 20,244,296 20,243,728 354 4 10
$ 50,000 to $100,000 4,104 3,926 174 4
$100,000 to $200,000 533 322 11
$200,000 and over 89 89
Expanded Income wmmmmmmcecmecaeccAdjusted Cross Income minus Investment Interest---~==s-o==cncaee-
Total 20,249,022 20,245,824 2,71 435 42
Lase then § 50,000 20,244,296 20,244,296
$ 350,000 to $100,000 4,104 1,405 2,699
$100,000 to $200,000 533 110 7 416
$200,000 and ovar 89 13 15 19 42
Adjusted Gross Income Adjusted Gross Income plus Preferences--—-<-—-woocon-=
Total 20,249,022 20,243,728 4,480 100 114
Lass than  $ 50,000 20,245,282 20,243,728 1,432 110 12
$ 50,000 to $100,000 3,180 3,048 117 13
$100,000 to $200,000 492 413 19
$200,000 and over 68 68
Adjusted Gross Income e —wene-e-Adjusted Gross Income mious I twent 1
Total 20,249,022 20,245,824 2,721 435 42
Less than § 50,000 20,245,282 20,245,282
$ 50,000 to $100,000 3,180 . 304 2,676
$100,000 to $200,000 492 H1) 40 423
$200,000 and over 68 11 5 10 42
Adjusted Gross Incoms
plus Preferences cmencemsnmenanac=Adjusted Gross Income minus I 1
Total 20,249,022 20,245,824 2,721 435 42
Less than § 50,000 20,243,728 20,243,728
$ 50,000 to $100,000 4,480 1,825 2,655
$100,000 to $200,000 700 248 46 406
$200,000 and over 114 23 20 29 42
Office of the Secretary of the Treasury July 12, 1978

Office of Tax Aaalysis

Source: 1976 Statistics of Income
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Appendix 8

1975 Data

List of Tables in Appendix B

Table
Number Title

75-1 gncome, Deductions, Credits and Taxes
or Tax Returns with Expanded Income
of $200,000 or Over -- §§75 Aggregate
Data

75-2 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- §97§- As
Percentages of Expanded Income

75-3 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- 1975:
Aggregate Data

75~4 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- 1975:
X8 Percentages of Adjusted Gross Income

75-5 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of $200,000
or Over -- 1975: Aggregate Data

75-6 Income, Peductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of 35200,
or Over -- 1975: As Percentages of
Adjusted Gross Income plus Preferences

75-7 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest st of
$200,000 or Over -- 1975: Aggregate
Data

75-8 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
,000 or Over -- 1975: As
Percentages of Adjusted Gross Income
minus Investment Interest .

-93-95~

Page

98

99

100

101

102

103

104

105
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75-10
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Crose~Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -- All Returns, 1975

Cross-Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -~ Nontaxable Returns,

1975

~97=

106

107
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75-1

Income, Deductiona, Credits, and Taxes for Tax Returie
with Rooanded Intome 01_0200.000 or Over -~ 1975

Aggregatu Data
($ {a thousands)

) v Weatly ¢ AIl Other
All Nootaxable ; Nontaxable Texable
Returns Returns latug{ Returns
INCOME, PER CONCIPT 16,852,472 1,111 824,351 15,947,009
EXPANDED INCONE 16,852,472 81,111 824,351 13,947,009
AGL PLUS PREFERENCES 17,318,131 97,916 948,605 16,271,609
AGI MINUS INVESTIENT INTIREST < INVISTMENT INCOME 13,161,611 44,316 356,026 12,761,269
Invastaeat Interest < Investment Incots 1/ 465,659 16,805 124,254 324,601
Tax Prefsrences 3,700,821 37,348 473,920 3,189,553
Excluded Long-Ters Cspitel Gaine 3,097,209 34,850 389,018 2,673,342
Dividend Exclusion ”;.:13 2 ‘gg " ig; s z.u;
Tax Prefer. 2 1699 " L 1 .i}
GROSS 1NCOME 13.“3.‘5; 67,705 482,361 13,093,
E“‘i“ - 26,44 =7,134 = 1,67 - 11,631
AGL of Returas with AGI > 0 13,617,309 60,569 474,685 13,082,057
Lxempt {ons 107,622 602 3,887 103,13
Standard Deductions 2,580 ? 54 2,520
Itemised Deductions 2,975,329 74,894 383,085 2,517,350
Charttable Contridutions 1,016,809 13,127 96,624 909,038
Interest: Yotal 594,532 31,292 148,522 414,717
Bowe Mortgage 61,658 664 6,588 54,608
Isvest. Interest < Iavest. Income 3/ 455,699 16,253 118,639 320,787
Isvest. laterest > Invest. Income &/ 77,175 14,375 23,278 39,523
Medical 31,147 401 2,997 27,750 - -
Casualty 24,052 7.12 3,530 12,750
Tax Expense 969,228 8,228 54,813 906,186
Niscellaneous Deductione 339,561 16,074 76,599 246,889
Excess of Fxesotions § Deductions over AGI 31,897 15,102 14,268 2,530
Taxable Income 10,590,121 7,305 109,602 10,473,215
Tax at Normsl Rates 6,340,213 4,317 57,188 6,278,708
Saving from Alternative Tax 3/ 31,149 12 164 30,973
Saving from llhxh_ Tax 2{ 334,153 180 1,050 332,923
eragin; 123,664 198 37 118,689
Tex BSefore Credite 5,853,658 3,926 57,194 5,797,538
Tex Credite 157,176 3,926 34,570 118,677
Poreiga Tax Credic 36,069 37681 24,89 27,494
Tavestasnt Credit 99,451 241 9,662 89,347
14 Ed 1,656 4 14 1,636
;:t After Credits 5,696,482 0 17,621 5,678,860
09, 0 36,632 13,348
Total Incoms Tax 3,806,462 [} 54,254 5,752,209
Deduction Equivalent of Tax Credits 2/ 240,178 6,728 58,157 175,292
Taxable Incoms which would yteld: 8/
Income Tax defore Credits 9,878,904 6,728 101,285 9,770,891
Incoms Tax sfter Credits 9,638,726 L] 43,128 9,595,599
Total Income Tax 9,826,656 0 113,030 9,713,628
Fumber of Tax Returns Represented in the tabulation 40,884 218 1,409 39,260

Office of the Secretary of the Tressury
Office of Tax Analysis

S$ee Uniform footnotes follewing Table 76-8 {n Appendix A.

Source: 1975 Internal Revenue Service tax model.
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Table " 73-2

Income, Deductions, Credits. and Taxes for Tax Returns

vith Zxpanded Income of $200,000 or Over -- 1975

As Percentages of Expanded Income

B
All ]
Returns t

Nontaxable

Returns

Nearly T Kil Other
Wontaxable ; Taxadle
Raturns ¢ Returns

INCOME, PER CONCEPT

AGT NINUS INVESTMENT INTZREST < INVESTMENT INCOME
Investment Interest < lavestment Income 1/
Tex Preferances
Bxcluded Long-Ters Capital Cains
Dividend Exclusion

14
STED 83 INCOME

Al e% Returns with AGT > 0

Exemptions
Standard Deducctions
Ttemised Deductions y
Charitadle Contributions
Intereat: Totel
Homs Mortgage
Iavest. Interest < Invest. Income 3/
Iavest. Interest > Invest. Income &/
Medical
Casualty
Tax Ixpense
Miscellaneous Deductions

—Excess of Exsmpticas & Deducttons over AGI

Taxadle Income

Tax at Mormal Rates
Saving from Alternative Tax 3/
Saving from Maximus Tax 2(
Vi 8]
Tax Before Credits
Tax Credite
Poreign Tex Credit
Investment Credit

sx After Credits
k¢
Total Income Tax -
Deduction Equivalest of Tax Credits }/
Texadle Incoms which would yleld: 8/
Income Tax befors Cradits
Incoms Tax after Credits
Total Income Tax

Mumber of Tax Rsturns Represented
in the tabulatfon

-

o mwoODONDwWaNRD
N O@MMRNUMNEWNO~ o

::'.

.oeozlouol“
A R-EK o«

SR

|
O

=
:I
jon o)

100.0 %

100.0
120.7

-.n
ooNa

(et put e [l A D
vorsraloorn v [BoovouSoBLS s
WRBBNN W O PR PNYORAwW

: l
w  OlO O

[
OO0 w

215

100.0 £ 100.0 X
100 0 100.0
11s.1 102.0
43.2 80.0
15.1 2.0
$1.5 20.0
47.2 16.8
L) L
10.3 3.2
.S 82.1
- 0.9 - 0.1
57.6 82.0
g.! 0.6
-
46.5 15.8
1n.7 5.7
18.0 2.6
0.8 0.3
14.4 20
2.8 0.2
0.4 0.2
0.4 Q.1
6.6 5.7
9.3 1.6
1.7 *
133 63.7
6.9 39.4
. 0.2
0.1 2.1
2.3 0.8
6.3 36.4
4.2 0.7
3.0 0.2
1.2 0.6
* .
2.1 35.6
4.4 0.3
6.6 38.1
. 1.1
12.3 61.3
5.2 60.2
3.7 - 60.9
1,409 39,260

Office of the Secretary of the Treasury
0ffice of Tax Analysis

See Uniform footnotes following Table 76-8 ia Appendin A.

Source: 1975 Internal Revenue Service tax model.

¢ Less than 0.05 percent.

34-369 O -8 -8
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Table 753

Income, Deducticna. Credits and Taxes for Tax Returns
vith Adjusted Cross Income of $200,000 or over =-- 1975

Aggregate Dats
($ in thousands)

[} t Nesrly 1 All Other

] ALl 1 Nostaxable Nontsxable ! Taxable
i__Recuras H —Retucos .t _Returna. .

.
INCOME, PER CONCEPT 12,682,728 117,100 382,812 12,182,217
EXPANDED INCOME 14,779,494 65,809 330,472 14,393,214
AGI PLUS PRIFERENCES 15,326,302 124,283 467,749 14,734,271
AGI M1 . INVESTMENT INTEREST < INVESTMENT INCOME 12,148,688 60,027 242,992 11,845,670
Investment [oterest < Investment Income 1/ ' 534,039 57,073 139,819 337,147
Tax Preferences 2,643,575 7,183 84,938 2,531,454
Zxcluded Long-Term Capitsl Cains 2,191,266 6,212 65,815 2,119,238
Dividend Exclusion 4,960 38 118 4,807
Other Tax Prefeyences 2/ 447,349 932 19,007 427,409
ADJUSTED GROSS INCOME 12,682,728 117,100 382,812 17,187,817
Deficits 0 [ [
M1 of Returns vith AGI > 0 12,682,728 117,100 382,812 12,182,817
Exeapt ions 89,711 701 2, 87,007
Standard Deductions 1,484 7 13 1,465
Itemized Deductions 2,901,840 127,044 318,771 2,455,025
Charitable Contributtons 968,519 13,661 64,160 890,698
Interest: Total 681,502 80,416 172,118 428,969
Rome Mortgage 36,2438 1,155 4,961 48,133
Iovest. Interest < Inveat. Income 3/ 534,037 57,073 139,819 337,147
Invest. Interest > Invest. lncome 4/ 93,216 22,187 27,340 43,690
Medical 25,238 537 1,469 23,232
Casualty 18,848 3,967 2,709 12,172
Tax Expense 891,128 10,015 32,305 849,008
Miscellaneous Deductions 336,404 18,448 47,011 250,945
Excess of Exemptions & Deductions over AGI 31,026 _18,228 8,011 4,787
Taxabdle Income 9,720,721 7,576 69,036 9,644,108
Tax at Normal Rates 5,903,344 4,404 37,816 5,061,123
Seving from Altemative Tax 5/ 25,541 12 119 25,410
Saving from Msximum Tax 2{ 333,701 180 1,010 332,512
Saving from Ipcome Averaging 88,003 199 1,485 86,318
Tax Before Credits 5,457,508 4,012 35,202 - 5,418,694
Tax Credics 141,285 4,011 24,706 112,563
Foreign Tax Credic 54,100 3,763 22,049 28,286
Investasnt Credit 85,859 243 2,650 82,963
AlL Other Cvedits 6/ 1,26 -3 ) 1,314
Tax After Credits 5,316,625 [} 10,493 5,306,132
Hintsum Tax 12,317 ] 5,670 7
Total Incoma Tax 5,388,942 0 16,164 5,312,779
Deduction Bquivalent of Tax Credits 7/ 209,927 6,984 38,244 164,700
Tanable income vhich would yield: 8/

Income Tax befors Credits 9,074,719 6,984 64,758 9,002,978
Incoms Tax after Credits 8,864,792 [) 26,514 8,838,278
Total Income Tax 8,975,907 ] 38,126 8,937,781
Wusber of Tax Returns Represented in the tsdbulation 33,606 260 732 32,614

Office of the Secrstary of the Treasury
Office of Tax Analysie

See Uniform footnotes following Table 76~8 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

July 28, 1978
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Teble 75-4

Income, Deductions, Credits, and Taxes for T»x Returns
with Adjusted Gross Income of $200,000 or over -- 1975

As Percentages of Adjusted Gross Income

] 3 : Nearly T AIl Other
H All : Nontaxable : Nontaxable : Taxable
1 Returns s Returns s Returns 3 Returns
INCOME, PER CONCEPT 100.0 2 100.0 X 100.0 2 100.0 X
EXPANDED INCOME 116.5 56.2 83.7 118.1
AGI PLUS PREFERENCES 120.8 106.1 122.2 120.9
AGI MINUS INVESTMENT INTEREST < INVEISTMENT INCOME 95.8 51.3 63.5 97.2
Investment Interest < Investment Income 1/ 4.2 48.7 . 36.5 2.8
Tax Preferences 20.8 6.1 22.2 20.9
Excluded Long-Term Cspitsl Cains 17.3 5.3 17.2 17.4
Dividend Exclusicn * * * *
Other Tax Preferences 2/ 3.5 _0.8 5.0 3.5
ADJUSTED GROSS INCOME 100.0 100.0 100.0 100.0
Deficits [} [} [o} (1]
AGI of Returns with AGI > O 100.0 100.0 100.0 100.0
Exsmptions 0.7 0.6 0.5 0.7
Standard Deductions * . . *
Itemized Deductions 22.9 108.5 83.5 20,2
Charitable Contributions 7.6 11.7 16.8 7.3
Interest: Total 5.4 68.7 45.0 3.5
Home Mortgage 0.4 1.0 1.3 0.4
Iovest. Interest < Invest. Income 3/ 4.2 48.7 36.5 2.8
Invest. Interest > Invest. Income &/ 0.7 1.0 1.1 0.4
Medical 0.2 0.5 0.4 0.2
Casualty 0.2 3.4 0.7 0.1
Tax Expense 7.0 8.6 8.4 7.0
Miscellaneous Deductions 2.5 15.8 12.3 2.1
Excess of Exemptions & Deductfons over AGI 0.2 L1356 —2.1 LA
Taxable Income 76.6 6.5 18.0 79.2
Tax at Normal Rates 45.6 3.8 9.9 48.1
Saving from Alternative Tax 3/ 0.2 * . 0.2
Saving from Maximum Tax 5/ 2.6 0.2 0.3 2.7
Saving from Income Averaging 0.7 0.2 0.4 0.7
Tax Befors Credits 43.0 3.4 9.2 44.5
Tax Credits 1.1 3.4 6.4 0.9
Poreign Tax Credit 0.4 3.2 5.8 0.2
lavestment Credit Q.7 0.2 0.7 0.7
All Othar Credits 6/ * » - -
Tax After Credits 41.9 0 2.7 3.6
Minimue Tex 0.6 0 1.5 0.6
Total Iacoms Tax 42.5 [} 4.2 44.1
Deduction Equivaleot of Tax Credits 7/ 1.7 6.0 10.0 1.4
Taxable Income which would yield: 8/
Income Tax before Credits 71.6 6.0 16.9 - 73.9
Income Tax after Credite 6%.9 0 6.9 72.6
Total Income Tax 70.8 0 10.0 73.4
Wumber of Tax Returns Represented 33,606 260 732 32,614
in the tabulation
Offt{ce of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

See Unifors footnotes fol lowing Table 76-8 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

4 Less than 0.05 percent.

-101-



1324

Table 73-5

Incoma, Deductions, Credits, and Taxes for Tax Returns
with Adjusted Gross Income plus Preferences of $200,000 or Over —- 1973

te D
- ey R

s 3 T Nearly 1 All Other

3 All t Nontaxable ; Nootsxsble ; Taxable

3. Returas 3 Returns Returns _ :  Returans
INCOME, PER CONCEPT 17,912,101 157,876 - 1,244,343 16,509,882
EXPANDID INCOME 17,269,318 95,631 1,009,540 16,164,146
AGY PLUS PREFERRNCES 17,912,108 157,876 1,244,343 16,509,882
AGI MIWUS INVESTMENT INTZREST < INVESTMENT INCOME 13,495,322 53,208 451,660 12,988,464
Investment Interest < Investment Income 1/ 642,783 62,244 234,803 345,735
Tax Preferences 3,788,730 41,891 566,594 3,180,245
Bxcluded Long-Ters Capital Gafns 3,171,700 38,764 463,354 2,669,580
Dividend Exclueion 16.;5; s 0;? o2 32; 5,913
her Tax Prefer s 2 — 610,74 M 102,912 504,153
ADJUSTED CROSS I 14,149,815 123,119 685,426 13,341,267
¢ M ~ 26,442 = 1,134 =~ 1,87 = 11,631
ACT oé Returns with ACI > 0 14,123,370 115,985 677,750 13,329,636
Ixesptioas 114,493 1,045 6,272 107,178
Standard Deductions 2,580 7 54 2,520
Itemized Deductions 3,262,745 138,332 558,265 2,566,148
Charitable Contributtions 1,049,761 14,177 121,390 914,194
Tatersst: Total 793,069 84,462 268,185 40,422
Homa Mortgage 67,649 1,341 9,932 56,376
Iavest. Interest < lnvest. Income 3/ 628,038 60,177 226,089 341,173
Invest. Interest > Invest. lncome &/ 97,383 22,344 32,164 42,873
Medical 33,087 556 3,869 28,662
Casualty 25,526 8,121 4,151 13,254
Tax Expense 1,002,517 11,228 70,508 20,781
Miscellanecus Deductions 358,785 19,788 90,162 248,836
14 uct fon: er_AGI 47,765 24,107 22,265 1,393
Taxabls Incoms 10,817,759 7,844 143,100 10,666,815
Tex at Normal Rates 6,450,171 4,468 70,786 6,374,917
Saving from Alternative Tax 3/ 32,163 12 219 31,932
Saving :to- Maximom Tax i{ 337,674 180 1,078 336,416
Saying from Incoms Aveysging 125,692 9 4,746 20,748
Tax Before Credits 5,957,059 4,076 64,741 5,888,242
Tax_Credits 160,997 4,075 37,601 119,319
Poreign Tax Credit 57,658 3,763 26,222 27,674
Isvestaent Credit 101,621 30 11,361 89,951
Al] Other Credite 6/ 1,218 5 18 1,69
Tax After Cradits 5,796,062 [} 27,140 5,768,923
2 112,677 [} 42,360 70,318
Total Incoms Tax 5,908,739 0 69,500 5,839,240
Deduction Equivaleot of Tex Credits 2/ 248,051 7,241 64,659 176,342

Taxsble Income which would yield: 8/

Income Tax befors Credite 10,095,744 7,241 132,697 9,955,807
Income Tax after Credits 9,847,693 ] 68,228 9,779,465
Total Income Tax 10,043,925 0 152,685 9,891,241
Mumber of Tax Returna Represented in the tabulstion 43,344 362 2,257 40,725

Office of the Secretary of the Treasury
Office of Tax Analysts

Ses Unifors footnotes following Table 76-8 in Appendix A.
Source: 1975 Internal Revenue Service tax model.
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Teble 75-6

Income, Deductions, Credite, and Taxes for Tax
with Adjusted Gross Income Plus Prefereaces of $200,000 or Over -- 1975

As Percentages of Adjusted Gross Income Plus Preferences

H 1 t Nearly t  All Other
: All 1 Nontaxable t Nontaxable : Taxable
§__ Returns 3 Returns _ : Returne  : _ Retyros
INCOME, PER CONCEPT 100.0 % 100.0 ¢ 100.0 X 100.0 %
EXPANDED INCOME 96.4 60.6 81.1 97.9
AGI PLUS PREFERENCES 100.0 100.0 160.0 100.0
AGE MINUS INVESTMENT INTEREST < INVESTMENT INCOME 75.3 35.0 36.3 78.7
Iovestment Intersst < Investment Income 1/ 3.6 39.4 18.9 2.1
Tax Preferences 21.2 26,5 45.5 19.3
Excluded Long-Term Capital Gains 17.7 24.6 37.2 16.2
Dividend Exclusion * * * »
Other Tax Preferences 2/ 3.4 2.0 8.3 3.1
ADJUSTED GROSS INCOME 79.0 78.0 55.1 80.8
Deficits - 0.2 - 4.5 - 0.6 -0.1
AGY of Returns with AGI > 0 78.8 73.5 54.5 80.7
Exemptions 0.6 0.7 0.5 0.6
Standard Deductions * L * L
Itemized Deductions 18.2 87.6 44.9 15.5
Charitable Contributions 5.9 9.0 9.8 5.5
Interest: Total 4.4 53.5 21.6 2.7
Home Mortgage 0.4 0.8 0.8 0.3
Invest. Interest < Invest. Income 3/ kH 38.5 18.2 2.1
Invest. Interest > Invest. Income &/ Q.5 14.2 2.6 0.3
Madical 0.2 0.4 0.3 0.2
Casualty 0.1 5.1 0.3 0.1
Tax Expense 5.6 7.1 5.7 5.6
Miscellaneous Deductions 2.0 12.5 7.2 1.5
Excess of Exemptions & Deductions over AGI 9.3 _18.3 1.8 .
Taxable Income 60.4 5.0 11.5 64.6
Tax at Normal Rates 36.0 2.8 5.7 8.6
Saving from Alternative Tsx 5/ 0.2 * . 0.2
Saving from Maximua Tax 3/ 1.9 0.1 0.1 2.0
Saving from Income Averaging 0.7 0.1 0.4 0.7
Tax Before Credits 33.3 2.6 5.2 35.7
Tex Credite 0.9 2.6 3.0 0.7
Poraign Tax Credit 0.3 2.4 2.1 0.2
Investsant Credit 0.6 0.2 0.9 0.5
Al) Other Credits 6/ . c . *
Tax After Credite 32.4 0 2.2 4.9
Lu_al;%l-_x____.___ 0.6 0 3.4 0.4
Total Income Tax 33.0 0 5.6 35.4
Deduct 1on Equivalent of Tax Credits 1/ 1.3 4.6 5.2 1.1
:
Taxable Incoms which would yield: 8/
Income Tax bafore Credits 56.4 4.6 10.7 60.3 .
Incoms Tax sfter Credite $5.0 ) 5.5 59.2
Total Income Tax 56.1 ] 12.3 59.9
umber of Tax Returns Represented 43,344 362 2,257 40,725

in the tabulaion

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analyais
See Unifora footnotes following Table 76-7 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

* Less than 0.05 percent.
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Table 75-7

Income, Deductions, Credits, and Taxes for Tax Returns

with Adjusted Gross Income minus Envestment Interest of $200,000 or Over -- §975

Aggregate Data
($ {n thoussnds)

' : 1 Nearly 1 All Other

t All : Nontaxable : Nontaxable !  Taxable

3 Returns 3 Retuzns H Retuzng 13 Returns
INCOME, PER COMCEPT 11,788,400 47,469 170,417 11,570,514
EXPANDED INCOME & 14,282,404 51,402 205,307 14,025,695
AGl PLUS PREFEZRENCES ) 14,629,433 65,669 247,897 14,315,866
AGL MINUS INVESTMENT INTEREST < INVESTMENT INCOME 11,788,400 47,469 170,417 11,570,514
Investment Interest < Investment Income 1/ 338,213 13,853 38,294 286,066
Tax Preferences 2,502,820 4,349 39,184 2,659,287
Excluded Long-Term Capitsl Gains 2,073,083 3,803 29,256 2,040,023
Dividend Exclusion 4,602 16 52 4,533
Other Tax Praferences 2/ 425,135 530 0875 414,729
ADJUSTED GROSS INCOME 12,126,613 61,321 208,712 11,856,580
Deficite — 0 0 0 0
AGI of Returns with AGI > 0 12,126,613 61,321 208,712 11,856,580
Exempt ions 83,477 326 919 82,234
Standard Deductions 1,484 7 13 1,465
Ttemized Deductions 2,582,521 63,325 162,271 2,356,925
Charftable Contributions 931,624 10,209 43,090 878,324
Interest: Total 461,584 28,631 61,393 371,560
Home Mortgage 49,360 602 3,644 45,113
Invest. Interest < Invest. Income 3/ 338,213 13,853 38,294 286,066
Invest. Interest > Invest. Income &/ 74,011 14,176 19,453 40,382
Medical 23,644 387 813 22,444
Casualty 17,690 3,585 2,610 11,495
Tax Expense 834,672 6,762 20,523 827,388
Miscellsneous Deductions 293,306 13,750 33,844 245,711
Excess of Exemptions & Deductions over AGI 16,545 9,322 3,253 3,970
Taxable Income 9,475,676 6,986 48,765 9,419,927
Tax at ¥ormal Rates 5,780,490 4,228 28,842 5,747,410
Saving from Alternative Tax $/ 24,373 12 88 24,274
Saving :ru :muu Tax _s_{ 330,005 130 934 328,891
—_Saving from Incoms Aversging 84,827 198 134 83,895
Tax Bafore Credits 5,343,035 3,838 27,086 5,312,111
Tax Credits 137,006 3,837 22,300 110,369
Poreign Tax Credit 52,906 3,676 20,844 28,387
znmmc-uzcc:--:u 82,816 187 1,454 81,205
14 te 1,284 4 2 1,277
Tax After Credite 5,206,027 [] 4,787 5,201,241}
Mintmus Tax —— 65,210 ] 2,930 62,273
Total Income Tax . §,271,2%7 [ 7,717 5,263,520
Deduction Equivaelent of Tex Credite 1/ 201,786 6,815 33,696 161,675

Taxable lacome which would yield: 8/

Income Tax bafore Credits 8,842,379 6,415 46,010 8,789,954
Incoms Tax after Credite 8,640,593 ] 12,314 8,628,279
Total Incose Tax 8,737,761 o 18,121 8,719,640
Number of Tax Returns Represented fo the tabulation 31,391 126 %S 30,920

Office of cthe Secretary of the Treasury
Offica of Tax Analysis

See Unifors footootes following Table 76-8 fn Appendix A.

Source: 1975 Internal Revenue Service tax wodel.
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Table 75-8

Income, Deductions, Credits. snd Taxes for Tax Returns
with Adjusted Cross Income minus Investment Interest of $200,000 or Over -- 1975

As Percentages of Adjusted Gross Income Misus )nvestwent Interest

H : t Nearly s All Other
t All t Nontaxable : HNontaxable :  Taxable
1 Returns 3 Returns : Returns 3 Returns
INCOME, PER CONCEPT 100.0 2 100.0 2 100.0 X 100.0 2
EXPANDED INCOME 121.2 108.3 120.5 121.2
AGI PLUS PREFERENCES 124.1 138.3 14%.5 123.7
AGCT MINUS INVESTMENT INTEAEST < INVESTMENT INCOME 100.0 100.0 10).0 100.0
Investment Interest < lavestment Income 1/ 2.9 29.2 22.5 2.5
Tax Preferences 1.2 9.2 3.0 21.2
Zxcluded Long-Ters Capitsl Cains 17.6 8.0 17.2 17.6
Dividend Exclusion * * * *
Other Tax Preferences 2/ _3.6 1.1 5.8 3.6
ADJUSTED GROSS INCOME 102.9 129.2 122.5 102.5
Deficits 0 [} 0 0
AGI of Returns with AGI > 0 102.9 129.2 122.5 102.5
Exemptions 0.7 0.7 0.5 0.7
$tandard Deductions * . - *
Itemiged Deductions 21.9 133.4 95.2 20.4
Charitsble Contributfons 7.9 21.5 25.3 7.6
Interest: Total 3.9 60.3 36.0 3.2
Rowe Mortgage 0.4 1.3 ( 2.1 0.4
Invest. Interest < Invest. Income 3/ 2.9 29,2 22.5 2.5
Invest. Interest > Invest. Income &/ 0.6 29.9 11.4 0.4
Medical 0.2 0.8 0.5 0.2
Casuslty 0.2 7.6 1.5 0.1
Tax Expense 7.2 14.2 12.0 7.2
Kiscellansous Deductions 2.5 2%.0 19.9 2.1
Excess of tions & Deductions over AGI 0.1 _19.6 1.9 *
Taxable Income 80.4 147 28,6 81.4
Tox at Normal Rates 49.0 8.0 16.9 49.7
Saving from Altermative Tax 5/ 0.2 * 0.1 0.2
Saving from Max{mua Tax 3/ 2.8 0.4 0.6 2.8
Saving from Income Aversging 0.7 0.4 0.4 0.7
Tax Before Credits 45.3 8.1 15.9 45.9
Tax Credits 1.2 8.1 13.1 1.0
Foreign Tax Credic 0.4 7.7 12.2 0.2
Iovestment Credit 0.7 0.3 0.8 0.7
11 et Credits * - » e
Tax After Credits 45.2 0 2.8 45.0
Ninisum Tax 0.6 [] 1.7 0.5
Total Incoms Tax 467 0 4.5 45.5
Deduction Equivalent of Tax Credita 7/ 1.2 13.5 19. 1.4
Texadle Income which would yleld: 8/
Income Tax before Credits 75.0 13.5 27.0 76.0
Tncoms Tax after Credits 73.3 [} 7.2 74.6
Total Income Tax 74,1 /] 10.6 75.6
Number of Tax Returns Represented 31,381 126 345 30,920

in the tabulation

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis
See Unifors footnotes fol lowing Tabdle 76-8 in Appendix A.

Sourcat 1975 Internal Reveaue Service tax model.

* Lless than 0,05 percent.
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Table 75-9

Cross~Classification of Numbers of Tax Returns by Income Class by Alternstive [ncome Concepts

== All Returns, 1975

1 t Less Than 1t $50,000 to : $100,000 co 1 $200,000
L Torsl i 930,000 i $100,000 s  $200,000 er
Expanded lacoms Adjusted Cross I
Total 82,229,182 81,262,674 780,470 152,432 33,606
Less than $ 50,000 81,215,630 81,197,893 17,524 180 13
$ 50,000 to $100,000 807,399 63,103 738,376 5,825 95
$100,000 to $200,000 165,269 1,307 24,156 138,670 1,136
$200,000 and over 40,884 mn 414 1,157 32,342
Expanded Income ~emecenerseceanceeacAdjusted Cross Income plus Preferenceg-—----ss-seccscscccacs
Total 82,229,182 81,190,697 821,253 173,888 43,344
Less than § 50,000 81,215,630 81,190,697 24,477 418 38
$ 50,000 to $100,000 807,399 196,776 10,481 142
$100,000 to $200,000 165,269 162,989 2,280
$200,000 end over 40,884 40,884
Expanded Income evmemmmrecemoan—- Adjusted Gross Incose minus Iav Interest
Total 82,229,182 81,289,752 762,709 145,330 31,391
Lass than $ 50,000 81,215,630 81,215,630
$ 50,000 to $100,000 807,399 71,746 735,653
$100,000 to $200,000 165,269 1,890 26,480 136,899
$200,000 and over 40,884 486 576 8,431 31,391
Ad{usted Gross Income -Adjusted Gross Income plus Preferences-co~==vceccccnnucs
Total 82,229,182 81,190,697 821,253 173,888 43,344
Less than § 30,000 81,262,674 81,190,697 70,022 1,569 386
$ 50,000 to $100,000 780,470 751,231 28,747 492
$100,000 to $200,000 152,432 143,572 8,860
$200,000 ané over 33,606 33,606
Adjusted Grose Income —wemss=Adjusted Gross Income minus I Interast
Total 82,229,182 81,289,752 762,709 145,330 31,39
Less than § 50,000 81,262,674 81,262,674
$ 50,000 to $100,000 789,419 26,582 753,890
$100,000 to $200,000 152,432 410 8,678 143,344
$200,000 and over 33,606 86 143 1,986 31,390
Adjusted Gross Incoms
plus Preferences mmeeesseesem—— Adjusted Gross Income minus Ii Interest
Total 82,229,182 81,289,752 762,709 145,330 31,391
Less than § 30,000 81,190,697 81,190,697
4 50,000 to $100,000 821,253 94,959 726,294
$100,000 to $200, 000 173,888 3,412 35,442 135,034
$200,000 and over 43,244 684 973 10,296 31,391

Office of the Secretsary of the Treasury July 12, 1978

Office of Tax Analysis

Source: 1975 Interoal Revenue Service Tux Model.
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Table 75-10

Cross-Classification of Mumbers of Tax Returns by Income Clsss by Alternative Income Concepte
-= Nontaxable Returns, 1975

3 T Less Than ¢ 950,000 to 3 $100,000 to 1 $200,000
3 Total ¢ 930,000 ¢ $100,000 1 _$200,000 _ 1 _ end over

Mﬂ Income AM3jueted Groes Income

otal 20,822,251 20,816,533 4,749 709 260
Lass then § 50,000 20,816,696 20,815,601 958 113 22
$ 50,000 ¢o $100,000 4,654 79 3,617 219 39
$100,000 co $200,000 686 107 152 166 61
$200,000 sod over 215 46 22 1] 138
Expanded Incoms wmeeemeverememeccaeasAd fjusted Cross Income plus Pref. ,“

Total 20,822,251 20,813,859 6,607 1,423 362
Less than § 50,000 20,816,696 20,813,839 2,467 343 < 27
$ 50,000 to $100,000 - 4,654 4,140 471 43
$100,000 to $200,000 686 609 7
$200,000 sod over 215 215
Expanded_Income esecmecsnemem-ceeeAdjusted Cross Income minus I 1

Total 20,822,251 20,817,839 3,879 407 126
Less than § 50,000 20,816,696 20,816,696
$ 50,000 to $100,000 4,654 876 3,778
$100,000 to $200,000 686 212 87 387
$200,000 and over 215 - 5S 14 20 126

Mjusted Gross Income

Total 20,822,251 20,813,859 6,607 1,423 362
Less than  § 50,000 20,816,533 20,813,859 2,498 123 33
$ 50,000 to $100,000 4,749 4,109 618 22 -
$100,000 to $200,000 709 682 27
$200,000 and over 260 260
E]ug;od Crogs Income ——na——— weem=seccAdjusted Gross locome sinus lov Interest

otal 20,832,251 20,817,839 3,819 407 126
Less than § 30,000 29,816,333 29,816,533
$ 50,000 to $100,000 4,749 1,135 3,614
$100,000 to $200,000 709 141 229 339
$200,000 aad over 260 30 36 68 126
AMdjusted Cross Income - .
plus Preferences ~eeccceccmccacc=-Adjusted Cross Income minus Interest:

Total 20,822,251 20,817,839 3,879 407 126
less thaa § 50,000 20,813,859 20,813,859
$ 30,000 to $100,000 6,607 3,279 3,328
$100,000 to 3200,000 11,423 596 501 326
$200,000 and over 362 105 S0 81 126

ecccmeccnsmensececacaanas ~eAdfusted Gross Income plus Preferences

Office of the Secretary of the Treasutry
Office of Tax Analysis

Source: 1975 Internal Revenue Service Tax Model.

July 12, 1978
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Appendix C
1974 Data

The eight tables in this appendix contain aggregate data
and percentage distributions of the income, preference,
deduction, credit, and tax items from 1974 returns. They are
the counterparts to Tables 76-1 through 76-8 for 1976 and ¥
Tables 75-1 through 75-8 for 1975. They are similar to the
Tables 15 through 22 in last year's high-income report, with
two major exceptions. The first change is that the nearly
nontaxable group has been redefined to be consistent with the
definition for 1975 and 1976 used throughout this report.
Nearly nontaxable returns -are those returns which show some
tax liability but which have a ratio of taxable income to
income of less than 20 percent. 1/ The redefinition of
nearly nontaxable returns also required a revision of the
data for all other taxable returns. Again consistent with
the data for 1975 and 1976, the second change is that in the
percentage tables the income concept used as the classifier
is considered to be 100 percent; in 1974-1975 report,
expanded income was 100 percent on all tables, regardless of
the classifier.

The data in this appendix, along with all other 1974
data in this report and all 1974 data in last year's
high-income report, are derived from the 1974 Internal
Revenue Service tax model. It has just been discovered that
there is a systematic error in the 1974 IRS tax model and
that all of the 1974 data in both last year's and this year's
high-income report are subject to revision. The weights
assigned to some of the specific tax returns in the model
were incorrect. As a result, some of the population
estimates from the 1974 IRS tax model are too large. The
incorrectly weighted tax model indicates that there are
36,015 returns with adjusted gross income of $200,000 or more
as compared to 31,132 in the correctly weighted 1974 :

7 he denominator in the taxable income to income ratio is
whichever income concept is used for selection and
classification for that particular table.

-109-
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Statistics of Income file from which the tax model itself was
derived. This represents a 16 percent overstatement in the
number of high-income returns. However, since the number of
nontaxable returns appears to be correct, only the numbers of
nearly nontaxables and of all other taxables are inflated.

It is believed that the overestimates of the numbers of
high-income returns for the three other income concepts are
of the same order of magnitude.

While these errors are disturbing, we do not believe
that they make the 1974 data published so far useless. The
dollar aggregates of income, deductions, credits, and taxes
attributable to these high-income returns are incorrect, but
the distributions are correct. Thus, the shares representing
the relative importance of each deduction, etc., which are
shown on the even numbered tables are essentially correct.
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74-1

74-2

74-3

74-4

74-5

74-6

74-7

74-8
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List of Tables in Appendix C

Title

Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income

of $200,000 or Over -- s Aggregate
Data

Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- §§71= As
Percentages of Expznded Income

Income, Deductions, Cr~dits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- 1974:
Aggregate Data

Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- 1974:

Es Percentages of Adjusted Gross Income

Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences o 07,000
or Over -- 1974: Aggregate Data

Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences o 00,000
or Over -- 1374: As Percentages of
Adjusted Gross Income plus Preferences

Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest o
$200,000 or Over -- 1974: Aggregate
Data

Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of

;000 or over ~- 1974t As
Percentages of Adjusted Gross Income
minus Investment Interest

-111-

112

113

114

115

116

117

118

119
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Teble 7é-1
Income, Deductioas, Credits, &nd Taxes for Tax Returans
with Kxpanded Incowe of $200,000 or Over — 1974

Aggregate Dats
($ in thousands)

t ] 1 Kearly ? All Other
1 All t Nootaxable ! Nontaxable | Taxadle
3. Raturna ¢ 7 g :
INCOME, PER CONCEPT 17,087,358 58,1%0 697,474 16,331,6%
EXPANDED INCOMP 17,087,358 58,190 697,474 16,331,694
AGY PLUS PREFERINCES 17,603, 969 78,076 824,151 16,701,742
AGL MINUS INVESTMENT INTEREST < INVESTMENT INCOME 13,439,765 33,673 285,814 13,120,278
Investment Interest < lavestment Iacome 1/ 516,610 19,887 126,677 370,046
Tax Prefarences 3,657,128 24,754 416,207 3,216,167
Excluded Loag-Term Capital Cains 3,381,524 4,1 338,785 3,018,007
Dividend Exclusion 2 6,022 2‘1) ’ lz’ 5,822
ot £ e 2 ] .% 3
m.#_mmm_l______w’ INOOKE _92'3‘13. ,‘7% 56,302 15,584 Tfm‘:%
Deficite - __21,9% -2,978 - 1.%3 =1
MG of Returns vith AGL > 0 13,946,840 33,323 407,941 13,485,576
Exsmptions 113,373 724 3,569 109,082
Standard Deductiocns . 2,255 1 41 2,203
Itemised Deductions 2,907,140 61,799 344,380 2,500,961
Charitable Coatributions 970,901 8,333 81,222 881,346
Interest: Totsl 636,691 31,715 148,395 456,581
Bome Mortgage 41,366 182 1,669 39,518
Iavest. Interest < Invest. Incoms 3/ 507,077 19,651 122,129 365,297
Invest. Iaterest > Iavest. Income &/ 88,250 11,883 24,598 $1,769
Medical 29,180 U1 2,560 26,479
Casualty 18,180 2,121 3,601 11,858
Tax Expense 919,220 3,583 46,906 866,731
Miscellaneous Deductions 332,967 13,306 61,693 257,968
uct § et AGI 25,639 10,259 11,170 4,210
Taxable Income 10,972,110 4,075 78,856 10,889,179
Tax at Wormsl Rates 6,567,113 2,248 39,016 6,525,051
Ssving from Altermative Tax 3/ 40,141 0 42 40,099
Saving from Maximum Tax 3/ 290,766 66 978 289,722
. Jayieg from Ipcoms Avepagiag 203,136 0 2,790 200,256
Tox Before Credite %,033,169 R 36,007 3,995,068
Tax Credits 111,218 2,09 22,092 87,032
Toreiga Tax Credit 47,933 1,916 16,400 29,617
Iavestasnt Credit 62.:50 178 5,688 56,784
ts . 35 0 4 $§31
Tax After Credite 5,921,951 [ 13,916 5,908,038
!!!F Yoz 114,59% 0 32,705 81,889
Totsl Incoms Tax 6,036,542 [] 46,616 3,989,926
Deduction Iquivalent of Tex Credits 1/ 170,539 3,85 37,865 128,820
Taxabla Incoms vhich would yleld: 8/
Income Tax before Credits 10,196,555 3,854 72,687 10,120,014
Incoms Tax after Credits 10,026,016 ] 34,822 9,991,194
Total Iacome Tax 10,220,917 0 96,990 10,123,927
Busber of Tax Returns Represented in the tabulatioca 42,687 187 1,278 41,245 .
Office of the Secretsry of the Treasury July 24, 1978

Office of Tax Analysis
See Unifors footnotes following Tadle 76-8 1u Appendix A.
Source! 1974 Internal Revenue Service tax model.
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Table 74-2

Iocome, Deductions, Credits, snd Taxes for Tax Returns
with Expanded Income of $200,000 or Over — 1974

As Percentages of Expanded Income

) t H Wearly i All Other
' All t t Noataxable ! Taxable
Rsturos.. ¢ i Ratusas 3 R
INCOME, PER CONCEPT 100.0 X 100.0 X 100.0 X
KXPAMDED LNCOME 100.0 100.0 100.0
AGL PLUS PREFERENCES. 103.0 118.2 102.3
AGL MINUS INVESTMENT INTIREST < INVESTMENT INCOME 18.7 41.0 80.3
Investment Iaterest < Investment Incoms 1/ 3.0 18.2 2.3
Tax Preferences 21.4 59.7 19.7
Rxcluded Long-Term Capital Gains 19.8 48.6 18.5
Dividend Exclusion * . .
Tax Pr 1.6 11.1 .2
W%ﬁ et 2 u.: $9.6 T!‘C
Hk’ﬂ = 0. =1.1 = 0-%
1 of Returns vith AGI > 0 81.6 58.5 2.
Exempt {ons 0.7 1 0.5 0.7
Standard Deductions . . . .
Itemized Deductions 17.0 106.2 49.4 15.3
Charitadle Coatributtons 5.7 16.3 11.6 5.4
Interest: Total 3.7 54.5 21.3 2.8
Rome Mortgage 0.2 0.3 0.2 0.2
Invest. Interest < Iavest. Income 3/ 3.0 33.8 17.5 2.2
Iavest. Interest > Tovest. Income &/ 0.5 20.4 3.5 0.3
Medical 0.2 0.2 0.4 0.2
Casualty 0.1 4.7 0.5 0.1
Tax Expense 5.4 9.6 6.7 5.3
Niscellaneous Deductions -1.9 22.9 8.8 1.6
4 ctfon: r_AGL 0.2 17.6 1.6 *
Taxable Income 64.2 7.0 11.3 66.7
Tex at ¥ormal Rates 9.4 3.9 $.7 40.0
. Saving from Alternstive Tax 3/ 0.2 0 - 0.2
Saving from Maxisus Tax 3/ 1.7 0.1 0.1 1.8
$aving from locoms Averaging 1.2 0.2 0.4 1.2
Tax Befors Credite 35.3 3.6 5.2 36.7
Tax Credits 0.7 3.6 3.2 0.5
Foreign Tax Credit c.3 3.3 2.4 0.2
Investment Credit 0.4 0.3 0.8 0.4
e,]] Other Credits 6/ * ] * *
lex After Credits 34.7 0 2.0 35.2
9.2 [} o v J 0.5
Totel Incoms Tax 35.4 [] 6.7 36.7
Deduction Equivalent of Tax Credits 7/ 1.0 6.6 S.4 0.8
Taxable Income which would yield: 8/
Incoms Tax before Credits 59.7 6.6 10.4 62.0
Incoms Tax sfter Credits 58.7 [ 5.0 61.2
Total Income Tax 59.8 0 13.9 62.0
42,687 167 1,275 41,245

Wumder of Tax Rsturns Represented
in the tabulatioo

Office of the Becretary of the Treasury July 24, 1978

Office of Tax Analysis
Sas Daiform footnotes following Table 76-8 in Appemdix A.
Source: 1974 Internal Revenue Service tax model.

* Lase than 0,05 percent.
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Table 743

Income, Deductioms, Credits, and Texes for Tax Returns
with Adiusted Groes Jacoms of $200,000 or Over — 1974

egate Data
($ 15 thousands)
1 v Wearly & ALl Othar
1 All 1 MNontaxable Nontsxable ;  Texadle
1 Returns {__ Returns Returns _ ; _ Returns
INCOIE, PER CONCEPT 13,181,598 109,808 412,479 12,659,311
EXPANDED INCOME " 15,097,684 45,979 313,614 14,738,091
ACY PLUS PREFIRDICES 15,741,891 114,595 498,492 15,120,804
AG1 MIwnS INVESDENT ll‘lmn < INVESTIENT INCOME 12,551,430 42,348 235,265 12,274,017
Iav Iacome 1/ ’ 67,660 1,1 385,293
Tax Preforences 2,560,293 4,787 86,012 2,469,494
Excluded Long-Term Cepital Gains 2,404,443 4,152 M, 2,324,914
Dividend Exclusion 5,242 Jg 134 N 5,072
ot Prafer 2 150,609 11,103 39,506
ADJUSTED GROSS INCOME 13,181,598 109,808 412,479 12,659,311
Deticite 0
AGT of Returns with AGI > 0 13,181,598 109,808 412,479 12,659,311
fons 96,396 972 2,538 92,886
Standard Deductions 1,286 4 0 1,282
Itemised Deductions 2,938,338 127,958 362,878 2,447,525
Charitable Coatributions 934,795 11,254 64,331 839,210
Iaterest: Totsl 781,040 88,920 213,599 478,521
Home Mortgage 35,140 k)% 1,281 33,542
Invest. Iatersst < Invest. locome 3/ 630,168 67,660 177,215 385,293
Invest. Iaterest > Invest. locome 4/ 115,734 20,944 35,104 59,686
Medical 21,062 401 1,912 24,729
Casualty 17,743 2,785 3,391 11,567
Tex Expanse 860,934 8,814 33,228 818,895
Miscellaneous Deductions 316,802 15,782 46,415 254,605
£ 1on, ev _AGY 36,330 23,013 11,975 1,342
Taxsble Income 10,181,889 3,887 59,040 10,118,962
Tax st Normal Rates 6,170,348 2,208 0,2m 6,137,869
Ssving from Alternative Tax 3/ 35,243 0 67 35,178
Saving lto- Maxisus Tax 2/ 291,366 66 986 290,314
135,228 93 678 154,457
Tax Before crouu 5,688,566 2,051 28,539 5,657,976
Tax Credits 101,942 2,051 17,852 82,039
Poreige Tax Credic 45,837 1,965 15,815 28,087
Iavestmnent Credit 35,414 85 1,949 53,380
AllOther Credtve 6/ 1) %0 __ em
Tax After Credite 3,586,624 0 10,688 5,575,936
Miaisvs Tox 10,710 ] 3,828 .1}
Total Iacoms Tax 5,657,334 [] 16,516 5,640,818
Deduction Equivslent of Tax Credite 2/ 152,181 v 3,659 26,490 120,032
Tazable Income which would yfeld: 8/
Iocoms Tax before Credits . 9,488,324 3,659 36,299 9,428,366
Iacome Tax after Credits 9,336,143 [} 27,809 9,308,334
Totsl Income Tax 9,444,781 [} 40,107 9,404,674
Wumber of Tax Returus Represented in the tsbulation 36,013 244 896 34,878

Offfce of the Secretary of the Treasury
Office of Tax Analysis

See Uniform footnotes following Table 76-8 in Apsendix A.
Sourca: 1974 Internal Revenue Service tax model.
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Table 7é-4

Income, Deductions, Credits, and Taxes for Tax Returns
with Adjusted Cross Income of $200,000 or Over - 1974

As Percentages of Adjusted Gross Income

1 ] Wearly 1 A1l Other
All H ble b Taxable
Returas 3 Returns _ : Returns
INCOME, PER COMCEPT 100.0 X 100.0 2 100.0 100.0 X
EXPANDED INOOME 114.5 41.9 76.0 116.4
AG1 PLUS PREFERENCES 119.4 104.4 120.8 119.5
AGI NIWUS INVEISTMENT INTEREST < INVESTHENT INCOME 95.2 38.4 57.0 97.0
Investment Interest < Investwent Income 1/ 4.8 61.6 43.0 3.0
Tax ireferences 19.4 4.4 20.8 19.5
Excluded Long-Term Capital Gains 18.2 4.3 18.1 18.4
Dividend Exclusion * . * .
Other Tex Praferences 2/ 1.1 [] 2.7 1.1
ADJUSTED GROSS INCOME 100.0 100.0 100.0 100.0
Deficits 9 [] 1] []
AGT of Returns with AGI > 0 100.0 100.0 100.0 100.0
Zzemptions 0.7 0.9 0.6 0.7
Standard Deductions . * 0 .
Itemized Deductions 22.3 116.5 88.0 19.3
Charitsble Contributions 7.1 10.2 15.6 6.8
Interest: Total 5.9 81.0 51.8 3.3
Home Mortgage 0.3 0.3 0.3 0.3
tavest. Interest < Invest. Iocoms 3/ 4.8 61.6 43.0 3.0
Iavest. Interest > Invest. Income &/ 0.9 19.1 8.5 0.3
Nedical 0.2 0.4 0.5 0.2
Casualty 0.1 2.5 0.8 0.1
Tax Dxpenss 6.5 8.0 8.0 6.5
Miscellaneous Deductions 2.4 14.4 11.2 2.0
_Excess of Examptions & Deductions over AGI —0:3 _21.0 2.9 .
Taxable Incose 77.2 3.5 14.3 79.9
Tax at Normal Rates 6.8 2.9 7.3 48.5
Saving fros Alternative Tax 3/ 0.3 ) . 0.3
Saving from Yaxisus Tax 3/ 2.2 0.1 0.2 2.3
v, om _Ipcoms Averagi 1.2 0.1 0.2 1.2
Tax Before Credits 43.2 1.9 6.9 4.7
Tex Credite 0.8 1.9 4.3 0.6
TYoreign Tex Credit 0.4 1.8 3.8 0.2
Investaent Credit 0.4 0.1 0.5 0.4
11 Ot ite * [ « "
Tex After Credite 47,4 0 2.6 %o
M h ¢ 0.5 ] 1.4 0.5
Total Income Tax 42.9 [ 4.0 44.6
Deductfon Zquivalent of Tax Credite 1/ 1.2 3.3 6.9 1.0
Taxable Income vhich would yield: 8/
Income Tax before Credits 72.0 3.5 13.6 74.5
Incoms Tax after Credits 70.8 [} 6.7 73.5
Total Incoms Tax 1.6 0 9.7 74.3
Mumber of Tax Raturns Reprasented 36,015 | 244 896 34,875

in the tabulation

Office of the Secretary of the Treasury
Office of Tax Analysis

See Uniform footaotes following Table 76-8 in Appendix A.

Source! 1974 Internal Revenue Service tax model.

# Less than 0.05 percent.
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Table 74-5

Income, Deductions, Credits, and Taxes for Tax Returns
with Adjusted Gross Income plus Preferences of $208,000 or Over -- 1974

Aygregate Dats
(§ 1n thousands)
i 3 : Nearly t  All Other
: All : Nontaxable : Nontaxable : Taxadle
1 Returns : Returns _ : Returns : Returns
INCOME, PER CONCEPT 18,335,322 148,012 1,168,928 17,018,382
EXPANDED INCOME 17,572,387 70,995 893,327 16,608,065
AGY PLUS PREFERENCES 18,335,322 148,012 1,168,928 17,018,382
AGI MINUS INVESTMENT INTEREST < INVESTMENT INOOME 13,839,140 43,463 386,851 13,408,826
lovestsent Interest < Investment Income 1/ 762,934 77,018 275,599 410,317
Tax Preferences 3,753,496 29,3717 519,373 3,204,748
Excluded Long-Term Capital Gains 3,469,828 29,329 429,079 3,011,420
Dividend Exclusion 6,494 49 329 6,116
Other Tax Preferences 2/ - 277,877 0 89,965 187,212
ADJUSTED GROSS INCOME 14,62].775 121,6.3 657,198 13,824,964
Deficits bl 1,950 - 2,978 - 1,643 - 11,329
AGL of Returns with AGI > 0 14,581,823 118,635 649,553 13,813,633
Exemptions 122,073 1,253 6,484 114,336
Standard Deductions 2,255 11 41 2,203
Itemized Deductions 3,294,290 144,638 563,150 2,586,502
Charftable Contributions 1,006,520 12,415 105,104 889,001
Taterest: Total 918,086 101,574 309,592 508,920
Home Mortgage 45,561 450 3,137 41,974
Invest. Interest < Invest. Income 3/ 742,682 75,172 262,703 404,807
Tovest. Interest > Invest. Income 4/ 129,842 25,951 43,752 60,139
Medical 30,960 422 3,395 27,143
Casualty 19,460 2,785 4,367 12,308
Tax Expense 963,29 10,126 65,463 887,708
Miscellaneous Deductions 355,971 17,315 75,232 263,424
Excess of Rxemptions & Deductions over AGI 55,380 28,768 24,656 1,946
Taxable Income 11,240,983 4,528 112,274 11,124,181
Tax at Normsl Rates 6,696,412 2,396 52,633 64
Saving from Alternative Tax 3/ 61:186 "o 74 & d::;:
::V:ﬂl :ro- 'l'ul-'-ATl! 2{ 294,535 66 986 293,483
_Saving from Income Averaging 206,673 93 3,769 202,811
Tax Before Credits 6,156,104 2,232 47,809 6,104,057
Tax Credita 114,757 2,238 24,154 88,365
Foreign Tex Credit 49,225 1,970 17,138 30,117
Investment Credit 64,804 268 6,925 57,611
All Other Credits 6/ U, 729 '] 92 637
:;!lﬁ:'; Credits 6,039,347 0 23,653 6,015,654
n. ax 117,372 0 39,404 27,968
Total Incowe Tax 6,156,719 [} 63‘,057 6,093,662
Deduction Equivalent of Tax Credits 17/ 177,590 4,300 42,425 130,865
Taxable Income which would yield: 8/
Income Tax before Credits 10,452,087 4,300 104,213 10,343,574
Income Tax after Credits 10,274,497 0 61,788 10,212,709
Total Income Tax 10,477,920 0 140,452 10,337,467
Wumber of Tax Returns Represented in the tsbulatfon 45,704 155 2,285 43,064

Office of the Secretary of tha Treasury
OfEice of Tax Analysis

Ses Unifora footootes following Tsble 76-8 in Appendix A

Source: 1974 Internal Revenue Service tax model.

34-369 O - 78~ 9

-116-

July 24, 1978



1338

Table 74-6

Income, Deductions, Credits, and Taxes for Tax Returns

with Adjusted Grogs Income plus Preferenees of $200,000 or Over -- 1974

As Percentages of Adjusted Gross Income Plus Preferences

: : [} Neasrly :  All Other
fl All 1 Nontaxable : Nontaxable : Taxable
y _ Returns 1 Returns Returns _: Returns
INCOME, PER CONCEPT 100.0 ¢ 100.0 2 100.0 % 100.0 2
'
EXPANDED TNCOME 95.8 48.0 76.4 97.6
AGI PLUS PREFZRENCES 100.0 100.0 100.0 100.0
AGI MINUS INVESTHMENT INTEREST < INVESTMENT INCOME 75.5 29.4 33.1 78.8
Investmeot Interest < Investment Incomwe 1/ 4.2 52.0 - 23.6 2.4
Tax Praferences 20.5 19.8 4.4 18.8
EZxcluded Long-Term Capital Gaine 18.9 19.8 36.7 17.7
Dividend Exclusion * * * *
Other Yax Preferences 2/ 1.5 ; 0 7.7 1.1
ADJUSTED GROSS INCOME 79.6 82.2 56.2 81.2
Deftcits -0.1 - 2.0 - 0.6 - 0.1
AGI of Returns with AGI > 0 79.5 80.2 55.6 81.2
Exempt fons 0.7 0.8 0.6 0.7
Standard Deductions * . * *
Itemized Deductions 18.0 97.7 48.2 15.2
Charitable Contributions 5.5 8.4 9.0 5.2
Interest: Total 5.0 68.6 26.5 3.0
Home Mortgege 0.2 0.3 0.3 0.2
Iavest. Interest < Invest. Income 3/ 4.0 50.8 22.5 2.4
Invest. [nterest > Invest. Income &/ 0.7 17.5 3.7 0.4
Medical 0.2 0.3 0.3 0.2
Casualty 0.1 1.9 0.4 0.1
Tax Expense 5.2 6.8 5.6 5.2
Miscellaneous Deductions 1.9 11.7 6.4 1.6
Excess of Exemptions & Deductions over AGI 9.3 9.4 .21 *
Taxabdble Incowe 61.3 3.1 9.6 65.4
Tax at Normal Rates 36.5 1.6 4.5 39.0
Saving from Altermative Tax 5/ 0.2 0 * 0.2
Saving from Maximua Tax 5/ 1.6 L 0.1 1.7
Saving from Income Averaging 1.1 0.1 0.3 1.2
Tax Before Credits 33.6 1.5 a1 35,9
Tax Credits 0.6 1.5 2.1 0.5
Foreign Tax Credit 0.3 1.3 1.5 0.2
Investment Credit 0.4 0.2 0.6 0.3
All Other Credits 6/ * 0 - *
Tax After Credits 32.9 [}) 7.0 35.4
Mintsus Tex _0.6 [ 3.4 0.5
Total Income Tax 33.6 [}] $.4 35.8
Deduction Equivalent of Tax Credits 7/ 1.0 2.9 3.6 0.8
Taxable Income which would yield: 8/
Income Tax before Credits 57.0 2.9 8.9 60.8
Income Tax after Credits 55.9 ] 5.3 60.0
Total [ncome Tex 57.2 ] 12.0 60.7
45,704 358 2,285 43,064

Number of Tax Returns Represented
in the tabulation

Office of the Secretary of the Treasury
Office of Tax Analysis

See Unifora footnotes following Table 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.

# Less than 0,05 percent.
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Table 74-7

Income, Deductions, Credits, and Taxes for Tax Return

with Adjusted Gross Income minus Ipvestment Interest of $200,000 or Over -- 1974

Aggregate Data
($ 1n thousands)

s : [} Nearly 3 All Other

. All : Nontaxable : Nontaxable : Taxable

. Returas 3 Returns Returns : Returns
18 0ME, PER CONCEPT 12,097,231 32,719 146,957 11,917,555
EXPANDED INCOME 14,506,370 T 34,437 162,358 14,309,575
AGI PLUS PREFERENCES 14,889,783 50,985 202,360 14,636,438
AGI MINUS INVESTMENT INTEREST < INVESTMENT INCOME 12,097,232 32,719 146,957 11,917,555
Investment Interest < Investment Income 1/ 375,242 16,323 37,735 321,184
Tax Preferences 2,417,307 1,943 17,664 2,397,700
Excluded Long-Term Capital Gains 2,271,746 1,932 12,479 2,257,335
Dividend Exclusion 4,789 11 51 4,727
Other Tax Preferences 2/ 140,774 ] 5,136 135,638
ADJUSTED GROSS INCOME 12,472,476 49,041 184,696 12,238,739
Deficits 0 '] [] ]
AGI of Returns with AGI > 0 12,472,476 49,041 184,696 12,238,739
Ixeaptions 88,234 535 996 86,703
Standard Deductions 1,286 4 0 1,282
Itenized Deductions 2,531,637 54,807 157,163 2,319,667
Charitable Contributions 895,503 ,461 41,439 846,603
Interest: Totsl 492,795 28,303 59,447 405,045
Home Mortgage 31,687 110 517 31,060
Invest. Interest < Invest. Income 3/ 375,242 16,323 37,735 321,184
Invest. Interest > Invest. Income 4/ 85,867 11,871 21,195 52,801
Medical 25,306 11s 1,176 24,015
Casualty 15,562 2,719 1,806 11,037
Tax Expense 812,789 4,370 19,743 788,676
Miscellaneous Deductions 289,682 11,839 33,552 244,291
—Excess of Exemptions & Deductions over AGI 14,459 9,663 4,149 641
Taxable Income 9,865,778 3,365 30,684 9,831,729
Tax at Normal Rates 6,011,449 2,034 16,252 5,993,163
Saving from Alternstive Tax 3/ 33,611 0 36 33,575
Saving from Maximua Tax S/ 286,647 66 977 285,604
___Saving from Income Averaging 150,694 90 259 150,345
Tax Before Credits 5,540,560 1,880 14,977 5,523,703
Tax Credits 97,705 1,880 10,415 85,410
Poreign Tax Credit 46,494 1,875 9,893 32,726
Investment Credit 52,611 6 516 52,089
All Other Credits 6/ 598 (] 3 595
Tax After Credits 5,442,855 [} 4,560 5,438,295
Minimus Tex 64,152 0 964 63,188
Total Incoma Tax 5,507,007 0 5,524 5,501,483
Deduct 1on Equivalent of Tax Credite 7/ 144,306 3,144 16,766 124,396

Taxable Income which would yield: 8/

Incowe Tax before Credits 9,188,943 3,144 28,761 9,157,038
Income Tax after Credits 9,044,637 [} 11,995 9,032,642
Total Income Tax 9,139,904 0 14,467 9,125,437
Number of Tax Returns Represented in the tabulatfon 33,142 89 166 32,687

Office of the Secretary of the Treasury
Office of Tax Analysis

See Uniform footnotes following Tadle 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.
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Table 74-8

Income, Deductfons. Credite. and Taxea for Tax Returns
with Adjusted Gross Income minus Investment Interest of $200,000 or Over -- 1974

As Percentage of Adjusted Gross Income less Investmeot Interest

s i H Kearly t  All Other
: All : Nontazsble ! Nontaxable ¢ Taxable
H Returns H : 3
INCOMB, PER CONCEPT 160.0 % 100.0 2 100.0 2 100.0 %
KXPANDED INCOME 119.9 105.2 110.5 120.1
AGL PLUS PREFERENCES 123.1 155.8 137.7 122.8
AGI MIWUS INVESTMENT INTEREST < INVESTMENT INCOME 100.0 100.0 100.0 100.0
Investment Interest < Investwent Income 1/ 3.1 49.9 25.7 2.7
Tax Preferences 20.0 5.9 12.0 20.1
Excluded Long-Ters Cspital Cains 18.8 5.9 8.5 18.9
Dividend Exclusion " L] - L]
Other Tax Preferences 2/ 1.2 0 3.5 1.1
ADJUSTED GROSS 1NCOME 103.1 149.8 125.7 102.7
Deficite 0 0 (] [}
AGI of Returns with AGI > 0 103.1 149.9 125.7 102.7
Ixemptions 0.7 1.6 0.7 0.7
Standard Deductions * . [ *
Iteaized Deductions 20.9 167.5 106.9 19.5
Charitable Contributions 7.4 22.8 2.2 7.1
Interest: Total 4.1 86.5 40.4 3.4
Homa Mortgage ¢.3 0.3 0.4 0.3
lavest. Interest < Invest. Income 3/ 3.1 49.9 25.7 2.7
Invest. Interest > Invest. Income 4/ 0.7 36.3 14.4 0.4
Medical 0.2 0.4 0.8 0.2
Casualty 0.1 8.3 1.2 0.1
Tax Expense 6.7 13.4 13.4 6.6
Miscellaneous Deductions 2.4 36.2 22.8 2.0
Excess of Exemptions & Deductions over AGI 0.1 29.6 2.8 .
Taxable Income 81.6 10.3 20.9 82.5
Tax at Normsl Rates £9.7 6.2 11.1 50.3
Saving from Alternative Tax 5/ 0.3 L] * 0.3
Saving from Maximum Tsx 5/ 2.4 0.2 0.7 2.4
Saving from Income Averaging 1.2 0.3 0.2 1.3
Tax Before Credits 45.8 5.8 10.2 46.4
Tax Credits 0.8 5.8 7.1 0.7
Poreign Tax Credit 0.4 5.7 6.7 0.3
Investment Credit 0.4 * 0.4 0.4
All Other Credits 6/ * L] L] *
Tax After Credits 45.0 0 3.1 45.6
Minimum Tox 0.5 [] 0.7 9.5
Total Incoes Tax 45.5 [ 3.8 46.2
Deduction Equivalent of Tax Credite 7/ 1.2 9.6 11.4 1.0
Taxabdle Income which would yiald: 8/
Income Tax before Credits 76.0 ° 9.6 19.6 76.8
Iocoms Tex after Credits 74.8 0 8.2 75.8
Total Income Tax 75.6 (] 9.8 76.6
Nusber of Tax Returns Represented 33,142 89 366 32,687

in the tabulation

Office of the Secretary of the Treasury
Office of Tax Analysis

Sea Uniform footnotes following Table 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.

* Less than 0.05 percent.
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Appendix D

Comparing Deductions, Credits, and
Special Tax Computations

In order to be able to compare tax credits and special
tax computations such as the minimum tax, the alternative
tax, the maximum tax, and income averaging to deductions and
exclusions, a deduction equivalent for each of these
provisions must be calculated. The deduction equivalent of a
credit or of a special tax computation is computed by
determining the difference between the taxable income which,
using normal tax rate schedules, would yleld the actual tax
before the provision and the actual tax after the provision.
For example, "deduction equivalent of tax credits™ is equal
to the difference between "taxable income which would yield
tax before credits" and "taxable income which would yield tax
after credits.” 1/

It should be noted that under this method of computing
deductions and credits, the order in which the various
deductions, credits, and special tax provisions are
calculated affects the value of deduction equivalents.
Because the tax rate schedule is progressive and successive
increments to income are taxed at successively higher rates,
the deduction of equivalent of the items which are last
converted to a deduction equivalent will be larger (for the
same amount of a credit) than the items converted first.

For purposes of computing the deduction equivalent of
the credits for the tables in Appendices A, B, and C, credits
were taken after deductions, so that the deduction equivalent
of credits is blased upwards. In order to simplify
computation, the general tax credits available to taxpayers
in 1975 and 1976 were ignored. In 1975, the credit was $30

I7 An alternative would have been to compute the value of
the tax saving provided by deductions and exclusions. That
saving would be comparable to the value of a special tax
computation and of a tax credit. Neither method is superior
analytically.

-121-
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for each exemption claimed, other than exemptions for age and
blindness. In 1976, the general tax credit was the larger of
$35 per exemption (other than those for age or blindness) or
two percent of the first $9,000 of tax ($4,500 on a separate
return of a married person). Omitting consideration of these
credits is not significant for high-income returns. It also
facilitates accurate comparisons between the deduction
equivalents of nontaxable and taxable returns.

For Tables 16 and 17, credits and deductions were
compared in a slightly different manner which tends to
over-value credits as compared with the deduction equivalent
method. Whether the largest credit or the largest deduction
yielded a larger tax saving was determined by comparing the
tax saving yielded by the largest deduction with the value of
the largest credit.

-122-
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SAYLOND MELSON, WIS., CHAINMAN

THOMAS J. MC INTYHE, M.} LOWELL P. WEICKER, M., CONN.

BAM MUK, 8A,

DEWEY F. BARTLETY, OKLA.

WHAIAM O, HATHAWAY, MAINE BOS PACKWOOO, ORES.
FLOYD K, KASKELL, COLO.

e WUlnited Dlates Sotal

WILLIAM B, CHERRASKY, ZXECUTIVE DIRECTOR

WERBERT L. BPIRA, CHIEY COUNSEL SELECT COMMITTEE ON SMALL BusinESS

o )
<z
ROBEAT J. DGTCHIN, MINGRITY STAPF CIRKCTOR WASHINGTOM, D.C. 20310 fly 7I

August 24, 1978

The Honorable

Russell B. Long

Chairman

Committee on Finance .
U.S. Senate

Washington, D.C. 20510

Dear Senator Long:
The Senate Committee on Finance held a

hearing on August 17, 1978 on the Tax Reform Act
of 1978 during which Secretary of Treasury Blumenthal

time frame allowed. I
your submitting the que

GN:jw

Enclosure
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Less than a month ago, Secretary of Commerce Kreps
anncunced the first federal program to address the serious
economic problems facing thousands of small businesses that have
had great difficulty in obtaining affordable product liability
insurance. Many of these firms have had their product liability
coverage escalate from 100 to as much as 1,000 percent or more,
and face the prospects of closing their doors or going bare,
thereby exposing themselves to great financial losses.

Consumers also face the danger that when injuries do
occur, product manufacturers or distributors may not have the
financial resources for compensating them sufficiently.

Additionally, as pointed out by Secretary Kreps, "The
problem has also affected consumers because insurance costs
have been passed on to them in terms of higher prices."

As part of its program, the Administration has endorsed
a‘change in the tax code to afford a measure of immediate
financial relief to small business hard-pressed by product
liability costs. The need for such relief had also been
highlighted in hearings by the Small Business Committee as well
as an Interagency Task Force after an l18-month study of the
problem.

In light of the Administration's acknowledgement that
thousands of small businesses have great difficulty in obtaining
this kind of insurance coverage and that the tax code offers an
appropriate short-term remedy, do you think it useful to include

such a provision in this tax bill?
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Septeaber 15, 1978

Dear Mr, Chairman:

This is in reply to the question that
Senator Nelson intanded to pose to Secretary
Blumenthal at the hearing on August 17, 1978,
concerning product liability as set forth in
his letter to you dated August 24, 1978. The
Administration proposal to which Senator Nelson
refors is to allow a special 10-year carryback
for net operxating losses attributable to product
liability. VWe belleve the proposal is the appro-
priate relief for the problem referred to by
Senator Nelson.

The Administration would have no objection
to the inclusion of its proposal in the tax bill
presently before the Senate Finance Committee.

Plecase let me know if there is any further
information I can furnish to you.

Sincerely,
/s/ Deonald C. Lubisk

Donald C. Lubick
Assistant Secretary
(Tax Policy)

The Honorable cc: Senator Gaylord Nelson

Russell B. long

Chairman

Comnittoe on Finance .
United States Scnate

Washington, D. C. 20510



APPENDIX B

CorrunicatioNs Recervep ny THE CoMMITTEE EXPRESSING AN INTER-
esT IN Tuese HearIiNGS

STATEMENT OF GEORGE S. KoCH, CHAIRMAN OF THE FEDERAL FINANCE COMMITTEE,
CoUNCIL oF STATE CHAMBERS OF COMMERCE

The KFederal Finance Committee of the Council of State Chambers of Com-
merce appreciates this opportunity to submit to the Committee on Finance its
views on H.R. 13511, the House-approved tax reduction hill. Because of the rela-
tively brief public hearings planned by the Committee, this statement is sub-
mitted in lieu of our usual presentation of oral testimony in order to save the
time of the Committee.

In our presentations over the last ten years to the tax-writing commfittees of
Congress we have repeatedly emphasized the need for increasing capital fora-
tion by reducing the bias against capital inherent in our income tax system.
During the last few years there has been a growing recognition of this need
both in the Congress and in the Executive Branch, But, until recently, there has
been too much timidity in dealing with the problem. In passing H.R. 13511, the
House has taken several significant forward steps; however, in their total im-
pact they do not go far enough in light of the capitol investment needs now
and in the period ahead. This appears to have been due in part, at least, to a deci-
sion to limit the first year's static revenue loss several billions under the level
that the President and the Senate appear willing to accept. We do not sub-
scribe to the position taken by the House in his regard.

To better meet urgent capital formation and investment needs, two amend-
ments to the House bill are strongly recommended. One would reduce the top
corporate income tax rate‘in 1979 to 459 instead of 469 as in H.R. 13511. The
other would extend the investment credit to structures. These and other sug-
gested changes in the bill are discussed in the paragraphs that foilow.

BUSINESS TAXES
Corporate rate reduction

In our testimony before the House Committee on Ways and Means last March
we supported the President’s proposal to reduce the top rate of the corporate
income tax from 48% to 45% in a first step, with a further reduction of 449 in
1980. The House bill, however, provides for a reduction of only two percentage
points of 469 effective for taxable years beginning after December 31, 1978. We
urge that the provision be amended to increase the reduction to three percentage
points for a top rate of 45%.

We also supported the President’s proposal to lower the corporate normal
tax from 209 to 189 on the first $25,000 of income and from 22% to 20% on
the second $25,000. The House bill would repeal the present normal tax and sur-
tax and impose a new five-step structure of graduated rates on corporations.
While we believe small business should be given significant tax relief. we do not
support the method adopted by the Iouse. That method seems to be based on
the ability-to-pay concept of progressivity which is not applicable to corporations
4s a matter of equity. As Secretary Blumenthal pointed out in his presentation
on August 17, a steeply graduated corporate rate schedule, such as in H.R.
13511, is actually regressive. In support he cited a Treasury study which showed
that average incomes of all individual sharcholders receiving corporate divi-
dends is only half that of shareholders in closely-held corporations typical
of those that would benefit from the graduation.

(1346)
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We recommend instead either adoption of the President’'s proposal or an in-
crease in the surtax exemption to a level above $50,000 which would provide
about the same overall tax reduction for small business as does the House
provision.

Investment credit modifications

The President proposed several changes with respect to the investment credit
which would materially improve present law. One would make the present 10
percent temporary rate permanent. Another would extend the credit to new
industrial structures and rehabilitation of existing structures. A third would
permit the credit to be claimed against 90 percent of tax liabllity instead of the
present $25,000 plus 50 percent of tax liability. We supported these changes
which would increase capital formation and encourage investment, and we urged
their enactment.

The House bill makes the present 10 percent investment credit permanent but
it modified the other two proposals significantly. Instead of providing for im-
mediate use of the credit against 0 percent of tax liability, the bill would phase
in the increase from 50 percent to 90 percent over four years by an additional
ten percentage points per year. T'he House report on the bill recognizes that
situations exist when inability to take the credit in full because of the present
limitation becomes a disincentive to investment. We submit that the phase-in
provision would only gradually alleviate this situation and, accordingly, we
recommend the single-step increase to 90 percent as originally proposed by the
President.

Extension of the investment credit to new structures, as originally proposed
by the President, is not included in H.R. 13511. Instead, the bill only extends the
credit to rehabilitation of existing buildings, This provision would do very little
to solve the problem of inadequate facilitles described by the Treasury in its
January 30 supporting analysis for the President’s 1978 tax program. Accord-
ingly, we urge extension of the credit to all capital expenditures for structures,
including rehabilitation expenditures.

Industrial development bonds

In recognition of the considerable reduction in the purchasing power of the
dollar since 1968 when Congress approved tax-exempt status of interest on small
issues of local industrial development bonds, the House increased the limitation
from $5 million issues over a six-year period to $10 million. This is a desirable
change and should be enacted.

Small business provisions

The House bill inclades three special provisions designed to help small busi-
ness. One would simplify and liberalize Subchapter S rules that treat certain
small corporations as partnerships. A second would encourage investments in
small corporations by doubling from $500,000 to $1,000,000 the amount of a small
corporation’s stock that can qualify under Sec. 1244 of the Code for special ordi-
nary loss treatment and by simplifying the requirements for use of the pro-
vision. The third provision would increase from $2,000 to $5,000 the maximum
deduction for additional first-year depreciation on depreciable property. The
present additional first-year depreciation provision applies to any taxpayer but
the House provision would limit it to taxpayers with less than $1 million of
depreciable assets.

We support enactment of these small business provisions except for the $1
million assets limitation for use of additional first-year depreciation. This limi-
tation would discriminate against many small businesses which are capital in-
tensive and have depreciable assets considerably above $1 million. Asset depre-
clation provisions should be applicable in the same manner to all businesses

regardless of size.
CAPITAL GAINS

The House has made a major reform in taxation of capital gains b removing
such gains from the list of tax preferences under both the minimum and maxi-
mum taxes, thus reducing the maximum rate on capital gains to 35 percent from
near 50 percent, Significantly offsetting this improvement for many taxpayers,
however, is a provision repealing the present 25 percent alternative rate on the
first $50,000 of long-term gains. Other capital gains provisions adopted by the
House include:
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An alternative minimum tax on capital gains which would be imposed at a rate
of 10% on the excluded one-half oi an individual’s long-term gains less a $10,000
exemption. This alternative minimum tax would be imposed only to the extent
that it exceeds the taxpayer’s regular tax liability, and it would not include gain
on sale of the taxpayer's principal residence.

An inflation adjustment would be applicable to the basis of assets sold after
December 31, 1879 which would reflect inflation measured by the consumer price
index for the holding period beginning after December 31, 1979. Assets eligible
for the adjustment would include corporate stock, real estate, and tangible per-
sonal property.

Provision {s made for exclusion from gross income of up to $100,000 of gain
realized on sale of a taxpayer’s principal residence which he has occupled for
two years immediately preceding the sale. The exclusion could be elected by any
individual regarditss of age but only once in a taxpayer’s lifetime, and only if
present non-recognition treatment of rollovers is not elected.

The House decisions on capital gains reflect extended analysis and discussion
of the adverse impact of present law on caplital formation. Thus, we urge Senate
approval of no less capital gains rellef than that adopted by the House. One
desirable modification would be retention of the present 259 alternative tax rate
on the first $50,000 of long-term gains.

INDIVIDUAL INCOME TAXES

We commend the House for its statesmanship in dealing with individual in-
come tax reductions. As stated in the House report on the bill, the intent was to
direct a significant portion of the tax reduction to middle and upper-middle in-
come taxpayers who have been hardest hit both by recent legislated social se-
curity tax increases and by automatic inflation-induced income tax increases.
The report also noted that tax cuts in recent years have been directed primarily
to lower-income taxpayers and that it is now appropriate to give relief pre-
dominamtly to middle-income taxpayers.

The principal means adopted by the House for effecting the net tax reduction
of $10 billion for individuals are an increase from $750 to $1,000 in the personal
exemption, a widening of the individual tax brackets by 6%, and rate cuts in
certain brackets. We fully support these decisions by the House.

FOREIGN S8OURCE INCOME

As Secretary Blumenthal noted in his August 17 statement, neither of the
President’s proposals dealing with foreign source income are contained in H.R.
13511. These proposals would have phased out over three years the so-called tax
deferral of unrepatriated income of foreign subsidiaries and the DISC provision.
We commend the House for excluding these matters from the bill.

In his testimony before the Committee on Ways and Means, January 30, 1978,
Secretary Blumenthal asserted that there is no sound reason to continue deferral
of tax on retained earnings of foreign subsidiaries. But the fact is that there are
very good reasons for continuing the present practice.

First, it is the practice followed by other industrial countries which compete
with us in world markets. Elimination of deferral would make U.S. multinationals
significantly less competitive with forelgn companies in any host country where
taxes are lower than the U.S. tax. It would also work to the disadvantage of
U.S. companies in countries with tax rates equal to ours where the host country
allows more rapid depreciation than U.S. law permits. In the early years
of a preject U.S. tax lability would be greater than tax llability in the host
country and thus would adversely affect cash flow. The effects of terminating
deferral would be to give up American production to foreign companies in coun-
tries with low taxes and thus reduce U.S. parent company jobs related to exports
to forelgn subsidiaries. Even in high tax host countries with advantageous
depreciation provisions the effect could be to relinquish future investment to
foreign competitors.

Second, the net result to the U.8. Treasury would be minimal. If the U.S.
Treasury should tax retalned earnings of foreign subsidiarles as deemed divi-
dends, the host countries could. ard very likely would impose their dividerd
withholding tax on such deemed dividends. The henefit to the Treasury would
be nil with respect to subsidiary companv earnings in countries with tax rates
approaching the U.S. tax. The only revenue henefit would be to the host country.
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In countries with low tax rates or other special tax inducements for investment,
U.S. companies would have little recourse but to sell their investments to foreign
competitors. Again the benefit would accrue to our foreign competitors, not to
the United States. Some would argue that the proceeds would be invested at
home but that would not necessarily follow. The likelihood is that they would
be used for portfolio Investments abroad that would be more profitable than
project investments at home,

In view of the foregoing and for other reasons not stated here, we cannot
see any valid tax or economic reasons for repeal of deferral.

With respect to the proposed phaseout of DISC it should not be overlooked
that the major purpose of its enactment was to make U.S. exports more com-
petitive with exports of other countries which provide speclal tax inducements,
such as refund of value added taxes, to encourage exports. We know of no
material change that has been made in the export policles of our competitors
for overseas markets and, with the U.S. trade balance at its worst in history,
we believe it would be a serious mistake to eliminate this export encouragement

provision. Instead, it should be improved.
CONCLUSION

The House bill represents a good approach to alleviating the tax burdens on
individuals and business. It moves in the direction of removing the tax bias
against investment in present law. There are improvements that can be made
in the bill, several of which we have suggested. We hope that the Senate accepts
this conclusion.

Because of the time factor, it was impractical on this occasion to submit our
committee’s recommendations to the 33 member state organizations in the
Council of State Chambers of Commerce for their endorsement. Had we been
able to do so, we are confldent that a great majority, if not all, would have

endorsed this statement.

STATEMENT OF SENATOR THoMAS F. EAGLETON

Mr. Chairman, I appreciate the opportunity to present for the consideration of
the Finance Committee a specific situation created by the Internal Revenue
lSex-vice'as efforts to clarify regulations on the refinancing of tax-exempt bond
ssues,

On September 24, 1976, Treasury news release WS 1097 was issued, outlining
some new “Do’'s and Don'ts’ for municipal bond refundings. My concern is not
with the substance of these new rules, although I realize that some of my
colleagues have questioned them, but with the efforts of the Internal Revenue
Service to apply their new interpretation retroactively. In doing so, the IRS
has changed the rules in the middle of the ball game for the seven jurisdictions
which would be helped by a bill I have introduced, S. 8338. These jurisdictions
all completed advance refundings prior to September 24, 1976, and planned to
give the resulting “windfall profits” to charities.

In a municipal bond refunding, the issuers purchase United States government
obligations which are deposited in escrow until the initial bond issue ia refunded.
Under arbitrage restrictions enacted in 1969, the government obligations must
bear a limited yield rather than a market yleld. Prior to the Septembe: 24, 1976
news release, issuers could purchase these obligations in either of two ways. One
way was to buy them from a private party at a price greater than market price
thereby generating a “windfall profit’”’ which was held in escrow. The other way
was to buy special low-ylelding obligations {ssued by the U.S. Treasury, thereby
generating a “windfall profit” for the federal government.

Jackson County, Mo., was one local government which had chosen to go the
first route. In May of 1976, Jackson County refinanced $65 million worth of
general obligation bonds, and in the process generated a windfall profit of about
$4 million. The refunding was undertaken to lower property taxes by taking
advantage of the more favorable interest rate available in 1976. In order to dis-
pose of the profit generated by the refunding in accordance with IRS rules, the
County devised a plan to distribute the money to over 200 local charitable and
civic organizations.

It should be noted, Mr. Chairman, that there is no statute currently on the
books which would prohibit charitable distribution of this type of profit, nor
were there any regulations in effect to prohibit this at the time Jackson County
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and the six other governments refunded their bonds. In 1973 Congress had an
opportunity to enact legislation very similar to the current IRS policy, and
Congress chose not to act on this issue. In May of 1974 the City of Carbondale,
111, distributed a windfall profit to several charities, and this allocation of the
profit has never been challenged by the IRS.

This was the situation when on September 24, 1976, the 1RS threw a wrench
into the works with its press release. The release indicated that under new
rules “windfall profits” would no longer be generated. Furthermore, the IRS
since has indicated that such profits accumulated prior to the September 24th
release should be allowed to he distributed only to the U.S. Treasury, or to the
investment bankers involved in the refundings. It appears that the IRS intends
to regard the honds issued as arbitrage bonds, which will lose their tax-exempt
status if the windfall is distributed to charity.

1 do not quarrel with the Internal Revenue Service's right and duty to inter-
pret regulations. I do quarrel with the manner in which these regulations are
being applied arbitrarily to seven jurisdictions which had completed their bond
refundings, and had done so in good faith and in accordance with existing rules.
I find it somewhat ironic that while the IRS will not allow the profit to be given
to tax-exempt charities, they will allow the profit to go to the investment bankers
who consulted on the refundings.

Mr. Chairman, T have summarized the situation in Jackson County, Mo., as
that is the case with which I am most familiar. However, I would like to briefly
outline the facts of the six other cases for inclusion with my statement.

The City of Wichita, Kans., refunded approximately $32.3 million in water
revenue bonds in August of 1976. A windfall profit of around $1.25 million
resulted, which is currently being held in escrow in the Fourth National Bank of
Wichita pending a declsion on the legality of distributing the profit to charities.

The Rhode Island Housing and Mortgage Finance Corporation refunded a
total of $67 million of Mortgage I'inance Bonds in July of 1976, and the profit
is being held in escrow by the Industrial National Bank of Rhode Island. The
escrow agreement includes an order of preference for the disposition of the profit
to various tax-exempt charitable organizations, depending on the IRS’ interpre-
tation of the rules geverning advance refundings.

The Sayre Borough Hospital Authority of Sayre, Pa. refunded around $23
million in bonds in August of 1976 with an approximate $480,000 resulting wind-
fall profit, currently being held in escrow in the Girard Bank, Philadelphia.
The Hospital Authority designated a list of 25 charities, in order of preference.
to which they intended to distribute the proceeds after receiving a revenue ruling
on the matter from the Internal Revenue Service.

In Mobile, Ala., the Board of Water and Sewer Commissioners refunded its
January, 1975, bond issue of $11.5 million on September 2, 1976. Provisions were
made for the windfall profit to he given voluntarily by the fiscal advisors to
Mobile charities designated by an advisory group of three prominent Mobhile
citizens. The windfall profit has been taken into the income of one of the fiscal
advisors and tax has been paid on the profit: the remainder will be distributed
to charities designated in an October 18th letter from the fiscal advisor to the
tax counsel of the Board if sufficient legal clarification can he obtained. Around
$260,000 of the profit would be available for distribution to the Mobile charities.

The City of LaCrosse, Wis, refunded $19.8 million in general obligation bonds
with a $21.4 million issue on September 1, 1976. A net windfall profit of around
$1 million is being held in escrow at the Northern Trust Company of Chicago,
Ill. Local chariites have been selected to receive the windfall profit under the
escrow agreement if a favorable legal opinion or revenue ruling is obtained.

In Wierton, W. Va,, the Wierton Municipal Hospital Building Commission
refunded $23,375,000 of first mortgage gross revenue bonds on July 16, 1976. This
generated a windfall profit of $418.659. Since an adverse revenue ruling was
issued by the Internal Reventue Service on December 21. 1976, the profit has been
turned over to the Treasury through special obligations issue by the Bureau of
Public Debt rather than the designated charities.

I apprecinte being able to bring this matter before the Finance Committee,
as I consider this to be well worth the Senate's consideration. I feel strongly
that legislation allowing these seven jurisdictions to proceed with the distribution
of their windfail profits is necessary to correct this injustice.
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TESTIMONY OF MIKE WHITE, CoUNTY EXECUTIVE, JAOKSON COUNTY, Mo.

Mr. Chairman, I appreciate your inclusion of Jackson County's situation in
the hearing record on this tax bill.

Almost two and a half years ago, the Jackson County government did some-
thing they thought was right. They did something they thought made sense. They
did something in the best interest of their community.

In May, 1976, the county refinanced $65 niillion of its outstanding general obli-
gation bonds. They borrowed new dollars to pay off the old bonds. They did that
to take advantage of the lower interest rate available in the bond market and to
save taxpayers about $4 million on their tax bills for debt service,

In that same transaction, the county earned about $3 and a half million net
after expenses which is called the treasury profit or windfall profit. Many cities
and counties have given the treasury or windfall profit to their bond advisors,
hut Jackson County had a better idea. They thought they would keep those dollars
in the community and make the money work for the betterment of the community.

Upon deciding to give the windfall profit to charity, the bond and tax counsel
for Jackson County structured the escrow of the proceeds so that this could be
accomplished. A few other cities and counties in the United States are in the
midst of trying to do the same,

Two years ago in September, the IRS published a statement saying there would
be no more windfall profits and that distributing windfall profits from past re-
funding issues could mean revocation of the tax-free status of the county bonds.
I'urthermore, this new policy would be enforced retroactively.

I can understand the concern of the IRS that there be some control to prohibit
local governments from excessive wheeling and dealing in their own securities
and from using the tax-exempt privilege to pile up profits at the expense of the
federal government, but I cannot understand the logic of the IRS when they say
we can give this money to a bond advisor as personal profit but not \» a charity
to work for the public good.

I appreciate the Finance Committee's efforts in reviewing this situation, and I
hope that the Congress will allow Jackson County and other units of government
in tl;e same situation to proceed with their plans to distribute this windfall to
charity.

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C., July 1}, 1978.
Hon. W. MICHAEL BLUMENTHATL,
Secretary, Department of the Treasury,
Washington, D.C.

DEAR SECRETARY BLUMENTHAL: It is our understanding that, for municipal
bond issues closed prior to Scptember 24, 1976, the Internal Revenue Service
proposes to apply a Treasury news release (WS 1097, dated September 24, 1976)
to interpret the “arbitrage” regulations (as in effect prior to September 24,
1976) in such a way as to effectively prohibit the distribution of profits, eurned
on the purchase and sale of government securities, to charitable and civic organi-
zations. However, the IRS proposal would allow profits generated in precisely
the same mauner to be retained by investment bankers and others. We believe
it is patently unfair to allow private investment bankers to receive these profits
and, at the same time, prohibit public charitable and civic organizations from
doing so.

In municipal bond refundings. municipal issuers purchase United States gov-
ernment obligations for deposit in escrow pending their application to discharge
the bonds being refunded. As a result of the arbitrage restrictions enacted in
1969, the government obligations purchased are required to bear a limited
vleld rather than a market yield. In order to acquire government obligations with
such a limited yield, municipal issuers were required either to purchase them from
a private party at a price in excess of the market price, thus generating a
“windfall” profit, or to purchase special low yielding oblizations from the United
States Treasury, thus, in effect, disposing of the “windfall” to the United States.
Prior to September 24, 1976, it was clearly established that either method was
acceptable. Indeed, in 1973 the Treasury Department proposed to Congress
changes in the law which would have made disposition of the windfall to the
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Treasury attractive, although not mandatory. However, the Congress did@ not
act on this proposal (Proposals for Tax Change, April 30, 1973).

In certain refundings which took place in 1976 prior to the September 24 news
release, arrangements were made under which the windfall profits would go to
varfous charitable and clvic organizations rather than to the underwriter or
investment bankers involved in the transaction. In some cases, trusts acting on
behalf of charitles purchased the government obligations on the market and sold
them to the issuer at a higher price, just as an investment banker would have
done. In other cases, the investment banker himself purchased and sold the
securities but agreed to give the profits to charities. In still others the profits
were simply set aside in escrow for distribution to such organizations pending
receipt of a ruling or opinion of counsel that such distribution would not cause
the issuer’s bonds to be classified as arbitrage bonds.

- Favorable rulings were sought from the Internal Revenue Service that dis-
tribution of the windfall profit to the charities would not have adverse tax
consequences to the issuers or the bondholders. However, the Service proposes
to rule that the windfall profit can only be distributed to the Treasury or re-
tained by the investment bankers, The Service’s position appears to be that the
bonds issued become arbitrage bonds and lose their tax exempt status if the
windfall profit is distributed to charity. As indicated tn Proposals for Tax Change,
the only requirement was that the municipalities could not retain the arbitrage
profits. Nothing in the Statute, or the Regulations in effect prior to September 24,
1976, mandated where the profits must be directed. Specifically, nothing in the
Regulations forbade their distribution to 501(c¢) organizations.

The arbitrage regulations permit investment bankers to retain the profits gen-
erated from municipal bond refundings. We believe it would be sound public
policy to also permit charitable institutions to receive the profits arising from
municipal bond refunding transactions entered into before the date of the
Treasury news release.

We would very much appreciate your personal attention to this matter.

Sincerely,

Gaylord Nelson, U.8. Senator; Thoraas F. Eagleton, U.8. Senator;
Willlam Proxmire, U.S. Senator; Maryvon Allen, U.S. Senator;
Claiborne Pell, U.8. Senator; John Sparkman, U.S. Senafor;
John C. Danforth, U.8. Senator; H. John Heinz III, U.8. Senator,

—— Robert Dole, U.S. Senator.

DEPARTMENT OF THE TREABURY,
Washington, D.O., August 16, 1978.
Hon. THRoMAS F. EAGLETON,
U.8. Senate,
Washington, D.C.

DEAR SENATOR EAGLETON: This is In response to your letter of July 14, to
Secretary Blumenthal, co-signed by eight of your colleagues.

Certain issuers have unsuccessfully sought rulings from the Internal Reve-
nue Service that would permit them to transfer windfall arbltrage profits
that arose prior to September 24, 1978, to vartous charities. You have expressed
concern about possible discrimination against these charitles and note that
underwriters have been permitted to retain windfall profits already in their
possession.

Requests for rulings are an administrative matter primarily within the juris-
diction of the Internal Revenue Service. In general, Treasury does not intercede
in such proceedings unless policy questions of overriding importance are raised.
For such reasons outlined below, we do not believe this is such an instance.

It is true that the Service has not initiated audit proceedings in cases where
arbitrage profits have actually been received by third parties. There were a
number of such recipients, including both underwriters and charities. Thus, both
types of entity—charities and underwriters—have been allowed to retain wind-
fall profits already in their possession. However, the Service has taken the
position that because these amounts are windfall arbitrage profits, it is im-
proper under the Internal Revenue Code for either underwriters or charities
to receive additional amounts. For this reason, the Service has declined to issue
favorable rulings regarding future receipts. This position applies to charities
and underwriters alike.



1353

Thus, the Service has not discriminated against charities. Both charities and
underwriters have been permitted to retain windfall profits already in their
possession ; nelther will be permitted to receive additional amounts.

Thank you for your interest in this matter.

Sincerely,
Donarp C. LUBICK,

Assistant Secretary (tax policy).

STATEMENT OF ROBERT P. GRIFFIN, A U.S. SENATOR

I am very pleased to have an opportunity to put my views on record as the
Senate Finance Committee considers the Revenue Act of 1978 (H.R, 18511).

I will be brief and to the point. I have come to urge the Committee—as I
urged the Subcommittee on Taxation and Debt Management four months ago-—
to report to the Senate not just a tax-cut bill but a real tax reform bill.

And the only way real tax reform can be accomplished is by combining a tax
cut with tax indexation. Because unless tax rates are adjusted automatically
to reflect future increases in the cost of living, the effect of any tax cut granted
this year will be quickly eroded and made meaningless.

Last year, during consideration of the Tax Reduction and Simplification Act,
I offered a tax tndexation amendment on the floor. Unfortunately, that amend-
ment failed by a vote of 64 to 24. The very next day—April 29, 1977—1I fntro-
duced the same language as a bill, S. 1431, to index personal income tax rate
schedlules, deductions, and exemptions to compensate for increases in the cost
of living.

Since then, a number of similar bills have been introduced, including S. 2738.
which I am pleased to cosponsor with Senators Dole and McClure.

I remain steadfastly convinced that enactment of tax indexation is the single
most valuable and important step that this Congress could take to grant tax-
payers genuine relief from the squeeze of raging inflation and ever-higher taxes
that economists are now calling “taxflation.”

And the only way to do that is through indexation. This is no longer an
esoteric economic concept. The people all over the country understand it and
want it. I know that first-hand from traveling around my State of Michigan,
where at every stop, people are talking about indexation as the ultimate relief
from taxflation.

But that’s true not only in Michigan. A Roper poll released last month—
which surveyed nationwide attitudes toward taxation—showed that 60 per cent
of American taxpayers would prefer having income tax rates adjusted for
inflation to having periodic tax cuts!

Let me cite that figure again. Siw out of every ten taxpaying Americans want
tar indezation—not just a tax cut— as the means for real relief from the scourge
of taxflation.

We all know the symptoms of taxflation. Unbridled inflation forces wages to
rise so that taxpayers can keep up with the cost of living. As their wages rise,
the taxpayers find that they are pushed up into higher tax brackets—and greater
tax liability. So, although the taxpayers have realized no gain in terms of real
income—their dollars have only been inflated—they must pay higher taxes. To
compound the problem, our progressive tax system takes a steadily increasing
percentage of a taxpayer's earnings as the taxpayer gets moved into higher tax
brackets. As the well-known advertisement says: ‘“There's no living with in-
flation”—and, I would add, there's no living with taxes!

Given this unhappy interplay between taxes and inflation, it's no wonder that
workers today feel like the man trying to climb a ladder in a hog: for each rung
the taxpayer climbs on the economic ladder, he settles the ladder that much
deeper into the financial mire.

But, as in almost every arena of life, there’s a winner and a loser. In this
particular arena, the real winner—as you might have guessed—is the Federal
government., Because the taxpayers’ loss is the government's gain.

As Noabel prize-winning economist Milton Friedman computes it, when the
cost of living goes up 10 per cent, the Federal treasury’s take goes up—not
10 per cent—but 18 per cent. This works out to a windfall profit on inflation
for the Federal government of about $6 billion a year.

34-369 O - 78 = 10
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I must say that it's no surprise that some of the big spenders here in Wash-
ington take a very dim view indeed of a proposal that would eliminate this
insidious but subtle revenue rake-off. Without even having to take a vote, taxes
and tax revenues are Increased—all Washington has to do to keep the tax
dollars flowing in is continue to pursue inflationary policies.

But what does all this mean to the individual wage earner? Let me give
you a few illustrations.

Consider the plight of the wage earner with a wife and two chfldren who in
1977 made $15,000. If we are conservative (perhaps optimistie is a better term)
and assume an inflation rate of 8 per cent for this year, our wage earners will
have to earn $1,200 more—or $16,200—just to break even in 1878. But, while
his income has increased by 8 percent his income taxes will go up by about 19
percent—because he’s thrown into a higher tax bracket—which is a tax increase
of $260. The government’s hidden profit on this, by the way, is $150.

And, the situation worsens with each year if the tax rates are not adjusted.
Next year—in 1979—if inflation stays at 8 percent and the family’s wages man-
age to keep up, their taxes will increase by another 17 percent, and the govern-
ment's windfall will be about $305—for a whopping two-year total of $455 taken
by stealth from this one modest-income family.

The effects of taxflation become even harsher and more pronounced as workers
climb the income ladder. A family with a $30,000 yearly income in 1977 will have
to earn $32,400 in 1978 to keep pace with our projected inflation rate. However,
at $32,400, the family’s tax bill will rise about $857. The government’s profit on
that is $423.

But personal income is not the only area where taxpayers are hit by the impact
of inflation. Let’s take another typical situation.

A couple bought a home back in 1952 for $25,000. Twenty-five years later, their
children have grown.up and have gone off on their own, and the couple is able
to sell their home for $60,000 and move into a small apartment. In that 25-vear
period, inflation has pushed the cost of living up 144 percent. The $25,000 that
the couple paid in 1952 is actually equal to about $61,000 today. 25 years later.
So. by selling the house for $60,000, the couple actually received less than they
paid for it!

But, under our current tax system, the government says the couple has realized
a $35.000 “gain” and must pay tax on it. For the average taxpayer, that’s a tax
bill of about $7,000. '

I, for one, do not believe the government should impose a tax in such a case
where the taxpayer has not realized a gain in actual purchasing power. And, I
am very pleased to see that our colleagues in the House of Representatives have
agreed. The House-passed version of the Revenue Act of 1978 would—for the
first time—index most capital assets (such as homes) to reflect increases in the
cost of living.

This is a very significant and important first step. But. we should not stop with
capital assets. As I have shown, the harsh impact of taxflation is felt with equally
devastating effects in a taxpayer’s personal income. Congress should take the bull
by the horns and—at the very least—adjust tax brackets, tax rates, the personat
exemption and the standard deduction to reflect increases in the cost of living.
Let’s neutralize the tax impact of inflation.

I would like to make one final point. The Finance Committee—soon to be joined
by the full Senate—is in the process of determining the size and shape of this
vear's tax cut. I want to emphasize that I wholeheartedly support efforts to cut
taxes—but tax cuts are simply not the whole answer.

Too often—and this year is a perfect example—tax cuts are determined by
prevailing political winds and do not entirely make taxpayers whole for past
losses suffered through taxflation. Even if tax cuts help in the year they are
enacted, the benefits are lost in the following years as the inflation spiral starts
anew.

The traditional approach to trying to keep taxpayers even with the cost of
living through sporadic and intermittent tax cuts is ineffective and dishonest.
Because of inflation, these tax cuts aren’t really tax cuts at ail-——they are merely
a patchwork attempt to stem the tide of taxflation for one year.

I urge this Committee in the strongest terms tn restore integrity to our tax
system and give American taxpayers a reason to have confidence in it. In view
of the citizen tax revolt that is sweeping the country today. this year provides
ius withl an excellent opportunity to enact national tax limitation through tax
ndexation.
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Let’s have a tax cut this year that will put us back on an even keel—but let's
also enact & tax indexatlion system to keep us on a steady course in the future
without requiring constant ad justment and tampering.

If we move now to do this, the next tax cut Congress considers will be a real
tax cut. But that will never happen without real reform. We can enact that
reform now by enacting tax indexation.

STATEMENT OF THoMAS H. Boaos, JR., oN BEHALF oF Ap Hoc COMMITTEE ON
SECTION 274(h)

This statement is submitted on behalf of the Ad Hoc Committee on Section
274(h), which consists of six major U.S. hotel chains (Hilton International,
Hyatt International, Marriott Hotels, Sheraton Hotel Corp., Holiday Inns, Inc.,
and Western International Hotels) and the American Society of Association
Executives. At issue are the limitations, enacted as part of the Tax Reform
Act of 1976, on the deductibility of expenses incurred in attending foreign
conventions. These appear as section 274(h) of the Internal Revenue Code.

The Ad Hoc Committee believes that section 274(h) as now drafted is hope-
lessly complex, burdensome, and unwise, and that it is preventing legitimate
activity. The Committee therefore strongly recommends that the revisions
described below be made an amendment to H.R. 13511, These revisions would
prevent the abuses to which section 274(h) was directed, but would do so in
a reasonable and workable manner.

To put these revisions into context, it first is necessary to suminarize how
section 274 (h) now operates.

A “foreign convention” is defined as “any convention, seminar, or similar
meeting held outside the United States, its possessions, and the Trust Territory
of the Pacific.” Transportation expenses to and from such convention are de-
ductible only to the extent they do not exceed coach or economy fare, and
only if more than half the days of the trip are spent in activities related to
business. If less than half the days are so spent, only the allocable fraction
of the transportation expense is deductible. Subsistence expenses while at-
tending such a convention, for meals, lodging, local transportation and the
like, cannot exceed the corresponding Government per diem rate; and whether
this amount can be deducted in full, in part, or not at all depends on ad-
herence to certain prescribed rules of attendance at meetings. Attendance
must be verifled not only by the individual, but also by an officer of the group
sponsoring the convention. In addition, if an individual goes to more than two
such conventions in a taxable year, only the expenscs related to two of them
may be deducted. All these limitations apply whether the person claiming
the deduction is the traveler or another person, such as the traveler's employer.

The Treasury Department has yet to propose regulations under section
274(h), perhaps because it believes that the statute will be amended. Of course,
the absence of such regulations makes the interpretation of the statute that
much harder. Yet, even if regulations were issued, a series of basic problems
inherent in the statute itself must inevitably frustrate its administration.

The first pair of problems with this structure relates to the definition of
foreign convention. The legislative history of section 274(h) indicates that
Congress had in mind vacation-like group gatherings which were short on busi-
ness and long on sightseeing and recreation. However, the language of section
274 (h) goes far beyond that concept. The phrase “convention, seminar, or similar
meeting” could be interpreted to include all sorts of traditional, legitimate,
nonrecreational business activities: one or a group of salesmen meeting with
several employees of an actual or prospective customer: one or a group of lawyers
conferring with the officials of a foreign client; one or a group of the executives
of a company holding discussions with the officers of the company’s foreign
being brought together by the company for instruction on various items of
subsidiary: or a group of the employees of a single multinational corporation
common interest. These activities, which may be characterized by their nonpublic
nature, obviously do not represent conduct which Congress found fault with and
intended to discourage.

Furthermore, the definition of “foreign’” should be confined o only those
meetings held outside North America (including the Caribbean). The new provi-
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sions are having a very significant impact—and in some instances a disastrous
impact—on the economies of our close neighbors. This even has adverse effects
on segments of some U.S. industries. For example, more than 70 percent of the
GNP of the Bahamas comes from tourism, and most of the food products and
transportation services connected with this industry are purchased from the
United States. Canada is a net exporter of tourist dollars to the U.S., and the
long-term {mpact of section 274(h) will be a severe dislocation in the Canadian
travel industry. The situation in Mexico is comparable.

Moreover, it should be noted that the use of the North American area as the
geographical demarcation was adopted by the Committee on Ways and Means
during its early conslderation of the reform legislation which ultimately become
the Tax Reform Act of 1976. The North American area was likewise utilized in
1976 when the Senate passed its version of the foreign convention provision.
It is understood that it was only by reason of an oversight on the part of the
members of the House-Senate (‘onference Committee that the defirition of “for-
eign” ultimately adopted was more inclusive.

A second problem involves the existing substantiation requirements. Under
secticn 274(h) (7), the taxpayer attending the convention must secure from the
spousoring organization a wrltten statement, signed by an officer of the organi-
zation. This statement must, among other things, describe the schedule of the
business activities and state the number of hours during which the taxpayer
attended these scheduled actlvities. Larger organizations may have dozens of
sessions conducted concurrently. For example, the American Psychological Asso-
clation held its annual meeting in (‘anada Jast year with approximately 11,400
persons in attendance. The schedule included 19 major and 12 minor sessfons
conducted simultaneously each morning and evening, along with 35 panel discus-
sions. In this type of situation, organizations finds it extraordinarily difficult
to keep track of the whereabouts of every participant at every point in time.
It is very expensive for them to hire ennugh additional officers to attempt to
monitor all participants; it cost the APA an addidtional $35,000 to satisfy
the verlfication requirements for this one convention. Even then, it is not easy
to prevent a dishonest participant from falsifying the records relating to attend-
ance at any given session.

The third area of difficulty relates to the use of Government per diem rates
as a reference guide for the deductibility of subsistence expenses. Government
per diem rates frequently are fixed on the basis that, at the location in question,
meals and/or lodging are available to Government employees either at reduced
rates from private commercial establishments or for free at Government installa-
tions. It is thus irrational to make such rates the basis for limitations on the
expenses of private individuals, to whom Government discounts or facilities are
not available. The inappropriateness of this approach can easily be demonstrated
by examining various per diem rates: the per diem in Israel and Ireland is $48;
in Tokyo, $67; in Jidda, Saudi Arabia, $172; Trinidad is $98. compared to $46 in
Montreal and $49 in London; Guadeloupe is $82 and Austria $81. but Rome s
$54 and Southern Rhodesia only $18. Clearly, to the private traveler, these rates
bear no relationship to reality—to the expenses he would actually incur in these
gities. In fact, these rates are so far afield that they are not even imposed on a
variety of Government employees In travel status.

The difficulties with section 274(h) have been widely recognized. Especially
instructlve are the comments of Representative Barber B. Conable, Jr.,, on
March 17, 1978, during a Ways and Means Committee hearing on section 274 (h)
{n connection with the 1978 tax cut legislation :

“I think Mr. Duncan and I probably started this more than anyone else
and it has gotten out of control to some degree in terms of complexity and in
terms of some of the substantive decisions that are made. Quite frankly, we
realize that what we have now is not workable and not fair.

“Let me say that there has never been any intention of trying to—at least
on the part of this member—of trying to suppress legitimate business activities
overseas. If it has that effect, then clearly that is a subversion of the intent
of the measure.

“I suspect the Chairman is right when he says we are not going to hack off
completely on it, but major amendments are needed, and the suggestions that
have been made here today in part I think suggest the directions in which we
ought to go.

“T don’t like all this business of—personally. Mr. Chairman, I don’t like all
of this business of trying to declde that specific type of actlvity are going to
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be prescribed first-class as opposed to coach travel. In don’t like limitations
on per diem. I think these are things that have to be consldered by the IRS
with respect to the purpose back of the deduction.

“It does seem to me that we can improve this. I hope we can generate some
momentum for improvement, Mr, Chairman. I hope that we can do something
in this bill on it and I appreciate the suggestions of the panel.”

The Treasury Department, too, in the President’s 1978 tax proposals, as
much as conceded the inadequacy of section 274(h). While the Department’s
proposal for substitute legislation was, in our view and in the opinion of the
Ways and Means Committee, no better, the proposal makes obvious that sec-
tion 274 (h) in its present form does not recommend itself even to the Treasury.

On the other hand, there have admittedly been abuses in the forelgn con-
vention area. As we analyze it, the real abuse situations have involved either
or both of two factors: the failure to conduct meaningful business activities
at the foreign conventions, and the incurring of costs at the foreign site which
grossly exceeded what would have been incurred at a comparable U.S. site.
A workable revision of section 274(h) must take these factors into account.
: A<l:lmrdlngly, we recommend that section 274(h) be revised along the follow-
ng lines.

First, the definition of convention should be amended to exclude private
meetings relating to doing business directly or indirectly within a foreign
country or with the government, a company, or a national of a foreign coun-
try. Private meetings of this nature, such as salesmen meeting customers or
multinational corporations instructing employees, are clearly business-oriented,
and the apprepriateness of holding them outside the United States is obvious.
Consequently, they present little potential for abuse. They should not be bur-
dened with any limitations beyond the general requirements for business ex-
penses. At the same time, the defilnition of foreign should be changed so as not
to apply to countries in the North American area.

Second, the requirement in section 274 (h) (7) (B) (i), that the sponsoring
organization precisely monitor the session-by-session attendance record of each
individual attendee, should be deleted. The attestation of attendance in the
written statement already required of the attendee by section 274(h) (7) (A)
will be sufficlent to permit the Service to enforce the requirements of section
274(h) (3) and (4) regarding the conduct of business-related activities at the
foreign convention. Thus, without any significant cost to enforcement, spon-
soring organizations will be relieved of an unconscionable burden.

Finally, the government per diem limitation on subsistence expenses in sec-
tion 274 (h) (5) should be abandoned. Instead, the rule should be that amounts
cannot be deducted in excess of what would have been incurred had the con-
vention been held within the United States. Such a rule is admittedly not
precise. However, because sponsoring organizations hold conventions at regu-
lar Intervals (typically once a year), and because the bulk of such conven-
tions are held in the United States, it would not be particularly difficult for
the Service to develop factual information sufficient to enforce such a rule.
The gross situations would be easy to deal with and, furthermore, the in ter-
rorem effect of such a rule would cause most organizations to be cautions
about planning s convention at sites more expensive than their usual U.S.
locations.

Statutory language which would give effect to these changes is set forth in
the attached amendment to H.R. 13511. This amendment would convert sec-
tion 274(h) from a virtually blanket prohibition on foreign conventlons to an
administerable restriction on abuse situations.

[H.R. 13511, 95th Cong., 2d sess.]
AMENDMENT Intended to be proposed by Mr. to H.R. 13511, an Act “To
amend the Internal Revenue Code of 1954 to reduce income taxes, and for other

purposes.”, viz:
On page , line , insert the following :

SEec. . REVISION OF FoREIGN CONVENTION RULES.

(a) REFINEMENT OF DEFINITION OF FOREIGN CONVENTION.—Section 274(h) (8)
(A) (relating to definition of foreign convention) is amended to read as follows:
“(A) FOREIGN CONVENTION DErINED.—The term ‘foreign convention’ means

auy convention, seminar, or similar meeting not held within the United



1358

States, its possessions, the Trust Territory of the Pacific, or the area lying
west of the thirtieth meridian west of Greenwich, east of the international
dateline, and north of the equator, but not including any country of South
Amerfca. The term shall not include any private meeting which relates to
doing business directly or indirectly within a foreign country or with the
government, a company, or a national of a foreign country.”

(b) IMPOSITION OF REASONABLE SUBSTANTIATION REQUIREMENTB.—Section 274
(h) (3) (relating to reporting requirements) is amended by amending (B) (ii)
thereo! to read “a statement that the individual attended such convention, and”.

(c) IMPOSITION OF REASONABLE LIMIT ON SUBBISTENCE EXPENSES.—Section 274
(h) (5) (relating to deductible subsistence costs) is amended to read as follows:

“(5) LIMIT ON DEDUCTIBLE SUBSISTENCE c08TS.—In the case of any foreign
convention, no deduction for subsistence expenses while at such convention
or traveling to or from such convention shall be allowed in excess of the
amount of subsistence expenses which would have been held within the
United States.”

(d) EFFecTIiVE DATE.—The amendments made by this section shall apply to
conventions held after the date of enactment.

STATEMENT OF THE AIR TRANSPORT ASSOCIATION OF AMERICA

The Air Transport Association of America represents virtually all of the
scheduled airlines of the United States. These privately-owned airline companies
make up the highly essential U.S. domestic and international air transportation
system. The airline industry is a high growth industry playing a vital role in the
American economy. It has a deep interest in tax policies designed to encourage
economic expansion through increased private sector investment, employment
and productivity.

The airline industry has very heavy capital investment needs. There is serious
concern about its ability to meet those needs in the absence of special efforts to
increase capital formation and to spur economic activity.

STATE OF THE AIRLINE INDUSTRY

Airline passenger traffic in 1977 increased 8 percent over the previous record
year of 1976. Some 240 million passengers relied on the airlines for business and
personal travel last year, accounting for more than 80 percent of public inter-city
passenger miles and over 90 percent of travel abroad. Nine out of every ten inter-
city first-class letters were transported by air, and the airlines produced a record
5.3 billion ton miles of air freight service. They employ over 300,000 workers and
operate 2,300 aircraft which, together with supporting facilities and ground
equipment, represent an investment of about $21 billion.

Total airline industry operating revenues in 1977 were approximately $20 bil-
lion. Industry reported earnings were $754 million, or $190 million higher than
the previous record year of 1976. However, while airline financial performance
has been impoving, low profit margins and huge investment needs present sig-
nificant airline capital formation problems.

The recent record airline profit performance does not compare favorably with
the rest of U.S. industry—namely, the other industries with which the airlines
have to compete for capital. Although 1976 and 1877 were the highest profit years
in absolute dollars in the industry’s hictory, with 1978 earnings expected to ex-
ceed the 1977 level, airline financial performance has been substantially lower
than the average for U.S. industry. The airline industry profit margin (net
profit as percent of sales) was only 3.8 percent in 1977 and 2.6 percent in 1976
compared with 5.2 percent and 5.3 percent respectively for all U.S. industry.

In fact, in terms of profit margin, the “record earnings” of the airlines do not
represent historical improvements. In 1966. the year of highest net income for the
airlines prior to 1976, the airlines earned $428 million. representing a 7.4 percent
profit margin. To attain a 7.4 percent profit margin today, airline earnings would
have to amount to $1.7 billion. In appraising future earnings of the airline indus-
try, investors and lenders will not ignore the poor earnings record which have
characterized the industry for nearly a decade.

The airlines have made strenuous efforts to improve earnings by expanding
the air transportation market, by reducing costs, and by increasing productivity.
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For example, the average annual rate of growth of output per employee during
the 1973-1977 period was 3.1 percent in the airline industry compared with only
1.0 percent for the rest of the business sector of the economy. This high level of
airline industry productivity improvement has been attained in a large part be-
cause of aircraft technological developments, and future gains are dependent upon
similar advancements.

Aircraft technology advances until now have occurred at a very rapid pace.
Consumers have benefited from the almost constant introduction of new, more
productive equipment enabling the airlines to keep fare increases lower than the
price increases of other goods and services. These technological advances have
also created and maintained many thousands of additional jobs in the aircraft
manufacturing industry as well as the airlines themselves. But the cost of this
technology to the airlines has been high, requiring an alirline investment of $9
billion during the 1960’s and $15 billion during the 1970's.

The large airline investments of the past two decades, however, pale in signifi-
cance to those required during the 1980's. Because of continuing inflation, the
large number of aircraft involved, and the anticipated increased public demand
for air transportation, the airlines will require $60 billion in capital for new air-
craft acquisitions during the ten year period 1980-1989. This is a conservative
estimate since more than 75 percent of the current airline industry fleet will need
to be replaced before 1990. Moreover, it assumes that the average aircraft life
can be extended to 18 years, that airline traffic will grow at a modest rate of &
percent per year, that the cost of aircraft will increase only 6 percent annually.
and that annual airline load factors will average 60 percent even with the higher
density seating configurations now belng introduced. So, while the $60 billion fig-
ure may seem inordinately high, it was developed upon the basis of generally
conservative assumptions.

Significantly improved airline earnings obviously will be necessary to compete
with other industries for capital and to attract investors. Also needed are tax
policies which will stimulate increased business activity, including the demand for
air transportation, and encourage greater investment by the private sector to
achieve higher levels of employment and productivity. This need is recognized
in the tax reduction and investment tax credit improvement contained in the
House passed tax bill H.R. 13511, as well as other proposals before the Committee.

CORPORATE TAX RATE REDUCTIONS

Corporate tax reductions represent a major part of the special effort necessary
to spur the economy and, together with appropriate individual tax reductions to
offset recent personal income losses, will help stimulate the increased business
activity which is essential for economic recovery and growth. Because the de-
mand for air transportation is closely related to business and consumer spending
patterns, the airline industry urges favorable consideration of the corporate tax
reductions contained in H.R. 13511, as well as individual tax reductions which
are designed to restore and enhance general consumer purchasing power.

INVESTMENT TAX CREDIT IMPROVEMERT

The airline industry strongly supports improvements in the investment credit
and believes improvement proposals contained in H.R. 13511 are a meaningful step
in this direction.

The industry endorses the proposals contained in S. 2814 to increase the in-
vestment credit to 12 percent and to allow 100 percent offset and partial refund-
ability. As a minimum, the airlines and railroads should be allowed to continue the
present 90 percent utilization until all other taxpayers reach that level as pro-
vided for in H.R. 13511,

The purpose of the investment tax credit is to serve public policy by promot-
ing productive investment by all companies, large and small, not just those with
high levels of profitability. Unfortunately, the fact that the investment tax
credit can only be offset against tax liability limits its use by marginally profit-
able companies. The partial investment tax credit refundability proposal con-
tained in S. 2814 recognizes the problem faced by marginally profitable com-
panies with large investment needs, with little opportunity for utilizing earned
investment tax credits. Many companies, including airlines, have lost, and may
in the future lose, expiring credits due to financial reverses or relatively low
profits due, at least in part, to the heavy cost of new investments.
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Increased investment by U.S. industry is necessary to increase productivity
and offset the effects of inflation. By improving the investment credit program
and thus accelerating the recovery of capital, the U.S. government will encour-
age the capital investment necessary for strong economic growth and increased
employment,.

The industry also suggests that consideration be given to another possible
improvement of considerable importance to smaller companies involving the cur-
rent $100,000 limitation on used equipment which qualifies for investment tax
credits. Smaller airlines have bought, and will wish to continue buying, used
alreraft from the larger airlines who in turn purchase new aircraft from the
manufacturers. This makes good economic sense because used, but otherwise
efficlent and productive, ajrcraft can be acquired at lower cost and their purchase
helps finance other new Investments.

Used aircratt, however, have a value significantly higher than the current
used equipment limitation. This limitation provides little investment tax credit
benefit to the smaller airlines, and little incentive to participate in the aircraft
investment cycle. The airlines suggest, therefore, that the used equipment limita-
tion be eliminated or, as a first step, be increased to at least $250,000 in order
to improve the Investment tax credit program in a more meaningful and equi-
table way to smaller companies.

ASSET DEPRECIATION RANGE

The airline industry urges the Committee to adopt the proposal contained in
S. 2814 to modify the ADR system for the purpose of stiraulating business in-
vestment. This proposal would increase the range of allowable class life in the
ADR system from 20 to 40 percent. This is necessary because the present 20
percent range requires substantially longer capital recovery periods than are
appropriate or desirable with the current inadequate level of business invest-
ment. Moreover, present low levels of national productivity stem as much from
capital recovery problems of this kind as from the availability of new capital.
Broadening the depreciable life range would speed capital recovery significantly
thereby effectively stimulating business investment.

FOREIGN CONVENTION TRAVEL

The airlines believe that the restrictions imposed on foreign convention de-
ductibility in the 1976 Aect should be repealed. The 1976 restrictions have proven
to be extremely complex and burdensome. Taxpayer abuses should be dealt with
through available administrative actions, instead of restricting foreign travel.

FIRST CLASS AIR TRAVEL

Some members of the Senate and the Administration have suggested the dis-
allowance of the business expense deduction on the amount paid for first class
air travel in excess of the “lowest priced, generally avalilable fare”. This sugges-
tion is advanced by its proponents on the ground that first class travel is a
“luxury” subsidized by other taxpayers, and on estimates that limiting the
first class deduction will increase tax revenues substantially.

The U.S. airlines oppose this suggestion because it is discriminatory and
prejudicial. Moreover estimates of the potential revenue impact are overstated.
The Committee is urged to reject this suggestion.

The disallowance of first class afr fares would be discriminatory because it
would single out one particular “ordinary and necessary business expense” for
special attention and legislative action. No suggestion is made that it is either
necessary or desirable, for example, to limit deductions for gronnd transporta-
tion from the airport to “generally available” bus fares instead of taxi fares. Nor
is any similar suggestion made abont the class or price of other travel accom-
modations. No mention at all is made of competing forms of transportation in-
cluding rail, limousine, car rental, and private automobile. To single out first
class air travel would be to sanction diserimination in a way never before
adopted as a matter of national tax policy—namely, influencing competitive buy-
ing decisions of individual taxpayers.

The disallowance of first class alr fares would be prejudicial because it would
he directed against a single industry, the airlines. The proponents ackniwledge
that if such a suggestion were enacted it would result in a loss of revenue to the
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airlines. The airline industry estimates that these losses would have totaled $300
million if this had been in effect last year. In addition to being prejudicial,
such a disallowance would be highly inconsistent with initiatives to increase
husiness actlvity and investments.

The business decision to use first class air travel is to different than any other
“ordinary and necessary business expense’” decision. No question has been ralsed
about the need for differing tax treatment of other necessary business expendi-
tures with differing cost, size, style, volume or quality of characteristics. The
decislon to use first class air travel is made on the same basis as decisions con-
cerning, for example, office space and furniture, industrial supplies and services,
or the range of other numerous purchases made by commercial enterprises in the
conduct of their day-to-day business. The decision to use first class air travel
is made because the person making the decision considers it a necessary expendi-
ture for the conduct of business. The decision making should not be influenced by
tax treatment to any greater extent than other business expenditure decisions.

CONCLUSION

There is general agreement on the need for tax policies designed to encourage
increased private sector investment, employment and productivity. The recom-
mendations of the airline industry addresses these concerns and we urge that
they be given favorable consideration by the Committee.

AMERICAN ASSOCIATION OF EQUIPMENT LESSORS,
Hartford, Conn., September 1, 1978.

Attention : Michael Stern, staff director, Senate Finance Committee.
Re H.R. 13511: A bill to amend the Internal Revenue Code of 1954.

Hon. RusseLL B. LoNg,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR SENATOR LONG : This will express the concern of the American Association
of Equipment Lessors (AAEL)! about the “at risk” provisions in sections 201-204
of H.R. 13511. These provisions affect some closely-held leasing corporations that
are members of the AAEL.

H.R. 13511 proposes, in section 202, to extend the “at risk” provisions of the
Tax Reform Act of 19768 to closely-held corporations (those in which five or
fewer stockholders own 509 or more of the corporation’s stock) to prevent close
corporations from using ‘‘tax shelter deductions to avoid the accumulated earn-
ings tax or to shelter income on which owner-employees would otherwise pay
tax at the individual level.” H.R.Rept. No. 85-1445, 95th Cong., 2d Sess. 68
(1978). The most basic purpose of this extension is to limit tax deductions by
passive investors, who engage in highly unusual transactions without economic
substance, for tax purposes rather than for ordinary commercial reasons. See
id. at 70 [describing “tax shelter characteristics”].

We are advised that Congressman Al Ullman and the other members of the
House Ways and Means Committee stressed in the House markup sessions that
the extension of the “at risk” rules to close corporations would not injure legiti-
mate businessmen. Yet the current language and coverage of H.R. 13511 would
penalize legitimate closely-held corporations that actively engage in equipment
leasing activities with definite economic substance on a regular basis.

The major problems with the current bill are: (1) Section 202 of H.R. 13511
extends the *“at risk” rules indiscriminately to all closely-held corporations,
without regard to whether the close corporation is a legitimate commercial
enterprise, or merely an “incorporated pocketbook” created for tax purposes or
an occasional passive investor. This overbroad coverage unfairly penalizes many
legitimate closely-held leasing corporations engaged in bona fide leasing activi-
ties on a regular basis. Moreover, it places such legitimate close corporations at
a competitive disadvantage with respect to widely-held corporations engaged in

1 The AAEL is the principal trade assoclation for the leasing industry; it conslsts of
over 700 companies engaged in all aspects of equipment leasing in the Unitad States.
Membership ranges from large and small hanks or hank subsidiaries (over 200). inde-
pendently owned lessors, insurance companies, major finance companies. and finance
subsidiaries of manufacturing companies, to investment banks and lease brokers.
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the same legitimate activities. (2) There is nothing in H.R. 13511 that permits
closely-held corporations (those which are to be covered by the “at risk” provi-
sions for the first time) to aggregatec the amounts “at risk’ in the original four
activities (motion picture production, farming, leasing depreciable property,
and oil and gas exploration) covered by the *‘at risk’” rules in § 465(¢) (1) of the
Internal Revenue Code of 1954. This is a “gap” in the coverage of the aggrega-
tion rules in section 201 of H.R. 13511. (3) Through what appears to be an
oversight, H.R. 13511 falils to include the Treasury Department’s suggested pro-
vision that the new ‘“‘at risk” rules will not apply to existing leasing transactions.

1. SECTION 202: COVERAGE OF THE NEW ‘‘AT RISK” RULES

Our basic submissicn is that closely-held leasing companies engaged in bona
fide leasing activities on a regular basis should not be penalized by tax provi-
slons aimed at eliminating the potential for “‘tax abuse” by totally different,
passive investors. Qur views are spelled out in detail in the attached comments
which we earlier sent to the House Ways and Means Committee.

We suggest that the coverage provisions of the “at risk” rules (in section
202 of H.R. 13511) should be amended to totally exclude closely-held leasing cor-
porations engaged in bona fide equipment leasing activities. The coverage provi-
sions_in. section 202 can and should be amended to exclude those activities,
involving the use of non-recourse financing, which a close corporation engages
in as part of a legitimate commercial trade or business:

‘“(a) LIMITATIONS TO AMOUNT AT RISK.—

(1) IN GENERAL.—In the case of—
“(A) an individual,
‘“(B) an electing small business corporation (as defined in section
1371(b)), and
“{C) a corporation with respect to which the stock ownership requir-
ment of paragraph (2) of section 542(a) is met, ercept where the
corporation i3 regularly cngaged in the activity as a trade or business,
‘‘engaged in an activity to which this section applies, * * *.” [New language
in italies].

This suggested amendment would make the “at risk” rules inapplicadble to
those activities, involving the use of non-recourse financing, which a closely-held
corporation regularly engages in as a trade or business, It would also make the
“at rigk” rules inapplicadle to those activities which a closely-held corporation
had just embarked upon as a ‘“new entrant” in beginning a regular course of
business activity, and we recommend that the legislative history and the Treas-
ury Department regulations should specifically so state. On the other hand,
under the suggested amendment, the “at risk” rules would apply to any activities
which were not part of a closely-held corporation’s regular commercial trade
or business.

This kind of amendment would make the coverage of the “at risk” rules in
H.R. 18511 accord more closely with sound policy.? The current coverage pro-
visions are overbroad and impose an unfair burden on small businesses engaged
in bona fide trades or businesses. There is, therefore, & clear need to narrow the
coverage provisions of section 202 as they apply to close corporations.

2. SECTION 201: AGGREGATION OF THE AMOUNTS ‘AT RISK” IN DIFFERENT
ACTIVITIES WITHIN THE SAME TRADE OR BUSINESS

Whether the Cominittee decides to include all or (as we suggest) only some
closely-held corporations within the “at risk” rules of H.R. 13511, there is
another problem with the bill: The “at risk” aggregation rules in section
201 of H.R. 13511 do not cover all the activities they should with respect to
close corporations.

The Tax Reform Act of 1976 contains aggregation rules allowing partnerships
and subchapter “S” corporations to aggregate the amounts “at risk” in dif-
ferent activities within the same trade or business. [Sec § 465(c) (1), (2) of the
Internal Revenue Code of 1954]. For example, in the case of a subchapter “S”
corporation, it may treat all of its leases as a single “activity” for purposes

3 Alternatively, the coverage provisions in rection 202 could be amended to apply only
to closely-held corporations that do not ‘‘actively participate in the management of the
activity for which losses are songht to be dedncted.” Another alternative wonld be simnly
to amend the accumulated earnings tax provisions to restrict Investments in tax shelter
activities. What is clear, however, Is *thet there {3 an imperative need to amend the current
coverage provisions of the “at risk" rules in H.R. 13511.
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of the “at risk” rules. H.R. 13511 extends the “at risk" rules to other activities,
and to close corporations, and the aggregation rules in section 201(a) of
H.R. 13511 state:

“(B) AGGREGATION OF ACTIVITIES WHERE TAXPAYER ACTIVITY PARTICIPATES IN
MANAGEMENT OF TRADE orR BUSINESS.—Except as provided in subparagraph (C),
for purposes of this section, activities described in subparagraph (4) [i.e., all
activities other than motion picture production, farming, leasing depreciable
property, and oil and gas exploration] which constitute a trade or business
shall be treated as 1 activity if—

“(1) the taxpayer actively participates in the management of such trade
or business, or -

“(ii) such trade or business is carried on by a partnership or electing
small business corporation (as defined in section 1371(b)) and 65 percent
or more of the losses for the taxable year is allocable to persons who actively
participate in the management of the trade or business.” [ Ewiphasis added]

This language in H.R. 18511 does not clearly allow cloxely-held corporations
that “‘actively participate in the management of the trade or business” to ag-
gregate the amounts *‘at risk” in the activities of motion picture production,
farming, leasing depreciable property, and oil and gas exploration.’ The Tax
Reform Act of 1976 says nothing about closely-held corporations. There is thus
a “gap” in the aggregation rules of section 201 of H.R. 13511,

We suggest that the aggregation rules in § 465(c) (2) of the Internal Revenue
Code of 1954 should be amended to add the following sentence:

“The activities of a corporation with respect to which the stock ownership
requirement of paragraph (2) of section 542(c) is met, and with respect to
which the corporation actively participates in management, shall be treated as
a single activity to the extent that the activities are described in any suopara-
graph of this paragraph, and section 465(a) applies to such activities of the
corporation.”

This suggested language would mean, and the legislative history should con-
firm, that closely-held corporations could aggregate the amounts “‘at risk” in all
of their activities within the same trade or business.

3. BECTION 204: “GRANDFATHERING" EXISTING EQUIPMENT LEASES

The Tax Reform Act of 1976 contained a “grandfather” clause generally
exempting pre-existing leases (leases entered into before January 1, 1976) from
the 1976 ‘“at risk” rules, (Pub. L. 94453, § 204(c)). The same sort of “grand-
father” clause should be inserted in section 204 of H.R. 13511 to exempt existing
leases by close corporations from the “at risk” rules in H.R. 13511, Section 204
of H.R. 13511 might be amended to add a new subsection (¢) :

“(e)} SPECIAL TRANSITIONAL RULES FOR LEASING AcTIvVITIES.-—In the case of
any activity described in section 465(c) (1) (C) of the Internal Revenue Code
of 1954 which is engaged in by a corporation described in section 465(a) (1) (C)
of the Internal Revenue Code of 1954, the amendments made by this subtitle
shall not apply with respect to:

(i) leases entered into before January 1, 1979, and
(ii) leases where the property was ordered by the lessor or lessee before
January 1, 1979.

“This subparagraph shall apply only to taxpayers who held their interests in
the property on December 31, 1978.”

This sort of “grandfather” provision only seems fair, since close corporations,
which have not been subject to the “at risk’ rules to date, have entered intc
existing leases in reliance on current tax law. Indeecd, some of these leases are
long terin leases that were entered into bhefore the enactment of the Tax Reform
Act of 1976. Thus the Treasury Department’s January 30, 1978 analysis of the
President’s 1978 Tax Program suggested that “[t]he proposed changes will apply
to transactions entered into after December 31, 1978” (p. 113, emphasis added).

Thank you for considering our cornments and giving us this opportunity to
submit our views to the Senate Committee.

Sincerely yours,
BAcoN COLLAMORE, Jr.,

President, American Asso-
ciation of Equipment Lessors.

3 These four actlvitles are enumerated in § 465(c¢) (1) of the Internal Revenue Code of
1954 ; they are not “activitles described in subparagraph (A)”; and thus they are not
explicitly covered by the above-quoted aggregation rules in section 201 of H.R. 13511,
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AMERICAN BANKERS ASSOCIATION,
Washington, D.C., September 6, 1978,
Hon. RusskeLL B. Long,
Chairman, Committec on Finance,
U.8. Senate, Washington, D.C.

Dear MR. CHAIRMAN : The American Bankers Assoclation would like to thank
the committee for this opportunity to present the views of our members on the
proposed tax cut bill. As a trade association whose membership includes more
than 829 of the nation’s full service banks, the ABA is vitally concerned with
the economie impact of the proposed realignment of individual, corporate and
capital gains taxes. On June 29, 1978, we testifled on the subject of capital gains
tax reform before the subcommittee on Taxation and Debt Management. Rather
than repeating our comments, we request that our June 29th statement be made
a part of the record of the hearings on H.R. 13511. This letter will address only
those areas of the capital gains section of H.R. 13511 which will directly affect
bank trust operations. Before turning to these specific remarks, we would like
to offer some general ohservations on the overall impact of the hill.

The American Bankers Assocliation supports H.R. 13511. Rapid inflation in
conjunction with the progressive income tax structuare has built automatic tax
increases into the system. Rising nominal incomes push taxpayers into higher
brackets, even though real incomes may not be rising. Projections based on
current levels of inflation make it obvious that withnut some tax relief. the tax
burden will become unbearable. The built-in increases in tax revenues also shift
a rising percentage of total GNP to the government sector; this facilitates the
expansion of government programs, and makes the reduction of government
spending seemingly impossible.

Inflation has taken a heavy toll on corporate profits and husiness confidence,
which are two of the major ingredients in capital investment. The apparent
inability to come to grips with the double economic malady of unemployment
and inflation has bred a dangerous “short-run” bias into business planning, and
has inhibited the investnient in plant and equipment which is the key to improv-
ing the standard of living in a capitalist economy. The short run business view-
point has heen reinforced by the temporary nature of several of the tax changes
enacted over the past decade, which have been designed to have a short run
countercyelical {mpact on the economy. The ABA feels that the change in
emphasis toward the achievement of lnng-term economic ohjectives which under-
lies H.R. 13511 is perhaps more important than the actual dollar volume of
the proposed tax cuts. Recognition by Congress that the increased productive
capacity resulting from capital investment is beneficial to the economy at large
will certainly have a positive impact on the willingness of husinesses to commit
themselves to long range investment plans.

While we are in general agreement with the size and direction of H.R. 13511.
we helleve that tax cuts shonld be accompanied by cuts in government spending.
California’s proposition 13. along with similar movements in other states. is a
clear Indication that American taxpavers will no longer tolerate continuonusly
rising government expenditures which must be financed by ever higher taves, The
current trend in government expenditures clearly threatens to ontpace our
ability to pay. A tax policy desizned to enhance the ability and willingness of
the business sector to expand the potentinl GNP cannot hy itsel he expected
to restore the basic health of the economy. The government must accompany the
tax rednetion with a meaningful reduction in expenditures.

In addition to these general oh<ervations. we would like to address certain
specific areas of H.R. 13511 which impact directly on bank trust operations.

CASH OR DEFERRED PROFIT-SHARING PLANS

The Amerlean Bankers Association strongly supports Section 125 of the hill
to the extent it provides that qualified cash or deferred profit-sharing plans
shall be treated the same as they were prior to 1972. Under current law. employers
have been foreclosed from providing thelr employees this type of plan. This
loss of flexibility in providing retirement benefits has been just one more negative
influence of ERISA on the expansion or improvement of pension plan coverage.
Therefore. we urge adoption of the language of this section which will restore
pre-1972 administration of these plans.



1365

OAPITAL GAINS INDEXING AND CARRYOVER BABIS

The ABA seeks repeal of the carryover basis provisions of the Tax Reform Act
of 1976 for a number of reasons including its extreme complexity. The current
complexity would be magnified substantially by indexing. A  substantial part of
this additional complexity would be due to the apparent requirement that any
basis adjustments under Section 1023 would be treated as a substantial improve-
ment. Thus, it becomes more essential that carryover basis be repealed.

CAPITAL GAINS INDEXING AND COMMON TRUST FUNDS

The sections of the hill which provide indexing for capital gains and a one-time
exclusion of gain from the sale of & taxpayer’s principal residence raise problems
for some trusts.

It is unclear whether a participation in a common trust fund is an “indexed
asset”. In fuct, in view of the specific exclusion of other flow-through entities
one is almost forced to conclude that common trust fund participations would
not be included.

Such treatment of common trust funds would for all intents and purposes
foreclose the use of common trust funds for investment in common stock. A
trustee would prohably find it difficult to justify as prudent the investment of
trust assets in a common trust fund holding equity securities. This would severely
handicap the beneficiaries of smaller trusts that need the availability of common
trust funds to enhance diversification and reduce operation costs. The Congress
has consistently recognized the value of collective trust funds for this purpose
(see Sections 408(e) (6) and 584 of the Internal Revenue Code of 1954).

The elimination of common trust funds or a significant curtailment in their
use for investment in common stocks could also have a substantial adverse im-
pact on our nation’s equity markets which have already been suffering for a num-
ber of years. What our country needs is more equity capital, not less. We belleve
that the indexing provision should be changed to avoid its deterrent effect on
common trust funds.

In discussing the mutual fund exclusion, the House Report states that share-
holders will receive the benefits of the inflation adjustment on the indexed assets
sold by the entities when the gain is distributed to shareholders. In the case of
common trust funds, this is accurate only with respect to current tax liability.
However, the amount of appreciation in an asset which is indexed out in com-
puting the current taxable gain remains in the value of the common trust fund
participation. The basis adjustment which is allowed a participation on the pay-
ment of a capital gains tax is limited to the amount of the taxable gain. Thus,
when a participating trust withdraws from a common trust fund, it recognizes n
gain or loss which includes the value of the amounts which have been indexed
out. Therefore, unless participations in common trust funds are included as in-
dexed assets, Congress wlil have seriously hampered the use of common trust
funds, particularly by the smaller trust department.

We recognize including common trust funds and other flow-through entities as
indexed assets will cause complexite, but the complexities will be dealt with
by financial professionals. We normally opt for simplicity but when simplicity
means the virtual elimination of common trust funds we must endorse complex-
ity.
Specifically, the ABA urges the adoption of an amendment which would define
a common trust fund participation as an indexed asset to the same extent that the
fund is invested in common stock or stock which possesses most of the attributes
of common stock, provided that if at the end of each quarter of the taxable year
the portion of the participation which fs an indexed asset is at least 80 percent,
then all of such participation shall be considered an indexed asset. The provision
would provide more simplicity for those common trust funds that remain sub-
stantially invested in indexed assets. The same type of rule should also be
adopted for regulated investment companies.

SECTION 267

Another problem of the proposed indexine language for trusts is that it would
exacerhate the current impact of Section 267. Currently. Section 267 prevents the
use of losses due to sales or exchanges hetween certain related persons including
trusts and their beneficlaries. The section, however, does not apply to property
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included in a decedent’s probate estate. Such a distinction welghs unnecessarily
against the use of a revocable trust as a method of making testamentary dis-
positions."The tax code should be neutral hetween testamentary instruments. The
application of Section 267 to property otherwise entitled to indexing would make
the distinction even more significant. The inequity of Section 267 in terms of
revocable trust property could be cured by adding the following sentence to sub-
section 267(b) :

“Nothwithstanding the preceding provisions of this subsection, the word ‘trust’
shall not, except as provided in paragraph (8), he deemed to refer to any trust
to thie extent that the same has been included in the gross estate of the grantor
or of any other person pursuant to Chapter 11 of subtitle B or has been subjected
to tax pursuant to Chapter 13 of said subtitle”.

The reference to inclusion in the gross estate of any other person is intended
to cover a marital deduction trust affer the death of the surviving spouse.

-The House Report states that the reason for not permitting the indexing basis
adjustment in the case of transfers between related persons is “to prevent re-
lated persons from selling assets among themselves in order to increase basis
while at the same time reducing tax on the sale because of the inflation ad-
justment”. This reasoning is puzzling. Clearly game playing with losses should
not be permitted, but Section 267 would accomplish this purpose without any ref-
erence being made in Section 1024 to Section 267. This reference has the effect of
disallowing the indexing basis adjustment when gain is realized and a tax is
payable. Why should a distinction he made in such a case depending upon whether
the purchaser of stock is a family member or a non-family member, If the seller
sold to a non-family member at a gain for the same price, the adjustment would
be available. The quoted language from the House Report does not give a sound
reason for the distinction that is made. Unless we are missing something, the ref-
ence in proposed Section 1024 to Section 256 should be stricken.

ONE-TIME EXCLUSION OF GAIN FROM SALE OF PRINCIPAL RESIDENCE

The $100,000 tifetime residence exclusion provision should be amended to al'ow
a marital trust or an estate to claim the exclusion. Under the bill, if a residence
is devised outright to a surviving spouse, the spouse would be able to dlect the ex-
clusion. However, if the residence is held in a marital deduction trust it appears
doubtful that the exclusion is available.

Norma'ly in a marital deduction trust the spouse has the right to income, a
trustee can distribute principal to the spouse for needs during lifetime, and the
spouse has the power of disposition at death. It seems to us that these rights are
sufficlently close to ownership for the election of the $100,000 exclusion to apply.
The marital deduction trust s often used to provide professional financial aid
investment assistance to a surviving spouse and the residence may be placed in
the trust so that the trustee will make the mortgage payments and handle other
details for the surviving spouse. Denying a spouse in such case the exclusion
would surely be discriminating against the wrong person.

Policy considerations also suggest that the $100.000 residence exclusion should
be carried over to an estate. In the case of a “death hed” sale, the exclusion as it
is now written in the bill could be available. To avoid the confusion and unde-
corous scramble at the moment before death. we urge that the cxclusion he made
available to an estate. The purpose of the exclusion would in no way be changed
by permitting this.

Therefore, we urge that the $100.000 lifetime residence exclusion be extended
to a residence held in a marital deduction trust of an estate.

Sincerely,
GERALD M. LOWRIE,
Baecutive Director. Government Relations.

AMERICAN BAR ASSOCIATION,
SECTION OF TAXATION,
August 7, 1978.

Mr. MICHAEL STERN,
Staff Director, Senate Committee an Finance,
Dirksen Senate Office Building, Washington, D.C.

DEAR MR. STERN : As stated in the letter of August 4. 1978 from my predecessor,
John 8. Pennell, the Section of Taxation of the American Bar Association pro-
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posed to express its views on the tax provisions of 8. 2266, the Bankruptey
Reform Act of 1978. We have had the opportunity as of this time, however, to
study the bil! only very briefly and will limit this submission to three points;
we will contlnue our study and plan to submit further comments to the Joint
Committee Staff by way of supplement to Mr. Pennell’s testimony of Febru-
ary 21, 1978 before the Ways and Means Committee of the House of Representa-
tives on the substantive tax provisions of H.R, 9973.

TAX COURT JURISDICTION

Under present law, the Tax Court may retain jurisdiction over a case if a
petition has been timely filed prior to an adjudication of bankruptey. However,
there 1s no opportunity to file a petition if the Internal Revenue Service makes
an assessment under IRC § 6871 and files a claim in the bankruptey court. This
places an individual debtor at a severe disadvantage. His income tax lability
is not dischargeable in bankruptey and he may have assets subject to collection
which are not within the jurisdiction of the bankruptey court, If the Service's
claims are not satisfied in the bankruptey proceeding, it has one year to proceed
against the debtor with respect to the unsatisfied portion of its claim. In many
cases where there is a bona fide dispute as to liability, the debtor may be satis-
fied to join the Trustee in contesting liability in the bankruptcy court. However,
the pre-assessment forum provided to solvent taxpayers in the Tax Court is
denied him.

A proposed Joint Committee staff amendment to § 505 of S. 2266 would enable
the taxpayer to either (1) petition the bankruptey court for a determination of
his personal Mability or (2) proceed in the Tax Court. The Section of Taxation
agrees with this approach. We see no reason why a distressed debtor, in addi-
tion to his other disabilities, should be deprived of remedies available to other
taxpayers.

The bill makes one other significant change. Under present law, the trustee
may intervene in a Tax Court litigation already in progress, but has no right
to initiate a petition in the Tax Court (i.e., in a situation where a notice of de-
flelency has been mailed and the time to file a petition has not yet expired). A pro-
posed Joint Committee staff amendment to § 346 of S. 2266 would enable the
trustee to proceed in the Tax Court in this situation too. The Section supports
this change. The Tax Court serves an important function in he administration
of our income, estate and gift tax laws, Its expertise and body of precedents
are a vital factor in the resolution of many tax disputes., There is nothing in
bankruptey policy which requires that the trustee be deprived of this expertise.
It may be argued that the Tax Court’s procedures are not as expeditious as those
of the bankruptey court, and it may take longer for a case to be reached for
trial in the Tax Court. However, delay is a problem principally for the general
creditors, and If the trustee, as their representative, opts for a Tax Court
forum. this objection would seem to be obviated.

In those cases under current law where there is already concurrent jurisdic-
tion. there may be some advantage to the debtor in remaining aloof from the
bankruptey court proceedings. There is some authority for the proposition
that if he does. he may take advantage of a disallowvance of a tax claim but be
unaffected by its allowance. A proposed Joint Committee staff amendment to
§ 505 of 8. 2266 would end this inconsistent treatment by providing that the
Service may contest the debtor's petition in the Tax Court where it has lost
in the hankruptes court and the debtor has not intervened. The Section of Taxa-
tion supports this proposal.

DECLARATORY JUDGMENTS

8. 2266 originally contained a proposal in § 1146(d) that a bankruptey judge
could “declare” the tax effects of a plan of reorganization on motion of a pro-
ponent when the Service falled to respond to a request for an advance ruling
within 279 days or issued an unfavorable ruling. H.R. 9973 contained a similar
proposal. as did the Bankruptey Commission’s proposed bill. A proposed Joint
Committee staff amendment would delete this provision.

Although our initial reactions to this proposal gave rise to some disagreement
within the Section, at this time we favor § 1146(d) as originally proposed and
we oppose {ts deletion. The uncertainty over tax consequences could have an
adverse effect on the structuring of a plan of reorganization. Should the Service
take an adverse position, its views would have undue finality since proponents
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of a plan might not want to risk subsequent tax litigation even where they
believe their position properly expresses the applicable law. In this situation,
declaratory relief seems appropriate.

The choice between the Tax Court and the bankruptcy court as the appro-
priate forum is difficult. On the one hand, the bankruptey court has the parties
before it and is familfar with the facts, and the injection of the Tax Court could
glve rise to delay. On the other hand, the bankruptcy court may not be a com-
pletely disinterested party in developing a reorganization plan and is less likely
than the Tax Court to reach results which would be uniform and consistent on a
national basis. But this is no different than in other tax cases and is correctible
by appeal. Accordingly, we favor Section 1146(d) with the declaratory judgment
power in the bankruptey court. }

"*QUICKIE" REFUNDS

Finally, we note an apparent omission from the Joint Committee staff’s amend-
ments, § 117 of H.R. 9973 would have enabled the Service to withhold a refund
arising from an application for a tentative carryback adjustment from a tax-
payer in a bankruptcy proceeding. We would have opposed this provision without
some guarantee of a prompt audit. Proposed § 507 of S. 2268 does give special
priority status to an erroneous refund from a tentative carryback adjustment
actusally paid to the taxpayer prior to the commencement of a bankruptcy case.
We have no problem with this but wish to be sure that if the situation covered
by §117 of H.R. 9973 is re-inserted, we have the opportunity for review and
comment, at least to insure a provision for prompt aundit.

The Section is continuing to review the proposed legislation and may submit
further comments on its other provisions. We appreciate the opportunity to com-
ment, and we offer our assistance in further developing sound legislation in an
arg%eghich is not widely understood and where clarification of the law is sorely
ne .

Very truly yours,
LiprAN REDMAN,
Chairman, Section of Tazxation,
American Bar Association.

STATEMENT OF DR, CHARLS E. WALKER, CHAIRMAN, AMERICAN CouNcCIL
FOR CAPITAL FORMATION

H..R 13511-—The Revenue Act of 1978 —provides a highly constructive start
toward removing the blas in the tax system that favors consumption but works
against savings and productive investment. The tax bill that passed the House
of Representatives on August 10 is pro-capital formation; and, atlhough it is
on balance very good legislation as it stands, it can be improved eevn further.
We urge the Committee and the Senate to make those improvements.

Although the American Council has focused primarily on the direct taxation
of corporate profits and capital gains, it would be a mistake to assume that the
shape of the $10.5 billion reduction in individual taxes is not related to capital
formation. Individual taxpayvers, particularly those in the middle and upper
brackets, provide a substantial portion of the natlonal saving that supports pro-
ductive investment. Therefore, the reductions in the tax burden on those tax-
payers promote capital formation. We urge the Committee to retain those
reductions.

CORPORATE TAXES

Taken as a whole, the corporate tax reductions in H.R. 18511 would provide
a long overdue boost to our lagging rate of capital formation. However, the favor-
able impact of these cuts could be increased significantiy if the excessively high
corporate rate were reduced below the 46 percent level proposed in the legls-
lation. One approach would be that recommended by the Business Roundtable—
a reduction to 45 percent on January 1, 1979, and 1-point reductions each year
thereafter, to 42 percent by 1982. An alternative approach that would conserve
revenue for the coming fiscal year would be to schedule additional 2-point reduc-
tions in 1980 and 1981, thereby reaching the 42 percent maximum a year earlier.
The large positive feedback effect on Treasury revenues would minimize the
impact of the reductfons on the Federal deficit.
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The American Council strongly endorses the House provisions relating to the
fnvestment tax credit. The provision for a permanent credit at 10 percent should
at long last convince the business and financial community that the credit will
not be varied for contracyclical purposes—a misuse which disrupts business
planning and, by past experience, can be counterproductive. In addition, the
liberalization of the ITC to provide for “90 percent utilization’ is also construc-
tive, although we favor an immediate increase rather than the four-year phase-in
approved by the House. Moreover, a strong case can be made that the ITC should
be fully refundable, thereby eliminating a discriminatory feature which also
impairs the effectiveness of the credit.

‘We also support a reduction in the corporate capital gains rate by an amount
equal to the cut in the top corporate.

The House recognizes the special problems that small businesses face by
including a provision for a four-step corporate tax rate beginning with a 17
percent rate on the first $25.000 of taxable income and rising to the new 46
percent maximum rate for income above $100,000. We belleve that both small
business and the public interest would be better served by a simple two-step
arrangement: 17 percent up to $75,000, with a maximum rate applicable above
that level.

CAPITAL GAINS

Events of the past few months demonstrate that there is strong support both
in Congress and among the public for a substantial cut in taxes on capital gains.
The Amerlcan Council has consistently voiced its strong support of such action,
jncluding testimony at the hearings before your Subcommittee on Debt Manage-
ment on June 28. We shall not repeat the arguments then presented. The question
now before this Committee is which of several approaches to cutting capital
gains taxes will best meet the goal of simplicity, equity and broader and faster
capital formation.

We submit that the evidence strongly favors the proposal advanced by the
Chairman of this Committee, Senator Russell L.ong, in a speech before the National
Press Club on July 26. In those remarks, the Chairman proposed an increase in
the “excludable” portion of capital gains from the current 50 percent to 70
percent; elimination of the “poisoning” of the “MaxiTax” that resnlts from
1976 amendments relating to “preference income” ; and conversion of the “add-on”
minimum income tax to an “alternative’” approach designed to prevent recipients
of large capital gains from paying little or no Federal income taxes.

Our comments on the proposal for an alternative tax will have to walt a
description of how it will work. But the proposal for increasing the excludable
portion of gains to 70 percent is clearly of great merit. Inasmuch as the 30 per-
cent of gains would be taxed at ordinary rates, alternative calculations would
be eliminated and preparation of returns would be simplified. Equity would be
served because the reductions would apply to taxpayers in the low brackets as
well as those in middle and upper brackets (for example, marginal rates on
capital gains would range from a minimum of 4.2 percent in the lowest bracket
to 21 percent at the top, assuming there is no reduction in the top bracket rate).
And since the cuts would be deeper and more widely spread than would be
the case with other proposals, capital formation would be more strongly stimu-
lated. A new econometric study by Merrill Lynch Economics suggests that the
Long proposal would have about three times the positive impact (e.g. real GNP
growth, additional jobs, increase in investment, a reduction in the Federal budget
deflcit) of the House legislation, and 50 percent more than the so-called Stelger-
Hansen bill. It would also stimulate Federal revenues significantly.

A sharp reversal in the decade-long upward trend in capital gains taxation
is, quite clearly, an idea whose time has come. Chairman Long's proposal—
especially if coupled with the House provisions to adjust capital gains for
inflation after 1980, and to relieve sellers of residences through a once-in-a-life-
time exemption—wlill best serve the ends of simplicity, equity, and capital
formation.

We urge its adoption.

OTHER PROPOSALS

The Amerlcan Council for Capital Formation is pleased to add its endorse-
ment of S. 3288 and its House counterpart. This legislation would allow a retire-
ment savings deduction equal to the lesser of 10 percent of compensation or
$1,000 for persons covered by certain pension plans. It is our belief that enact-
ment of this legislation would be a positive step toward increasing the pension

34-369 O -8 - 11
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coverage in the private sector which is alarmingly low. This should have the
added effect of increasing the aggregate level of savings in society. An increase
in private saving will help finance the capital formation so necessary for the
attainment of a higher level of economic growth and job creation. In addition
to filling a real need for adequate pension coverage for private sector employees,
particularly those employed by smaller firms, we believe this legislation will
help reduce the pressure for social security increases.

Another proposatl that deserves serious consideration would defer taxes on divi-
dends reinvested in corporate stock. The temporary loss in Federal revenues
would be small relative to the positive impact on capital formation.

CONCLUSION

The Committee is “marking up’” major tax legislation at a highly propitious
time. The public now supports the type of pro-capital formation tax legislation
that has long been needed but, for a variety of reasons, could not be enacted.
Efforts on the part of many people have helped convince the typical voter that
reduction of the tax burden on savers, investors and business is not, in fact,
tax relief for the rich. In the final analysis, it is the best and only lasting way
to create the jobs and economic growth so essential to our national well-being.

STATEMENT OF THE AMERICAN COUNCIL OF LIFE INSURANCE

We appreciate this opportunity to present the views of the American Council
of Life Insurance on H.R. 13511, the Revenue bill of 1978. The Council has a
membership of 479 life insurance companies which, in the aggregate, have 83
percent of the life insurance in force in the United States and hold 99 percent
of the reserves for insured pension plans.

INTRODUCTION AND SUMMARY

Our comments are directed primarily to issues which relate to insurance and
pension matters. We are pleased that the bill does not include a number of
Administration proposals that would have adversely affected millions of policy-
holders and their beneficiaries of the life insurance business. These undesirable
proposals would revise the income tax treatment of holders of nonqualified
deferred annuities, change the social security integration rules under the Internal
Revenue Code for pension plans, require group life insurance and health insur-
ance plans to meet non-discrimination rules, and repeal the $5,000 exclusion
for death benefits paid under qualified pension plans. The rejection of these
proposals by the House was wise since they would have impaired the essential
financial protection and security that the insurance and annuity products con-
cerned provide to many millions of individnals. We urge the Finance Committee
similarly to reject these proposals and exclude them from the tax legislation
that it approves.

We also urge deletion of the provision in H.R. 13511 which eliminates the pres-
ent separate income tax deduction (outside the medical deduction floor) for
one-half of the premiums paid by an individual for accident and health insurance.
As indicated in detail below, this provision discriminates against individuals who
purchase health insurance. It would have the practical effect of depriving large
numbers of such {ndividuals of deductions for their medical expenses under such
fnsurance. This would discourage individuals from insuring against future medi-
cal bills at a time when it is particularly important to encourage such insurance
in view of rapidly rising health costs.

In addition, we support the thrust of the provisions in the bill dealing with non-
qualified deferred compensation arrangements of $tate and local governments
and private employers and with qualified cash or deferred profit-sharing plans.
We believe that these provisions represent a desirahle solution which provides
much needed certainty and equity in the tax treatment of these deferred compen-
sation arrangements,

We support reduction in the tax on capital gains in order to increase productive
capacity, create more jobs and fight inflation. Finally, we urge that a provision be
added to the tax legislation to permit life insurance companies to fund state and
local retirement systems and eligible state deferred compensation plans on the
same basis as other financlal intermediaries.
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SPECIFIO OOMMENTS

1. Deduction for accident and health insurance premiums

We join with the Health Insurance Association of America in opposing section
112 of H.R. 13511 which eliminates the present separate income tax deduction for
premiums paid by an indlvidual for accident and health insurance. Under present
law, a taxpayer may deduct, outside of any floor, one-half of these premiums up
to a maximum deduction of $150. The remainder may be aggregated with his
other medical expenses and deducted to the extent the sum exceeds 3 percent of
his adjusted gross income,

The present deduction (outside the medical deduction floor) for one-half of a
taxpayer's health insurance premiums was added in 1965 in order to equalize to
some degree the tax treatment of individuals who purchase health insurance
and those who choose to self-insure. Without this deduction, it is likely that the
taxpayer who purchases health insurance would never qualify for a medical ex-
pense deduction since, unlike the self-insurer, his medical expenses are essentially
averaged out over a period of years and will usually fall below the medical ex-
pense deduction floor. It was believed by the Ways and Means Committee that a
disparity in tax treatment between those that purchase health insurance and
those who choose to self-insure “may have the effect of discouraging the provision
of insurance protection against future medical bills”. (See Ways and Means
Committee Report on H.R. 6875, 89th Congress, page 137.) We believe this reason
for continuing the separate deduction for premiums paid for accident and health
insurance is equally valid today.

Moreover, national health insurance proposals are being actively debated
and the need for upgrading and broadening health insurance coverage is univer-
sally recognized. To destroy the present incentives in the tax law for the purchase
of health insurance while, at the same time, considering ways to improve health
insurance coverage is contradictory.

Elimination of the separate deduction for health insurance premiums has
been supported on the grounds that it would simplify the tax return. However,
the net effect would not be simplification. Milllons of taxpayers take the health
insurance premium deduction without taking a deduction for their other medical
and dental expenses. For many of these, repeat of the separate health insurance
premium deduction will eliminate one line of the tax form (a minimal simplifica-
tion at best), but at the possible price of higher taxes. For others, adding health
insurance premiums to their other medical deductions will bring them over the
“floor”. Then, to claim the deduction, they will have to justify not only their
health insurance premium payments but all their other varied medical and dental
expenses which bring them up to the ‘“floor”. Thus, the tax return of some tax-
payers would be minimally simplified at a price of higher taxes, but for others
it would be made much more complicated.

These considerations clearly indicate that the proposed elimination of the
separate income tax deduction for premiums pald for individual accident and
health insurance would be highly inequitable and would complicate rather than
simplify the individual income tax return. We therefore urge that this proposal
not be adopted by the Finance Committee.

2. Deferred compensation plans

We support the thrust of Section 121 of the bill which provides that employees
and indeepndent contractors who provide services for State and local govern-
ments that maintain *eligible deferred compensation plans” will be able to defer
compensation as long as such deferral does not exceed prescribed annual limita-
tions. In addition, this section provides a limited “catch-up” provision, integra-
tion with Section 403(b) arrangements, and rules as to when a deferred com-
pensation arrangement may be entered into and when benefits may be made
avallable to participants. It also permits participants to select among optional
methods available for investing the deferred amounts but precludes them from
having any ownership interest in the assets of the plan during the deferral period.

We also support Section 122 of the bill which provides that the taxable year
for including compensation deferred under a nonqualified deferred compensation
plan maintained by a taxable entity is to be governed by the principles set forth
in rulings, regulations and judicial decisions in effect on February 1, 1878. This
establishes clearly that a cash basis taxpayer is not in constructive recelpt of
income merely because he elects, before the compensation is earned, to defer the
receipt of the compensation.
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Finally, we support Section 125 of the bill which provides that employees cov-
ered by a qualified cash or deferred profit-sharing plan can defer tax on employer
contributions to the plan, if the plan complies with the law as it was administered
before January 1, 1972,

These provisions establish an equitable and practicable approach to the tax
treatment of deferred compensation under State and local government plans, pri-
vate nonqualified plans and qualified cash or deferred profit-sharing plans. The
provisions clearly and correctly reverse the erroneous concept embodied in the
proposed Internal Revenue Service regulations of February 3, 1978, dealing with
nonqualified deferred compensation contracts and December 6, 1972, dealing with
contributions to qualified plans, including cash or deferred profit-sharing plans,
made pursuant to salary reduction agreements. We firmly believe that these regu-
lations are contrary to the long-standing position of the courts and the Internal
Revenue Service, itself, that a cash basis taxpayer is not in construective receipt of
income merely because he elects, before the compensation is earned, to defer the
receipt of such compensation until a later time.

The tax treatment of deferred compensation arrangements provided by the bill
will have the beneflcial effect of encouraging more adequate provision for em-
ployees’ retirement needs. The proposed regulations have created substantial
uncertainty among taxpayers as to whether there Is a proper deferral of income
under deferred compensation arrangements. This uncertainty is severely curtail-
ing the implementation by State and local governments and private employers of
a wide variety of deferred compensation plans which would be beneflcial to em-
ployees. The different tax rules that now apply to cash or deferred profit-sharing
plans, depending on whether the plans were established before or after June 27,
1974, are also impeding the establishment of such plans. The provisions that we
support eliminate these obstacles to the adoption of benefleial deferred compensa-
tion arrangements by establishing certain, uniform and equitable tax treatment
for such arrangements.

However, we would like to call the Committee’s attention to the fact that the
bill does not deal with the status of deferred compensation arrangements of tax
exempt organizations. We urge that the status of these plans be clarified in the
pending legislation.

8. Capftal gaine

We support a reduction in the tax on capital gains, We take this action despite
our usual policy of concentrating attention on issues particularly applicable to
life insurance companies and their products and policyholders because we believe
that the economlic results of such tax reduction would be beneficial to the econ-
omy. Tax reduction for capital gains would encourage the flow of investment capi-
tal available to increase productive capacity through the creation of new plant
and equipment and the modernization of existing facilities. It would also lead to
an increased supply of goods and services as well as increased jobs. These are
important elements if efforts to fight inflation are to succeed in the context of a
growing economy with jobs for all our citizens. In this regard, we strongly believe
that the fight against inflation should be the number one priority for this country.

Any adverse impact on government revenues of such a tax reduction on capital
gains will be significantly offset by revenue increases resulting from the sale of
assets which up to now have been “locked in"” because of the steep capital gains
taxes that would be payable.

4. Propusal to facilitate funding of pubdblic employee plans by life insurance
companies
We urge that a provision be added to the tax legislation being considered by the
Finance Committee to permit life insurance companies to fund State and local
retirement systems and eligible state deferred compensation plans (new section
457 of the Code) on the same basis as other financial intermediaries. Currently, a
limitation in the life insurance company tax provisions precludes State and local
governments from accumulating funds invested with life insurance companies on
an equivalent basis as funds invested with banks or mutual funds. In order to
correct this inequity, we urge that section 805(d) and related provisions of the
Code be amended to add a new category of pension plan reserves for contracts
entered into with the retirement system of a State or local government or with an
eligible state deferred compensation plan as described in proposed new Code sec-
tion 457. Attached hereto {s a memorandum which addresses this area in much
greater detail.
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We apreciate this opportunity to present our views on the pending tax legis-
lation and would be glad to answer any questions the Committee may have.
Enclosure.

ATTACEMENT TO STATEMENT OF THE AMERICAN COUNCIL OF LIFE INSURANCE

Proposal to Facilitate Funding of Public Employee Plans by Life Insurance
Companiee

Legislation is proposed to permit life insurance companies to fund state and
local retirement systems and eligible state deferred compensation plans (new
Code sectlon 457) on the same baslis as other financial intermediaries.

PUBLIC EMPLOYEE RETIREMENT BYSTEMS

Public Employee Retirement Systems (PERS) have come under close scru-
tiny in recent years by committees of the Congress and in the press. As required
by ERISA, the House Pension Task Force published a comprehensive study of
PERS during March of this year which catalogs and discusses the serious prob-
lems that those systems face.!

A ma,or problem discussed in detail in the Pension Task Force report involves
the funding of PERS. Historically, those systems have been poorly funded with
many systems being funded on a pay-as-you-go Lasis. There has been a trend
toward more adequate funding in recent years, which is attributable, at least
in part, to more widespread recognition of the long-term costs of prior pension
commitments. Despite this trend, the Pension Task Force report concludes
that efforts still need to be made to discourage use of {nappropriate financing
methods and to encourage the accumulation of pension reserves through the
use of actuarial funding methods.?

A closely related area of concern involves the investinent policies and pro-
cedures of public employee plans. While investment performance is of no
importance in a pay-as-you-go system, a small increase in investment yleld can
have a substantial impact on the funding of the plan. An increase on investment
vield of 1 percentage point, for example, may reduce funding requirements by
15 to 20 percent.

Due to many statutory and historic limitations, PERS have not been man-
aged In accordance with the best investment policies and procedures. In recog-
nition of this fact, there has been a treind toward professional management of
public employee funds. Because of the increasing attention being given to PERS
generally, it is expected that trend toward professional investment management
will be increasingly emphasized in the public sphere.

Another phenomenon documented by the Pension Task Force report is that the
vast majority of PERS do not go through the process, which private plans almost
always do, of obtaining letters from the Internal Revenue Service determining
that their plans are qualified under section 401 of the Code. There are a number
of reasons why this is so. In some cases, the retirement system may not meet fed-
eral standards. In other cases, the system may not wish to incur the expense and
effort necessary to establish qualification or to comply with federally man-
dated reporting requirements. Also, state and local governments, unlike private
employers, are not concerned with the deductibility of contributions. In other
cases, state and local officials feel quite strongly that federal qualification of
state and local plans s a fundamental infringement of state rights and is
unconstitutional.

Recently the Internal Revenue Service tried to enforce the qualification
requirements on state and local plans in a variety of ways. As a result of strong
resistance by state and local units to these efforts, the Service has Issued three
releases (IR-1869 dated August 10, 1977, IR-1875 dated August 18, 1977, and
TR-1923 dated December 28, 1977) which, pending a Treasury review of public
plans, resolve the questions of discrimination and taxability of the income of
such plans in favor of the taxpayer; eliminate the financial reporting questions
Se({ulsrledlggsERISA Form 5500 ; and extend the due date for filling such forms to

uly 31, X

! Houre Penrion Task Force. 95th Cong, 2d sess, “Report on Public Employee Retire-
ment Svatems’’ (committee print 1978),
* “Penslon Task Force Report,” supra at 4.
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Additionally, legislation has been introduced by a number of House and
Senate Members which, if enacted, would make it clear that state and local
pension plans are exempt from taxation and reporting requirements.

It is not at all clear what action, if any, will be taken by the Internal Revenue
Service or Congress. Nor is it clear when such action might be taken. However,
federal taxation and regulation of state and local plans does clearly involve
difffcult substantive issues and political questions, and it would not be sur-
prising if a resolution of these Issues were delayed indefinitely. In any event,
no resolution of this problem currently under consideratfon deals with the
problem of life insurance company taxation described below.

ELIGIBLE BTATE DEFERRED COMPENSATION PLANS

As a means of providing limits on unfunded deferred compensation arrange-
ments for state and local government employees, section 121 of the House-passed
Revenue Act of 1978 would provide for establishment of eligible state deferred
compensation plans.

To qualify, such plans must contain certain limitations and conditions which
are similar to limitations and conditions imposed under other forms of retirement
arrangements recognized in the Internal Revenue Code, such as section 403(b)
annuities, individual retirement accounts and H.R. 10 plans. For example, the
amount of compensatfon that may be deferred under such arrangements is lim-
ited 1o the lesser of $7.500 or 3314 percent of compensation. This limitailon is
to be reduced on a dollar-for-dollar basls to reflect amounts contributed under
section 403(b) tax deferred annuities. Also, an ellgible plan is not permitted to
make benefits available to participants before the earller of (1) retirement,
(2) separation from service, (3) death, or (4) an occurrence of an unforesee-
able emergency. Participants are precluded from having any ownership interest
in the assets of the plan during the frderal period, although they are permitted
to select among any optional methods available for investing amounts deferred.

Similar to the rules for qualified retirement plans or qualified annuity arrange-
ments, a participant in an eligible state deferred compensation plan would not
be taxable on any amounts deferred, including any income earned on deferred
amounts, until such amounts are paid or otherwise made available.

Life Insurance Companies Should Re Able To Fund Public Employee Plans on the
Same Basie as Other Financial Intermediaries

Income earned by state and local governments is not subject to the Federal
income tax. This means that under an eligible state deferred compensation plan,
state and local governments may make direct investment, investments through
bank trusts or investments in mutual funds and pay no tax. Similar tax-free
accumulations may be made in connection with public employee retirement
systems. A limitation in the life insurance company tax provisions precludes
state and local governments from accumulating funds with life insurance com-
panies on an equivaient basis. This limitation may be explained as follows:

The federal income tax structure for life insurance companies is designed,
generally, so that amounts held for retirement plans will not be subject to federal
income tax. The purpose of these provisions is to permit life insurance com-
panles, like banks and other financial intermediaries, to accumulate investment
{ncome held for retirement purposes free of tax.

The Code provisions that prescribe this treatment fn the case of life Insurance
companies are only applicable, however, if the life fnsurance company’s contract
is fssued to a plan which s qualified under one of the various Code provisions
enumerated In section 805(d).

The above-described limitation, in light of the reluctance of public plans to
seek quallfied status under the Code, explains why life insurance companies
currently face great difficulties in soliciting or accepting funds from public
retirement systems. In the case of private plans, life insurance companies cover
approximately one-third of participants and fund approximately the same
proportion of total private pension plan assets. While there are no complete
statistics on the extent of professional management of public plans, the August
1978 Issue of Institutional Investor reports that of the 53 largest state public
employee funds, all or a portion of the assets of only 3 funds are held by life
insurance companies. In contrast, 48 of the systems manage all or part of their
funds internally. Similarly, a recent survey of seven major life insurance com-
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panles, which hold $45 billlon or 12 percent of the assets held for all plaus,
hold only $1.2 billion of 1 percent of the amounts held for public employee plans.
Since state systems can invest funds directly or through a properly drafted
bank trust on a tax-free basis, they would be ill advised to place those funds
with life insurance companies, and, in effect, have investment results credited
on an after-tax basis.

The full range of investment management alternatives should be available
to public employee plans. While life insurance companies are not the only
source for funding such plans, their relative prominence in the private sector
suggests at least that their contracts and facilities should be available to the
prudent administrator of a public plan on the sane basis as other funding media.

The Code Should Be Amended To Clarify the Ability of Life Insurance Companies
To Fund State and Local Retiremoent Systems

For the reasons stated above, the Internal Revenue Code should be amended
to clarify the ability of life insurance companies to fund state and local retire-
ment systems and eligible state deferred compensation plans on a tax-free basis.

Such an amendment would involve no revenue loss to the Federal Government.
To the extent that the amendment permits state and local plans to obtain better
investment performance, the cost of state and local retirement plans, and the
burden they place on the taxpaying public, will be reduced. Of course, to the
extent that investment results improve the funding of a public employee plan,
it is easler also to make benefit improvements for participants in appropriate
cases.

The proposed amendment would add a new category of pension plan reserves
to section 805(d) of the Code for contracts entered into with the retirement
systems, trusts or funds of a state, a political subdivision of a state or an agency
of instrumentality of either or with eligible state deferred compensation plans
as described in section 457. Additionally, a conforming cross-reference to this
new paragraph would be added to section 801(g) (1) (B)(il) and section 801
(8) (7) of the Code, involving pension plan contracts based on separate accounts.

A copy of the proposed amendment is attached.

Proposed Amendments Relating to Public Employee Plans

SectioN 1, PENSION PLAN ResErvis.—Section 805(d) of the Internal Revenue
Code of 1954 is amended by adding the following new paragraph :

*(8) purchased under contracts entered into with plans which (as of the
time the contracts were entcred into) were (A) retirement systems, trusts, or
funds of a State, a political subdivision of a State, or an agency or instru-
mentality of any one or more of the foregoing which do not provide an option
to defer compensation or (b) eligible state deferred compensation plans as
described in section 457 of the Code and, in the case of taxable years begin-
ning before January 1, 1882, plans described in sections 121(c) (2) of the
Revenue Act of 1978.”

SEC. 2. CoNTRACTS WITH RESERVES BASED ON SEGREGATED ASSET ACCOUNTS.—

(a) DEFINITION OF CONTRACT WITH RESERVES BASED UPON SEGREGATED ASSET
AccoUNT.—Section 801(g) (1) (b) (il) of the Internal Revenue Code of 1954 is
amended as follows:

“(il) which is described in paragraph (1), (2), (3), (4), (5) and (6)
of section 805(d) ***."?

(b) Basis oF AsSETs HELD FOR PENSION PrAN CoNTRACTS.— Section 801(g) (7)
of the Internal Revenue Code of 1954 is amended as follows:

*“(7) BASIS OF ABSETS HFLD FOR QUALIFIED PENSION PLAN CONTRACTS.—In
the case of contracts described in paragraph (1), (2), (3), (4), or (5) or
(6) of section 805(ad) the basic of each asset * ¢ *.”*

STATEMENT OF THE AMERICAN ELECTRONICS ASSOCIATION

On behalf of the American Electronics Association's high-technology exporters,
we urge the Senate Finance Committee to oppose any effort to eliminate or
modify the Domestic Internal Sales Corporation, or DISC.

' The proposed amendments aszume that current erroneous crossreferences to section
801(d) will be corrected by sec. 4(J)(4) of the Technical Corrections Act (H.R. 6715).
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AEA (formerly WEMA) is a trade assoclation representing more than 1,000
high-techno.ogy companies in 39 states. Over two-thirds of our member companies
are small businesses employing fewer than 200 people. Exports and international
trade are vital to our high-technology Industries. In a recent AEA survey, the
325 responding companies reported generating over $16.4 blllion in export and

. foreign operation revenues in 1976.

Mr. Chairman, our members are greatly disturbed by the Administration's
proposals to modify or phase out DISC. We belleve these suggestions are mis-
guided and could prove damaging to the nation’s economy. Right now our nation
is struggling with high domestic unemployment, inflation and an enormous trade
deficit. Increased exports could alleviate these problems. Qur exporters are
competing with foreign firms that are greatly assisted by their governments.
Furthermore, it seems to us that U.S. negotiators in Geneva should be able to
use DISC as an important bargaining chip in the export subsidy talks now
underway.

This i8 just not the time for Congress to be considering eliminating or reducing
the only export incentive the U.S. affords its exporters. Rather, Congress and
the Administration should be focusing their energles on developing a national
policy to put U.8. exports and the U.S. economy on much stronger footing.
Export incentives should be expanded, regulatory obstacles to exports should be
reduced, and a healthier domestic economic environment should be encouraged
by reducing taxes, especially those on capital gains, and by stimulating industrial
investmient, research and development.

International competitiveness, especially in the technology-intensive industries,
will continue to become ever more vital to the overall well being of the U.S.
economy. As a trade, rather than a tax matter, the U.S. cannot afford to neglect
the competitive strength of {ts exporters.

Since their creation in 1971 and despite their modification in 1976, the DISC
provisions have done exactly what the Congress intended them to do. They have
improved the competitiveness of U.S. firms in world markets by offsetting some
of the advantages other countries give their exporters via direct and iIndirect
tax subsidies. According to a study by the Special Committee for U.S. Exports,
between 1973 and 1975 DISC increased exports by about $8.7 billion, GNP by
$21.7 billion, export-related employment by 343,000 and overall employment by
1, 070,300 (man-years), and federal revenues by $3.61 billion.

The DISC has greatly assisted the international competitiveness of AEA mem-
ber companies and contributed considerably more to the U.S. economy than its
“cost’ {n deferred tax revenues.

In 1975 one of our member companies, San Fernando Electric Manufacturing
Company, told members of the House Ways and Means Committee how the DISC
tax provisions gave it the incentive to enter and succeed in export markets.
Mr. Alan Rubendall, San Fernando’s executive vice president, pointed out that
the greater cost of marketing abroad made it difficult, if not impossible, for a
smaller company to comeptitively market its products abroad. In January of
1973, San Fernando Electric formed a DISC and began to export. By September
1976, they had sold nearly $4 million worth of products abroad. This additional
volume created more than 98 U.S. jobs which otherwise would not have existed.
The added sales export volume created by the DISC provided higher corporate
income taxes for San Fernando Electric.

A 1975 AEA survey of its membership supported San Fernando Electric's ex-
perience. Two-thirds of the companies responding were small, with total sales of
less than $15 million in 1974. They reported that from 1972 to 1974, DISC had
helped them increase their total exports by $87 million a year and their U.8.
employment by 6,388. The respondents estimated an aggregate loss of $44.5
million in sales in 19768 and an immediate net loss of 1.800 jobs if DISC were
repealed. The APA survey, like Mr. Rubendall’s comments, clearly indicate that
DISC has been particularly helpful to medium-to-small sized firms entering the
export market or seeking to expand their sales of U1.S. products abroad.

That was back In 1975. But given today's trade deficit. the ongoing trade nego-
tiations, high unemployment and inflation, it Is even clearer to us that there is a
much greater need in 1978 for DISC and for a national trade policy explicitly
recognizing the importance of exports to the U.8. economy.

We urge the Senate to follow the House of Representatives' lead and join
with the National Governors’ Conference and U.S. industry in opposing anv
changes to DISC this year. We applaud your efforts to reduce federal taxes,
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especlally those on capital gains, These kind of constructive reforms will prove
extremely beneficial to the U.S. economy and its trading power. AEA’'s 1,000
member companies fully support this approach.

STATEMENT OF THE AMERICAR FARM BUREAU FEDERATION

The American Farm Bureau Federation is a voluntary, nongovernmental
organization repersenting nearly 3 million member families whose major goal
is to promote the interests of farmers and ranchers as well as the strength of the
total economy.

Tax policy has a significant effct upon the economic well being ot the agricul-
tural community, and Farm Bureau has taken a stand on various tax issues af-
fecting agriculture both directly and indirectly. We are pleased to submit this
statement on the tax reduction and reform proposals contained in H.R. 18511.

In general Farm Bureau supports the provisions of the bill. At the 59th annual
meeting of the American Farm Bureau Federation, the official voting delegates
of the member State Farm Bureaus adopted a number of resolutions consistent
with the tax policy embodied in this legislation.

1. Capital Gains Provisions

Farm Bureau policy maintains that “the tax treatment of capital gains should
encourage investment without creating tax loopholes or discouraging the sale of
property.” The restructuring of capital gains taxes provided in H.R. 18511 ad-
vances this principle. Among other things, it allows farmers who desire to sell
farmland an opportunity to do so without an onerous tax burden. Just as import-
antly, the reform and reduction of capital gains taxes can provide incentives to
both individual and corporate investors and spark new economic growth by
encouraging increased investment.

The proposal in H.R. 13511 to index capital gains also squares with “gains”
which reflect, in part, a decline in the value of the dollar. A partial answer to this
inequity I8 the indexing of such galins.

II. Business Tad Reductions and Ezxtensions

A. CORPORATE RATE REDUCTIONS

Farm Bureau policy states that “tax policy should be designed to encourage
private initiative, help stabilize the dollar, promote employment and economic
growth, and distribute the tax burden equitably.” The proposed reduction in the
corporate tax rate is in accord with this policy. Small agricultural businesses, as
well as many farms, will benefit from the enactment of this provision.

B. INVESTMENT TAX CREDIT

Farm Bureau supports the permanent extension of the 10-percent investment
tax credit contained in H.R. 13511 and encourages this Committee to go further
in revising the credit. Specifically, we urge the Committee to amend H.R. 13511
to include the provision of S. 3433, a bill introduced by Senator Herman Talmadge
(D., Ga.) to clarify application of the credit to include structures designed and
used solely for the production of poultry, eggs, beef, pork, or plants.

C. TAX ACCOUNTING

Farm Bureau is concerned that recent efforts by the Internal Revenue Service
to institute a system of capitalizing inventories, including growing crops in the
fleld. would have detrimental effects on many farmers. We support Section 342
of H.R. 13511, which permits a farmer. nurserrman or florist, who uses the ac-
crual method of accounting and is not required by Section 447 of the Code to
capitalize preproductive period expenses, to be exempt from the requirement of
Rev. Rul. 76-242 that growing crops be inventoried.

Federal estate tazes

It is Farm Bureau policy to “initiate efforts to repeal or to make major modi-
fications in the inequitable capital gains carryover basis provisions of the Tax
Reform Act of 1976." These rules are an administrative and financial hardship
on farmers, ranchers, and their families, and should be repealed.
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Although H.R. 6715, which provides for a three-year moratorium on applica-
tions of the carryover basis rules, is on the Senate calendar and is supported by
Farm Bureau, we urge that a complete repeal of the carryover basis provisions
be included in the Committee's amendments to H.R. 13511,

Other considerations

In addition to Farm Bureau’s general support of H.R. 13511 and specific
endorsement of the items mentioned in this statement, we call to your attention
these additional Farm Bureau policies:

“We believe that an amendment to the U.S. Constitution should be adopted
to require that the Congress operate on a balanced budget each year, and that
only in extreme emergencies could this requirement be waived with concurrence
of the House of Representatives, the Senate, and the Executive Branch of the
government.

“We support a Constitutional amendment to restrict the tax authority of the
federal government to a realistic percentage of the gross national product.

“We recommend that any tax cut he accompanied by a comparable cut in gov-
ernment spending.”

Adequate consideration of any revenue bill must take into consideration the
concepts of a balanced budget and limitations on federal spending and taxation.
These concerns are foremost in the minds of farmers and ranchers who daily
contend with inflated costs of production caused to a great extent by the federal
government's failure to live within its means.

We believe that the modest reductions proposed in this bill are justified by
their potential contribution to economic growth; however, there remains an
urgent need to hring Federal spending into balance with Federal revenues at
tax rates the public can afford to pay.

We, therefore, urge the Senate Committee on Finance to explore various means
of limiting both Federal spending and taxes at its earliest opportunity.

STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION

The American Hospital Association, representing some 6,400 hospitals and
other health care institutions, as well as over 27,000 personal members, appre-
clates this opportunity to present to the Committee our comments and recom-
mendations regarding tax reform and the threat certain proposals pose to char-
itable nonprofit health care institutions. The majority of our members are non-
profit hospitals ihat te varying degrees depend on philanthropie contributions to
help provide quality health care in their communities. Accordingly, the AHA
and its members are deeply interested in any legislation affecting tax incentives
for charitable giving.

Specifically, we are concerned about the Administration’s proposals for decreas-
ing or eliminating certain deductions which would increase the number of tax-
payers who elect to use the standard deductions and could decrease charitable
contributions to not-for-profit hospitals and other health care institutions.

THE NEED TO PRESERVE TAX INCENTIVES FOR PHILANTHROPY

During the early history of health and hospital care in this country. private
contributions comprised a substantial proportion of funds for building and opera-
ting hospitals. While other sources, including the government, now provide a
greater share of funds for these activities, not-for-profit health care institutions,
which represent the greatest portion of our health care resources, continue to rely
on charitable contributions for a variety of purposes. Some of these include
helping to meet outstanding mortgage ohligations and replace outdated facilities
and equipment; helping to meet unavoidable operating deficits that result from
payment limitations imposed by some third-party payers; support for health
research and education programs; helping to maintain and improve community
health care through, for example, subsidization of care for indigent patients;
and helping to finance experimental and innovative approaches to the delivery
of health care. .

These worthy activities are clearly in the public interest and philanthropie sup-
port for them diminishes a hurden on government. They also help reduce the cost
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of services to all patients. Moreover, private philanthropy reflects and fosters a
highty desirable participatory attitude by individuals toward the needs of their
communities. Governmental and private philanthropic activities in the health care
field, though often addressing different needs and problems, are complementary
expressions of support for better health for the people of the nation, and we
feel America can ill afford to forego this valuable source of venture capital.

THE TAX BYSBTEM AND PHILANTHROPY

Our society is based on the belief that diversity, free choice, and competition are
necessary elements of the public well-being. A pluralistic social structure confers
many benefits on its citizenry. It fosters experimentation and standard setting.
It supports endeavors which sometimes go beyond the expertise and obligation of
government. Most importantly, it encourages citizen participation in identifying
and attacking soclal problems.

Recognition of the many benefits of private giving for public purposes and the
absence of any personal financial gain by donors led the Congress after enact-
ment of the Federal income tax to establish tax incentives for charitable giving.
This has for years encouraged the traditional volunteer spirit that has well served
our society. However, charitable giving in America is in trouble and has not
kept pace with economic growth. The Filer Commission’s studies and report
(1975) show that, when adjusted for inflation, the level of charitable giving is
declining. A shift has also occurred in the source of charitable gifts. Whereas
the bulk of such gifts once came from lower- and middle-income groups, today,
as more and more taxpayers take the standard deduction, a smaller group of
individuals with higher incomes contributes the largest proportion of charitable
gifts. Tax proposals that wonld reduce the number of taxpayers who itemize their
deductions would surely accelerate this trend.

We believe that participation by individuals in meeting health needs in thelr
own communities should not be left solely to the affluent. When low and moderate
income families have little incentive to give, their voice in community life is
less, and they are less likely to become involved in community activities, Both
the present tax system and proposed tax changes that would increase the use
of the standard deduction would, unfortunately, abet this undesirable trend.

Further, reductions in the role of philanthropy would place additional burdens
on government. The services that hospitals provide are essential functions that
must be discharged, if not by the voluntary sector, then by the government. As
we all know, governmental support for health care has greatly increased under
Medicare and Medicaid and no one can doubt that additional tax revenues would
be required should the government become the sole source of funds for hospital
services. In such circumstances the government would in effect control and de-
termine what health programs and what institutions would be funded.

The AHA favors encouraging broader citizen participation in voluntarism by
allowing all taxpayers a deduction for charitable gifts. This is a proven, efficient
and easily administered way to encourage private philanthropy. According to a
study by Professor Martin Feldstein, for each dollar of government revenue
lost by allowing the deduction of charitable contributions of persons whose in-
comes are $30,000 or less, charitable organizations will receive $2.40 in increased
contributions. Clearly, the relationship between our tax laws and charitable
gliving is direct and highly significant.

In referring to this relationship and potential decreases in philanthropy for
health activities in the United States, former Assistant Secretary for Heaith
of the Department of HEW, Theodore Cooper, M.D., said:

‘‘Such a loss might be calculated in dollars, but it would be reflected in re-
search not carried out, service not provided, and innovations not expioited. In
short, the loss of philanthropy would hit hard at the very places where our
health care system is in most need of creativity and freedom, in the places
“;lhere raew ideas and new approaches to old problems can lead to needed
change.’

THE CHARITABLE DEDUCTION

The charitable deduction is not a tax loophole. Unlike other deductions, it is
not an expenditure that is of personal benefit to the taxpayer. Individuals never
gain financially from making charitable donations, since the tax savings are al-
ways less than the contribution. The Internal Revenue Code presently allows de-
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duction of charitable contributions only by those taxpayers who itemize their
deductions. There is no similar tax incentive to charitable glving for those who
take the standard deduction. Changes in the tax laws that would increase the
percentage of taxpayers who do not itemize deductions would inevitably bring
& decline in both the number and size of philanthrople gifts to charitable insti-
tutions such as hospitals. The American Hospital Association stroagly believes
this Committee and the Congress should act to prevent such a result and should
act, instead, to preserve tax incentives for charitable giving.

The AHA does not oppose tax simplification. Rather, we urge approval of leg-
islation that would offset the adverse and, we trust, unintended effect of any
changes in our tax laws that would reduce private giving for public purposes.
Senators Moynihan and Packwood have offered such a legislative measure that
would accomplish this goal. Their bill, S. 3111, would permit all taxpayers to
deduct the amount of their charitable contributions in calculating taxable in-
come, whether they itemize other deductions or use the standard deduction. We
commend Senators Moynihan and Packwood for their leadership in introducing
this legislation in the Senate and wholeheartedly support {ts enactment.

RECOM MENDATION

The American Hospital Association urges the Senate Finance Committee to
approve the substance of 8. 3111 as an amendment to H.R. 13511, the Revenue
Act of 1978.

We appreciate the opportunity to present these views and recommendations.

AMERICAN INDUSTRIAL DEVELOPMENT CouNcorL, INC.,
Kansas City, Mo., August 28, 1978.
Hon. RusseLL B. LoNg,
U.8. Senator, Russell Senate Office Butlding,
Washington, D.C.

DEAR SENATOR LoNG: As I promised during my testimony to the Senate Finance
Committee on August 24, I am sending, enclosed, a copy of a study done by our
organization which proves conclusively that industrial development reveune bond
issues @o not cause a revenue lsos to the U.S. Treasury, but in fact, produce a
gain for the Treasury. .

At the hearings there was a lot of discussion about computer projections on
future tax revenues. This booklet demonstrates that revenues do increase when
economic activity is stimulated. The problem with most of the Treasury estimates
is that they assume economic activity will remain static. In this way, they claim
that tax revenue is lost through the exemption on the interest of the bond. We
contend that the new jobs and new return on corporate investment results in new
tax income from which most taxes accrue to the Treasury.

I am also sending one of these books along with a copy of this letter to Ber-
nard M. Shapiro, Chief of Staff of the Joint Committee. I am sure that he will find
this informatfon to be of interest to other members of his staff.

Thank you again for the privilege of appearing before your Committee. We
hope that the Committee will be able to give earnest consdieration to our position
during the coming busy weeks when they will be charged with composing an ade-
quate tax bill.

Best personal regards.

Yours truly,
TroMAS E, Buxpy,
Director of
Industrial Development.
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SUMMARY REPORT

Debt issues with tax-exempt interest income have been
criticized based on the argument that the cost to the Treasury is
the foregone tax revenues associated with the tax-exempt income
to the holder of the note. Preliminary research indicates that it
would be difficult to agree with this premise for several reasons.
Among them: 1) the attendant cash revenues to the Treasury as
2 result of activity generated from use of the proceeds of an
issue. Included would be FICA payments by employee and
employer, withholding of federal income taxes, and tax revenues
generated by the increase in corporate income associated with
issuance of 2 lower coupon issue. 2) A substantial amount of
conventional corporate debt issues are purchased by institutions
and individuals for tax-qualified portfolios. Ownership in this
form réduces the immediate cash generation difference due to
issuance of tax-exempt issues.

The use of qualified Industrial Revenue Bonds (IRB) permits
the corporate user of the proceeds to acquire or improve depre-
ciable assets at a lower cost due to the lower borrowing rate
caused by the tax-exempt feature of the issue. In addition, the
uger is effectively able to tap a source of funds not previously
available to him. All of this is done at no appreciable trade-off
in tax-deductible expenses to the corporation, and effectively
lowers the rate of discount used in evaluating projects, thus
encouraging investment. Such investment adds jobs in the
economy.

IRB's are an example of fiscal policy stimulation. The
effect of the use on Treasury revenue requires the application of
a cost/budget approach in order to assess the real cost of the
issue, The treatment of measuring immediate foregone tax
revenues as the net cost is perhaps applicable to municipal
issues, but not to IRB's.

To compute the net benefit or cost to the federal government
via use of the IRB vs. conventional debt, the analyst must first
measure potential immediate loss of Treasury revenue via IRB's
as opposed to conventional debt. Next, the additional or incre-
mental tax revenues associated with the use of the IRB form of
financing, through such well-known sources as federal withhold-
ing and FICA payments, must be deducted from the gross cost
determined in the first step. Naturally most of the amount of
any "off-set' against Treasury revenue losses depends on the
net number of jobs created as a result of the IRB financing.

i
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INTRODUCTION

Industrial development bonds, perhaps more appropriately
called industrial revenue bonds (IRB's) by investors, are issued
in compliance with Section 103(b) of the Internal Revenue Code
of 1954, as amended. This section of the code and the regula-
tions promulgated thereunder permit interest income from such
qualified issues of IRB's to be exempt from Federal income
taxation, as are all municipal issues.

The Federal tax exemption for the interest income makes
this form of financing attractive to corporate users for a variety
of reasons. Undoubtedly the most important reason for their
use is the resulting direct decrease in the cost of funds to the
issuer since tax-exempt issues naturally sell at a dollar
premium. The user does not give up the ability to expense fully
the payments made to service the issue., This effectively lowers
the firm's cost of capital but does not affect the amount of tax
expense claimed by the firm. In addition to the cost savings
factor, the use of the IRB's permits the firm to tap a source of
investment capital not available to it previously. Investors seek-
ing a tax-exempt income in their investment portfolio are
usually not the same as those seeking high-coupon current
income. Also, the fact that most issues are sponsored by a
development authority that actually issues the debt and services
it, tends to give the issue a wider acceptance in the new issue
market. That is, the name of the issuing authority is attached
to the issue as well as the user of the property. Itis assumed
by many investors that the issuing authority has "invited" the
user to the area and not only approves, but encourages the user
to acquire or improve depreciable property in its area. Itis
interesting to notice that the default rate on these issues is
second only to U,S. Government issues.

The issuer is not the only party that benefits from the issue
of the securities, Since the primary use of the funds is to
acquire or improve depreciable property, there will be an
economic benefit to the related trades that support the depreci-
able property in the form of wages, salaries and so on. Beyond
this initial stimulus, there is a long term benefit to the immedi-
ate area in the form of creation of jobs, resulting in wages,
salaries and commissions that in turn create additional activity.
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Over the course of the past several years there have been
an increasing number of criticisms aimed at the tax-exempt
status of interest paid on these issues. These criticisms have
included charges of inequity and inefficiency, as well as claim-
ing substantial revenue losses for the Treasury. It is our
contention, however, that in light of the above discussion, IRB's
are substantially different from other municipal issues, and must
be analyzed as such. Far from being a cost to the Treasury,
such issues may in fact provide net revenues.

This paper is intended to be suggestive rather than definitive,
but it seeks to indicate the direction future research might
follow. It uses very limited data to make a preliminary state-
ment about the costs to the Treasury of IRB's. We do not
attempt to discuss the other sizable benefits to industry of these
bonds, nor their impact on the horizontal equity or progressivity
of the tax system,

THE NATURE OF THE PROBLEM

In the course of the past several years the United States tax
regulations have been altered with the objective of increasing
the level of investment activity, The stimulation provided by
these alterations have taken the form of investment tax credits,
which are in effect a subsidy for purchasing new equipment;
accelerated rates of depreciation on investment projects, which
lower the present value of future tax liabilities; and various
alterations of corporate and business tax rates. In addition to
these policies, Industrial Development bonds as a source of
long-term financing have been used in essgentially their present
form since 1968. Since the interest on such bonds is tax free,
they have been subject to criticism on the grounds that the
Treasury is being deprived of revenue that it would otherwise
receive.

Industrial Development bonds have in general been analyzed
in the same manner as any other Municipal bond issue, but it is
our contention that they differ substantially, both in the use to
which such funds are put and in their net impact on the Treasury.
The ugual style of analysis ignores completely the benefits to
the Treasury, while concentrating on the costs.” We feel,

'For an example of the usual style of analysis, see U.S.
Treasury Department, '"Comparison of the Interest Cost Savings

2
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however, that a cost-benefit study would be a much more valid
approach in attempting to assess the real cost of this type of
financing.

If the analysis is merely to compute foregone immediate
Federal tax revenue on a taxable vs., tax-exempt issue, it can be
clearly seen that there is a net cost in the use of this type of
financing to the Federal government. In Figure | we present a
simple supply and demand apparatus to aid in understanding the
nature of the costs to the Treasury of tax-exempt interest pay-
ments. Let it denote the interest rate payable on a fully taxable
instrument of similar risk and maturity as a representative tax-
exempt instrument, while ie is the tax-exempt rate. The supply
curve of funds to the exempt market will be a function of the
difference between these two rates, and the marginal tax rate
paid by the prospective purchaser, and will be given by:

ie = (i - t)it
where t is the highest marginal tax rate. As a purchaser moves

into higher marginal tax brackets, he will be willing to accept
lower ie, which accounts for the positive slope of the supply

curve.
i
S

7C /
Iy

b
ig
i
o

D
a Quantity of Funds
Figure 1

and Revenue Loss on Tax-exempt Securities, ' State and Local
Public Facility Needs and Financing, Vol. 2, U,S. Congress,
Joint Economics Committee, 89th Congress, 2nd Session, 1366.
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A first approximation of the costs to the Treasury may be
estimated from Figure 1. The rectangle igitcb represents the
interest subsidy to the firm using IRB's, while the area ighig
represents a subsidy to saving of the purchaser of these bonds.
The total potential cost to the Treasury would then be the sum of
these two areas, ii.ch.

The preceding style of analysis is probably adequate to
analyze an ordinary municipal bond issue, but not for industrial
development bonds. One reason is immediately apparent. If the
subsidy i i;cb represents actual reduced expenses to the firm,
they will appear as gross profit, and be taxed at the corporate
income tax rate. If we assume a corporate rate of 48%, almost
one-half of this subsidy is immediately paid to the Treasury.
This would reduce the cost to the Treasury to the outlined area
of Figure 2, from the outlined area of Figure 1.

i
S
c /

t ~ ]
ie

io

D
a Quantity of Funds

Figure 2

In addition to the above considerations, since it is generally
assumed that new jobs are created as a result of the issue of an
IRB, the wage-earner and his employer will both remit to the
federal government a prescribed amount based on the payments
to the employee for services performed. These remittances to
the Treasury will offset some or all of the remaining cost, and
could well represent a net benefit to the Treasury.

4
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The remainder of this report will be concerned with a
straightforward attempt to analyze the net cost or benefit to the
federal government of the IRB form of industrial financing. The
system of analysis used will be to compute:

1. Annual U.S, Treasury tax revenue loss via issuance of
IRB's rather than straight corporate debt.

2, Determination of annual tax revenues remitted to the
Treasury as a result of the economic activity created

via the use of IRB's.

3. Determination of the net benefit or cost to the Treasury
under alternative assumptions.

COMPUTATION OF TREASURY NET BENEFIT OR LOSS

In order to be able to complete the analysis, certain basic
data and assumptions are necessary. State agencies have proe
vided data on the dollar amounts of these issues, excluding
pollution control issues, and the number of jobs created as a
result of the IRB issue. Federal data vere used to determine
the average hourly payroll rates for the area affected by the
issue of IRB's, as well as the average work week in the area,
and the annual payroll tax rates for federal income tax and FICA
contributions.

Table 1 provides a summary of the computations for the
seven states for which data are available. Consider the data
given for Arkansas. The State provided data for the period
1959-1977 (June), reporting the total value of IRB's issued over
the period to be $703,564,850 and the number of jobs created as
a result of these bonds to be 53,339, The potential cost to the
Treasury owing to the fact that the interest payable on such
bonds is tax-exempt, is computed assuming that the average
rate of interest on taxable issues is 8.5% and that the applicable
marginal tax rate is fifty percent. It is clear that if the interest
rate were actually higher or lower for a particular period, the
applicable rate should be used. We feel that 8.5% will represent
a reasonable rate for taxable issues for the recent past,

In computing the potential loss, it is assumed that the prin-
cipal amount will earn the 8.5% and all of this will be taxable at

5
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the marginal rate of 50%. In fact, this rate is probably high
owing to the fact that the high coupon corporate bond is a favorite
holding for such tax-qualified investors as pension and profit-
sharing plans. For example, in 1974 it was established by
Soloman Brothers that approximately 40% of corporate debt
issues were purchased by private and state and local pension
plans, which would indicate that the appropriate marginal tax
rate should be 30%. For the purposes of illustration in Table I,
however, we use the 50% rate.

Offsetting the Treasury loss as computed above is the pay-
ment of Federal income tax and FICA contributions to the
Treasury, which, using the current appropriate rates amount to
$1,450 per worker per year. In addition, if the firm earns any
accounting profits, the amount of the subsidy received due to
lower interest costs will go to increase gross before tax profit,
and will be subject to the 48% corporate income tax. This cor-
porate income tax on the subsidy alone, will amount to $5,065,667.
It is clear that a profitable firm will earn additional taxable
income, and to the extent that the firm would not have come into
existence without IRB financing, this would be an additional
offset. We do not, however, include this tax.

The last column of Table I shows that the net annual benefit
to the U.S, Treasury is $47,440,638, 'That is, if economic
activity is undertaken which would not have been initiated in the
absence of IRB financing, the Treasury not only would not suffer
a loss in revenue, ‘but would in fact gain 47.4 million dollars of
additional tax revenue. Based on the data which we have
examined, the average net tax revenue gained by the Treasury
is $1,143,71 per job created per year.

It may be argued that the number of jobs reported as having
been created in the short run due to IRB financing is excessive,
since some of the investment spending which created the jobs
would have taken place even in the absence of IRB's. In addition,
some of the jobs reported would not be net increases since, for
example, a firm relocating from one state to another may add
few additional workers, and the gain reported for one state
would be offset by the loss suffered in another. Table II shows
the net benefit to the Treasury if we assume that the same
dollar volume of IRB's were issued, but only one-half of the
reported number of jobs are net additions. Table III makes the

6



ANNUAL BENEFIT OR LOSS TO THE TREASUR
REPORTED ARE NET ADDITIONS

Y 1IF ALL JOBS

l'.l'he periods for which data are available differ from state to state. See Appendix.

DOLLAR ) R ToTAL? NET

VALUE POTENTIAL® SUBSIDY® CORP. TAXES cosTY

OF IRB'S TREASURY TO I.T. ON JOBS PER OR
STATE ISSUED LOSS FIRM _ SUBSIDY CREATED WORKER BENEFIT
Arkansas 703,564,850 29,901,506 10,553,472 5,065,667 53,339 1,450 47,440,638
Connecticut 100,037,984 4,251,615 1,500,569 720,273 5,152 2,343 7,821,606
Georgia 30,250,000 1,285,625 453,750 217,800 1,636 1,699 1,493,939
Hlinois 32,140,000 1,365,950 482,100 231,408 2,236 2,774 4,836,652
New Hampshire 34,040,000 1,446,700 510,600 245,088 4,435 1,601 5,654,350
New York 206,251,000 8,765,667 3,093,765 1,485,007 13,164 2,325 21,538,107
Oklahoma 58,000,000 2,465,000 870,000 417,600 5,979 1,968 9,304,567

zAssuming that the average interest rate on taxable issues is 8.5%, the marginal tax rate is 50%.

and all bonds are term bonds.

3Asuuming that the average interest rate of IRB's is 1.5% below the rate on taxable issues.

4A'num_ing a family comprised of the wage earner, spouse, and two children.

L AOVd ‘ATEVI QIIDIYHOD

68€1
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TABLE 1l

ANNUAL BENEFIT TO THE TREASURY IF ONE-HALF
OF THE JOBS REPORTED ARE NET ADDITIONS

NET JOBS TOTAL TAXES NE7T COST OR
STATE CREATED PER WORKER BENEFIT
Arkansas 26,670 1,450 8,769,269
Connecticut 2,576 2,343 1,732,433
Georgia 818 1,699 104,157
Illinois 1,118 2,774 1,735,382
New Hampshire 2,218 1,601 2,103,517
New York 6,582 2,325 6,537,483
Oklahoma 2,990 1,968 3,418,336
TABLE IlI

NUMBER OF JOBS WHICH MUST BE CREATED FOR

THE TREASURY TO BREAK EVEN

(2}

(1) NET JOBS COL. (2) AS A%
STATE CREATED OF JOBS REPORTED
Arkansas 20,622 39%
Connecticut 1,814 35%

Georgia 757 46%
Illinois 492 22%
New Hampshire 903 20%
New York 3,770 29%
Oklahoma 1,252 21%

same assumptions concerning the dollar value of bonds issued,

but computes the number of jobs which must be created for there
to be neither a gain nor a loss to the Treasury.

It is clear from a perusal of Table III that if tie actual
number of net jobs created ranges between 20% to a high of 46%,
there will be no direct cost to the treasury as a result of IRB

financing.
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SUMMARY AND CONCLUSIONS

In analyzing the effect of federal revenues due to the use of
the IRB as opposed to conventional corporate debt instruments to
fund the acquisition of depreciable assets, the analyst must go
beyond the shallow treatment that merely measures the loss of
gross revenues to the Treasury by comparing estimated tax
flows from the interest income on corporates against the tax-
exempt status of the IRB interest income. Admittedly, there is
a time difference to the Treasury relating to the taxability of
both streams of interest income, although two points must be
recognized even with this simple approach. One is that it is
asgumed that the corporate issues will be purchased and held by
a current tax-paying entity. Such is obviously not the case. As
tax-qualified institutions abound to fund private (fully fund under
ERISA) and public pension plans, the revenue to be derived from
immediate remittance of taxes are deferred for extended periods
of time. Secondly, it is assumed that if the IRB is not available
as a source of funds to the user, he will instead opt for the use
of conventional corporate debt sources and proceed with the
investment project. Such may not be the case for several
reasons.

The use of IRB financing typically lowers the cost of capital
for specific projects approximately 1.5% to 2,0%, and this factor
then will in most cases cause the firm to raise its discount rate
(present value factor) by the same amount. This will mean an
increase of approximately 23% if a 6.5% tax-exempt IRB is com-
pared to a fully taxable 8% issue.

In addition to the explicit cost factors mentioned, there is
the fact that many small to medium-sized companies find it
difficult to sell their bond offerings in the money market.
Reasons for this include a lack of knowledge that the market has
about such small firms, their lower capitalization, and the
relatively amall size of their issues which make secondary
market sales difficult.

On the buying side of the market, it is at least implicitly
assumed that all investors would buy the same volume of taxable
bonds in the absence of tax-exempt issues. This would not be
the case in the absence of very substantial increases in the
coupon rate. Rather, it would be reasonable to assume that at

9
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least some such investors would seek alternative : stments
which provide a tax shelter, and thus reduce the supply of funds
to the capital market.

Going beyond the cursory look at gross revenue stream
differentials to the Ireasury, it is necessary to examine the
effect of the use of the IRB on other revenue sources to the
Treasury. Immediately two such sources are evident, The first
relates to the cost savings associated with the use of the IRB to
the using corporation. The 1.5% referred to earlier normally
results in an increase in taxable income by the amount of the
savings since there is no direct cost to the corporation for this
amount of subsidy. This increase in taxable income will result
in immediate remittance at the firm's federal marginal tax rate.

The second, and undoubtedly more important factor, is
related to the number of jobs created by the use of IRB financing.
Each net new position created by IRB's, including both the direct
and indirect effects, results in federal withholding and employee/
employer FICA contributions. Naturally the amount of contri-
bution per job will depead upon wage levels, working time and
tax status of the individual, Data are available to estimate the
potential impact of such contributions, and we have shown in this
study such estimates. The key to this part of the off-set to the
Treasury of the cost of the use of IRB's is the number of jobs
thus created. Since we lack suitable data on the short-run net
job creation, we have presented evidence using several alterna-
tive assumptions.

It is clear from the foregoing analysis that previous studies
have seriously overstated the net costs to the Treasury because
of the tax-exempt interest payable on IRB's. It is very difficult
to argue for the removal of the tax exemption on IRB's on the
grounds of the costs to the Treasury in terms of foregone tax
revenues.

10
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PAYROLL TAX DATA

CT OK NY NH GA 1L AR
Annual
Wage $10,655.00 $9,832.00 $10,735.00 $8,590.00 $8,762.00 $12,025.00 $7,845.00

Federal
Withholding
Per Year 956.80 748,80 956.20 540.80 540.80 1,263.60 436.80

FICA
Per Year
Employee 623.40 574.92 627.60 502.54 512.52 703.44 459.12

FICA
Per Year
Employer 623.40 574.92 627.60 502.54 512.52 703.44 459.12

NOTES:

Annual Wage based on state's average gross earnings for production workers June, 1976.

Source: Employment and Earnings, June 1976, Vol. 22, No. 12, Bureau of Labor Statistics,
U.S. Department of Labor.

Federal Withholding Taxes computed from applicable tables assuming four (4) dependents.

FICA computed based on current applicable rates.

FICA Per Year Employer same as Per Year Employee for annual salaries up to $16,000.00.

€681
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ARKANSAS

Statistics available for period 1959 - 1977 (June) with some
issues eliminated because of incomplete data.

Total issues identified = $703,564,850.
Jobs created by issues = 53,339
Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $703,564,850 x .085 x .5 = $29,901,506/Year.

Computed annual payroll
created by issues = 53,339 x 3.80/Hour x 39.7 Hours/Week x
52 Weeks/Year = $418,429,510/Year.
Computed annual payroll taxes:
Federal Income Tax ~ $23,298,475
FICA (Employee) - 24,489,001
FICA (Employer) -~ 24,489,001

TOTAL $72,276,477/Year

12
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CONNECTICUT
Statistics available for period July 1973 - June 1977
Total issues identified = $100,037,984.,
Jobs created by issues = 5,152
Average interest rate = Not known

Assumed interest rate
if taxable bonds - 8.5%

Computed annual U.S. Treasury
Revenue loss = $100,037,984 x .085 x .5 = $4,251,615/Year.

Computed annual payroll
created by issues = 5,152 x $5.01/Hour x 40.9 Hours/Week x
52 Weeks/Year = $54,895,937/Year.
Computed annual payroll taxes:
Federal Income Tax - $4,929,434
FICA (Employee) - 3,211,757
FICA (Employer) - _3,211,757

TOTAL $11,352,948/Year
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GEORGIA
Statistics available cover year 1975
Total issues identified = $30,250,000.
Jobs created by issues = 1,636
Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8,5%

Computed annual U.S. Treasury
Revenue loss = $30,250,000 x .085 x .5 = $1,285,625/ Year,

Computed annual payroll
created by issues = 1,636 x $4.13/Hour x 40.8 Houra/Week x
52 Weeks/Year = $14,334,972/ Year.
Computed annual payroll taxes:
Federal Income Tax - $884,749
FICA (Employee) - 838,482
FICA (Employer) - _838,482

TOTAL $2,561,713/Year

14
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ILLINOIS
Statistics available for 1972 - 1977 (July)
Total issues identified = $32,140,000
Jobs created by issues = 2,236
Average interest rate = Not known

Agsumed interest rate
if taxable bonds =8.5%

Computed annual U.S, Treasury
Revenue loss = $32,140,000 x .085 x .5 = $1,365,950/Year.

Computed annual payroll
created by issues = 2,236 x $5.71/Hour x 40.5 Hours/Week x
52 Weeks/Year = $26,888,481/Year
Computed annual payroll taxes:
Federal Income Tax - $2,825,410
FICA (Employee) - 1,572,892
FICA (Employer) - 1,572,892

TOTAL $5,971,194/ Year
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NEW HAMPSHIRE

Statistics available for 1972 - 1977 (July)
Total issues identified = $34,040,000
Jobs created by issues = 4,435

Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8,5%

Computed annual U.S. Treasury
Revenue loss = $34,040,000 x ,085 x .5 = $1,446,700/Year.

Computed annual payroll
created by issues = 4,435 x $4.13/Hour x 40.0 Hours/Week x
52 Weekes/Year = $38,098,424/Year
Computed annual payroll taxes:
Federal Income Tax - $2,398,448
FICA (Employee) - 2,228,757
FICA (Employer) - 2,228,757

TOTAL $6,855,962/Year

16
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NEW YORK STATE

Statistics available cover period 1970 - 1976
Total issues identified = $206,251,000

Jobs created by issues = 13,164

Average interest rate = 7.09%

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S, Treasury
Revenue loss = $206,251,000 x .085 x .5 = $8,765,667/Year.

Computed annual payroll
created by issues = 13,164 x $5.20/Hour x 39.7 Hours/Week x
52 Weeks/Year = $141,315,540/Year

Computed annual payroll taxes:

Federal Income Tax - $12,595,315
FICA (Employee) - 8,261,726

FICA (Employer) - 8,261,726
TOTAL $29,118,767/Year

17
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OKLAHOMA
Statistics available are based on sample of 27 projects
Total issues identified = $58,000,000
Jobs created by issues = 5,979
Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $58,000,000 x .085 x .5 = $2,465,000/Year

Computed annual payroll
created by issues = 5,979 x $4.68/Hour x 40.4 Hours/Week x
52 Weeks/Year = $58,783,992/Year

Computed payroll taxes:

Federal Income Tax - $4,477,075
FICA (Employee) - 3,437,446

FICA (Employer) - _3,437,446

TOTAL $11,351,967/Year

18
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STATEMENT OF THE FEDERAL TAx DIVISION OF THE AMERICAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS

Introductory Statement

The American Institute of Certified Public Accountants is the sole national
organizat' »n of professional CPAs. It was established in 1887 and currently
has over 140,000 members.

On April 7, 1978, the AICPA submitted comments to the House Ways and
Means Committee on many of the President's 1978 tax propoeals. Most of the
recommendations we opposed are not included in H.R. 13511. Some amend-
ments we favored are also omitted. With a few exceptions, we belleve that
H.R. 13511 is generally consistent with the positions we adopted and presented
to the Ways and Means Committee. Our accompanying comments on H.R.
13511 are, therefore, limited to some general observations that we think are
particularly pertinent, and a few specific provislons with respect to which we
have previously expressed our disagreement. We have also previously com-
mented to the Senate Finance Committee on a number of the provisions of
H.R.t 2115 and on varjous proposals to modify carryover basis (see attach-
men .

As intimate observers of the effects of our tax system on taxpayers in gen-
eral and on the business communlty in particular, the AICPA is seriously
concerned about what seems to be an accelerating pace of tax law changes.
A list of all the major and miscellaneous additions to the amendments of the
Internal Revenue Code enacted since June 30, 1969 (a period of nine years)
ts attached to this statement (attachment 2). That list runs almost seven
pages. Most of the amending acts are minor, but a growing number are quite
significant—and even the minor changes can be important to a significant group
of taxpayers. As a result, CPAs are observing a serious phenomenon. Even our
most sophisticated clients are beginning to despair understanding the system
and how It affects them or their businesses. The constant changes, actual,
proposed or suggested, make it very difficult to plan ahead and may very well
be impeding business expansion and development. Cliche or not, it is true that
business has difficulty with uncertainty. Constant changes in tax rules have
become an important element of uncertainty. The Institute urges that the
{nterim between major tax legislation be extended so that taxpayers can plan
their affairs under a stable set of rules. The interim could then be used to
study, discuss and refine proposed change3. Then, at the appropriate time,
major revisions could be made with greater consensus and fewer imperfections.
The AICPA would suggest that such a procedure would be, in and of itself,
a major contribution to the professed goal of tax simplification.

TITLE 1, S8UBTITLE A—TAX REDUCTIONS AND EXTENSIONS

While the Institute supports a substantial reduction in personal income
taxes because of the effects of inflation and increese in social security taxes,
it does not have a position on the allocation of the reduction among income
groups. These difficult decisions are appropriately made by Congress, as the
people's representatives. Nevertheless, in making such decisions, the AICPA 18
sure that Congress will wish to conslder the manner in which the burden of
income taxes is presently borne.

It was pointed out recently, for example, that taxpayers with “expanded
income” of $50,000 or more (using 1976 levels of income—see attachment 3)
received 31.2 percent of the benefits of all “tax expenditures”. It should also
be noted, however, that this group, which made up 1.4 percent of taxpayers,
recelved 10.7 percent of the total expanded income and was llable for 23 per-
cent of the total individual income taxes. Thus, this small group of taxpayers
owed more than twice their share of taxes as compared with their share of
income. A more detalled comparison of the share of tax llabilities and tax
_expenditures at some levels of expanded income is even more enlightening.
Taxpayers in the $30,000-$50,000 expanded income range owed 16.2 percent
of the total taxes and received 167 percent of the tax expenditures. In the
$50,000-$100,000 range, the shares are 12.2 percent and 13.6 percent respec-
tively and from $100,000-$200,000 the equivalent shares are 6.0 percent and
7.8 percent. Only at the very highest brackets of taxpayers with expanded
fncome of $200,000 or more do you get as high a disparity as 4.8 percent of tax

34-360 O - 78 - 13
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and 8.8 percent of tax expenditures. The ATCPA would surmise that these fig-
ures will, if anything, skew further against higher income taxpayers in 1977

The thrust of these statistics is to suggest that our often maligned income
tax system, though far from perfect, works better than commonly perceived.
The Insitute thinks, therefore, that the fairness and the effects of continually
allocating a greater percentage of the burden to relatively higher income groups
(who, incidentally, are often working men and women) should be serlously
questioned. To the extent that H.R. 13511 distributes its reduction in regular
income taxes in proportion to the present distribution of the tax burden among
the various income groups, it is responsive to this concern.

Section 202—Extension of at risk provisions to closcly held corporations

The AICPA does not agree with extending the “At Risk” rules to closely-held
corporations (corporations that have five or fewer shareholders owning more
than 50 percent of their stock). While non-recourse financing has been a problem
at the individual level, there 18 no real evidence that corporations, other than
Subchapter S corporations and personal holding compantes, have used the Crane
case rule other than in the ordinary course of their businesses. There is also
no reason to distinguish between closely-held corporations and widely-held
ones. Until such evidence is found, remedial legislation should continue to exclude
corporations other than Subchapter S or personal holding companies.

Section 211—Penalty for failure o file partnership rcturn

Section 211 provides a penalty of $50 per partner per month for up to flve
months for failure to timely file a complete partnership information return.
This penalty is in addition to the criminal penalties imposed by Code section
7208 for. willful fallure to file a return, supply information, or pay a tax. There
are also penalties applicable to the same income at the individual taxpayer level.
The AICPA believes that the penalty provided by Section 211 should be con-
sistent with the penalties that are currently assessed for failure to file other
information documents, such as Forms 1086 and 1099.

TITLE I1II, BUBTITLE D, PART I-—PROVISISONS RELATING TO SUBCHAPTER B

The AICPA generally agrees with the tax proposals that would liberalize the
Subchapter 8 rules. However, the AICPA has submitted, under separate cover,
a comprehensive Propnsal for Complete Revision of Subchapter S Provisions,
dated February, 1978. This AICPA proposal goes far beyond the House-passed
provisions, and expresses the ATCPA’s definitive views on needed Subchapter 8
reform. Certain of the AICPA proposals—those related to areas covered in the
House-passed bill—are included in the discussion that follows.

Section 331—Subchapter C corporations allowed 15 shareholderg and section
332—permitied shareholders of subchapter § corporations

The AICPA agrees in principle with the expansion of ownership requirements
tq embrace more shareholders, l.e., the increase in allowable shareholders from
10 to 15, the addition of the grantor of a grantor trust as an allowable share-
golder, and the treatment in all cases of a husband and wife as a single share-

older.

However, the expansion of eligible shareholders should not stop here. The
AICPA advocates the complete elimination of any numeric limitation on the
number of shareholders of an electing small business corporation, as long as
all shareholders consent to Subchapter S treatment. Furthermore, the AICPA
recommends that ineligible shareholders be restricted only to foreign persons
and public corporations. For example. eligible shareholders should, at least, in-
clude Small Business Investment Companies (SBICs), Employee Stock Owner-
ship Plans (ESOPs), and Tax Reduction Act ESOPs (TRASOPs).

The AICPA believes that further lberallzation of Subchapter S ownership
requirements will provide additional capital resources to small businesses and
will reduce the incidence of double taxation.

Section $88—Eztension of period for making sudohapter S elections

The provision in the House-passed bill to expand the period of time to make
the Subchapter 8 election to include the entire preceding taxable year of the cor-
poration and the first 75 days of the taxable year for which the election is effec-
tive is a desirable improvement over the present law,
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The AICPA, however, believes the election privilege should be further extended
to allow the election and consents to be made up to the filing date of the corporate
tax return, This procedure would be cousistent with other corporate elections,
such as the election to file consolidated returns and the adoption of the LIFO
{nventory method. This procedure would also be analogous to the provision
which permits amendment of a partnership agreement any time prior to the un-
extended due date of the partnership return. An extended election period will
also provide greater certainty of a proper election, particularly with respect to
the first year of corporate existence where the exact date of the beginning of
the taxable year {s questionable.

As stated in the introduction to this section, the AICP has issued its com-
prehensive recommendations for revising the Subchapter S provisions. The AICPA
asks Congress to glve full consideration to these recommendations in connection
with the specific comments on this legislation.

TITLE IV—CAPITAL GAINS

In general, the AICPA opposes any further increase in the Federal income tax
burden on long-term capital gains. There {s, we believe, general recognition of
the importance of increasing the pool of investors in this country. The tax incen-
tives for that purpose shoulgd, if anything, be increased rather than diminished.
Our detailed views are set forth in the AICPA’s Statement of Tax Policy Number
1, Taxation of Capital Gains, coplies of which we would be pleased to make avail-
able.

Section j01—Repeal of alternative tax or capital gaing of individuals

The AICPA opposes the repeal of the existing alternative tax on capital gains.
Retention of the alternative tax on the first $50,000 of annual long-term caplital
gains serves a particularly useful purpose. It must be remembered that the alter-
native computation provides a “ceiling” on the tax. The actual liability may, of
course, be lower—it can’'t be higher. In our judgment, this tax relief provides
a meaningful incentive for taxpayers with some Iinvestable funds to make the
decision to invest.

It should be noted that while the proposed legislation would generally decrease
the tax on long-term capital gains, the repeal of the alternative tax would increase
the tax on such gains for many investors. For example, a widow with $75,000 in
net taxable income, realized from dlvidends and interest who realizes a long-term
capital gains of $50,000, wou'd pay over $3.000 more in taxes under the proposed
bill than she would under existing law This i{s demonstrated by the following
computations. (Note that the proposed reductions in the tax rates and the pro-
posed changes in the minimum tax on capital gains do not offset the effect of
the proposed change in the alternative tax.)

1978 tax

Tax on $75,000 ;
Tax on 872,200 __ e $32, 790
Plus 68 percent times $2,800_ _ . _____ e 1, 848
34, 638
Alternative Tax on Capital Gains__ . __________ 12, 500
47,138

Minimum Tax:
Total TaX Preferences o e - $25, 000

Less one-half of income tax reduced by general tax credit (47,138

minus 180 divided by 2) . i ciaaaa 23, 479
1, 521
X. 18
228
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1978 tao under H.R. 13511 as passed by the House
Tax on $97,700 e e e e e $48, 813

Plus 69 percent times 2,300 1, 587

50, 400
Extoting law, L. I I S
03T, 8 28 T - 3,034

We believe that a tax increase, as illustrated above, is an undesirable result,
and Is contrary to the goals intended to be achieved by the over-all reduction in
long-term capital gains taxes contained in H.R. 13511,

ATTACHMENT 1.—COMMENTS ON VARIOUS PROPOSALS 'To MODIFY CARRYOVER
OF Basis ox H.R. 6715

Introduction

In letters dated March 1, 1978, addressed to Senator Russell B. Long, Chalr-
man, Senate Committee on Finance, and to Representative Al Ullman, Chalrman,
House Committee on Ways and Means, we stated that the Executive Committce
of the Tax Division had determined that the AICPA should withdraw its oppo-
sitlon to carryover of basis.

The letters expressed the bellef that the provisions of 8. 2461, introduced by
Senator Hathaway on January 31, 1978, if amended by certain other proposals
which have been made by the Department of the Treasury, and others which
the AICPA would proffer, would change our previously expressed conclusion
that the current law is unworkuble. Accordingly, we recommended that the
effective date of carryover be deferred—as has been passed upon hy the Senate
Finance Committee—and that S. 2461, as appropriately amended, be enacted
to become effective at the end of the deferral period. We also urged that further
hearings be held in the near future so that the merits of further proposals to
amend carryover could be weighed.

The AICPA has been pleased to see that sincere criticisms of the carryover
basls rules have been met by responsible and constructive proposals, of expanding
scope and perception, by the Department of the Treasury (in the form of a
memorandum dated January 9, 1978, and addressed to the Joint Committee on
Taxatlon) and those embodied in bills introduced by Senator William D. Hath-
away (S. 2461), and Representative Willlam A. Stelger (H.R. 10617). There are
some differences among the proposals to change and Improve the carryover basis
rules, and there are matters as yet untouched by the proposals. In the comments
which follow, the AICPA expresses its support for various proposals, its prefer-
ences where differences exist, and offers suggestions for further improvement in
the rules.

In addition to the Hathaway and Steiger bills cited above, reference will be
m;de% the bill introduced by Senators Harry F. Ryrd, Jr. and Robert Dole
(S. 2228).

PART I—PROPOSAL FOR MODIFICATION OF CARRYOVER BASIS WHICH ARE BUPPORTED
THE AICPA

1. Ezclusion from ocarryover

Under the Tax Reform Act of 1976, the carryover basis rules apply to estates
containing $60,000 of carryover basis property. Consequently, although the
executor may not be obliged to flle a Federal estate tax return, he may nonethe-
less be obligated to perform the search of the decedent’s records—for purchase
dates and prices of assets—make the extensive computations, and maintain
records and issue {nformation called for under the carryover rules. The process
18 time-consuming, expensive, and unproductive of sufficlent revenues to make
the rigors of compliance justifinble In the case of estates of modest size.

The AICPA strongly urges adoption of the immedlate outrieht exception from
carryover provided for estates consisting of $175.000 or less of carryover basis
property granted by both the Hathaway (S. 2461) and Steiger (H.R. 10817)
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bills. The $175,000 figure corresponds to the exemption equivalent of the estate
and gift tax unified credit when it is fully phased-in by 1981. This approach, as
opposed to a phase-in of the exception would be particularly appropriate and
would result in little revenue loss if the effective date of carryover I8 deferred
until 1979, as contemplated by the Senate Finance Committee and as we have
recommended.

2. Ezemption from carryover for personal and household effcots

Under current law, an executor can elect to exclude $10,000 in personal and
household effects from carryover. This provision purports to solve the problems
which would beset executors who must ascertain the bases for multitudes of as-
sets which were in the possession of most decedents.

The AICPA supports the position in the forewords to the Hathaway and
Steiger bills, that the exemption !s inadequate to accomplish its purpose and
shiould be increased to $25,000. It would be appropriate for the terms ‘‘personal
and household effects” to be broadly defined so that the intended relief would
apply to widely-held non-business tangible assets.

3. Minimum basis adjustment

Consistent with our recommendation for the exclusion of estates with less
than $175,000 of carryover basis property from the carryover rules, the AICPA
believes that the minimum basis adjustment should be increased from the figure
of $60,000 under the Tax Reform Act of 19768 to $175,000 without phase-in, as
proposed by the Hataway and Steiger bills.

4. Adjusted basis of personal rcsidence

Determination of the decedent’s basis for his personal residence is a particular
problem for the Executor under current law. An accurate determination requires
identification of every payment for improvements over what might be decades of
residency. The Treasury proposals and the Hathaway and Steiger bills each offer
resolutions of the problem, but vary in their details. The approach is an assump-
tion of a dollar amount of improvements for each year the property was held. The
Treasury's figure is $750 with a limitation of $30,000.

The AICPA recommends adoption of the Treasury's position. The figure must
stand the test of time, and thus should take cognizance of future inflation. We
believe that, in the long term, $750 will be reasonably proximate to the improve-
ments made by the typical homeowner subject to carryover of basis.

5. Fresh start adjustment

(a) Determining both gain and loss.—The fresh start adjustment increases the
bases of the decedent’s assets to their values at December 31, 1976 only when
gains are being recognized. The adjustment is not applicable for the purpose of
determining a loss. Consequently, under present law, two sets of basis figures,
each changing by reason of the death tax adjustment, etc. must be maintained.

The Hathaway and Steiger bills provide that fresh start would apply in com-
puting both gain and loss. The AICPA recommends adoption of this solution
to a particularly burdensome aspect of the current law.

(b) Extension of the marketable security rule to other property—Securities
whick are listed on a stock exchange, in an over-the-counter market, and the like,
are given valuations based upon their quoted prices. All other assets are valued
in accordance with a formula which embodies the assumption that appreciation
takes place evenly over the entire holding period. The assumption is patently
false when the asset has an established price, or readily determinable value.

The AICPA supports the adoption of the provisions of the Hathaway and
Steiger bills which would extend the method of valuing marketable securitles at
December 31, 1976 to non-convertible, fixed dividend preferred stock, and to other
property subject to buy-sell, redemption or other agreements which establish
relatively fixed values. (See “1I-4", below re Sectfon 308 stock.)

(c) Esiate tar value to calculate fresh start adfustment—The fresh start
adjustment is calculated with reference to the excess of the date of death values
over the decedent’s adjusted basis for the property. The Treasury Department's
Proposals contain the followlng recommendation. “The fresh start adjustment
\v(;uld,be calculated on the basis of estate tax value rather than date of death
value.

The AICPA agrees with the Treasury’s recommendation. Where the estate tax
return contains the election for alternate values for estate tax purposes, those
values are finally determined as a result of the ensuing tax examination; the
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date of death values for nonmarketable securities may receive little attention. We
belleve that the forinula method ~ould have reference to estate tax values, and
the holding perlod factor could be modifled accordingly.

(d) Discount alternative to formula method for determining the value of prop-
crty other than marketadle gccuritics—The forinula method for valuing assets
other than listed securities at December 81, 1976 employs the date of acquisition
and cost of every item of property other than marketable securities. Determina-
tion of these facts from a decedent’s records will often be time-consuming and
expensive, if not wholly lmpossible. The Technical Corrections Bill (H.R. 8715)
passed by -the House of Representatives and reported out by the Senate Com-
mittee on Finance on April 19, 1978, recognized the difficulties of proving basis
apd holding period In the case of tangible personal property such as items of
art, antiques, and collections of stamps and coins. The solution provided in H.R.
6715 Is to permit the valuation of such property at December 31, 1976 to be
established by discounting the date of death valuation at the annual rate of 8

percent,

The Hathaway and Steiger Bills provide the executor with an election to adopt
the discount method of establishing a minimum basls for non-business tangible
personal property (i.e. such properly which was a capital asset in the hands of
the decedent), and for certain personal, principal residences; fur:hermore, they
reduce the discount rate to 6 percent. The bill differ to some extent : The Steiger
version would not reduce the minimum basis below 50 percent of the date of death
valuation ; the Hathaway bfll sets the floor at 25 percent.

The AICPA supports the Hathaway and Stelger concept of extending the op-
portunities to use the discount methcd-of valuation; their adoption of a 6 per-
cent discount rate; and establishment of minimums below which bases deter-
mined by the discount rate would not fall. We belleve that a 6 percent assumed
rate of appreciation of assets over a prolonged period is more reflective of eco-
nomic realities than the 8 percent rate appearing in H.R. 6715. We also believe
that the floor under the valuation determined by the discount method is appro-
priate recognition of the fact that mmarket prices generally do not rise indefinitely
without abatement. Accordingly, we support the 25 percent floor as a minimum
basis provided by the Hathaway bill. .

We note that the Treasury proposals afforded greater scope to the e'ective
discount rate than the bills. According to the Proposals, “The elective discount
rule of the Technica! Corrections Act would be applied to determine a minimum
‘fresh start’ basis for all property held on December 31, 1976 other than market-
able dbonds and securities.” We believe that carryover basis raises so many valua-
tion issues that -it has the potential of clogging court calendars far into the
future. We believe that egecutors will need a fair and reasonable alternative to
specific proof of decedent’s basis for all varieties of assets so that they can pro-
test the estate’s interest without engaging in litigation. Accordingly, we urge that
serious consideration be given to broadening the coverage of the elective discount
rule In line wih the Treasury’s recommendation.

(e) Basis information furnished by executors.—Carryover presents a chailenge
to those who must compute and then alter the computations of the bases of asse’s.
Because of the need in most cases to resort to imperfect records to establish tlie
fresh start adjustment under the formula method; because of the likely imper-
manency of the initial determination of death taxes allocable to the appreciation
of each asset (discussed in “I-8", below) ; in general, because of the potentially
innumerable variations which would alter basis assigned to an estate’s assets, an
executor’s responsibility—to report to both the Internal Revenue Service and
beneficlaries under threat of severe and automatic’ penalties for inadvertant er-
rors of omission—is a heavy responsibility indeed.

The AICPA supports the provision in the Hathaway and Steiger bills which
require submission of information on basis only If the estate contaains more than
$175,000 of carryover basis property, and then only to the beneficiary receiving
such property. Furthermore, the penalty would be imposed only if the failure to
turnish information is due to negligent or intentfonal disregard of runles and
regulations. We belleve that the present law constitutes an ill-advised barrier to
service as executors by individuals. Those who are aware of the severity of the
penalties for purely inadvertant, even trivial transgressions, especialiv in small
estates where the assessment would outweigh commissions, are justified in de-
clining appointment as executors. The tax law should not operate to deny the
testator his choice of & representative.



1407

6. Death tax adjustment

The Federal and state death and succession taxes attributable to the unrealized
appreciation of euch asset are added to basis. The adjustment is made asset-by-
asset; and the tax rates employed in the computation are the average rates to
which the estate is subject. The prescribed method requires recomputation of the
bases of all assets whenever a tax examination or amended estate tax return
revises the value of any single asset or the amount of any dedunction. The Treas-
ury proposals and the several bills take cognizance of the unusual burden im-
posed by this method of determining the death tax adjustment. In order to sim-
plify the original computations and reduce the probability of an examination
causing a multiplicity of re-computations, they propose that the adjusments be
determined by reference to the highest Federal estate tax rates reached by the
estate before being reduced by credits.

The AICPA recognizes the critical need to simplify the computations required
under the present method of computing the death tax adjustment. In our testi-
mony on carryover basis we protested against a formulation which in the normal
course of an estate’s administration obligates fiduciaries and beneficiaries to file,
and the Internal Revenue Service to process innumerable amended income taxz
returns. The method proposed by the bills is a vast improvement over present law,
and we support the proposed modification. It does not—as does present law—take
account of state taxes which exceed the amount of the Federal credit granted for
such taxes; and in some states the excess can be substantial. However, since the
adjustment is based upon the highest rate of Federal estate tax to which the
estate {s subject, the impact of the resort to a single table of rates will be
tempered.

7. Decedent’s capital loss carryovers

The advocates of carryover embraced the concept of equality of tax treatment.
A malinstay of their side of the long debate has been a ccmparison of the tax
treatment accorded a taxpayer who sells appreciated property before his death,
in contrast to one who holds such assets throughout his lifetime. However, at this
juncture, inequality of tax treatment Is a by-product of carryover since present
law prescribes that a decedent’s unused losses expire as conclusively as he does.
This fact leads to a correlative fllustration of inconstant tax treatment: the
estate and heirs of a decedent who had capital loss carryovers, and who sold his
appreciated assets before he died are greatly favored over the estate and heirs
of a decedent who neglected to take advantage of his carryovers.

Every proposal referred to in this commentary—that of Treasury, and the
various bills—recognizes that this anamoly should not exist. The Treasury
phrased its proposal as follows: “The unused capital loss of a decedent will carry-
over to the decedent’s estate and to the distributees of the decedent's estate.”
(Underscoring added). The Hathaway and Steiger bills authorized the allowance
of a carryover, “for the estate’s first taxable year.”

The Institute recommends adoption of a carryover of a decedent’s unused capi-
tal losses, where the carryover of basis rules apply, to the estate and to its
distributees.

8. Deprectation recapture on funding of pccuniary bequests

If appreciated property is transferred in satisfaction of a pecuniary bequest
the estate must recognize gain to the extent of the appreciation occurring be-
tween the valuation date for estate tax purposes and the date of distribution.
The Treasury proposed, the Hathaway and Steiger bills provide, and the AICPA
supports a conforming provision: if the property has had basis adjustments sub-
Ject to recapture, the ordinary income recognized will be limited to the post-
death appreciation.

8. Installment odligations disiridbuted dy executor

If property is sold by an estate and the installment method of reporting gain
is adopted, the transfer by the estate of the Installment obligation to a legatee
will cause the gain to be recognized. Carryover has made the problem especially
acute, although it existed under prior law, since the gains on sales of carryover
basis property may be substantial. Treasury proposed not to treat the transfer
of an installment obligation to heneficiaries of the estate which sold the property
as xiitldisposltlon accelerating the gain. The Hathaway and Steiger bills adopt this
position. ¢
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The AICPA believes that the current rule unduly impinges upon the executor’s
fulfillment of his duties. The installment method of reporting gain reflects the
financial realities attending deferred payments. Yet, as executor should ter-
minate his period of administration promptly. If distributions in termination ac-
celerate the gain the tax law has created a quandry and snare for no perceptible
reason. Accordingly, the Institute supports the provision which removes trans-
fers of installment obligations to beneficiaries from dispositions accelerating
gains.

10, Limitation on section 303 redemptions

In testimony before the House Ways and Means Committee on October 6, 1977,
we addressed the problem of the estate of the owner of a closely-held family busi-
ness. We pointed out that carryover piles income taxes upon estate taxes when
the obligation to pay the latter necessitates the sale of assets and that the prob-
lem was especially acute in the case of such a business. It was in this context
that we expressed concern that Section 303 fails to shelter from dividend income
treatment the proceeds of a redemption to pay the income taxes, and, that the
overall tax burden resulting from a shareholder’s death can force the sale of
family businesses.

The AICPA is pleased that the bills introduced by Senators Byrd and Dole,
and by Representative Steiger would extend the limits upon a redemption
qualifying under Section 303 to cover the amount of income taxes generated by
the redemption. We enthusiastically endorse these proposals.

11. Conforming the qualification tests under the relief provisions

In order for an estate to avail itself of the installment payment privilege under
Sections 6166 or 6166A, the decedent must have held an “Interest in a closely-
held business.” The definition of such an interest is different for purposes of each
section. Under Section 61668, the partners or stockholders may number as many
as 15. Under Section 6166A, the figure is limited to 10. The AICPA urged that
Section 6166A’s definitional standard be conformed tc that of Section 6166 in its
Recommendations for Technical Amendments to the Estate and Gift Tar Provi-
gions of the Taxr Reform Act of 1976, submitted to the Ways and Means Commit-
tee on February 18, 1977. We are pleased that the Byrd-Dole, Hathaway and
Séeig?r bills embrace the proposition, and we re-afirm our support of its
adoption.

12. Oapital gain treatment of inherited creative works

Adoption of carryover of basis had the effect of denying capital gain treatment
to the estate and heirs of artists, composers and writers upon sale of the in-
herited creative work. The combination and sequence of estate taxes followed by
income taxes at ordinary rates on sales of inherently low basis assets causes the
tax burden to reach conficatory levels.

All of the proposals discussed herein—except for the Hathaway bill-—would
extend capital gain treatment to inherited created works. The AICPA enthusias-
tically supports the adoption of such a provision.

PART IT—ADDITIONAL PROPOSALS BY THE AICPA FOR MODIFICATION OF OARRYOVER BASIS

1. Decedent’s-loss and deduction carryovers

We have endorsed the carryforward of a decedent’s capital losses to his estate
and distributees. As noted above (at “I-7") this rellef provision appears in the
Treasury proposals and the various bills. However, other items of loss and deduc-
tion which are allowed to be carried over during the decedent’s lifetime expire
upon his death. This expiration results in an unfair distinction between tax-
payers, as we mentioned in the earller section cited above.

The AIOPA proposes that, during the period of deferral of the carryover of
basis rules, the subject of loss and deduction carryovers be studled. The study
should determine which items are suitable for allowance from decedent to his
estate and its distributees in order to equitably counterbalance the impact of
carryover of basis on income producing activities continued to be conducted after
the taxpayer’s death.

2. Removal of the taint on seotion 306 stock

Prior to the Tax Reform Act of 1976, the “taint” (in general, the application
of ordinary income treatment in the event of sale of certain preferred stock) was
removed upon the death of the stockholder. This rule was present in the Code
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since the adoption of Section 306 in 1954. The carryover of basis rule had the tech-
nical consequence of leaving Section 306 stock with its taint after the death of its
owner. As a result, the combination of estate taxes and ordinary income taxes on
dividend income could reach conflscatory levels, '

The Technical Corrections Bill (H.R. 8175), to a limited extent addresses the
effects of carryover on Section 308 stock. It extends the fresh start adjustment
to such stock; and permits redempttons to pay death taxes and funeral and ad-
ministration expenses to qualify for capital gain treatment under Section 303.
However, the AICPA in its testimony before the House Ways and Means Com-
mittee on September 8, 1977, and in earlier written comments, declared that the
amendment applying the fresh start adjustment would fail in i{ts avowed pur-
pose. We pointed out the fresh start adjustment is computed under the special
valuation method which presupposes that appreciation occurs at an even rate,
day-by-day, over the entire holding period. As a result, when applied to asscts
having a fixed value such as Section 306 stock, the adjustment to basis would
decrease for each day the owner lives past 1976. We believe that this particular
problem should be resolved by the extension of the marketable security valuation
rule to non-convertible, fixed dividend preferred stock, as provided in the Hath-
away and Steiger bills. We expressed our support of this provision above (at
“I-5-b").

Nevertheless, the taint remains after the death of the owner of Section 308
stock; and, unless redeemed under Section 303, post-1976 issues will be exposed
to an unwarranted level of taxation. No proposal discussed herein offers a remedy
for this problem.

The AICPA testified in favor of removal of the taint. We believe that in most
instances the closely-held corporation is recapitalized and preferred stock is
issued so that retired employees will have a source of income, and younger em-
ployees will be encouraged—by sharing to a larger extent in the equity of the
business—to remain with a small company rather than seek positions in large
publie companies. The death of the preferred shareholder adequately rebuts the
supposition of Section 308 that the issuance of such stock may well be the first
step in a plan to bail-out the earnings of the corporation.

In light of these comments, the AICPA re-submits its appeal for reinstate-
ment of the long-standing rule removing the taint from Section 306 stock upon
the death of the shareholder. We believe that the Technical Corrections Bill and
the Hathaway and Steiger proposals ameliorate but do not cure the problem fac-
ing closely-held corporations. Unless the taint {s removed, Section 308 will con-
stitute a barrier to recapitalizations designed to perpetuate the existence of
many family-owned corporations.

CoMMENTS ON THE TECHNICAL CORRECTIONS AcT OoF 1977, H.R. 6715,
Avagusr 18, 1977

Summary of Contents

The AICPA Is pleased to submit comments on H.R. 6715, the “Technlcal Correc-
tions Act of 1977’. The major portion of our comments deals with Section 3 of
the bill which contains amendments to the estate and gift tax provisions of
the Tax Reform Act of 1976. We also have severai comments on items in Sec-
tion 2 of the bill which contains amendments to income tax and administrative
provisions of the Tax Reform Act of 1976.

Comments on Technical, Clerical, and Conforming Amendments to Estate and
Gift Tax Provisions (S8ec. 3 H.K. 67115)

The AICPA submitted a memorandum entitled Recommendations for Technical
Amendments to the Estate and Gift Tax Provisions of the Taxr Reform Act of
1976 to the House Committee on Ways and Means on February 18, 1977. We appre-
clated the opportunity to make our views known, and we are pleased to note
that Section 3 of the Technical Corrections Act of 1977 does contain a number
of amendments proposed in the institute’s memorandum.

Part I of our comments contains a listing of the numerous provisions—27 of
the 33 amendments—which the Institute unqualifiedly supports for passage by
Congress. The numerical preponderence of endorsements signifies our view that,
overall, Section 3 of the Bill constitutes a hizhly commendable effort to make’
the estate and gift tax provisions more workable and equitable.
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Part 1I of these comments sets forth the AICPA’s opinion that in a limited
number of instances the amendments reflect policy decisions which deserve re-
consideration., Qur comments, for the most part, support the principles underly-
ing the amendments, but express some reservations about their formulation.
However, we take strong issue with the policy which would cause an estate
of a decedent who owned Section 306 stock to be, literally and figuratively,
heyond redemption. We believe that closely-held businesses will be adversely
affected to a drastic extent.

Comments on Technical Amendments to Income Tar and Administrative
Provisions (Sec. 20f H.R. 6715)

On March 14, 1977, drafts of AICPA recommendations for Technlcal amend-
ments to provisions of the Tax Reform Act of 1976 other than those of Title XX,
estate and gift taxes, were sent to the Joint Committee on Taxation. We are
pleased that many of our recommendations have been reflected in Section 2 of
H.R. 6715. Cur comments oni: Section 2 are brief since we are in basic agreement
with the technical amendments it contains except as described in Parts I{I and
IV of our comments.

Part III contains two items which we do not believe should be included in a
technical amendments bill because, as written, they are substantive rather than
technical in nature,

Part I'V contains several items which we feel should be either rewritten or with-
drawn because, as written, they have an incorrect resuit.

PART T—AMENDMENTS CONTAINED IN SeEcTioN 3 oF H.R. 6715 WHICE ARE
SUuPPORTED BY THE AICPA

The AICPA unqualifiedly supports the adoption by Congress of 27 of the 33
amendments to the estate and gift tax provisions contained in the Bill. A tabula-
tion of the favored amendments appears below. Our reasons for supporting
a number of these amendments are contained in our Recommendations dated
February 18, 1971 cited i1. the preceding summary of comments.

The numbers used in referring to the amendments are those appearing in Part
B of the report on H.R. 6715, prepared by the staff of the Joint Committee.

Report - Bill Code
No.  Description seclion  section
5 Trealment of indebtedness against carryover basis property.. 1023
6 Only 1 fresh start adjustment for carryover basis property 1023
7 Holding period for carryover basis property. . ............ 1223
8 Adjustment to carryover basis property for State estate taxes. .. . 3cX5) 1023
9 Clarification of increase in basis for certain State succession taxe - 3(cX6b 023(e)
10 Coordination of carryover basis adjustments__._._......._.. () ¢
1 Basis for certain term interests_ . _._._...___._..... .- eemeeneneas X8 001
2 Clarification of the rules relating to special use valuation___....................... 3(dX1) 2032A
3 Use of special use valuation property to satisfy pecuniary bequest. _._.............. UdX2) 032A
4 Gain recognized on use of special use valuation propeity to satisfy pecuniary bequest.. 3(dX(3) 040
5 Treatment of community property under special use valuation provision. . ._..... () ()] 032A
16 Bond to relieve qualified helr of personal liability for recapture of tax where special 3(dX(5) 2032A
use valuation is utilized,
17 Security where extended payment provisions sre elected...__.....................
18 (Missing). ... .ol iiiiiiiiiieiicaian
19 Transfer within 3 yearsof death_ . ____.____....... memezans .
0 Coordination of gift tax exclusion and estate tax marital deduction.........
1 Coordination of gift tax exclusion and estate tax marital deduction. ......
4 Estato tax exclusion for certain retirement benefits.._.._. oo annas
S Annual exclusion for spouse’s interest in an individual retirement account X
6  Gift tax consequences from the creation of a joint tenancy in personal propert . 3kX1)  2515A
gg :uclignal iltﬂerers{,mlet for cgmin ]oh;t tENANCIES . . .o ooeeeoennennnnnnes - ¥kX2) 2040
mendments refating to orphan’s exclusion: . .
() Orphan’s exclusion where there is a trust for minor children__._.........._ 3(IX1) 2057(d)
29 o l(‘i)) Increasing to age 23 for terminable interest in the care of orphans’ exclusion. . gln)gn gg?;(c)
TSCHI MBS . o o oo oot eme e aeaemeenm e anas e
30 Termination of ceriain powers of independent trustees not subject to tax on generation- 3(nX1) 2613

skioping transfers,

31 Clarification of rules where a beneficlary has more than T power or interestin a genera- 3(nX2) 2613
tion-skipping trust. . X 60

32 Alternate valuation date in the case of a generation-skioping trust. _. . Unx3) 2602

33 Adjustment for trust lation distribution subject to transfer tax . ¥o) 6?(7)}6 2081

34 Clerical amendments Xp) ( P

. 6690).
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PART II—AMENDMENTS OONTAINED IN BECTION 3 OF H.R. 6715 WHICH THE AICPA
RECOMMENDS BE REVISED OR WITHDRAWN

1. Fresh start adfustment for certain preferred stock (sec. 3(a) (1) of the bill and
8¢o. 306 of the code)

Present law.—Prior to the Tax Reform Act, property held by a decedent at hlis
death generally acquired a basis equal to its fair market value at the date of
death or alternate valuation date under Section 1014, For the taint of Section 808
to remain with stock after a transfer its basls must be determined by reference
to the basis of Section 808 stock (Section 306(c) (1) (C)). Thus Section 306
stock lost its taint when, by reason of the death of its owner, its basis was deter-
mined under Section 1014,

Section 1023, added by the Tax Reform Act, provides for carryover of, or
transferred basis for property acquired from a decedent dying after 1876. So,
the Section 808 taint remains with stock passing to the owner’s estate or heirs.
As a result, a sale or redemption of the stock will result in dividend income treat-
ment for the amount realized, to the extent of the stock’s ratable portion of the
corporation’s earnings and profits.

The carryover of basis provisions are modified by the “fresh start” rule,
designed to prevent pre-1977 appreciation in property held by a decedent on
December 31, 1976 from being subject to income taxation. But, under present
law the basis of Section 306 stock is not a factor in determining the attributable
dividend {ncome. Consequently, the impact of Section 1023 is to bring pre-1977
corporate earnings and profits within the measure of the taint attaching to Sec-
tion 308 stock in the hands of the estate or heirs. The report of the Staff of the
Joint Committee aptly observes: “the ‘fresh start’ provision for carryover basis
i}&!}l)’?ses will provide little, if any, relief for Section 308 stock issued before

Propogsed change.—The Bill would permit dividend income on the disposition
of Section 308 stock, which was distributed before 1977, to be reduced by the
basis of the stock on December 31, 1976, including any increase of basis under
the “fresh start” rule contained in Section 1023 (h). The report of the Staff sets
forth the objection of the “fresh start” rule as it is embodied in the amendment :
“to continue prior law for appreciation occurring before January 1, 1977 ¢ * +.”

AICPA comments—The proposed change will not a ccomplish its objective. The
AICPA urges adoption of one of its series of recommendations appearing at the
end of these comments.

The “fresh start' for property, other than securities for which market quota-
tions are readily available, is computed under a special valuation method. This
method, which would apply to Section 306 stock, adopts the unconditional assump-
tion that appreciation occurring between the dates of acquisition of the property
and the decedent’s death occurred at a perfectly even rate. However, if Section
306 stock has a clearly identifiable characteristic it is stability of value. Ordi-
narily, the terms and conditions of its issuance fixes its actual value at or about
its par value. Any change comes about only as a function of its dividend rate to
otherwise avallable investment yields. Also, Section 808 stock usually has a low
adjusted basis since it derives from common stock in closely-held corporations
having low capitalizations.

‘When low basis is combined with static valuation the application of the “fresh
start” special valuation method formula will produce an appalling curiosity in
the tax law: for each day the owner of Section 308 stock lives past 1976 his
share of earnings and profits which are immune from dividend income treatment
will fall. This penalization of longevity obviously contravenes the facts and the
avowed purpose of the amendment.

The ATICPA firmly believes that the position, set forth in its Recommendation
dated February 18, 1977, and quoted below, should be adopted:

“The AICPA recommends that Section 306(c¢) (1) (C) should be amended to
provide that the definition of Section 308 stock does not include stock which has
its basis determined under Section 1023. Voluntary transfers by gift of Section
306 stock causes taint to pass through to the beneficiary. As an expression of
policy, this serves the purpose of the section. But, death results in the involun-
tary and unavoidable transfer of the stock. Furthermore, death often necessitates
the sale of property to pay taxes, debts and expenses or to best serve the sudden
financial needs of the family. Carryover of basis will result in the recognition of
gains, and the Section 308 stock taint would beset an estate with inordinate



1412

taxes. If our recommendation is not adopted, the so-called ‘classic recapitaliza-
tion,’ the transfer of control of a closely-held corporation from older to younger
generations, would be adversely affected. When Section 805 previously was
amended, and could have been interpreted as !mpeding such recapitalizations,
that legislative intention was specifically disclaimed by Senator Long. We assume,
therefore, that Congress did not foresee this ramification of carryover.”

Since the date the foregoing was written, we have been told that the impact of
carryover on Section 308 was recognized in advance of passage of the Tax Reform
Act. If that ia so, then the AICPA’s plea is for reconsideration of the legislative
Judgment. In the long-run it will have unfortunate consequences. It will inevitably
prompt closely-held businesses, the mainstays of the economies of a multitude of
communities throughout the nation, to conclude that no opportunity—certainly
nolt {:allocatlon of stock amongst shareholders—remains open to perpetuate their
exlistences .

We made the point above that the proposed amendment applying “fresh start”
to Section 808 stock will not effectively accomplish the declared purpose of con-
tinuing prior law for appreciation occurring before 1977. So, as an alternative
to its suggestion that prior law with respect to such stock be reinstated, the
AICPA recommends that Section £08 stock which was isswed defore 1977 be freed
of the talnt upon the death of its owner. This would achieve what the proposed
ameitdment tries and fails to do. Practically speaking, there will be little if any
post—1976 appreciation in such stock since its share of the shareholder’s equity
and rate of return usually will not vary after its {ssuance. This last point could
be given statutory recognition (it Congress deems it necessary to apply strictures
to post—1977 issues of Section 808 stock) : a material change of the terms of
the stock subsequent to 1976 might result in denial of the exemption from Sec-
tion 3068 upon the death of the owner, l.e. the stock could be treated as if it
had been issued after 1976. Under these conditions. if any appreciation does
occur it will result from changes in general money market conditions; and such
appreciation has long been subject to capital gains taxation.

Finally, we recommend the following as an alternative to disappearance of
the taint at death (which we favor) for post-1976 issues of Section 308 stock:

(1) The adjusted basis of the stock (including the “fresh start” adjustment)
should be avallable as an offset to dividend income reportable by the estate or
hejrs upon a sale or redemption.

(2) The period used in the computation under the special valuation method
should run only to the date of issuance of the Section 308 stock. This recom-
mendation is in recognition of the fact that the period after issuance of the
stock essentially is one of static caluation. Therefore, we would establish a
“fresh start” valuation at December 81, 1976 which would not erode over the
lifetime of the owner. More importantly, this change in technical Amendment
Number 1 would acknowledge the essential function of the ‘‘classic recapitaliza-
tion” referred to with approval by Senator L.ong in his ahove-cited discussion of
Section 305, and would remove the drastic inhibition upon its use now present
in the law,

2. Redemptions of certain preferred stock to pay death tazes (sec. $(a)(2) of
the bill and sec. 808 of the code)

Prior law.—Before the Tax Reform Act, Section 308 stock received a stepped-
up baslis; lost its taint; and, if it constituted a sufficlent proportion of the gross
or taxable estate, it could be redeemed under the protection against dividend
treatment afforded by Section 303. How the carryover privision served to cause
the taint to remain. and what is heing proposed to mitigate the consequences are
discussed in our comments on Amendment Number 1, above. However, the Act
was silent on whether or not Section 308 stock still might qualify for redemp-
tion under Section 303,

Proposed change.—Section 303, under the proposal, would be amended so that
it would not apply to a distribution in redemption of Section 808 stock. Thus,
dividend income would result from the redemption. The extent of the dividend
{ncome would depend upon the factors established in Amendment Number 1:
whether or not the issue date precedes 1977; the longevity of the owner, etc.
Post-1976 issues would bear the full brunt of estate taxes and dividend income
treatment.

AICPA comments.—The AICPA recommends that the proposed amendment he
withdrawn and a substitute be adopted which will declare the eligibility of Sec-
tion 806 stock for Section 303 treatment.
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Amendment Number 2 appears to he a determination that the mere ownershi
of stock to which the label “Section 3068 stock” attached was a represensible acg
on the part of the deceased. Accordingly, when the misfortune of death occurs—
and the estate thereby is forced to liquidate assets to pay taxes, debts and ex-
penses—it is then that an arbitrary, severe and discriminatory rule will apply.

Section 3068 was designed to prevent the bail-out of earnings, But, it should
be recognized that Section 302 applicable to corporate stock generally, also was
designed to prevent redemptions constituting bail-outs. So all stock carries with
It the potential for bail-out. Furthermore, bail-outs do not take place unless and
until stock is sold or redeemed; and sales and redemptions made necessary by
deilthbslare hardly the appropriate target of tax provisions enacted to penalize the
culpable.

Section 303 amounts to statutory recognition of this point; it added a note of
compassion to the tax law: death is the time when assets accumulated over a
lifetime become subject to a tax on capital: and, if the income tax law does not
accommodate liquidation of assets to pay that tax, the cumulative taxes can
reach confiscatory levels. Section 303 provides a realistic accommodation be-
tween the estate and income tax provisions. Why then adopt the discriminatory
rule of the proposed amendment if both Section 308 stock and other corporate
stock carry the potential for bail-out during the lifetime of their owners? Per-
haps it is common stock which has the greater potential, since its share of un-
distributed earnings and profits grows while Section 308 stock ordinarily has
a fixed dividend and and established share of the earnings and profits,

The AICPA would like to see the proposed amendment be reversed for the
reasons stated above, but also because in its present form it inevitably will
damage the prospects of many closely-held companies. Recapitalizations wilt be
avoided which otherwise could have enabled small companies to compete with
the large for management, and could have helped meet the differing financial
needs of the stockholders (not by baliling-out earnings—that is proscribed by
Section 308 but rather by providing different dividend rates, and participations
in the growth of the business).

8. Deduction or adjustment to basis for estate tax on appreciation (sec. $(b)
of the bill and sec. 691 of the Code)

Present law.—When ordinary income or capital gain is realized by a decedent,
but is recognized in whole or in part by his estate or heirs (as “income in
respect of a decedent”, exemplified by gains recognized over a period spanning
the date of death) the death taxes attributable to the income or gain is allowable
as a deductfon under Section 691(c). The deduction may be utilized in full
against long-term capital gains. A ch:..n of cases supports this position (Meissner,
354 F. 2d, 409 (Ct. Cls., 1968), Goodwin, 458 F. 2d 108 (Ct. Cls, 1972), Quick,
503 F. 2d 100 (10th Cir., 1974), Bridges, Jr., 64 TC 968 (1975), and Sidles Est.,
65 TC 873 (197).

Before the Tax Reform Act of 1976, the basis of assets other than income
in respect of a decedent, was “stepped-up” to its date of death or alternate value.
The carryover of basis provisions of the Act did away with this treatment. But,
to avoid double taxation, they authorize an adjustment to basis not a deduction,
for the Federal and State death taxes attributable to appreclation.

Proposed change.—It is the disparity of treatment between the deduction
accorded death taxes on income in respect of a decedent and the adjustment to
basis on appreciation of other assets which is to be remedied by the proposed
amendment. Where income in respect of a decedent is long-term capital gain
there wilt be no deduction for the attributable tax; instead, the basis of the
property will be adjusted therefor.

AICPA comments—The AICPA belleves that amendments which purport to
e technical and noncontroversial, and which will be voted upon by Congressmen
in that light, should not contain provisions which overturn an established body
of case law. This particular change is clearly substantive and should undergo
the review and debate normally assoclated with such measures. Consequently,
without expressing our opinion on the merits of the proposal, we urge its deletion
from the Technical Corrections Bill of 1977.

4. Fresh start adjustment for certain carryover basis property (2eo. $(c) (1) of
the bill and sec. 1023 of the code)

Present law.—The “fresh start” adjustment to basis (for property other than
securities for which market quotations are readily available) is the product of



1414

a formula using the date of acquisition and the cost of the property. These basic
facts may be impossible to determine by the executor or the heirs. Particular
difficulties would arise in the case of collections of tangible items accumulated
over the years by the decedent,

Proposed change.—The amendment would establish a minimum basis. The
value at date of death is the reference point; a dlscount at 8 perceut a8 year is
gg,})éled over the period measured back from the date of death to December 1,

AICPA comments.—The Institute is concerned that the presence in the Code
of A minimum basis provision employing an exceptionally high assumed rate of
apprectation will encourage examining agents to reject less than perfect evidence
of dates of acquisition and the cost of items of tangible personal property.
Accordingly, the AICPA recommends: (1) the adoption of a liberal standard
of proof required of the executor or heirs; and (2) minimum basis be deter-
mined by assuming that post-1976 appreclation will accrue at a 8 percent, rather
than the 8 percent rate appearing in the proposed amendment.

We believe that a survey of valuatlon trends over any extended period would
confirm that the lesser figure is nearer the historic appreclation rates. Further-
more, there is no apparent reason to abandon the 6 percent factor found in the
standard valuation tables currently used for tax purposes.

The AICPA also urges consideration of a widening of the scope of Amendment
Number 4. It was designed specifically to deal with the absence of Information
where that condition would be commonplace : where collections of valuable {tems
were assembled over a period of time. But, it is overly optimistic to assume that
adequate records with respect to all other property will be maintained by every
taxpayer and readily available to his executor and heirs. The courts will be
resorted to in many cases to resolve basis issues. This prospect prompts the
Institute to recommend a broad minimum basls provision which should relieve
the pressures to litigate.

22. Split gifts made 1within 3 years of death (8ec. 3(h) of the bill and sec. 2001
of the code) .

Present law.—Section 2513 of the gift tax law provides that, where gifts are
made by a husband or wife to a third party, the other spouse may consent to
being treated as having made half the gift for gift tax purposes. The consenting
spouse will apply her credit (assuming for our purpose a donor husband who pre-
deceases) to offset the resultant tax, and the credit thereby will be exhausted in
whole or in part. In addition, since the amount subject to the estate tax is com-
prised of both the taxable estate and the amount of taxable gifts made after
1976, the amount to which a spouse consents will be subject to estate tax at her
death. Nevertheless, if the actual donor dies within three years of the date of a
gift, it will be included in his estate under Section 2035, as amended by Act Sec-
tion 2001 (a). The result of these rules is that the property reflected in the con-
senting spouse’s gift tax return and which causes exhaustion of the credit and
an addition to her estate, will be subject to tax in the donor-spouse estate. The
Tax Reform Act did not provide restoration of the gift tax credit to the sur-
viving spouse; nor does it reduce the amount of her taxable gifts to be added to
her taxable estate.

Proposed change.—Section 3(h) of the Bill partially corrects this problem by
providing that for estate tax purposes a gift will be eliminated in determining
“adjusted taxable gifts” in the computation of the tentative estate tax. But the
Bill does no reverse the transaction's tax conseque:nces for gift tax purposes.
Therefore, the surviving consenting spouse must continue to use the split gift
which was included in the decedent’s estate in computing his or her taxable gifts
for gift tax purposes. Further, if the consenting spouse had used any of his or
ger gnlt‘orm credit against the tax due on the split gift it is not restored until

eath.

AICPA comments—The Institute is pleased to see a correction made for this
problem for estate tax purposes, but as indicated in our Recommendations dated
February 18, 1977, we believe that the gifts reported by the consenting spouse
under the circumstances described also should be adjusted for gift tax purposes.
We feel that the attained level of gifts should be adjusted and any unified
icre(tilt used should be restored as if the consent had not been given in the first
nstance,

We would recommend that the surviving spouse be given an opportunity to file
a claim for refund for any overpayment of taxes which result from this adjus:-



1415

ment. If this procedure is not practical, then we would recommend that the
above adjustment be made to the attained level of “adjusted taxable gifts” and
that any unified credit used be restored but that any “excess taxes” paid be
allowed as a credit against future gifts. Further, total taxes paid would be
allowed as a credit against the tentative estate tax. We feel it is unfair to make
a donor under these circumstances compute his or her gift taxes at an arti-
ficlally higher rate during their lifetime than someone else who's made effec-
tively the same dollar value of gifts. Further, we feel it is inequitable not to
restore to a donor his or her uniformn credit.

23. Incluston in gross estate of stock transferred by the decedent where the
decedent retained voting rights (sec. 3(i) of the bill and sec. 2036 (b) of the
code)

Present law.—The tax Reform Act added the following sentence to Section
2036(a): “* * * the retention of voting rights in retained stock shall be con-
sidered to be a retention of the enjoyment of such stock”. The provision requires
inclusion in the donor’s gross estate of the value of stock given as a gift even
where the stock s that of a public company and control is absent.

Proposed change.—The proposed amendment changed the above-cited language
to the following “* * * the direct or indirect retention of voting rights with re-
spect to a controlled corporation shall be considered to be a retention of enjoy-
ment of transferred property”. (Emphasis added). A “controlled corporation”
for this purpose is defined as one in which the decedent owned (including con-
structively), or had the right to vote, stock having 20 percent of the corporation’s
voting power.

AICPA comments.—The AICPA belleves that the proposed amendment has
needlessly broad reach, far beyond the problem addressed by the Tax Reform Act
provision. The Institute’s recommendations appear at the end of this discussion.

Our Recommendations, dated February 18, 1977, expressed the belief that a
donor's estate should not include transferred stock in a public company where
there i3 no vestige of control. The policy underlying the proposed amendment
appears to adopt that premise. However, the amendment is not, as it should be,
merely corrective in this regard.

The Tax Reform Act provision which is to be amended addressed itself to over-
turning the Supreme Court’s decision in Byrum, 408 U.S. 125 (1972). The Court
held that the transferred stock of a closely-held corporation. controlled by the
donor, was not includible in his gross estate despite reservation of his power to
vote the stock. Accordingly, Section 2036(a), quoted above, deals only with trans-
ferred stock where voting rights with respect to that stock was retained. The
proposed amendment does not set such a logically limited standard. Rather {f
voting rights are held in 20 percent of the stock of the corporation-—with con-
structive ownership rules specifically invoked—then it does not matter that years
ago as much as 80 percent of the stock was given away, no strings attached.
Under those circumstances, and, we emphasize, no matter how many years have
passed since the transfer took place, the transferred stock would be drawn back
into the donor’s estate,

The AICPA belleves that the problem has two facets. Accordingly, there
should be two distinet selective processes: (1) of the corporations to which
the anti-Byrum provision, should apply; and (2) of the specific stock of subject
corporations which should be in the donor’s gross estate.

The AICPA recommends that a corporation should not be considered for pur-
poses of the antl-Byrum provision unless the decedent owned an establishhed
percentage of the corporation. We do not take issue with nuse of the 20 percent
figure employed in the amendment., This standard would cull out those corpora-
tions in which the decedent possibly could exercise control, and would eliminate
from further consideration ownership of interests in most public companies. Sec-
ondly, the AICPA recommends that, where the first test is met, the only stock
which would be includible in the donor's gross estate would be the specific stock
over which he retained voting rights, Nevertheless, if Congress concludes that
voting rights effectively might be retained where the decedent keeps a dominative
portion of the voting stock, then we would recommend a second percentage test:
the donor must have retained a much greater percentage—more than 50 percent—
of all of the voting stock of the corporation in order for the transferred stock,
over which he held no voting rights, to be includible in his gross estate.
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PART III—AMENDMENTS CONTAINED IN SECTION II OF H.R. 8718 WHICH THE
AICPA RECOMMENDS BE REVISED OR WITHDBAWN BECAUSE OF THEIR BUBSTAN-
TIVE NATURE

The AICPA feels that the following two ftems should not be included in a
technical amendments bill because, as written, they are substantive rather than
technical in nature.

Bill section: 2(b).

Code section : 58(b).

Topic: Division of corporate $10,000 minimum tax exemption to members of a
controlled group.

Recommendations.—Prior to the 1976 Act, generally a corporation’s minimum
tax exemption was $30,000 plus the amount of income taxes otherwise imposed
(the regular tax deduction). In the case of a controlled group, the exemption was
allocated among the members of the group equally or according to a plan adopted
by the members of the group. The 19768 Act changed the exemption for corpora-
tions to the greater of $10,000 or their regular tax deduction, but did not change
lt;l; manner in which the exemption could be apportioned in the case of a control-

group,

This bill would require the allocation of the $10,000 exemption in proportion
to each member’s regular tax deduction.

Since the technical amendments made by H.R. 8715 are intended to clarify and
conform various provisions adopted by the 1976 Act, this proposed amendment to
Section 58(b) should be deleted. All the 1876 Act did was reduce the $30,000
minimum tax exemption to $10,000, which change does not require a technical
amendment.

The amendment a8 proposed is not logical, and would be unfair to controlled -
groups of corporations since it would allocate the $10,000 exemption to the mem-
ber corporations with the highest regular tax deductions even if they did not have
any preference items. Other members of the controlled group with smaller or no-
regular tax deductions would obtain little or no benefit from any allocation of the
$10,000 exemption.

The proposed amendment also creates & technical problem in situations where
there is no regular tax deduction. Apparently, there would be no allocation of the
$10,000 exemption in these situations.

It there is a desire to eliminate the elective allocation, we suggest that Section
58(b) be amended to provide that the $10,000 exemption be allocated in propor-
tion to each member’s amount of tax preference items.

Bill section: 2(1).

Code section: 368(a) (2) (F).

Topic: Definition of “Securities” in certain transactions involving two or
more investment companies.

Bill Section 2(1) (1) (C) amends Section 368(a) (2) (F) to provide a new defi-
nition for securities which is much broader than the present definition. This is
more than a technical amendment; it is really a substantive change.

It is, therefore, recommended that this change be withdrawn or at least that
the effective date be changed to no earlier than April 29, 1977, the date this bill
was introduced to the Committee on Ways and Means. As currently included in
H.R. 6715 this definition can retroactively change a previously qualifying tax-free
reorganization into a taxable event.

PART IV.—AMENDMENTS CONTAINED IN SECTION 2 OF H.R. 6715 WHICH THE AICPA
RECOMMENDS BE REVISED OR WITHDRAWN -

For the reasons given in the following items, the AICPA feels that they should
be rewrltten or withdrawn,

Bill section : 2(1) (1) (A).

Code section : 8368(a) (2) (F').

Topdc : Certain transactions involving two or more investment companies.

Recommendations.—Bill section 2(i) (1) (A) amends Section 868(a) (2) (F)
by adding the following sentence at the end thereof:

No loss shall be recognized to any party to the transaction (or to any share-
holder or security holder of such a party) by reason of the preceding sentence.”

This change makes mergers of certain types of investment companies a taxable
transaction; however, loss {8 not recognized. This is clearly the intent of Con-
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. However, there should be a speciflc statutory amendment as part of this
BIill to provide for a carryover of basis for the loss on the shares disallowed.
No present provision of the Code covers this situation.

Bill section: 2(1) (1) (C). -

Code section: 368(a) (2) (F).

Topic : Certain transactions involving two or more investment companies.

Recommendations.—Bill Section 2(1) (1) (C) amends Clause (v) of Section
368(a) (2) (F). The effect of this amendment is to remove the exception that the
reorganization of two investment companies, each of which is owned by the
same persons in the same proportions, would continue to be a tax-free reorga-
nization. The Committee Reports to the Bill do not indicate that any such change
was intended. .

It Is, therefore, recommended that the present Clause (v) of Section 368(a)
(2) (F) be renumbered 368(a) (2) (F) (vii). This would then continue to allow
the tax-free reorganization between commonly controlled investment companies.

Bill section : 2(0).

Code section : 704(d).

Topic: Limitation on Allowance of Partnership Losses in Case of Nonrecourse
Loans.

Recommendations.—The Tax Reform Act of 1978 provides that the Code Sec-
tion 704(ad) prohibition against including non-recourse debt in a partner’s ad-
Justed basis shall not apply to any partnership “the principal activity of which is
investing in real property”. Section 2(0) of H.R. 6715 deletes the above quoted
material and limits this exception to partnerships in which “substantially all
of the activities related to the holding of real property for sale or rental”.

In order to clarify Section 2(0o) of H.R. 6715 it {s recommended that the last
sentence of Section 704(d) (relating to limitation on allowance of partner-
ship losses) be amended by striking out “the principal activity” and all that
follows and inserting in lieu théreof “substantially all of the activities of which
relates to the holding of real property (other than mineral property) for invest-
ment, sale or rental”.

Bill section: 2(q) (13) and (14).

Code section : 6013 (g).

Topic: Election to 'l‘reat Nonresident Alien Individual as Resident of the
United States.

Recommendation.—The changes under section 2(q) (13) and (14) of the Bill
affect two non-income tax areas with respect to nonresident aliens. First, they
bring into play Sectton 1491 on transfers of appreciated property to a foreign
trust, partnership, ete. for the entire taxable year. They also bring into play the
requirements involved with Section 3401 which would require an employer to
withhold income taxes for the entire year.

While the changes in the above paragraph would seem logical in that they
coordinate the income tax reporting with the withholding tax and the excise
tax handling, these changes present one basic problem. The way the revision
reads, the change i3 effective for the entire taxable year of the person involved.
Therefore, 2 nonresident alien electing at the time of filing his return in April
could potentially subject his employer and himself to penalties for late flling
and late payment of taxes for the entire previous calendar vear. This would
seem to be an unfair penalty to which to subject someone. While the excise tax
liability is a personal one and therefore can be considered among the taxpayer's
factors relating to the election, the penalties on the employer relate to matters
beyond its control. It would seem that if these changes are to be made, there
should be provisions made for relief from any penalty for both the taxpayer and-
his employer which might arise as a result of late payment of the taxes in-
volved. If such a modification is not made, the AICPA recommends that this
provision of H.R. 6715 be withdrawn.

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
Washington, D.C., March %, 1978.
Hon. RusserLL B. LoNgG,
Chairman, Senate Finance Committee,
7.8 . Senate, Washington, D.C.

DEAR CHAIRMAN LoNG: On behalf of the American Institute of Certified Pub-
lic Accountants and its approximately 135,000 members, I would like to convey
our support for two amendments that were added to H.R. 6715 by the Senate
Finance Committee. .

34369 O - 78 - 14
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The first amendment was introduced by Senator Haskell and would eliminate
IRS rulings from the term “rules and regulations” for the purposes of the tax
rg?érn preparer penalty provisions which were enacted by the Tax Reform Act of
1976.

At hearings before the Senate Finance Committee on February 3, 1978, Act-
ing Assistant Treasury Secretary Lubick stated that the Treasury Regulations
under Section 6694 permit a preparer to take a position contrary to an IRS
ruling where he does 8o in good faith and with reasonable support. Nevertheless,
including IRS rulings with “rules and regulations” may unfairly inhibit return
preparers from taking contrary positions on their clients’ returns. Furthermore,
under the present regulations, return preparers become responsible for an
unreasonable volume of knowledge of IRS rulings, as well as for additional
documentation to show ‘‘good faith and reasonable support” for positions
contrary to any of the thousands of such rulings. These additional burdens
would surely result in an increase in the cost to their clients. We also belleve
that this amendment is more consistent with the legislative history of Section
6694 than are the regulations.

The second amendment that we would like to express our support for is the
exemption from the ‘14 day or ten percent test” for a taxpayer who uses his
home as a principal residence for part of the year and rents it out during the
remainder of the year. This situation arises for valid and bona fide reasons
such as a permanent change of residence for business reasons during a taxable
year. We do not believe that such cases were contemplated in the enactment of
Section 280A.

We would appreciate your consideration and support of the above amend-
ments as equitable additions to the statute.

Please feel free 1o call on me if you have any further questions, or if we
can provide any additional inforination or background.

Sincerely,
ARTHUR J. DIXON,
Chairman,
Division of Federal Tazation.
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ATTACHMENT 2

Acts AMENDING THL INTERNAL REVENUE Copk FroMm Jung 30, 1009

1677 : (LR.C.) 27,301
’ AMENDING ACTS

The major and miscellaneous additions to 2rnd amendments of the In-
ternal Revenue Code of 1954, enacted- subsequent to its enactment on
August 16, 1954, are made by Public Laws. Some of these bear spcc'nl
titles. such as “Revenue Act”. “Reform Act”, “Technical Changes Act”,
“Technical Amendments Act” of a stated year. Others bear no title. ’11~e
internal revenue code provisions and related acts provisions in all Public
Laws enacted as of 6-30-69 appear under this tab card. Public Laws
cnacted before such date are in the Internal Revenue Cumulative Bulletins.

The sections of the Code appearing under the tab card “Internal Revenue
Code of 1934"” are kept up to date at all times to reflect the additions and
amendments made by such Acts.

TABLE OF CONTENTS

Pub. :
Paob. Law No. Date Subject Pago
Statutes Enacted by the 91st Congress—1st Session
91-38 6-20-69  To continue fur one month tha exisiing rates of
withholding of jncome tax ..........cconuuunnn 27,207
01-20 8- 2-62  To continue the existing interest egualization tax 27,207
91-53 8- 7-69  Surcharge extension and collectisa of Federal un-

employment taxX ........ciicieirienirarenanns 27,307
91-65 8-25-839  To continue the existing interest equalization tax 27,310
91-75 9-20-69  Disposition of Salish and Kootenal tribal funds .. 27,310
91-128 11-26-69 Interest equalization tax extension ............ 217,310
91-130 12- 1-69 To amend the Second Liberty Bond Act ........ 27,383
91-180 12-24-69 ‘To organize and hLold a diplomatic conference and

to negotiate a Patent Cooperation Treaty ...... 27,363
91-172 12-30-69 Tax Reform Act of 1969 ............... veeree. 27,312

Statutes Enacted by the 91st Congress—2nd Sessfon

91-215 3-17-70 To amend the Katlroad Retirement Tax Act ..... 27,384

91-235 4-24-T0 To provide that individuals illegally detained in
North Korea be treated as serving {n combat

’ ZOM@ ... ..ttt e aaanan 27,383
93-258 5-21-70 Alirport and Airway Revenue Act of 1870 ...... 27,385
91-259 5-21-T0  Disposition of Umatilla Indian tribal furds ..... 21,370
91-264 5-22-70 To further the economic advancement of Hopi
Indian tribe .......cooniiiniiiiniainas PP 27,370
91-283  6-19-70  Disposition of Sioux tribal funds ............... 27,370
91-200 8-25-70 Extending the period of restriction on Quapaw
’ Indlan lands ..........ccoiiiiiiiiiiiiiiiiaan 27,370
91-335 7-13-70  Disposition of tribal funds of Tlingic and Haida
Indians of AJaska .....c.ivuvivinunsnsninnns 27,372
91-346 7-20-70 To amend the National Fourdatlon on the A"ts
and Humanities Act 022965 ...........cccvuvnns 27,371
91-351 7-24-70 Emergency Home Finance Act of 1970 ........ 27,318
91-384 7-30-70  Disj ositlon of tribal funds of Weas, Piankashaws,
Peorias and Kaskaskias ...........0cvveennas 27,377
91-373 8-10-70 To extend and improve the Federal-Stata un-
employment compensation program .......... 27,872
91-400  9-16-T0  Disposition of judgment funds of Hualapal tribe .. 27,279
91-401 9-16-70  Disposition of judgment funds of Potawatomi
Indlans ........... T 1 £ 1 £

© 1977 by Practice-Bull, Ine,
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27,302 (L.R.C.)
Pub. Law No. Date

91404
91-413

91417
91420

91-432
91469
91478

91-513
91-518
91-373

91.-598
91-808
91-608
91-609

91-814
91-817
91-618
91-642
91-848

91-659
91473
91-678
91-677
91-673
91-879
91-830
?1-681
91-683
91-534

91-638

9-19-70
9-25-70
9.25-70
9-25-70

10-15-70
10-21-70
10-21-70

10-27-70
10-30-70
12-24-70
12-20-70
12-21-70
13-31-70
12-31-70
12-31-70
12-30-70
12-31-70
12-31-70
21

1- 8.7
1-12-71
1-12-71
1-12-71
1.12-71
11271
1-12:71
1-12-71
11272

1-12.71

1-12.71
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Amending Acts
Suabject
Disposition of Sac and Fox tribal funds .........
Disposition of Yakima tribal funds ............
Disposition of Chemehuevi tribal funds .........
Disposition of tribal funds of Confederated bands
of Ute IndlanS .....covvvnvvinensnnnnansesas
Control of organized crime in US. ............
To amend the Merchant Marine Act, 1938 .......
To convey certain federally owned land to the
Cherokee Tribe of Oklahoma ..........c00vees
Comprehensive Drug Abuse Prevention and Con-
ol Act of 1970 ....cviniiirienincrnnronnnnrne
Tax deduction for certaln payments to National
‘Raflroad Passenger Corporation ............. .
Consenting to the Susquehanna River Basin
L.
Securities Investor Pmtectlon Act of 1970 e
’ro extend the Highway Trust Furd ............
Disaster Rellef Act of 1970 ........ccvvnvurens
To extend and amend laws relating to housing and
urbaz development .............c..0.n
Exd.n, Estate and Gift Tax Adjuatznent Act of

P L RN I I R )

"ra provide interest on certain Ilnsured loans sold

‘out of Agricultural Credit Insurance Fund .....
Clarifying exemption from income taxation orf
cemetery corporations ...........cieeeieveenn
To extend the period for aling certain manufac-
turers clatms for Soor stocks refunds ..........

. Uniform Relocation Assistance and Real Property

Acquisition Policies Act of 1970 ........c00n0e
To amend '54 Code relating to distilled spirits ...
To amend provisions of 'S4 Code relating to beer
To allow leasing of alrcraft for temporary use
outside the U.S. with recapturs of investment
Treatment of losses sustained through condlsca-
tion of property by Cuban government ........
To provide floor stocks refunds in case of cement
Relating to joint {ncome tax returas by husband
and WIfe ......oeeieiiriiiriitirsetataenenans
To extend the application of Sec. 2738 from citrus
groves to almond groves .........cc0cenvennns
To amend Sec. 337 of 'S4 Code relating to foreign
To amend Sec. 1372 relating to passive investment
To amend sections 902(b) and 902(c) of 'S4 Code
to reduce the 30-percent requirement to 210-
percent between first and second leveis and to
{nclude third-level foreign corporations in the tax
credit structure if tha 10-percent tesat s met ...
Relating to the income tax treatment of certain
sales of real property by a corporation .........

27,397

27,398
27,401
27,403

27,404
27,404
27,403
27,408
27,408
27,407

27,407

27,408

27,408
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577 Amending Acts (LR.C.) 27,303
Pub. Law No. Date Subject Page
01.887 1-12-T1 To provide for trestment of losses on worthless
securities ................00... eeareesaenanas 27,409
91-688 1-12-T1  Relating to consolidated returm of life msu:a.nc-
companies ..... 1 12 3 U

91-891 1-12-71 Relating to period of qualification of certain
union-negotiated pension plans ............... 27411
91-893 1-12.71  Relating to certain statutory mergers .......... 27,411

Statutes Enacted by the 92nd Congress—ist Session

92-5 3-17-7T1  To fncrease the public debt Umit ............... 27,412
92-9 4- 1-71 To provide an extension of the Interest Equaliza-

L3 T = ¥ £ S T 3
92-12 5+ 7-T1 To amend the Rural Electrification Act of 1938,

a3 amended .......ciecvesiireiennsianisescas 20,418
92-29 8-23-71 Disposition of funds of the Iowa Tribe of Okla-
homa, Kansas and Nebraska Indians ........ . 24T

£2.20  §-23-71 Disposition of funds of the Snohomish, Upper
Skagit, Snoquamie and Skykomish tribal funds . 27,417
9241 7- 1-71 Amending the Ranegotlation Act of 1951 ....... 27,418

92-89 7-23-71 Disposition of funds of the Pembira Band of
’ Chippewa Indlans ......cceocceasneccnecenssss 20,418
92-138 10-14-71 Sugar Act Amendments of 1971 ...............  2T,419

92-184 11-23-T1 Disposition of funds of the Pueblo of Lagurna In-
92-173  12-10-Tr—Revenue Act of 1971 ...c.vcreeetenresscesases 27,420
92-181 12-10-71 Farm Credit Act of 19TL .....ocvveresnenanesa. 27,442
92-203 12-18-71 Alaska Native Claims Settlement Act .......... 27,444
92-208 12-18-71 Apportionment of Shoshone tribal funds ........ 27,445

Statutes Enacted by the 92nd Congress—2nd Session

92-244 3- 9-72 Disposition of funds of tha Confederated Tribes of
. the Colville Reservation ......ccccvveveecncnn. 27,445

92-253 3-17-72 Disposition of funds of the Salish and Kootenal

92-284 3-18-72 Disposition of funds of the Blackfest and Gros
Ventrs Tribes ......occeoevecaconssrnassecns 27,448
92-258 2-22-T2 'To amend the Older Americans Act of 1983 .... 27,448
92-279  4-28-72 ._Income tax exclusion for Vietnam prisoners of wa.r 27,447
92-295 3-18-72 . Disposition of funds of the Jicarilla Apache Tribe 27,451

92-309 8- 2-7T2 Disposition of funds of the Miami Tribe of Okla-
homa and the Miami Indfans of Indlana ....... 27,451

92-310 8- 8-72 To provide that the Federal Government shall as-
sume the risks of its fidelity losses ............ 27,451

92-329 8-30-T2 To extend the emergency unemployment com-
PenSAtion PLOGTAMT ...voeevvnneasnorasncessses 20,448
92-336 7- 1-72 To increase soclal security beneAts ............ 27,448
92-349 7-13-72 To amend the Nationsl Transportation Act of 1969 27,152
92-418  8-29-T2 Exempt status of veterans’ organizations ........ 27,482
92419 8-30-72 Rural Development.Act of 1972 ................ 27,463
92438 9-29-72 Disposition of funds of Havasupal Tribe ........ 27,454

92-442 9.29-72 Dlsposition of funds of Shoshone-Bannock tribal
92-458 10- 3-72 Disposition of funds of Delawars Tribe ......... 2745
92-461 10- 6-72 Disposition of Yavapali Apache tribual funds ..... 27,454
92-462 10- 8-72 Disposition of Pueblo de Acoma tribal funds .... 27,454

@ 1271 by Pragties-Fall, Ioe,
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Pub. Law No. Date

92467
92463
© 92-500

92-512

92-528

92.532

92-553
92-337
82-538
92-578
92.330
92-386

92-603
92-608

93-17
93-29

93-53

- 93-68
93-69

92-113
93-118
93-129
93-123

93-134

93-161

93-197
93-193

93-203

93-223

93-286
93-288

93-288

T 93-224

10- 8-72
10- 6-72
10-18-72

10-20-72

10-21-72

10-25-72

10-25-72
10-25-72
10-23-72
10-27-72
10-27.72

10-27-72
10-30-72

10-31-72

1422

Amending Acts
Subject
Disposition of Kickapoo tribal funds .........
Disposition of Yankton Sioux tribal funds ......
Federal Water Pollution Contrul Act Amend-
ments of 1972 ... .....vvvvinnraosrannnvannones
To provide fiscal assistance to State and local
governments and to authorize Federal collection
of State individual income taxes ........c000e0
Relating to the Administrative Conference of
the ULS. t..iveeevnvecosveonsccassnorsancsacns
Authorizing the City of Clinton Bridge Commis-
sion o convey its bridge structures and other
assets to the State of JOWa ......cvvneveenvons
Disposition of tribal funds of Mississippl Sioux
Disposition of tridal funds of the Assiniboine
To provide funds for certain wildlife restoration

‘Pennsylvaria Avenue Development Corparation

Act of 1972 L..eiiniiiiiiiieitiiienasianaians

‘Personal exemptions In the case of American

Disposition of tribal funds of the Osage Indiany .

" Social Security Amendments of 1972 ...........

Coordination of T.S. and Guam individual income

Statutes Enacted by the 93rd Congress——1st Session

4-10-73
5- 3.73

7- 173

7- 9-73
7.1 73

10- 1.73
10- 1-73
10-19-73
10-19-73

10-19-73
11-27-73

12.22-73
2-24-73

12.28-73

12-29-73

12-31-73

Interest Equalization Tax Extension Act of 1973 .
“Older Americans Comprekensive Services
Amendments of 1973” ......ieeteerenntccninne
Income tax treatment of payments to Presidential
To extend the Ranegotiation Act of 19851 .......
Jo amend the Raiload Retiremenc Act of 1937
and the Railroad Retirement Tax Act ..........
Domestic Volunteer Service Act of 1973 ........
To amend the Merchant Marine Act, 1938 ......
Board for International Broadcasting Act of 1973
National Foundation on the Arts and the Human-
ities Amendments of 1973 ......covereccannass
Distributions of funds of Indian claims ........
To amend the International Organizations Immu-
nitles Act . ..ciiiiiiiinetitrioenrertooncnes
Merntominee Restoration Act .ioivvvencciavcones
District of Columbia Self-Govermment and Gov-
ernmental Reorganization Act ......cevvveiens
Comprehensive Employment and Training Act of
FederalF!nsnc!ngBankActotlsn
‘To increase social security benefits ............

Statutes Enacted by the 93rd Congress—2nd Session

1- 2-74
5 21-74

5-22-74

Regional Rail Reorganization Act of 1973 ......
To amend Pudb. Law 90-335 relating to the pur-
chase, sale and exchange of certain lands on
the Spokane Indian Reservation «—.............
Disaster Relief Act of 1974 ..ccvvvrravarnsnnes

.~

18-

Page
27,453
27,4335

27,457

27,453

27,488

27,488
27,488
27,453
27,458
27,468
27,459
27,465
27,459

27,484

27,487
27,471

27,472
27,473

27,474
27,475
27,330
27,473

27,476
27,478

27,480
27,477

27,431
27,482

27,478
27,478

27,479

27,482
27,483



1423

21797 Amending Acts (L.R.C.) 27,305
Pub. Law No. Date Subject Page
93-310 8- 8-7¢ To amend Sec. 501 relating to exemption from tax
on corporations, e, .........ceciiiiieniananas 27,483

03-313 6~ 8-74 To delay for six months the taking effect of cer-
tain measures to provide additicnal funds for

certain wildlife restoration projects ............ 27,483
93-329 §-30-T4 To extend the Renegotiation Act of 1951 ........ 27,484
93-353 T-25-T4 To provide exemption for Legal Services Corp. .. 27,484
93-288 8- 7-74 Exempting from duty certain equipment and re-

: pairy for vessels, ete. .......c.iiieiiiiniion.. 27,485
93-383 8-22-74 Housing and “Community Development Act of -

E 1974 oiciniieinseiiannierisiotanncneaneeanis 27,509
93-387 8-24-74 - Council on Wage and Price Stability Act ........ 27,510

93406 9- 2-74 Employes Retirement Income Security Act of 1974
. (as amended by P.L. 94-12) ......ccvvvennnnss 27,483

93-443 10-15-74 Federal Election Campaign Act Amendments of
1974 ........ U PP - 13 & §
- 93-443 10-i6-T¢ To amend ths Railroad Retirement Asct of 1937 .. 27,520

93-480 10-26-74 Treatment of life insurance company dividends
~for personal holding company consoiidated re-
: QU PUTPOSES ... ...covevrrevnnccnnonns veesss 27,513
93-482 10-28-T4 , Accounts receivables of related DISCs and Iow
B {ncomehou:ing.................'............. 21,515
93-483 10-26-74 Armed Forces Scholarships, Insurance Company
guarantzes, and premature withdrawals from
. tarm accounts .........iiiieieiiiiiiiieiea 27,515
93-480 10-28-74  Application of moving expense provisions to mem-
bers of U.S. military services, etc. ............. 27,518
93-498 10-28-T4 To amend ths Rall Passenger Service Act of 1970 27,518
" 93497 10-29-74 Basis adjustment for property received in liquida-
ton Prior £0 T=1-87 ..cvevvrveinrioncnscsnnses 27,518
93-499 10-29-7¢ Wagering tax amendments ...........o0000.... 27,519
93-331 12.-22-74 Providing for fnal settlement of the conflicting
. rights and interests of the Hopt and Navajo
Tribes ...... -1 8- 7~
93357 1- 2-75 Tax treatment of members of the Armed Forces
of the United States and civilian employees who
are prisoners of war or missing in action ...... 27,521
93-618 1- 3-T5 Trade Act of 1974 .....iiivvernocnctsannsaesss 27,5481
93-828 1- 3.5 To amend the tariff schedules of the U.S, etc. .... 27,522
93-844 1- 4-73 Headstart, Economic Opportunity, and Commu-
nfty Partnership Act of 1974 .......c.cvvrenn. 27528
83-647 1- 473 Soglal Services Amendments of 1974 .......... 27,527

Statutes Enacted by the 94th Congress—1st Session

04-12 3-29-75 Tax Reduction Act of 1975 ........cvvveneens.e 27,529
8445 8-30-75 Emergency Compensation and Specfal Unemploy-

maent ‘Assistance Extension Act of 1973 ........ 27,542
9148 8-30-73 To amend Public Law 93-847 ................. 27,543
81 3- 9-75 .Treatment of Condemnation proceeds from forest

lands held in trust for the Klamath Indian Tribe,
94-92 8- 975 To amend the Railroad Unemployment Insurance

© 1977 ty Drestice-Eall, I,



27,306 (L.R.C.)

Pub. Law No. Date

04-93

94-114
94-118
94-129
94-164
94-168
94-182
94-183
94-189
94-202
94-204

94-238

94-241

94-253
94-267
94-273
94-274
94-280
44-283
94-331
94-3968
94401
94414
94444
94452
04453
94.514
84-528
94-529

94-530
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Amending Acts
Subject

8- 9-75 Amendments to the Railroad Retirement Tax Act
10-17-73 Treatment of certain submarginal land held ia
trust for certain Indian tribes ........ Ceaeniee

10-20-75  Japan-United States Friendship Act .......
11-13-75  Gifts or devises to the National Azborstum ......
12-23.78"\ Revenus Adjustment Act of 1975 ........... e
12-23-75  Metric Conversion Act of 1975 ................
12-21-75 To amend the Social Security Act .............
12-31-75 To extend the Rercegotiation Act of 1951 ........
12-31-73  Disposition of Sac and Fox Tribes fund . ves
1+ 2.76 To amenrd the Soclal Security Act ..............
278 To amend the Alaska Native Claims Sott!ement

Statutes Enacted by the 34th Congress—2nd Session

3-19.78

3-24-76

3-31-78
4-15-78

4-21-78
4-21-78
5. 5-78

5-11-76

8-30-76
9 3.7§
9- 7-78
9-17-76

10- 1-78
10- 2.76

Application of certain provisions of the '54¢ Code
to specified trans¢«tions by certain public em-
ployee retiremeat systems created by the State
of New York or any of its political subdivisions .
To approve the “Covenant to Establish a Com-
monwealth of the Northern Mariana Island in
Political Union with the US.A” ....ccivnvnnen
Tax treatment for exchanges under the final sys-
tem plan for ConRail ......ccocieeeceniinnnns
To permit tax-free rollovers of distribution from
" employee retirement plans in the event of plan
termination .......ciiieeiiieeiiiaiiiniiiniane
Fiscal Year Adjustment Act ........c000neenes
Fiscal Year Transition Act ......ccuveevnrennes
Authorizing appropriations for the construction
of certain highways in accordance with Title 23
of the U.8. Code ......ivivveencaniancssananse
Federal Election Campaign Act Amendments of
To amend Sec. 815 of the Internal Ravenue Code
To amend section 512(b)(3) of the Internzl Rev-
enue Code of 1954 .......uiveivniencccnncencns
To facllitate and encourage the implementation
by States of child day care services programs ..
To amend Sec. 384 relating to common trust
funds; treatment of aRllated banks ..........
Emergency Jobs Programs Extension Act of 1978
Bank Holding Company Tax Act of 1976 ........

10+ 4-76™\Tax Reform Act of 3978 .eevrverenrensaneanne

10-15-78
10-17-78
10-17-76
10-17-7

10-18-78

20-18-78
10-19-78

Interest deduction on certain corporate indebted-
To provids for a distribution deduction for certain
cemetery perpetual care fund, etc. ............
To amend Sec. 5051 (nlaung to the Federal ex-
cisetax on beer) ........ . i eiineneiiiiines
Exempting from fuel tax certain akcratt mu-
SRUILS . o.ocvocacssoncanssssosstoenassnanssans
To provide for the disposition of funds for the
Grand River Band of Ottawa Indians .........
To amend the Railrcad Retirement Act of 1974
General revision of the Copyright Law ........

21777

Page
27,544
27,545
27,551
27,548
27,543
27,551
27,549
27,549
27,549
27,549

27,350

27,551 -

27,555
27,532
27,533
27,559
27,559
27,560
27,560
27,563
27,563
27,564
27,365
27,565
27,368
27,568
27,698
27,697
27,697
27,607
27,698

27,898
27,699
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6-11-18 Amending Acts (I.R.C.) 27,306.1
Pub. Law No. Date " Subfect Page

94-559 10-19-76 The Civil Rights Attorney’s Fees Awards Act

of 1978 ............00. teinseaane 217,899
04-563 10-19-76 ‘To amend chapter 21 of t.he IRC and titIe lI of the

Social Security Act ........vviiiiiiiiiiianes 27,699
94-566 10-20-76 Unemployment Compensatlon Amendments o!

B T 7 N 27,700

94-568 10-20-76 To provide for tax treatment of social clubs and

certain other membership organizations, and for

other purposes ..... et tai e e 27,704
94.569 10-20-76 To permit the authorization of means other than

stamp on containers of distilled spirits as evi-

dence of tax payment, and for other purposes .. 27,705

Statutes Enacted by the 95th Congress—1st Session
95-19 4-12-77 Emergency Unemployment Compensation Exten-
slon Act Of 1977 cuvvvivsinrrraraoraasnneanses 20708
95-30 5-23-77 Tax Reduction and Simpuﬂcauon Act of 1077 ... 27,707
95-125 10-7-77 To amend the Accounting and Auditing Act of
1950, to provide for the audit, by the Comptroller
General, of the IRS and of the Bureau of Alcohol,

Tobacco, and Firearms .........ccccvvvnnnes L. 27,716

95-147 10-28-77 To authorize the Secretary to invest public mon-
- eys, and for other PUrpoSes .........crveeneues 21,117

95-170 11-12-77  To suspend until July 1, 1978, the rate of duty on
. mattress blanks of latex rubber, ete. .......... 27,717

95-171 11-12-77 To extend certain Soclal Security Act provislons.
= PN 27,718

96-172 11-12-77 To extend for an addltlonal temporary period the
existing suspension of duties on certain classifica-
tions of yarns of silk, ete. . 21,718
95-176 11-14-77 To amend certain provislons of the '54 IRC relat-
{ng to distilled spirits, ete. .......00vnvnvenene. 27,719
95-185 11-18-77  Slletz Indian Tribe Restoration Act NN ceas 21,720
95-210 12-13-7T To amend Titles XVIII and XIX of the sacla.l
Security Act, etc. ..o viiiiiiiiieriiiinaan.. 27,720

95-218 12-20-T7  Social Security amendments of 1977 ............ 27,720
Statutes Enacted by the 95th Congress—2ad Session

95-227  2-10-78 The Black Lung Benefits Revenue Act of 1977 .... 27,725

95-239 3- 1-78 The Black Lung Benefits Reform Act of 1977 .... 27,727

93-258 4- 7-78 Relating to the year for including in income cer-
, tain payments under the Agricultural Act of 1949
received in 1878 but attributable to 1977, and to
extend for one year the existing treatment of State
legislators' travel expenses away from home .... 27,727

© 1978 by Preatioy-Hall, foc.



ATTACHMENT 3

TAX RETURNS, EXPANDED iNCOME, TAX AND TAX EXPENDITURES DISTRIBUTED BY EXPANDED INCOME CLASS

(1976 levels of income]
Number of returns Expanded income Tax liability Tax expenditures

Percentage distribution Percentage distribution Percentage distribution Percentage distribution
Cumulated Cumuiated Cumulated Cumulated Cumulated Cumulated Cumulated  Cumulated
from from from from from from from from
i Number fowest  highest Amount  lowest  h.ghest Amount Towest highest Amount fowest highest
Expanded incoine class (thousands) incomes incomes  (millions) incomes incomes  (millions) incomes incomes  (millions) incomes incomes
25,474 28.9 100.0 $57,557 5.3 100.0 $141 0.1 100.0 $3, 558 4.2 100.0
0, 109 51.8 n1 149, 590 19.0 94.7 8, 6.2 9.9 6, 469 11.9 95.8
16, 106 70.1 48.2 201, 036 37.4 81.0 18,071 19.5 93.8 7,645 2.0 8.1
11,824 83.5 29.9 205, 086 56.2 62.6 23,003 36.5 80.5 9, 765 32.6 79.0
9, 907 94.8 16.5 237, 041 7.9 43.8 32,778 60.8 63.5 , 346 S2.1 67.4
3,347 98.6 5.2 124, 836 89.3 2.1 22,017 77.0 39,2 14,015 68.8 41.9
985 99.7 1.4 67,484 9.5 10.7 16, 492 89,2 23.0 11,497 82.4 3.2
198 99.9 .3 27,371 98.0 4.5 , 084 95.2 10.8 6, 529 90.2 17.6
43 100.0 1 21,573 100.0 2.0 6,476 100.0 4.8 8221 100.0 9.8
87,998 ... 1,001,873 .. 135,293 o eeeioo- 83,085 o iiieeeieeenan-

1 Tax expenditures directly affecting individuals in fiscal year 1977, summed without respect to interaction.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Feb. 14, 1978.

9Z¥1
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STATEMENT OF THE AMERICAN LUTHEBAN CHURCH FOUNDATION

A. IDENTIFICATION

The American Lutheran Church Foundation is an office of The American
Lutheran Church (ALC). It is responsible for encouraging charitable giving to
congregations, national ALC programs, and the many ALC agencies, divisions,
institutions, colleges and seminaries. The ALC has approximately 2,437,000 mem-
bers in the United States.

The Lutheran Council in the USA has submitted a statement to this committee
on behalf of the ALC, and the Foundation endorses and supports that statement.
We, however, want to emphasize the need for the charitable deduction regard-
less of whether an individual itemizes his/her deductions.

B. NEED TO PERMIT ALL TAXPAYERS TO TAKE A DEDUCTION FOR CHARITABLE
CONTRIBUTIONS

The report of the House Ways and Means Committee on the Revenue Bill of
1978 (H.R. 13511) describes the anticipated impact of the Revenue Bill. By
increasing the zero bracket amount and the corresponding floor under itemized
deductions for single and married persons, it is estimated that 2.5 million people
will change to the standard deduction. Report No. 95-1445, I—Individual income
tax reforms. In fact, the new tax bill is structured to discourage taxpayers from
itemizing deductions. Itemizers may actually experience an increase in taxes.
Report No. 95-1445(1IV) (A) (8).

Studies conducted by Martin Feldstein of Harvard indicate that the increased
use of the standard deduction adversely affects charitable giving. Professor Feld-
stein’s study estimates that charities have lost approximately 6 billion dollars
in the last seven years primarily as a result of the standard deduction. With the
increasing pressure of inflation upon all budgets, the loss of such revenue can
have disastrous consequences upon the social and other services of charitable
organizations.

Contributions to charitable organizations have long been recognized as a so-
cially desirable goal. Similarly, political contributions are encouraged to increase
political participation. As a resuilt, taxpayers are given tax incentives to make
contributions to political parties by means of a credit. The taxpayer may avail
him/herself of this credit regardless of whether he/she itemizes deductions.
Just as the House Ways and Means Committee asserts that the credit simplifies
and makes more equitable the tax incentive for political contributions, so, too,
does an “above the line” deduction for charitable contributions. Report No.
95-1445 (II) (Base broadening and efficiency adjustments): (IV) (B)(3). All
taxpayers, regardless of income level, would be able to benefit from the charitable
deduction, which is already provided for political contributions. Record keeping
for an above the line charitable deduction is no more or less complicated than
for the political contribution credit. Above the line deductions, for such items
as moving expenses and alimony, are already incorporated into the tax forms. We
have seen no evidence of record keeping or audit problems caused by these de-
ductions.

Many, if not most, of the persons who make contributions to The ALC and its
congregations are in the middle income category at which the tax bill is aimed.
As more individuals change to the standard deduction, the only foreseeable result
is that contributions to The ALC, and all charitable organizations, will suffer.

C. RECOMMENDATION

‘We therefore recommend and urge the passage of the Moynihan-Packwood Bill
(8. 3111) providing for an “above the line” deduction for charitable contribu-
tions. )

SUMMARY OF THE AMERICAN MINING CONGRESS STATEMENT

The recognition of the need to lessen the corporate tax burden and thereby
provide additional capital to the business sector is particularly appropriate in
the case of the domestic mining industry which must make substantial capital
expenditures in the years to come if it is to be able to provide the basic minerals
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on which our economy depends. Accordingly, we support the corporate tax rate
reduction and investment tax credit improvements contained in H.R. 13511. In
addition we recommend that the investment credit be made refundable and be
extended to all industrial buildings.

We support a reduction in the level of capital gains taxation as a positive step
toward improving the climate for needed capital investment,

We support the allowance of the full 10-percent investment credit with respect
to pollution control facilities subject to five-year amortization as an appropriate
recognition of the economic burden of these nonproductive facilities. For that
recognition to be meaningful, however, the restrictive definitional and certifica-
tion requirements of present law should be eliminated. In addition, tax-exempt
bond financing for pollution control facilities provides an important source of
funds for these expenditures and should not be eliminated or curtailed, either
directly as proposed by the Admlnistration or indirectly through restriction of
the availability of the full investment credit as provided in H.R. 13511.

In view of the present competitive disadvantage which the U.S. mining industry
faces in operating abroad, the unrepatriated earnings of foreign subsidiaries
should not be subjected to current taxation.

DISC benefits should be retained as a stimulus for exports, especially in view
of our nations present very large and serious balance of payments deficits.

AMERICAN MINING CONGRESS,
Washington, D.C., Sept. 6, 1976.
Hon. RusseLr B. LoxNag,
Chairman, Committee on Finance, U.8. Senate, Dirksen Senate Office Building,
Washington, D.C.

DEAR MR. CHAIRMAN: In response to your press release announcing public
hearings on H.R. 13511, the Revenue Act of 1978, the following comments are
respectfully submitted on behalf of the American Mining Congress for the
Committee’s consideration.

The American Mining Congress is an industry association representing all seg-
ments of the mining industry. It is composed of (1) U.S. companies that produce
most of the nation’s metals, coal and industrial and agricultural minerals; (2)
companies that manufacture mining and mineral processing machinery, equipment
angd supplies; and (8) engineering and consulting firms and financial institutions
that serve the mining industry.

NEED FOR ADDITIONAL CAPITAL INVESTMENT

The need to lessen the Federal tax burden on business activity to provide
additional needed capital to the private sector has been widely recognized. Addi-
tional capital must be provided to the private sector if our nation’s productive
capacity is to be expanded and modernized and needed jobs created. The expan-
sion and modernization of our productive capacity also is vital if the United
States is to remain competitive in the world economy. It is important to note
in this regard, as shown by a 1975 Treasury Department study, that during the
period 1960-1973 the rate of investment in the United States as a percentage
of real national output was the lowest of the principal industrialized countries
of the world. The recognition of the need for additional capital is particularly
appropriate and important in the case of the domestic mining industry which
has the task of providing the basic minerals that are the backbone of our indus-
trial economy and our national defense,

For the domestic mining industry to meet the challenge of obtaining the min-
erals we will need in the years to come, the expenditure of tremendous amounts
of capital will be required. Existing facilities must be expanded and modernized
to more effectively exploit known mineral deposits. In addition, new deposits must
be discovered and developed.

The discovery and development of minerals in the United States is becoming
more and more costly. Most of the high-grade mineral heds have alreadv hbeen
discovered. The ones left generally are deep, low-grade deposits, Today, the mining
industry must expend great sums of money on exploration and development in
the United States. This exploration requires sophisticated and expensive
geological, geochemical. and geophysical equipment, Exploring underground is
particularly costly. Moreover, in many cases, the deposits that are discovered
are of such a low grade that the technology required to make it economically



1429

feasible to mine and pracess them must first be develo

ped. Also, to process low-
grade ores at an economically attractive cos
fmiestx(rlx(ei{ltti in ftncilltles for large-yscale operatlofns.t requires tremendous eapltal

na on to these expenditures, the American mining industry is i
large increases In required capital expenditures as a resfxlt of thg g:eaaécggn:}r?t!
of environmental and health and safety legislation affecting the industry which
has been enacted in recent years. These expenditures, which do not add to
productive capaeclty or result in any significant economic return, further increase
the mining 1nd‘ustry's capital needs. The relative magnitude of these expenditures
:z ;rne(‘);lnelg;lli; i :r tlaln’rle:l;’p;e, in r(;cezé years poll;:tlon control expenditures have not
CO or up to er

mining compantes. P percent of the capital expenditures of copper

Moreover, the industry has been required to turn increasingly for capital funds
to debt financing, thereby significantly increasing the industry’s debt burden
and its debt/equity ratio. According to a survey by Moody’s Investors Service,
the debt of ten major mining companies rose from 11 percent of capitalization
in 1967 to 33 percent as of the end of 1976. The industry’s ability to generate
capital internally and to attract outside capital is dependent on its profitability
for that determines its cash flow and return on investment. The lowe," the indus-
try’s profits are, the less funds there are generated Internally to meet capital
needs. Moreover, inadequate profitability seriously impairs the industry’s ability
to obtain external financing. Even if the industry is able to attract the needed
funds in the first instance, inadequate profits impair its ability to service new
debt burdens. The industries’ ability to service its debt has significantly weakened
in recent years. According to the Moody’s survey, retained cash flow declined
from 74 percent of long-term debt in 1967 to 21 percent in 1976,

The heavy inflation of recent years a'so has placed substantial additional
burdens on thé mining industry. As a result of inflation, the industry is en-
countering substantially higher operating and replacement costs. Moreover, it
18 faced with rapidly escalating costs on uncompleted mine development projects.
The discovery of an ore body and the development of a mine is a long-term, 5 to 10
year project. The inflation induced escalation of costs of mining projects has
imposed substantial new and uncontemplated capital expenditure burdens on
the mining industry.

Rising energy costs, increased imports, and recent adverse economic circum-
stances in the case of a number of our major mineral sectors also have impaired
the mining industry’s ability to carry on the necessary expansion of our mineral
productive capacity.

Our tax laws must provide an improved climate for capital investment and
adequate incentives to allow the mining industry to obtain the capital it needs
if we are to have the needed modernization and expansion of productive capacity.

CORPORATE TAX RATE REDUCTIONS AND INVESTMENT TAX CREDIT IMPROVEMENTS

H.R. 13511 moves in the proper direction by providing that the Federal income
tax burden on business activity will be decreased through a2 reduction in the
corporate tax rate to 48 percent and by improvements in the investment tax
credit—namely, providing for a permanent 10-percent credit, extending the credit
to certain expenditures of rehabilitating existing industrial buil'dings, and
{ncreasing to 90 percent of tax lability the limitation on the amount of the
earned investment credit which a taxpayer may currently utilize.

We support the changes. We believe, however, that the strength of the invest-
ment credit as an incentive to encourage capital investment and as a source of
funds for industry to use in meeting its capital needs should be further improved
by making the credit refundable. At the very least, if the credit is not made
refundable, the Increase in the limitation on the amount of the credit which a
taxpayer may currently utilize to 90 percent of tax liability should be made
fully effective in 1979, rather than phased in over a four-year period. In addition,
the credit should be made applicable to new and existing industrial buildings,
including buildings used in connection with mining activity, The need for new
industrial structures is just as great as the need for new equipment. Moreover,
this change would structurally improve and simplify the tax law by elimfnating
the need to distinguish between equipment and building components.

In evaluating these needed reductions in the level of business taxation, it is
fmportant to recognize that to a significant extent the reductions will be offset
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by the increased social security tax burden recently placed on business and by
the pending energy taxes if enacted. Thus, the net effect will be a substantially
smaller overall reduction in the level of business taxation and, accordingly,
a substantially smaller degree of assistance to the private sector in carrying
on the needed modernization and expansion of the nation’s productive capacity.

CAPITAL GAINS TAXATION

H.R. 13511 recognizes that the present high level of capital gains taxation has
contributed to the shortage of investment funds needed for capital formation.
The American Mining Congress supports a reduction in the tax burden imposed
on capital gains. We believe this will improve the climate for needed capital
investment. It must be emphasized, however, that decreases in the capital gains
tax burden should be in addition to, and not in place of, retention and improve-
ment of other incentives for capital formation.

POLLUTION CONTROL EXPENDITURES

The mining industry has been faced with increasingly heavy capital expendi-
tures to meet the many new environmental requirements being imposed on it.
Moreover, in future years the mining industry will be required to spend stagger-
ing amounts of capital for pollution control facilities. The present treatment of
pollution control facilities under the Code is so limited and restricted that it has
not been effective in easing the industry’s financial burden of meeting potlution
control standards.

The provisions of H.R. 13511 which would allow the full 10-percent investment
tax credit with respect to pollution control facilities suhject to five-year amortiza-
tion are & positive step which we support. This treatment, however, should not be
made inapplicable, as it would be by H.R. 13511, to facilities which are financed
in whole or in part with tax-exempt industrial development bonds. Such a limi-
tation is contrary to the goal of providing a meaningful recognition in the tax
laws of the economic burden of these nonproductive expenditures. Tax-exempt
bond financing has provided an important source of funds to meet this burden.
The viability of this type of financing should not be indirectly limited in this
manner. This could result in diminished use of this important source of funds
for pollution control expenditures and thereby require the industry to allocate
to pollution control activities funds that otherwise would be used for the needed
expansion of productive capacity. Moreover, this important type of financing
should not be eliminated as has been proposed by the Administration.

In addition, to provide & meaningful recognition in the tax laws of tle economic
burden on industry of nonproductive pollution control and abatement facilities,
further modifications are needed. The restrictive definitional and certification
requirements of present law should be eliminated. Thus, the requirements of
Federal and state certification, the limitations based on the useful life of a
facility and receipts from the recovery of waste, and the exclusion of pollution
control facilities used in connection with new plants should be eliminated. In-
stead, the test for whether a pollution control facility qualifies for five-year
amortization should be whether the primary function of the facility is pollution
abatement.

Under existing law a deduction for amortization of a pollution control facility
that is part of a taxpayer's mining operations will reduce the taxpayer's taxable
fncome from the mining property, and this reduction may result in a lower per-
centage depletion deduction for the mine—thus offsetting, in part, the effect of
the amortization provision. We recommend that deductions for pollution control
expenditures should not be offset by applying the deductions to reduce the 50 per-
cent of taxable income limitation on percentage depletion deductions.

Ungder existing law the excess of deductions for amortization of pollution con-
trol facilities over ordinary depreciation deductions is inciuded in the tax base
for the 10-percent “minimum” tax as an item of tax preference, thus diminishing
the effect of flve-year amortization in many cases. We recommend that pollution
control facilities be deleted from the base of the 10-percent minimum tax.

OUBRENT TAXATION OF UNREPATRIATED FOREIGN EARNINGS

From time to time, the proposals have been made to subject the unrepatriated
earnings of foreign subsidiaries of U.S. companies to curvent U.S. taxation. The
American Mining Congress opposes such proposals.
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In carrying on mining activities abroad—where mineral deposits are located—
the U.S. mining industry must compete with mining companies from other capital
exporting countries. U.S. mining companies operating abroad already are at a
competitive disadvantage vis-a-vls mining companies from other countries. Elimi-
nating deferral, and instead subjecting the retained earnings of foreign subsidi-
aries to current U.S. taxation, will aggravate that competitive disadvantage.

In view of the need of this country to import substantial amounts of the min-
erals we need, it is in our national interest that the U.S. mining industry be
allowed to effectively participate in the development of these foreign minerals,
If these foreign mineral sources are not developed by American mining companies,
they will be developed by American mining companies of other major industrial-
ized nations of the world. This would make the availability to us of needed for-
elgn minerals even more deepndent on, and subject to variations in, the economic
and political climates of other countries. It is also important to note that the
availability of needed raw materials to American industry nteans that mineral
processing and the fabrication of many products may be done in the United
States by U.S. employees rather than abroad.

In addition to providing us with additional assurance that the minerals will be
available to us, the development of foreign mineral deposits by the U.S. mining
industry will also tend to mitigate the balance of payments effect of imports since
the profits arising on the foreign operations of U.S. mining companies will be at
least in part repatriated to the United States.

DISC

Although DISC benefits are not available with respect to exports of minerals,
the American Mining Congress opposes further restrictions on DISC treatment.
‘We believe that DISC benefits do have a stimulative effect on U.S. exports and
that it is particularly inappropriate to remove this stimulus at the present time
when the country is experiencing such an extraordinarily large and serious bal-
ance of payments deficit.

Respectfully submitted,
DENNIS P. BEDELL, Chafrman,

American Mining Congress Tax Committee.

AMERICAN PAPER INSTITUTE, INC.,
New York, N.Y., September 18, 1978.

To: Members of Senate Finance Committee:

At the Senate Finance Committee hearings of August 21, our panel was asked
to respond to proposed sunset laws for tax expenditures.

The enclosed comments summarize the position of the paper industry on what
appears to be a one dimensional approach to the multifaceted problem of contain-
ing the role of government in our economy.

We applaud the efforts of this Committee to drive for a sensible and balanced
tax program at this critical time {n our economy. We agree that more action must
be taken in the next session of Congress to prevent a drift of the economy into a
dangerous no-growth, high inflation phase. We will work with you on this.

mlt you have any questions, do not hesitate to contact me, or our Washington
office.

Sincerely yours,
NORMA PACE,

Senior Vice President,
Enclosure.

CoMMENTS ON SUNSET I.AwS For “TAx EXPENDITURES’

Simplification of government spending and taxing programs is a matter of
greatest priority for Americans. The complexities inherent in managing a $500
billion federal budget have not only created a climate for abuse but have also
built distrust among Americans. The low rating of the U.S. government in
public opinion polls reflects this growing feeling that government may be getting
out of hand. Proposition 18 in California was blessedly simple and therefore
easily won. So any action that returns the 1.8. to understandable concepts in
government's role and fosters greater control over government is welcome,
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Sunset laws which automatically extinguish government programs, unless they
are proven beneficial and worthy of survival, are a step in the right direction.
They increase the efficiency of government: they facilitate decisions that would
not otherwise be made in a populist society. The simple automaticity of the
procedure is appealing and repeated reevaluation of government programs pro-
vides assurance that they do keep up with the fast changing needs of a mobile
and dynamic socfety.

Much of the legislative foundation for present soclal and economic policles
was laid in the 1930's when an unusually severe depression rocked the U.S.
economy and set the stage for massive spending programs. A mechanism that
forces review and update of this legislation s certainly welcome.

But any proposal to apply sunset provisions to so-called “tax expenditures” Is
unwarranted and unnecessary, and could result in further inequities in the tax
code and an adverse impact on capital formation.

‘PAX EXPENDITURES” CONCEPT 18 FAULTY

Using the term “tax expenditures” for all income flows that are exempt from
federal taxes or receive favorable tax treatment is unfair. It is based upon the
faulty premise that government has the first claim on all the income of U.S.
citizens. It fails to recognize that taxes can have an uneven impact on incentives,
on buying power and on risk-reward balances. Incentives and rewards are the
life blood of our economic system and if they become distorted through tax
policies, serlous consequences to the economy result. Many “tax expenditures”
provide the means for restoring balance to the imhalances created by govern-
ment spending and taxing policies themselves. To ringle out these items without
attention to the total matrix of government expenditures and taxes would have
adverse effects on the economy.

BETTER REVENUE IMPACT ESTIMATES NEEDED

Moreover, the term ‘“tax expenditures” impiles a net cost to government but
that is not necessarily true. Dynamic analysis of the impact of taxes shows much
feedback effect. The investment tax credit, for example, increases tax revenues
because it encourages more investment in plant and equipment, thereby creating
income that yields much more revenue than the so-called “‘expenditure.”

ADVERSE IMPACT ON CAPITAL FORMATION

Sunset provisions for these so-called “tax expenditures” would be discriminat-
ing and harmful to balanced growth.

1. They would prevent consistent planning of cash flow for both business and
individuals and would thereby impair confildence and spending.

2. Tax planning would proceed around expiration dates of specific items of
tax preference and would create distortions. (The stop and go history of the
investment tax credit gives ample evidence of the distortion potential in such
moves.)

3. They would adversely affect savings and investment. For example, Interest
payments on mortgages are deductible and provide an incentive for home owner-
ship; they are considered a “tax expenditure.” Suppose the sunset provisinn
would let this die. then investment in housing would he adversely affected. At
the same time. interest receipts are considered unearned income in the general
tax revenue code and potentially subject to higher tax rates, which restricts
savings flows to mortgage lending institutions and reduces the potential size of
the mortgage market. If attention is not paid to this savings restriction in a
timely way, the sunset provision on mortgage interest deducttbility could have
a doubie impact on future investment in housing.

Dividends are taxed at least three times: income is taxed before the after tax
income is made available for investment in stocks; then dividends are taxed
as corporate income and taxed again as individual income. An exclusion of $100
of dividends per investor 18 now available as a tax preference. A sunset provision
may remove this benefit to Investors but wilt Congress enact a timely alternative?

4, Another example is accelerated depreciation which in many cases merelv
changes the timing of tax pavments and not the overall tax amount. Yet it
is called a “tax expendtiure.” Accelerated depreciation is a real investment
fncentive but its effectiveness would wither away if a time bomb were ticking
away on it.
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PRESENT TAX REVIEW PROCEDURES DO NOT NEGLECT ‘“TAX EXPENDITURES’

Tax discussions since World War II have not ignored these special provisions
in the tax system. As a matter of fact Congress periodically focuses on these
issues in its tax policy deliberations. The investment tax credit has been removed
once and the rate and coverage changed several times since its inception. Depre-
ciation changes have heen made; percentage depletion is being phased out. The
new House tax bill will tax unemployment benefits of those recelving income
from other sources above a specified amount.

The dialogue on these and other items is continuous and results in frequent
tax changes.

As a matter of fact, tax policy which had been stable until the mid-1960's has
become one of the more destabilizing items in our economy. It used to be a fairly
predictable item and spending-investment decisions flowed more freely in that
cllmtfzte. Tax planning has become so complicated that it is becoming an end in
itself.

NEED FOR REFORM AND RESTRAINT I8 GREAT

The answer to our present fiscal problems does not lie in sunset provisions
for tax policies which try to redress inequitles caused by other government
policies, tax or otherwise.

Government spending must stop rising more rapidly than private spending:
the share of GNP accounted for by government spending must be held stable
in the next two or three years and decline over time.

Tax policies can then proceed on a firm base of government spending forecasts
and can result in a greatly simplified tax structure for both business and indi-
viduals, The existence of highly sophisticated computer programs that will tell
us instantly who pays for what share of government services should encourage
simplified tax policies that provide both greater equity and greater growth.
This is possible.

If restraints on undue expansion in government are imposed, this alone will
automatically correct the biggest inequity of federal taxes; namely, their grow-
ing share of national income.

STATEMENT OF THE AMERICAN PETROLEUM INSTITUTE, M1p-CONTINENT OIL AND
GAS ASSOCIATION, ROCKY MOUNTAIN QIL AND GAS ASSOCIATION, WESTERN OIL
AND GAS ABSOCIATION

SUMMARY

1. Tazx Proposals Affeoting Capital Formation

The United States economy is hampered by Inadequate capital formation. The
major underlylng causes of the problem are inflation, a bias against capital
formation in the tax system, and government policles which limit industry’s
ability to generate and invest new capital.

Tmpediments to capital formation are particularly significant to the petroleum
industry. To minimize dependence on petroleum imports. it will be necessary
to accelerate the rate at which domestic oil and gas reserves are discovered and
developed ; and the cost of finding and developing new reserves will require a
doubling or tripling of historical capital expenditure levels.

It has been erroneously asserted that the petroleum industry can easily fi-
nance these sharply higher expenditure levels. However, the ability of the indus-
