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( No. 547
ﬁnmmms}' SENATE { ' Rrrowt
13t Session T No. 91-852

. TAX REFORM ACT OF 1969

. Novm_m 21, 1969.—Ordered.to be printed.

i .

Mr. Loxg, from the Committqé on Finance,
submitted the following

REPORT
 "Togethier with - |
SEPARATE AND INDIVIDUAL VIEWS
[Tq,avcf?‘,mpany H.R. 13270] | o

The Committee on Finance, to which was referred the bill (H.R.
13270). to reform the income tax laws, having considered the same,
reports favorably thereon with an amendment and recommends that
the bill as amended do pass. o L
I. SUMMARY . .

The Tax Reform Act of 1969 (H.R. 13270) represents a substantive
and comprehensive reform of the income tax laws, As.,?he House co;g;
mittee report suggests, there is no_prior tax reform bill of equal sub-
stantive 8cope. ;' .0 o .o

From time to time, since the enactment of the present income tax
over 50 years ago, various tax incentives, or 1pre erences have been
added to the internal revenue laws. Increasingly in recent years, ta
payers with substantial incomes have found ways of gaining tax';ﬁ
vantages from the provisions that were placed in the code primarily
to aid limited sefgments'of the economy. In fact, in many cases these
taxpayers have found ways to pile one advantage on top of another.
The committee agrees with the House that this is:an intolerable;situa-
tion. It should not have been possible for 1564 individuals with adjusted
gross incomes of $200,000 or more to pay no Federal income tax. durs 18,
primarily a self-assessment system. If taxfg{ens, are generally to pay
their taxes on a voluntary basis, they. must feel that these taxes are fair..

(1)
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Moreover, only by sharing the tax burden on an equitable basis is it
possible to keep the tax burden at a level which is tolerable for all
taxpayers. It is for these reasons that the committee amendments con-
tain some 34 groups of tax reform provisions described in summary
fashion at the end of this section.

The committee labored long and diligently to make a careful and
comprehensive review of the House bill, yet meet its obligation to the
Senate by ordering this bill reported on October 31. On September 4,
iminediately following the congressional recess, the committee began
hearings on this bill which extended over 23 days and in which over
3P0 witnesses were heard. These hearings cover over 7,000 pages and
the committee inserted into the Congressional Record day by day sum-
maries of the statements of the witnesses as they were made to the
committee. Following the completion of its public hearings, the com-
mittee considered the bill in 16 days of executive session in October.
During this time, the committee carefully considered all aspects of the
bill, asisindicated by the fact that in these executive sessions there were
457 motions made with respect to specific provisions. Daily press con-
ferences were held during this period to keep the public and the Senate
fully informed of the progress of the committee in reaching its
decisions. :

All these public announcements were compiled and submitted in-
dividually to Senators within days after the bill was ordered reported
so that they would have the opportunity to learn of the changes pro-
posed by the committee in the House bill. Additionally, the committee
prepared a summary of all the provisions to be contained in the bill it
had ordered reported. This summary, too, was submitted individually
to the Senators. It was the committee’s objective to fully inform Sena-
tors of the content and purpose of the committee bill with a view to-
ward expediting the formal consideration of the bill by the Senate.

Tax reform changes—The bill as reported by the committee in a
great many respects is substantially similar to the bill as it was passed
by the House, reflecting the sharing of a common goal of a fair and
more efficient tax system. The measure passed by the House is a vast
and comprehensive document and in the committee’s opinion represents
a very substantial achievement toward a more equitable tax system.
However, the committee has made many amendments which change the
scope and technical language of the House provisions, add new tax re-
form measures, and delete some provisions of the House bill. The
committee, however, regards its amendments as building on the basic
foundation provided by the House bill. ‘

The committee’s amendments fall in three basic categories. First, by
far the greatest number of the amendments seek to refine the concepts
and specific technical language of the House provisions so that these
provisions will be more effective in achieving their tax reform pur-
pose. Testimony before the committee in its hearings was particularly
helpful in pointing out areas where the language of the House bill
needed changing either because of technical problems, or because of
its application in types of situations not contemplated by the House
action,

In the second category of amendments the committee seeks to achieve
a better balance between the equity considerations for taxing a num-
ber of items recarded as tax nreferences and the economic effects of
such taxation, The basic principle underlying the committee’s decision
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in this respect is that preferences should be eliminated or substantially
curtailed unless there are overriding congiderations which would have
a serious impact upon the economy. An example of modifications of the
House bill to take national policy considerations into account more
fully are the changes made by the committee with resgpct to the de-
preciation provisions relating to housing. The. House bill nized
the priority of housing over other forms of construction by continuing
for housing faster depreciation. rules that generally were being with-
drawn from other forms of construction.. However, the so-called *re-
capture rules” in the House bill:apply to housing amd other forms of
construction alike. The committee amendment, like the House bill; ac-
cords housing faster depreciation rules, but also provides somewhat
more generous recapture rules for housing than for other forms of
construction by retaining the present law recapture rules for low-in-
come housing and permitting tax-free roliovers of certain investments
in this area. . R N o o
Another example of the committee’s attempt to weigh national pol-
icy objectives with equity considerations cornes in the area of the tax
treatment of State and:local bond interest. The House bill would have
included this interest income in its special limit on tax preferences and
in its allocation of deductions. The committee, after extensive hearing
on this topic, concluded that: in view of the very.considerable difficy ii.
ties State and local governments now .are encountering in marketing
their bonds and in view of the unprecedented high level of interest
rates and present tight money conditions,: it .was not in the national
interest to. reduce the. marketability of these bonds by imposing any
taxes, even indirectly, on State and local bonds. For these reasons,
income from.State and local bomgn interest is not included in the base
of the minimum -tax provided by the committee. The committee is
hopeful that its action-in excluding the interest on these bonds. from
the scope of the minimum tax will restore confidence to the tax-exempt
bond market and enable State and local governments to continue the
important work of improving their services and facilities,
imilarly, the comrnittee’s smendments seek to achieve ‘a better
balance be{ween“the objectives of tax reform and economic incentive
than was achieved in the House bill in such areas as capital gains taxa-
tion, the treatment of bad debt reserves of financial institutions and,
to Some extent, in the case of percentage depletion. L
The third general category of committee amendments seeks to deal
with tax preferences not dealt with in the House bill, or to deal more
effectively with those included. Among these is the provision to lower
the exclusion for income earned abroad from $20,000 or $25,000 to
$6,000, the provision to treat what are essentially self-employed in-
dividuals the same way for retirement plan purposes whether they are
using so-called professional corporations or are conducting their busi-
nesses as self-employed persons, limiting the life of the tax-free status
of private foundations to 40 years, denying a deduction for the penal
portion of treble darhage payments in the case of ‘antitrust violations,
and recogriizing gain when & vorporation disttibités property which -
has appreciatéd in value in' redemption of its own stock, ** = :
In addition, the committee has substantially reduced,inequities in
our dor(})oram tax structure by substituting for the House proyision
which' dealt only with tax preferences of individuals a new minimum




4

tax which deals with tax preferences received by corporations and
individuals alike.- At the same.time, the minimum tax adopted by the
committee not only raises more revenue than the House provision but
also does not distinguish among those with preference income on the
basis of the amount of other income they have which is subject to tax.

‘Despite the comprehensive scog: of this tax bill, the committee
recognizes that much remains to be- done. In some cases, income tax
problems had to be postponed for further analysis and study. More-
over, the entire area of estate and gift tax reform lies outside the scope
of this bill and remains an area for future consideration.

Although the committee has made'a substantial number of amend-
ments to the House bill, the overall halance of tax reform is substan-
tially the same in the two bills. Based upon long-run impacts, the
committee amendments raise $6.65 billion in revenue versus $6.91 bil-
lion under the House bill, A summary of the major tax reform pro-
posals in the bill with the principal modifications made by the
committee is shown below, o

Tawx relief changes.—In the area of tax relief, this bill very sub-
stantially improves the tax structure. When the relief measures are
fully implemented in 1972; they will regresent a reduction of nearly
$9 billion. This relief, combined with the tax reform measures, pro-
vides substantial tax reductions in the lowest income brackets, with
decreasing reductions for those with hi%her incomes, until finally, for
the income brackets of $100,000 or over, large tax increases result from
the reform measures in this bill.

On an overall basis, this bill provides an average reduction in tax
liability of slightly over 10 percent, but for those with adjusted -gross
incomeg of $3,000 or less, the average reduction is 66 percent angr for
those with incomes between $3,000 and $5,000 the average reduction is
30 percent. The changes in tax liability provided by this bill are shown
clearly in table 3 of this report which can be summarized as follows:

Adjusted gross income Percentage tax increase or deorease
- (im thousands) : from committee amendments

$0to 83 e e —66..1

83 to 8D e —30.3

85 t0 87 e —17.0

$T to 810 e —10.9

$10 to 815 e —10.3

$15 t0 $20. e —— ~8 6

$20 to $50___-- T — ~7.2

$50 to $100. . e S —4. 8

$100 and over_....__ e o e e e B e e e e £ e +2.8

Potal o i —————— e -10. 1

The tax reduction in this bill is carefully tailored to deal with what
the committee considers to be important national objectives:
" (1) Removal of all income tax from the poor and substantial
reductions of the income tax for the néar poor. ,

~ (2) Obtaining substantial simplification of the tax structure
for the great bulk of taxpayers by encouraging 11.6 million per-
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sons to shift from returns with itemized deductions to returns
with larger standard deductions. This will increase from 58 per-
cent to 72 percent the proportion of all the returns using the
simple standard deduction. - - - .
(8) Special tax reductions for single persons to insure that their
tax burden in n6'event is more than 20 percent above that of mar-
ried conples with comparable income. ‘At the preseut time, in some
cases they are paying 40 percent more than married couples with
the same taxable income. e S
(4) 'Provid.'mig tax rate reductions for all taxpayers and all
income levels of at least 5 percent. Since this is in addition to the
low-income allowance and higher standard deduction; the result
(as indicated in the tabulntion: presented above) is very much
iarger tax reductions for those mn the low- and middle-income
oups. _ - :

Fz%:al I;:%oy and revenue implications.—The size of the tax reduc-
tion provided-in the committee amendments—$9 billion when fully
effective in 1972--has been carefully designed from the standpoint of
its fiscal implications. (See table 1.) These are particularly important
in the period immediately:ahead in view of the fact that inflationary

ressures are still persisting. The tax reform and tax relief provisions
in this bill, even without the effect of the extension of the surchar
and excise taxes, are ex‘i)ectod to increase revenues by approximately
$2.2 billion in the calendar year 1970 and result in a net tax reduction
of only $500 million in the calendar year 1971. In fact, if the effect of
oontinuinghthe surcharge at a b percent rate for the first'six months of
1970 and the excise tax extensions on automobiles and communications
services are also taken into account, the revenue effect of the bill is to
raise $6.5 billion in 1970 and $300 million in 1971, The committee be-
lieves: that it-is important:to maintain this fiscal balance if this tax
measure is not to refuel the inflationary fires. In terms of fiscal year
effect, the provisions of this bill are estimated to increase receipts by
$3.4 billion in 1970 and $3.0 billion in the fiscal year 1971 (including
the surcharge and excise tax chang—;g .o S

In the long run, the revenue raised by the reform measures included
in the committee amendments is expected to amount to about $3.4 bil-
lion, before.taking into account the repeal of the investment credit.
After the repeal of the credit is taken into account, the revenue raised
by the committee amendments amounts to $6.65 billion. :

The revenue reductions provided to individuals by the committee
amendments in the long run (also shown in table 1) are expected to
amount to $9 billion, or $2.3 billion more than the revenue-raising
measures included in.the committee amendments, g

All of the revenue figures shown in this report are based on present.
levels of income, No attempt is made to take into account probable
%ll'pwth in general receipts or ible further revenue increases from
the reform provisions of the biil as the economy grows or, on the other
hand, possible further increases in the effect-o vti? tax reduction pro-
vigions of the bill (because of the same factors). It is recognized that
this growth will occur, but in terms of today’s economy it ig believed
that current income level figures are the more useful since there is no
satisfactory way of evaluating expenditure levels which may also
change in the future. . TR : .
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TABLE 1,—BALANCING OF TAX REFORM AND TAX RELIEF UNDER H.R, 13270—CALENDAR YEAR TAX LIABILITY
[tn millions of dollars)

1970 1971 1972 1974 Long run

A. AS APPROYED BY THE SENATE COMMITTEE ON FINANCE

Tax reform program under Finance Committee bill_ . +1, 400 +1, 655 +-1,880 +2, 440 +3, 350
Repeal of investment credit. ... ... ... . ..... +-2,500 +2,990 +2,990 +3,090 +3, 300
Tax retorm and repeal of investment credit. . +-3,900 +-4, 645 44,870 +5, 530 +6, 650
Income tax relief under Finance Committee bill_._.. 1—1,712 —5, 144 -8, —8,968 —8,968

Balance between reform (+) and relief (—) under
Finance Committee bilt1. _____________ ... .. __. +2,188 —499 —4,098 —3,438 -2,318
Extension of surcharge and excises............. ... +-4,270 4800 +800 ... ...
Total i iiaaa.s +6, 458 +301 —3,298 —3,438 -2,318

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES
Tax reform program under House bilit___________. +1, 665 +-2, 080 +2,215 42,650 43,605

repeal of investment credit_ .. ... ... . ._..._. +2,500 +3, 000 +3, 000 +3,100 +3, 300
Tax reform and repeal of investment credit . +4, 165 +5, 080 +5, 215 +$, 750 -4+6, 905
Income tax relief under House bill_ ... .. ... ... ... 1 —1,912 1 —6, 568 -9,273 -~9,273 —~9,273
Balance between reform (4-) and relief (—) under
House bifl ' .. .. .. . . .. ... . ... ... +2,253 —1,488 —4,058 —3,523 —2,38
Extension of surcharge and excises._........._ ... +4,270 +800 4800 ..l
Total .. oo +86,523 -~ 688 —3,258 —3,523 —2,368
Revised.

TAX REFORM MEASUR)S

1. Private Foundations.—The committee amendments, like the
House bill, make substantial changes in the treatment of foundations.
The permissible activities of tax exempt private foundations are
tightened to prevent self-dealing between the foundations and their
substantiz! contributors; to require the distribution of income for char-
itable puposes, to limit their holdings of private businesses, to give
assurance that their activities are properly restricted as provided by
the exemption provisions of the tax laws, and to provide certainty
that investments of these organizations are not jeopardized by financial
speculatiou,

In addition, to help defray the costs of enforcing the tax laws re-
garding private foundations, they are called upon to pay a small
annual audit-fee tax of one-fifth of 1 percent of their noncharitable
assets (instead of the Tl4 percent tax on investment income under the
IHouse bill). Moreover, the life of the income tax exemption for private
foundations is limited to 40 years (beginning in 1970 for existing
foundations).

2, Taw-ezempt Organizations Glenerally.-—Under both versions of
the bill, unrelated activities of tax-exempt organizations are restricted.
First, the activities of exempt organizations generally are limited so
that if they participate in debt-financed property acquisition (which,
in effect, allow a sharing of their exemption wit¥r- rivate businesses)
they must pay tax on the income from the debt-financed portion of
the property. Second, the unrelated business income tax is extended
to virtually all tax-exempt organizations not previously covered, in-
cluding churches (after 1975). Third, the regular corporate tax is
extended to the investment income of certain tax-exempt organiza-
tions set up primarily for the benefit of their members, such as social
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clubs and employees’ beneficiary associations. Unlike the House bill,
the committee amendments do not extend this tax to fraternal bene-
ficiary associations and to fraternal lodge organizations.

3. Charitable Contributions—The committee amendments and the
House bill substantially restructure the charitable contributions de-
duction. The general charitable deduction limit is increased to 50 per-
cent (except for gifts of appreciated property) and the unlimited
charitable deduction is phased out over a 5-year period. The extra
tax benefits derived from charitable contributions of appreciated
property are restricted under the committee amendments in the case
of gifts to private foundations and gifts of ordinary income property
(but not, as under the House bill, in the case of bargain sales or gifts
of future interests and tangible personal property, such as art works).
Finally, the 2-year charitable trust rule 1s repealed and a number of
changes are made to limit charitable deductions for gifts of the use of
property and in the case of charitable remainder and charitable income
trusts.

4. Farm Losses.—The committee amendments limit the current de-
ductibility of farm losses to one-half of the loss. For an individual, the
limitation applies only to losses over $25,000 and only if his nonfarm
income is over $50,000. For a corporation, the limitation applies to all
its losses. Losses not currently deductibie may be carried over and used
against future farm ordinary income. This is in place of the com-
plicated excess deductions account approach of the House. Both ver-
sions of the bill provide for the recapture of depreciation of the sale
of livestock and a more effective treatment of hobby losses. The com-
mittee amendments extend the holding period for cattle and horses,
but not to other livestock as done by the House. In addition, provision
is made for the recapture of soil and water conservation or land clear-
ing expenditures upon the sale of farmland.

5, Moving Ewxpenses.—Both versions of the bill extend the moving
expense deduction (subject to a $2,500 ceiling) in the case of job-
related moves to include costs of house-hunting trips, temporary liv-
ing expenses prior to locating a new home, and expenses of selling an
old home or buying a new one. The committee amendments also extend
the moving expense deduction to sel f-employed persons,

6. Minimum Tax.—The committee amendments provide a minimum
additional tax of 5 percent on the sum of every individual’s or cor-
poration’s tax preferences in excess of $30,000. This is a simple meas-
ure which replaces the relatively complex limit on tax preferences and
allocation of deductions pravisions of the House bill, The committee’s
minimum tax applies to both individuals and corporations. The House
measure applied only to individuals. .

7. Income Averaging.—Both versions of the bill make the present in-
come averaging provision more generally available, The committee
amendments do not extend income averaging to additional types of
income as-did the House. :

8. Restricted Property.—Under both versions of the bill, restricted
and other property 1s taxed at the time of receipt unless there is a sub-
stantial risk of forfeiture. In this event, the property is taxed when
the possibility forfeiture ends at its full value at that time.

9." Accumulation Trusts—Beneficiaries of accumulation trusts gn-
cluding multiple trusts) are to be taxed under both versions of the bill
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on distributions of accumulated income in substantially the same man-
ner as if the income had been distributed to them when earned by the
trust. This prevents a special type of income splitting.

10. Madtiple Corporations,—The committee amendments withdraw
multiple surtax exemptions (and other multiple benefits) in the case
of related corporations over a 5-year period (rather than over the 8-
year period provided by the House).

11. Corporate Mergers.—Under both versions of the bill, tests are
provided to determine when “debt” is in fact “equity” so as to make
the interest deduction unavailable where this “debt” 1s used in acquir-
ing other companies. In addition, the use of the installment method of
reporting gains is restricted where readily marketable debt is received
(but the requirement of periodic installment payments provided in
the House bill is not included). Limiting changes also are made in the
treatment of original issue discount and other situations. The commit-
tee amendments also provide the Treasury Department with authority
to issue guidelines distinguishing between debt and equity for all tax
purposes,

12. Stock Dividends.—The House bill and the committee amend-
ments provide for the taxation of stock dividends where one group of
shareholders receives a distribution-in cash while the proportionate
interests of other shareholders in the corporation are increased.

13. Comumercial Banks.—The committee amendments reduce the tax
- deductions of commercial banks for additions to reserves for bad debt
losses (the permissible size of the reserves is reduced from 2.4 percent
to 1.8 percent of loans; the House would have based the level on the
bank’s experience). Both versions of the. bill also withdraw capital
gains treatment for bonds held by banks in their banking business.

14, Mutual Savings Banks and Savings and Loan Associations.—
Both versions of the bill revise the tax treatment of mutual savings
banks and savings and loan associations by substantially reducing the
special bad debt deductions ‘presently available to these types of in-
stitutions (60 percent of taxable income under present law, 50 percent
under the committee amendments and 30 percent under the House bill).

15. Depreciationin Case of Regulated Industries—Under the House
bill and committee amendments, depreciation in the case of certain
regulated industries is limited for new property to straight line depre-
ciation, unless the appropriate regulatory agency permits the company
to take accelerated depreciation, and “normalize” its tax deduction,
For existing property, no faster depreciation may be taken than is
presently claimed. Generally, companies already on “flow through”
cannot change without permission of the regulatory agency, but the
committee amendments permit such a company to elect within a 180-
day period to shift to the straight line method with or without regu-
latory agency permission.

16. Depreciation in Computing Earnings and Profits.—Both ver-
sions of the bill provide that in computing earnings and profits—
which determine whether or not distributions are taxable as divi-
dends—corporations must make the computation on the basis of
straight line depreciation. This prevents the passing of the tax benefit
of accelereated depreciation through to stockholders in the form of
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tax-free dividends. The committee amendments do not apply this rule
to foreign corporations.

17. Natural Resources—The committee amendments reduce the per-
centage depletion rate for oil and gas wells from 2714 percent to 23
percent (the House bill reduced this rate to 20 percent, eliminated
percentage depletion on foreign oil and gas, and also reduced most
other depletion rates by about 25 percent). The committee amend-
ments also increase the net income limitation on depletion for oil and
gas from 50 percent to 65 percent for producers with less than $3
million of gross income and to 70 percent for gold, silver, and copper.
Both versions of the bill provide that carved out production payments
and retained production payments (including ABC transactions) are
to be treated as if the payments were loans by the owner of the pay-
ment to the owner of the mineral property. Generally, the carve-out
rule prevents production payments from artifically increasing per-
centage depletion deductions and foreign tax credits. The retained
production payment rule eliminates the possibility of purchasing
mineral property with money which is not treated as taxable income
of the buyer. Finally, recapture rules are applied to mining explora-
tion expenditures not presently subject to recapture.

18. Alternative Capital Gains Tax Rate—-The committee amend-
ments eliminate the 25-percent alternative capital gains tax rate for
individuals except with respect to $140,000 of gains in the case of indi-
viduals who do not have significant tax preferences. For individuals in
the top tax bracket this means that the rate on capital gains may rise
to 3215 percent under the new rate structure in the bill, (The House
bill eliminated the alternative rate entirely.) In addition, both versions
of the bill increase the corporate alternative capital gains tax rate from
25 to 30 percent.

19. Capital Gains and Losses.—The treatment of capital gains and
losses is revised in several respects under both versions of the bill.
The more important of these are listed below. First, long-term capital
losses of individuals are reduced by 50 percent before they offset ordi-
nary income. Second, the sale of papers, etc., by a person whose efforts
created them (or for whom they were produced) is to give rise to
ordinary income. Third, employers’ contributions after 1969 to pension
plans paid out as part of a lump-sum distribution are to be taxed as
ordinary income. Fourth, transfers of franchises are not to be treated
as giving rise to capital gains if the transferor retains significant
rights. The committee amendments also deny capital gains treatment
for countingent payments under franchises and extend the treatment
anccorded franchises to trademarks and trade names, The committee
amendments also provide a 3-year capital loss carryback for corpora-
rations. The committee amendments do not, however, increase the capi-
tal gain holding period to 12 months (as the House bill does). -

20. Real Estate Depreciation—~—Both versions of the bill revise real
estate depreciation allowances to limit their use as a tax shelter. The
200-percent declining balance (or sum-of-the-years digits) method is
limited to new housing. Other new real estate is limited to 150-percent
declining balance depreciation. All used property acquired in the
future is limited to straight-line depreciation. A special 5-year amorti-
zation deduction is provided for certain rehabilitation expenditures on
low-income rental housing. Finally, the present depreciation recapture
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rules are revised to provide generally that gain on the sale of real estate
is to be treated as ordinary income to the extent of denreciation in
excess of straight-line depreciation. The committee amendments, how-
ever, reduce recapture in the case of new residential housing and retain
the present recapture rule for low-income publicly assisted housing.

21. Subohapter 8 Corporations—In the case of subchapter S corpo-
rations (that i, corporations treated somewhat like partnerships),
both versions of the bill limit the tax deductions for amounts set aside
under qualified pension plans for shareholder-employees to 10 percent
of the compensation paid or $2,500, whichever is smaller.

22, Qualified Pension Plans of Professional Corporations.—The
committee amendments require shareholder employees of professional
service corporations to ingude in gross income contributions paid on
their behalf to qualified pension plans, to the extent the contributions
exceed 10 percent of their compensation or $2,500, whichever is less.
This is to prevent the avoidance of the limitations imposed on pension
plans of self-employed persons (H.R. 10 plans).

23. Arbitrage Bonds.—Both versions of the bill deny the Federal
lncome tax exemption for interest on so-called arbitrage bonds of
State and local governments, ~

24, Amounts Received Under Insurance Contracts for Certain Liv-
ing Fapenses.—Under the committee amendments, an individual
whose residence is damaged or destroyed by casualty is not to be taxed
on insurance reimbursements for the extra living expenses he and his
family incur because of the loss of use of his residence.

25. Deductibility of Treble Damages, Fines, Penalties, and So
Forth.—The committee amendments codify the judicial rule that de-
ductions are not to be allowed for fines paid for the violation of any
law and deny deductions for two-thirds of treble damage payments un-
der the antitrust laws, for bribes of public officials and for unlawful
bribes or “kickbacks.” _

26. Deduction of Antitrust Damage Recoveries.—The committee
amendments provide that recoveries of antitrust damages are not to be
taxed to the extent the related losses did not produce a tax benefit.

27. Corporate Stock Redemptions with Appreciated Property.—
Under the committee amendments, a corporation is to be taxed on the
appreciation in value of property it uses to redeem stock from its
shareholders.

28, Reasonable Accumulations by Corporations—The committee
amendments give protection from the special tax on accumulated earn-
ings where a corporation accumulates amounts to redeem a deceased
shareholder’s stock to pay death taxes or to redeem stock from a private
foundation which must be disposed of as an excess business holding
under the bill. :

29, Insurance Companies.—The committee amendments revise three
aspects of the treatment of life insurance companies: the treatment
of contengency reserves under group insurance contracts, the limita-
tion on the carryover of losses by an insurance company which
changes the nature of its insurance business, and the application of the
so-called phase II1 tax in the case of corporate spin-offs.

30. Fxclusion for Income Farned Abroad.—The committee amend-
ments reduce from $20.000 (or $25,000 in certain cases) to $6,000 the
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amount of foreign source earned income which a U.S. citizen may ex-
clude from income if he is a bona fide resident of a foreign country or
temporarily abroad for 17 out of 18 months.

31. Penalties for Failue To Pay Tax or Make Deposits.—The com-
mittee amendments provide a penalty of 5 percent a month (up to 25
percent) for a failure to pay income tax, when due, unless there is
reasonable cause. Current high interest rates provide a temptation to
borrow from the Government by underpaying taxes which bear in-
terest at only 6 percent.

32. Reporting of Medical Payments—Undgr the committee amend-
ments, information reporting is required with respect to payments to
doctors, dentists, etc., by insurance companies and by the Government
under medicare and medicaid. This reporting is required whether the
payment is made directly to the doctor or dentist or is made indirectly
through the patient. A

33. T'ax Court.—The committee amendments establish the Tax
Court as a court under Article I of the Constitution and provide a
simplified, relatively informal Tax Court procedure for small claims
cases.

34. Miscellaneous Provisions.—The committee amendments also deal
with the deductibility of accrued vacation pay, the net operating loss
carryback for banks for cooperatives, the treatment of mutual fund
shares under periodic payments plans, the exception from foreign base
company income where the purpose of the corporation and the trans-
action was not to achieve a substantial reduction in income taxes, the
treatment of gain on sales of certain low-income housing projects, and
the treatment of cooperative per-unit retain allocations paid in cash.

EXTENSION OF SURCHARGE AND EXCISES, TERMINATION OF INVESTMENT
CREDIT AND CERTAIN AMORTIZATION PROVYISIONS

1. Surcharge.—Both versions of the bill extend the income tax sur-.
charge, at a 5-percent rate, from January 1, 1970, through June 30,
1970.

2. Fuwcises.—The reductions in the excise taxes on passenger auto-
mobiles and communication services scheduled under present law are
postponed for 1 year under both versions of the bill.

3. Investment Credit.—Under both versions of the bill, the invest-
ment credit is repealed. ,

4. Pollution Control—Five year amortization is provided under
both versions of the bill for certificd polluticn control facilitics. The
committee amendments limit the provision to facilities installed on
existing plants and reduce the amortizable amount in the case of facil-
ities with long useful lives.

5. Railroad Rolling Stock, ete.—Five-year amortization is provided
under the committce amendments for railroad rolling stock (including
rolling stock of lessors leasing to railroads). Under the House bill, the
amortization was for 7 years, did not apply to locomotives, and did not
apply to lessors. The committee amendments also provide for the de-
duction of repairs to railroad rolling stock not in excess of 20 percent
of cost and for 50-year amortization of railroad gradings and tunnel
bores.

36-776—69—2
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ADJUSTMENTS OF TAX BURDEN FOR INDIVIDUALS

1. Percentage Standard Deduction,—Both versions of the bill in-
crease the percentage standard deduction over a 3-year period from 10
to 15 percent of adjusted gross income and the maximum standard de-
duction from $1,000 to $2,000. This rate and amount are effective for
1972 and later years. The deduction is 13 percent with a maximum of
$1,400 in 1970, and 14 percent with 4 maximum of $1,700 in 1971.

2. Minimum Standard Deduction and Low-Income Allowance.—
Both versions of the bill increase the minimum standard deduction to
$1,100 by adding a low-income allowance to the present minimum.
This low-income allowance is phased out for 1970 and 1971 for the in-
come levels above the nontaxable level. The House bill would have ap-
plied the phaseout only in"1970. After 1971, the full $1,100 minimum
allowance will be available for all taxpayers.

3. Filing Requirements.—Under the committee amendments, the in-
come level at which a tax return must be filed is raised to $1,700 for a
single taxpayer, $2,300 for a married couple (or single person age 65
or over), $2,900 for a married couple where one is age 65 or over, and
$3,500 in the case of a married couple where both are age 65 or over.
The filing requirement remains at $600 for spouses filing separate
returns.

4, Tax Treatment of Single Persons.—The committee amendments
rovide a new rate schedule for single persons which produces a tax
iability for single persons no more than 20 percent above that of mar-

ried couples. A new rate schedule is also provided for heads of house-
holds which is halfway between the new rate schedule for single per-
sons and the rate schedule for married couples. The House bill would
have permitted widows and widowers regardless of age and single per-
sons age 35 and over to use a rate schedule equivalent to the present
head-of-household schedule. _

h. Rate Reductions.—Under the committee amendments individuals
will receive tax rate reductions totaling almost $4.5 billion annually by
1972. The 1972 tax rates provide a rate reduction of 5 percent or more
in all brackets. When fully effective in 1972, the rate reductions under
the committee amendments are the same as under the House bill. How-
ever, about one-third of the committee’s rate reduction will occur in
1971, and the remaining two-thirds in 1972. The House bill divides the
rate reductions evenly between 1971 and 1972.

6. Computation of Tax by [nternal Revenue Service—The commit-
tee amendments raise the income levels with respect to which the Inter-
nal Revenue Service may compute a taxpayer’s income tax and allow
this procedure to be made more generally available,

7. Withholding Procedures~—The committee amendments make a
number of changes in the present income tax withholding procedures to
provide greater flexibility, to broaden the allowance of additional
withholding allowances for excess itemized deductions, to exempt from
withholding requirements individuals, such as college students, who do
not have a tax liability for the year, to provide for withholding on
supplemental unemployment benefits, ang to allow voluntary with-
holding on certain types of payments.
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II. REASONS FOR THE BILL

The preferences in the present tax laws have accumulated over the
56 years the present income tax law has been in effect. Although from
time to time various preferences have been removed, other preferences
also were added. As a result, in many cases, although the tax prefer-
ences may have been justified at the time of their inception, it is not
clear that they are needed or desirable in today’s economy.

The problem has become especially serious since tax practitioners
have found ways of packaging these preference provisions, sometimes
making a series of them available with respect to a high-paid
executive. How serious these problems are is shown by the fact that
in 1966 there were 154 persons with adjusted gross income in excess
of $200,000 who paid no income tax. T'wenty-one of these had incomes
over $1 million. These 154 returns (along with other tax cases involv-
ing low effective rates) have been studied in detail in order to find out
the reasons for their nontaxable status.

The analysis showed that in most cases the nontaxable status arose
from a combination of several factors. The most important single
cause of nontaxability for this group was the presence of itemized
deductions, which totaled over $130 million or 116 percent of adjusted
gross income. One group of these taxpayers benefited most from the
unlimited charitable contribution deduction (49 cases). In fact, the
single most important. itemized deduction for the nontaxable group
was the charitable contribution deduction, amounting to nearly $79
million, of which $55 million (or 70 percent) was property, the bulk
of which represented untaxed appreciation. Others benefited from such
items as real estate depreciation, the interest deduction, the excess of
percentage over cost depletion and intangible drilling and development
expenses, and farm losses. Many were nontaxable because they were
able to exclude one-half of capital gains from their income and offset
all their itemized deducticns against the remaining income subject to
tax.

The returns of taxpayers who were taxable but paid low effective
rates of tax also were examined. The most. important reason for the
low effective tax rate paid by these taxpayers was the combination of
the excluded half of capital gains and itemized deductions which were
offset against their income subject to tax.

The fact that present law permits 2 small minority of high-income
individuals to escape tax on a large proportion of their income has
seriously undermined the belief of taxpayers that others are paying
their fair share of the tax burden. It is essential that tax reform be
obtained not only as a matter of justice but also asa matter of taxpayer
morale. Our individual and corporate income taxes, which are the
mainstays of our tax system, depend upon self-assessment and the
cooperation of taxpayers. The loss of confidence on their part in the
fairness of the tax system could result in a breakdown of taxpayer
morale and make it far more difficult to collect the necessary revenues.
For this reason alone, the tax system should be improved.

Tax reform is necessary both to be certain that those with substan-
tially the same incomes are paying substantially the same tax and also
to make certain that the graduated income tax structure is workin
fairly as between different income levels. Present law, because of vari-
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ous tax preferences, permits a minority of high-income taxpayers to
escape payment of tax on a very large proportion of their economic in-
come by arranging to receive various kinds of tax-free income and by
taking advantage of a combination of special tax deductions. As a re-
sult, many high-income individuals pay tax at lower effective rates
than those with relatively modest incomes. .

Tax reform is also necessary in order to make general tax reductions
possible. Only if all individuals and corporations are bearing their
fair share of the tax burden is it possible to have a sufficiently broad-
based tax to obtain the necessary revenue without unduly burdening
some classes of taxpayers. The committee amendments are based on this
principle. The cominittee takes the revenue obtained from tax reform
and provides tax réductions on a wide basis. In the lower income
groups, the tax reductions are provided in the form of a substantial
low-income allowance and through a larger standard deduction. In
addition, rate reduction of at least 5 percent is provided.

Tax reform is also esssential because the present defects in the tax
structure impede the proper functioning of the economic system. These
defects encourage legal and technical efforts to minimize taxes. In addi-
tion, these defects encourage transactions for tax purposes rather than
for economic reasons. They result in a misallocation of resources and
may misdirect investment into those areas where special tax benefits are
provided. Often, incentives to investments in these areas may have
been desirable at one time but are no longer needed or are needed to a
lesser extent. This is true, for example, in the case of the investment
credit which was adopted in 1962 as a method of attracting investment
in plant and equipment but which in the last 2 years appears to have
been an important factor in overheating the capital goods industry,

As the committee analyzed the various preferences in the tax laws, it

became apparent that to an unfortunate extent economic activity
appears to be organized in 2 manner designed to maximize the tax bene-
fits from the various tax provisions. In each case, it is contended that
removal of the special tax preferences will result in serious dislocations
for the economy. The committee has to some degree recognized this
type of argument by, in many cases, phasing in the remedial tax treat-
ment over a period of years. Additionally, it has not entirely removed
the tax preferences even after this transition period in cases where
there is a good possiblity that such action might cause serious dislo-
cations in the economy. It has not, for example, removed much of the
advantage of double-declining balance depreciation in the case of new
housing. ‘
' Also% despite the view of some that investment in tax-exempt State
and local bonds is a tax-avoidance device, the committee decided to
impose no burdens on the receipt of such interest either directly or in-
directly. This action was taken because of the committee’s concern
with the problems of State and local governments in financing their
activities and its recognition of the importance of placing no impedi-
ments in the way of such financing.,

Tax reform may mean some additional complications for those tax-
payers who have used various devices to avoid or minimize their tax
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burden. This certainly was true of the limit on tax preferences and
allocation of deductions under the House provisions. The committee,
however, recognizing the complexity of these two measures, has sub-
stituted a simpler 5 percent minimum tax on tax preferences, which
is in addition to the regular income tax. This should prove to be a more
easily understood provision than either of the two measures in the
House bill. In any event, the smaller taxpayer will find that tax reform
means simplification because tax reform will increase the possibility
of his using the simple standard deduction and minimum standard
deduction, None of these tax-simplifying measures could have been
adopted by the committee were it not for the revenue provided by the
corrective effect of the tax reform measures in other areas of the tax
law. In the long run, tax reform should also lead to simplification by
redirecting effort from tax avoidance to productive economic effort.

~ The committee amendments also include measures repealing the
investment credit, extending the surcharge at a 5-percent rate for the
first half of 1970, and postponing the scheduled excise tax reductions
on automobiles and communications services for another year. It took
this action with respect to the investment credit because it considers
its repeal an essential reform measure. The additional 6-month exten-
sion of the surcharge, on the other hand, and the continuation of the
excise taxes on communications services and automobiles, are viewed
as temporary revenue measures which are needed primarily to dampen
inflationary pressures in the period immediately ahead and to provide
sufficient revenues for a balanced unified budget.

III. REVENUE EFFECTS

Table 2 shows the manner in which the committee has balanced tax
reform and tax relief as well as the balance achieved in the House bill.
As indicated by this table, under the committee amendments, revenues
from the tax reform program are expected to increase from $1.4 billion
in 1970 to $3.4 billion when fully effective. This is without regard to
the revenue impact of repealing the investment credit, which increases
revenues $2.5 billion in 1970 and $3.3 billion per year in the long run.
Taken together, these revenue increases represent $3.9 billion of addi-
tional revenue in 1970 and $6.7 billion of additional revenue in the
long run.

Against this reform program which raises revenue, the committee
has balanced a tax reduction program, which becomes fully effective
in 1972, This accounts for a tax reduction of $1.7 billion in 1970, $5.1
billion in 1971, and $9.0 billion in 1972 and thereafter. The components
of this tax-reduction program consist in 1972 of a tax reduction of $625
million in the form of a low-income allowance, the removal of the
phaseout on this low-income allowance which accounts for a further
revenue reduction of $2 billion, and an increase in the standard de-
duction of $1.4 billion. The rate reductions provided in the committee
amendments in 1971 and 1972 account for an additional revenue loss
of $4.5 billion. A further revenue loss of $445 million is attributable to
the reduced tax rate schedule made available for single persons.
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TABLE 2.—BALANCING OF TAX REFORM AND TAX RELIEF UNDER H.R. 13270—~CALENDAR YEAR LIABILITY
{in millions of doltars}

1970 1971 1972 1974  Long run

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

Tax reform program under Finance Committee bill.. -1, 400 +1, 655 +1,880 +2, 440 43,350
Repsal of investmentcredit. ... ... ... . ... +-2, 500 +2,9%0 +2,9%0 +3, 090 +3, 300

Tax reform and repeal of investment credit... 43,900 +4, 645 +4,870 +5, 530 +46, 650
Income tax relied:

Low-income allowance_. ... ... ... ... __. —625 —625 —625 —625 -—-625
Change in phaseout on low income allowance____......_.._. -1, 062 -2,027 -2,027 -2,027
Increase in standard deduction t..__......_ ... t 1,087 -1,325 -1,373 -1,373 -1,373
Ratereduction. ... ... ... . . ieiie... —1,687 —4,498 —4,498 —4, 498
Tax treatment of single persons..._ ... .. .. ... ... .. —445 —445 —~ M5 — 445
Total tax relief under Finance Committes bill.. * —1,712 —5,144 ~8,968 —8,958 —8,968
Balance between reform (+) and relief (=) under .
Finance Committee bill_ ... .. ... ... _ ... 42,188 —49 —4,098 -3,438 -2,318
Extension of surcharge and excises...._........... +4,270 +-800 +800 ...l
Total oo +6, 458 4301 -3,298 —3,438 —2,318
B. AS PASSED BY THE HOUSE OF REPRESENTATYIVES
Tax reform program under House bill2. _........... +1, 665 +2, 080 +2,215 42,650 4-3,605
Repeal of investment credit. . ... +2, 500 +3,000 +3,000 +3,100 +3,300
Tax reform and repeal of investment credit2. +-4,165 +5, 080 +5,215 +5,7%0 +6, %05
Income tax relief:
Low-income allowance..______ ... ... ... ... —625 —625 625 4] —~§25
Removal of phaseout on fow income atlowance. ... ... —2,027 -2,027 ~2,027 2,027
increase in standard deductiont_ ... ____ 1 —1,087 3 967 -1,373 -1,373 -1,373
Rate reduction_ ... .. ... .. ... -2,249 —4,498 —4,498 —4,498
Maximum 50-percent rate on earned income. ... —200 ~150 ~100 —100 -100
Intermediate tax treatment for certain single
persons, etC. .. ... iiiieeeaa.. —5650 —650 —650 —650
Total tax relisf under House bill .. __...._._. 11,912 26,58 ~9,273 —9,273 ~$,2713
Balance between reform (+) and relief (—) under
House bill?. . . . .. ... +2,253 ~1,488 -4, 058 -3,523 ~2,368
Extension of surcharge and excises_.___.___.._.... +4,270 +800 +800 ... ...
Total. o eeean +6, 523 —688 -3,258 ~3,523 ~2,368

[ gni’:.zs percant, $1,400 ceiling; 1971: 14 percent, $1,700 ceiling; 1972: 15 percent, $2,000 ceiling.
1] B .

Table 3 shows the combined individual income tax liability under
present law, the change in tax liability under the House bill and under
the committee amendments and the percentage tax reductions resulting
from these changes. An analysis of this table indicates that under the
committee amenﬁ?rslents there will be an average 66-percent tax reduc-
tion for those in the zero to $3,000 adjusted gross income class, a 30-
percent reduction for those in the $3,000 to $5,000 adjusted gross in-
come class, a reduction of 17 percent for those in the $5,000 to $7,000
adjusted gross income class, and a tax reduction in higher income
brackets bedginning at 11 percent for incomes of $7,000 to $10,000 and
gradually decreasing to 5 percent for incomes of $50,000 to $100,000.
For income levels above $100,000, because of the substantial impact of
the tax-reform program, the table indicates that instead of a tax reduc-
tion of approximately 5 percent, there will be a tax increase of nearly
3 percent,
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TABLE 3.—INDIVIDUAL INCOME TAX LIABILITY—TAX UNDER PRESENT LAW AND AMOUNT AND PERCENTAGE
OF CHANGE UNDER REFORM AND RELIEF PROVISIONS UNDER H.R. 13270 WHEN FULLY EFFECTIVE

Increass (+¥ decrease (—z

from reform and relie
provisions
Tax under
present law ! Amount
Adjusted gross income class (millions) (millions) Percentage
A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

0 to $3,000 $1,169 —$773 -66.1
$3 3,320 -1,007 -~30.3
$ 5,591 —948 -17.0
§7 11,792 -1,291 -10.9
3! 494 ~1,907 -~10.3

$l 9, -789 -8.
$20 . -1,013 -1.2
6,6 -~318 —4.8

1 . +-203 +2,
77,884 —~17,843 -10.1

B. AS PASSED BY THE HOUSE REPRESENTATIVES

$1,169 —~3$775 —66.3
3,320 —1,049 —31.6
. 5,591 —996 ~17.8
11,792 ~1,349 —-11.4
18,494 -1,932 -10.4
9,184 —1715 —8.4
13,988 —976 -1.0
6,659 —365 -55
7,686 +324 +4.2
77,884 ~17,893 -10.1

i Exclusivg of tax surcharge.

Table 4 shows the source of the tax relief under the committee
amendments and under the House bill for each income level combined
with the impact of the reform revenue-raising provisions. This table
indicates, for example, that most of the income tax relief for those in
the lowest income bracket, as might be expected, is attributable to the
low-income allowance, together with elimination of the phaseout of
this provision in 1971 and 1972. For those in the $3,000 to $7,000 class,
the primary relief occurs as a result of the elimination of the phaseout
of the low-income allowance and the rate reduction. In the $7,000 to
$10,000 class, the elimination of the phaseout, the increase in the stand-
ard deduction and the rate reduction are the important factors account-
ing for the reduction. For the $10,000 to $15,000 class, where the largest
dollar reduction occurs, the most significant factors accounting for
relief are the rate reduction and the increase in the standard deduction.
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TABLE 4.—TAX RELIEF PROVISIONS UNDER H.R. 13270 AFFECTING INDIVIDUALS AND TOTAL FOR ALL REFORM
AND RELIEF PROVISIONS AFFECTING INDIVIDUALS, WHEN FULLY EFFECTIVE, BY ADJUSTED GROSS INCOME

CLASS, 1969 LEVELS
A. AS APPROYED BY THE SENATE COMMITTEE ON FINANCE

Relief provisions

Low 15 percent Taxtreat- Total

Reform  income . $2,000 General ment relief

Adjusted gross . pro- allow- Elimination sundqtd rate  of single _pro-  Total, ali

income class visions ance of phaseout deduction  reduction  persons visions provisions
(millions)

............ -$27 _._....... —$§181 —$713

............ —141 (.. ___. —=1,001 —1, 007

............ K Vs —$20 —944 —948

—$228 —663 ~60 1,286 —1,291

~789 -975 ~75 =1,922 -1,907

~231 —49 ~63 -806 ~789

~117 - —-176 -1,107 -1,013

-7 - 420 —36 —464 ~318

~1 ~641 -15 —657 +203

-1,313 —4,498 —445 —8,968 7,843

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

Relief provisions

15-
percent Maxi-  inter-
Low . $2,000 mum mediate Total
Reform income Elimi- standard  General  tax on tax relief Total,
Adjusted gross . pro-  allow- nation of  deduc- rate re- earned  treat- pro- all pro-
income class visions  ance phaseout tion  duction income ment  visions visions

0t0$3,000.__..._.._.. 4816 —$522 %202 ... .. ~$10  —$791 ~$715
$3,000 to §5,000... -3 -12 —~788 .. ... —~45 1,046 —~1,049

$5,000 to $7,000_._ +3 -1 —594 . . -75 —999 -
§7,ooo to $10,000.. A7 .. —335 ~$228 ~130 -1,35% —1,349
10,000 to $15,000. +26 ........ -83 -7 -111 —1,958 —1,932
$15,000 to $20,000 +23 ... ~16 -231 —55 —798 =15
$20,000 to $50,000_ ... 90 _....... -8 -117 ~135 -~1,066 —976
$50,000 to $100,000..... +137 ... -1 -7 —54 - —365
$100,000 and over____.. +1,081 _______ .. ... . ... -1 ~35 -757 +-324
Total . .......... +1,380 —625 ~2,027 -—1,373 ~650 —9,273 -~1,883

. For income levels above $15,000, the standard deduction increase
gradually~ becomes less significant, and the rate reductions account
for most of the reductions thereafter.

Table 5 presents for both the committee amendments and the House
bill, a breakdown of the impact of the reform provisions by income
levels. As is shown by this table, by far the greater portion of the re-
form provisions have their effect at income levels of $100,000 and
over, This accounts for the net increase in tax liability for this income
group, while net reductions are provided for the other groups.



TABLE 5.—~TAX REFORM PROVISIONS UNDER H.R. 13270 AFFECTING INDIVIDUALS, FULL-YEAR EFFECT—BY ADJUSTED GROSS INCOME CLASS

A, AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

Change
alternative

Averag-

percent

Chari- Reduce per-
Life estates ing at 120 table de- centage de-
trusts expenses

Tax on
preter-
Real Tax free  ence in-
estate  dividends come

. AS PASSED BY THE HOUSE OF REPRESENTATIVES

Eliminate 6- to 12-

Averaging
including
capital

2ins and
120 percent

o) A+
©) 2 o
2 +$ ?
+ i) ;
+10 +3 +
+10 -3 +4
+45 +17 +11
450 +19 +39
+135 -+35 +255
4255 +80 +320
Tax-  Limit
free ontax

Real divi- prefer- Alloca-

estats  dends  ences tion

@ o
1) +1 )
+$1 43 7)
+2 43 :
+3 43+
+3 418 43
+17 410 435
+19 410 465

Adjusted gross 1ax on long-
income class term gains 1
0t0$3,000..__ ... ... ...
$3.000t035000. .. ... ... ...........
$5,000t087,000. . ___. ... . _.......
$7,00010$10000. ... __ ... .._... ..
$10,000 to $15,000.7 00 TI1TITIIN
$15,000t0 $20,000. .. ... ... .......
$20,000 to $50,000. . ___. .
$50,000 1o $100,000__. ...
$100,000 and over.. ...
Total..oo......
alterna-
tive tax
rate on
Adjusted gross long-term
income class gains !
0t0$3,000.... ...............
$3,000t085,000_. . ... .......
$5,00010 37,000 ... ... ...
$7,000 to $16,000 71000000
$10,000 to $15,000. 001000000
$15,000 t0 $20,000.. .. ... .. ...
$20,000 to $50,000. .. $i
$50,000 to $100,000. . +11
$100,000 and over. .. +348
Total......... 4360

t Assumes 14 of effect as compared with no change in resiization.

2 Less than $500,000,

61

+
+35 430 4365 -+1,081
+80 485 4470 41,380



TABLE 6.—REVENUE ESTIMATES, TAX REFORM UNDER H.R. 13270, CALENDAR YEAR LIABILITY!

{In millions of dollars]

As approved by the Senate Committee on Finance

As passed by the House of Representatives

Provision 1970 1971 1972 1574  Long run 1970 1971 1972 1974 Long run
Corporate capital gains. ... .. .. ... ... iieieeiiieiieeannas 140 175 375 175 175 175 175 175 175 175
FOURGAtIONS . . e iemaeeeeaa e 40 45 45 50 55 65 70 75 85 100
Unrelated business inCOME. . ... ... .....coveiiieananamnanoaaannn 5 5 5 5 20 5 5 3 5 20
oM DUbIONS . . e cmeeeieaaaanan S 10 20 20 20 5 10 20 20 20
(21 L 25 25 25 25 25 (038 5 10 10 25
Moving eXpenses. ... ... .. ... .. ..ieeieciiecancaaeaae -110 ~110 -110 -110 ~110 -1 —100 ~100 -~100 -
Railroad amortization3_. .. ... ... ... ~12% -115 -160 -185 ~105 @) - ~415 —460 —4 85
Amortization of pollution facilities3s_____. ... ... .. ... ....... —15 —40 -~70 —115 -120 —40 -130 ~230 -380 -400
Corporate mergers, elC. ... ...........oonoiiimicaacanaaaans G ) ) (Hg (? 10 20 25 40 70
Multiple COrporations. .. ... ... .ot ian e aaaaan 30 70 120 23 23 445 $75 4105 175 235
Accumulation drustS. .. . ... e 10 25 35 60 130 50 70 70 70 70
INCOM® BVOIARING. .« ottt e aanan -110 -110 ~-110 -110 ~110 -300 —300 —300 -300 -300
Deferred compensation:

Restricted stock......... S 8] 3 ¢ (& &) ) (: 1O (’g gg
Other deferred COMPENSAtION. . . ... ... .. .. ittt iaan n ettt ittt e teean el iana s =) ¢) 5 1
Stock dividends. .. ........ ... . i i ieeieaeeeaeeaaa () (*) &) () , O Q) *) ™ 0
SubchapterS. ... e ® o O] & 191 O O] 0] J !
Tax-1r88 Qividenads. o .. oot e eeeemmaeeeeaeemeceanannaaaan 80 1 RN
Financial institutions:
Commercial banks: ‘
(R Ty 225 150 125 100 100 250 250 250 250 250
Capital gains.. . .. iiiiiaianaan ) 5 5 10 59 50 50 50 50 50
Mutual thrift reserves:
Savings and loan associations. ... ... ... i0 20 30 40 40 10 25 35 60 128
Mutual savings banks. ... ... .....ooii i iciiiioaaans 20 25 30 35 35 ) 5 10 15 35
A% @XBIMPE INEBTBSY . ... oot ieam e e eeeeeeeaeeteae e emeadoeeseaacasoceieiaanas ) ¢ & (O] ®
Individual capital gains:
Capital loss provisions . 50 50 55 €0 65 50 50 55 60 65
6 months—1 year holding Period O, .. . ...ttt et aaoae i eiemmeem e eeaeeeneeeimenianiieaeniaaaszas 100 150 150 150 150
Pension plans... ) 5 10 20 55 ) 10 25 70
Casualty loss. ) ® *) ) (2) () ) 2y ?‘ ?
Sale of papers ) (0] O] 2 ) 0] Q)] “a 1
Life estates. .. 10 10 10 1 10 10 10 1 1
L T ) O (2 ® ) [ () (] ¢ 3(6’&
Alternative rate provision S, ... ... ... .. .. .eciceiiiiiaanans 200 265 33 330 330 360 360 361 361
Natursl resources:
Production Payment_ . ... .. .eeieieiieeaaeaaaan 100 110 125 150 200 100 110 125 150 200
Percentadge depletion. . ... .. .. 155 155 155 155 155 400 400 400 400 400
Foreign depletion. ... .. e eiaeeimeieeeaeeeeseaee—amasaomneeeeeecmiieiieiimeaiasaanas 25 10 ® [6) ®



Foreign income:

0SS ATy OV L e e 35 35 35 35 35
Restriction on minsraicredits......... ... ... . ... T, e . 30 30 30 30 30
Reduced exclusion_._............................. 25 25 25 25 b2 SN
Individual interest deduction. . . L. 20 20 20 20 20
Regulated utilities3s______ ... ... ... 60 140 185 260 310 60 140 185 260 310
Cooperatives. . ... .oou e e e e e e ) (5‘-'8 (18 % (:
Limit On aX ProlOrOnCES . e e e 40 6 3
L L S 205 420 425 440 470
Tax on preference inCOm6. .. .........._............_.. 650 655 665 690 T00 et
Real estate:
Used property3¥______ ... ... ......iciiaa 15 40 65 150 250 . 15 40 65 150 250
New nonhousing3s._ ... . ... ... ® 60 170 435 960 (2 60 170 435 960
Capital gain, recapture.___._____.. ... .. ... ... (&) 10 20 40 100 15 25 50 125
Rehabilitation3. .. ___._ .. _ .. ... ... ........ —15 -50 —100 —200 -330 ~15 -50 —100 —200 ~330
Totaltaxreform. ... .. ... ... .. ............ 1,400 1,655 1,880 2,440 3,350 ¢1,665 42,080 42,215 42,650 43 605
Plus investmentcredit. .. ... ... ...._....... 2,500 2,990 2,990 3,090 3,300 2,500 3,000 3,000 3,100 3,300
Total e 3,900 4,645 4,870 5,530 6, 650 44,165 4£ 080 45,215 45,750 46,905
1 Except as indicated these estimates are ail at current levels, the time differences being solely to ¢ Assumes 34 of effact as compared with no change in realization.

show the phasein,
2 Loss than 32,500,000,

3 The figures in the “‘long run”* columns are for 1979,

4 Revisad.
§ Assumes growth.

Note: Calendar year 1969 eshmates not shown above, are as follows: under the Finance Commmn
bill and the House bill repeal o the investment credit 3900000 000; under the House Lill corea
capital gains $75,000,000, multiple corporations $20,000, 000 accumulation trusts $20, 050,000
individual capital gains 5175 000,000,

N
[y



22

TABLE 7.—TAXABLE RETURNS UNDER PRESENT LAW NUMBER MADE NONTAXABLE BY RELIEF PROVISIONS AND
NUMBER BENEFITING FROM RATE REDUCTION URDER H.R. 132701 BOTH AS APPROVED BY THE SENATE COMMIT-
TEE ON FINANCE AND.AS PASSED BY THE HOUSE OF REPRESENTATIVES

{Number of returns in thousands]

Returns

made nontax-

able by low-
income + Returns
allowance remaining
Returns  and 15 percent taxable—benefit-
. taxable under 32.000 standard ing from rate
Adjusted gress income class present law deduction ? reduction ?
0 10,053 5,149 4,504
3 $, 562 4 9,147
¥ 9,779 24 9,755
$ 13,815 8 13, 807
3 13, 062 4 13,058
$ 3,852 2 3,850
$ 2,594 ... .. 2,5%
$ 340 L 340
$ 95 ... 95
63,152 5, 592 57, 560

1 Provisions effective for tax year 1972 and thereafter.
2 Revised.
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TABLE 8.—TAX BURDEN ON THE SINGLE PERSON UNDER PRESENT LAW ! AND UNDER H.R. 132702 AS APPROVED
BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF REPRESENTATIVES (ASSUMES
NONBUSINESS DEDUCTIONS OF 10 PERCENT OF INCOME)

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE
TAX BURDEN ON SINGLE PERSONS

Tax under
H.R. 13270 .
Tax under as approved Tax decrease

. . _ present law by Finance
Adjusted gross income (wages and salaries) Committee Amount Percentage
3900 ... 0 0
0LI00. il $115 0 $115 100.0
3,000 . ... 329 $180 149 45,3
00 i 415 258 157 37.8
B4,000 ... 500 34U 156 31.2
5,000 .. 671 524 147 21.9
1500, i iiiiiiiiiiiaa. 1,168 1,005 163 14.0
L000. . i 1,742 1,468 274 15.7
12,500, .. oo 2,39 1,977 421 17.6
000 .. 3,154 2,602 552 17.5
17,500, ... 3,999 3,320 679 17.0
0,000 . . .. 4,918 4,098 820 16.7
000, i 6,982 5,635 1,347 19.3

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

Tax under H.R. Tax decrease

. Tax under 13270 as passed

Adjusted gross income (wages and salaries) present law by House Amount Percentage

J. TAX BURDEN ON SINGLE PERSONS UNDER 35 (OTHER THAN WIDOWS AND WIDOWERS)

—

ot et PN CAD €AY B
PeNEBERESLSS
CaOOWUNELONDWOOD

-—.—.-—-N-—.—Nuw.hs

LNOOD OO0 WD O
NOONNNN— WO

! Exclusive of tax surcharge.
2 Provisions effective far tax year 1972 and thereafter.



24

TABLE 9.—TAX BURDEN ON THE MARRIED COUPLE WITH NO DEPENDENTS UNDER PRESENT LAWt AND UNDER
H.R. 132703 AS APPROVED BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF
REPRESENTATIVES (ASSUMES NONBUSINESS DEDUCTIONS OF 10 PERCENT OF INCOME)

Tax under

H.R. 13270

as approved

by Finance

Committee

and passed by Tax decrease

_ Tax under House of
Adjusted gross income (wages and salaries) present law  Representatives Amount Percentage
0 0 0 0
$98 0 $98 100.0
200 $91 109 54.5
2715 158 117 42.5
354 228 126 35.6
501 315 126 25.1
915 192 123 13.4
1,342 1,174 168 12.5
1,831 1,599 232 12.7
2,335 2,098 237 10.1
2,898 2,669 229 1.9
3,484 3,276 208 6.0
4,79 4,530 266 5.5

1 Exclusive of tax surcharge.
3 Provisions effeclive for tax year 1972 and thereafter.

TABLE10.—TAX BURDEN ON THE MARRIED COUPLEWITH TWO DEPENDENTS UNDER PRESENT LAW ! AND UNDER
H.R, 132702 AS APPROVED BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF REPRE-

SENTATIVES (ASSUMES NONBUSINESS DEDUCTIONS OF 10 PERCENT OF INCOME)

Tax under

H.R. 13270

as approved

by Finance

Commiltee

and passed by Tax decrease

Tax under House of
Adjusted gross income (wages and szlaries) present law Representatives Amount Percentage
0 0 0 0
$70 0 $70 100.0
140 $65 75 53.6
290 200 90 310
687 516 111 16.2
1,114 958 156 14.0
1,567 1,347 220 14.0
2,062 1, 216 10.5
2,598 2,393 205 7.9
3,160 2,968 192 6.1
4,412 4,170 242 - 5.5

! Exclusive of tax surcharge,
3 Provisions effective for tax year 1972 and thereafter,
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TABLE 11, —EFFECT OF H.R. 13270 AS APPROVED BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY
THE HOUSE OF REPRESENTATIVES ON FISCAL YEAR RECEIPTS, 1970 AND 1971

{in billions]

As approved by the Senate Committee on Finance As passed by the House of Representatives
Fiscal year Fiscal year
Provision 1970 1971 Provision 1970 1971
Tax reform provisions (+): Tax reform provisions (4):
Corporationt ... ... ... +%0.3  +50.8 Corporation. ... .. .. .. +$0.4 4310
Individual2. . ... ... .. ... +(3) +.5 Individual. . ... .. ... _..__. +.3 +.6
Total, tax reform provisions...._. +.3 +1.3 Total, tax reform provisions.____. +.7 +1.6
Tax relief provisions (—): Tax relief provisions (—):
Individual ... ... . _.......... Ly} - -3.0 Individval. ... .. ... .. ..... -.7 -3.6
Other provisions (+): . Other provisions (+): .
Repeal of investment credit: Repeal of investment credit:
Corporation. .. _..___.._____.. +.9 +1.9 Corporation_..._... ... ... +.9 419
Individval. . .. ... ... ... +.4 +.6 Individval. . ... ... ...... +.4 +.6
Total, repeal of investment Total, repeal of investment
credit. ... ... ..._.... +1.3 +2.5 credil. .. ... ._._..... +2.5
Extension of tax surcharge: Extension of tax surcharge:
Corporation_..__._........... +-. 3 +.7 Corporation_..._............ +.3 +.7
Individual . ... ... ..... +1.7 +.4 Individual ... . ________. +1.17 +.4
Total, surcharge extension... +2.0 +1.1 Total, surcharge extension... 42.0 +1.1
Extension of excise taxes._........ +.5 +1.1 Extension of excise taxes... _..... +.5 +1.1
Total, other provisions____._____._ +3.8 447 Total, other provisions. .......... -+-3.8  +4.7
Total, ali provisiens__.____._..._ +3.4 :371 Total, all provisions__._..._..... +§._8“_—+—2.~7

1 Does not reflect the substantial, but immeasurable, increase in tax receipts resulting from the imposition of increased
penalties for failure to pay tax and make deposits when due. . . . .

2 Does not reflect the substantial, but immeasurable, increase in tax receipts resulting from the imposition of increased
penalties for failure to pay tax and make deposits when due; nor the increase in receipts resulting from the provisions
regarding the reporting of medical ?aymgn s and regarding the limitations on pension plans of professional service
corporations, for which data are not available, : -

3'Less than $50,000,000, L . . o n .

4 Does not reflect $200,000,000 reduction in receipts resulting from certification of nontaxability for withholding tax

purposes, .
IV. GENERAL EXPLANATION
A. TAX TREATMENT OF PRIVATE FOUNDATIONS

(Sec. 101 of the bill and secs. 507 through 509, 4940 through 4948,
6033, 6034, 6104, 6213, 6501, 6511, 6652, 6684, 7422, and 7454
of the code)

1. Limitation on Tax-exempt Life of Foundations (secs. 101(a)
and (b) of the hill and secs. 507(b), 508(d)(2), and 4490(b)
of the code)

Present law.—The Internal Revenue Code does not at present limit
the period of time for which a private foundation or any other exempt
organization may continue to be exempt from income tax.

General reasons for change.—Questions have been raised as to
whether private foundations should in perpetuity be exempt from
income tax, and forever eligible to receive deductible charitable
contributions. In part, the problem is that if foundations have a
permanent tax-exempt life, their economic power may increase to such
an extent that they have an undue influence both on the private
economy and on governmental decisions. Also, since income, estate,
or gift tax deductions were granted for amounts given to these
foundations and the basis for these deductions is that these funds
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would be used for educational, charitable, religious, etc., purposes,
guestions have been raised as to why, after some period of time, the

onated funds themselves should not actually be so used, rather than
merely the income from these funds. (Since the income is itself
exempt from taxation in the hands of the foundation, the expenditure
of the income only satisfies the obligations associated with the income
tax exemption of the foundation and not the obligations associated
with the charitable contribution deduction for what is the capital, or
corpus, of the foundation.)

The committee concluded that, by the end of 40 years, a private
foundation if it is to continue to be tax exempt shoulg have been able
to derive sufficient public support to become a public charity, or should
have created an appropriate operating foundation function for it-
self, or should have used its assets directly for the charitable purposes
for which it was created.

Erplanation of provisions.—To deal with the problems described
above, the committee adopted an amendment limiting the period of
income tax exemption to 40 years in the case of any private foundation
(other than an operating foundation). By the end of the 40-year period
unless it is to become taxable, the private foundation either must
have distributed all its assets to public charities or must itself have
become a public charity.

If the foundation neither makes such a distribution nor so converts
itself, it is to be subject to Tegular income taxation, and still is to
remain subject to all the limitations and requirements applicable to
- private foundations.! In such a case the foundation would then be
taxed as a corporation or as a trust depending on its status under the
general tax laws. No new contributions or bequests to the foundation
would be eligible for charitable contribution deductions and gift tax
deductions would not be allowed.

For existing foundations, the 40-year period is to begin on January

1, 1970. An organization created in the future or becoming a private
foundation in the future is to have 40 years from the time it becomes
a private foundation. If a private foundation becomes a public charity
or an operating foundation at any time in the future, it is not required
"to cease operating as an exempt organization at the end of 40 years.
However, the 40 years need not be consecutive, but will include all
periods after December 31, 1969, during which the organization is a
private foundation, other than an operating foundation.

If an existing private foundation becomes a public charity in 1970,
as described below in Change of Status, this provision is not to apply.
In this case if the organization later reverts to private foundation
status the 40-year period would be%in to run from the time the
organization again becomes a private foundation.

%n order to prevent avoidance of this limit on the tax-exempt life
of nonoperating private foundations the amendment provides that a
transfer of assets to another private foundation under a liquidation,
merger, etc., as distinguished from a bona fide charitable grant, causes
the transferee foundation to be charged with that part of the 40-year
period already used by the transferor. Where there is a transfer of
the sort that would cause a ‘““tacking on’’ of part of a 40-year life, the
transferee foundation will be treated as acquiring generally the char-
acteristics of the transferor foundation. For example, anyone who was

1If the sum of the audit-fee tax and any taxes on unrelated business income exceed the

regular income tax in any year, then the total tax will be the sum of the former taxes in-
stead of the regular income tax for that year.
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a substantial contributor to the transferor will be treated as a sub-
stantial contributor to the transferee. Also, the total tax benefits of
the transferor (described below, in Change of Status) is to be treated
as tax benefits of the transferee. (Where there are several transferees,
the amount of the benefits will be apportioned.)

Effective date.—This provision takes effect on January 1, 1970.

2. Audit-fee Tax (sec. 101(b) of the bill and sec. 4940 of the code)

Present law.—Although present law subjects many exempt organi-
zations to taxation on unrelated business income, investment income
is specifically exempted from this tax (sec. 512(h)). No amount is
paid the Government to cover the cost of examining the finances
and activities of the foundation to see that it continues to qualify
for exemption.

General reasons for change.—The committee agrees with the House
that private foundations should be subject to substantial supervision,
of the type appropriate to their receipt of tax benefits under the Inter-
nal Revenue Code. It also agrees that the costs of this supervision
should not be borne by the general taxpayer, but rather should be
imposed upon those exempt organizations whose activities have given
rise to much of the need tlor supervision. Accordingly, the committee
agrees that an annual tax should be imposed upon private foundations.

However, the committee believes that it is important to distinguish
between this need for a ‘“user charge” and any withdrawal of the
income tax exemption of these organizations. It believes that it is
appropriate to continue income tax exempfion (subject to the 40-year
provision described above) for these organizations without any reduc-
tion in any manner in this tax-exempt status. Because of this it
believes that it is more appropriate to cast this audit fee in the form
of a charge measured by tﬁe value of the assets to be supervised and
examined rather than in the form of a charge on income which some,
however inappropriately, might view as a beginning in the removal
of income tax exemption. :

Accordingly, the committee determined to impose an annual tax as
a percentage (subject to a minimum) of the noncharitable assets of
the foundation.

The committee views this tax as a supervisory fee and as an indica-
tion of the amount of funds needed by the Internal Revenue Service
for proper administration of the Internal Revenue Code provisions
relating to private foundations and other exempt organizations.

Ezxplanation of provisions.—The committee substituted for the
House provision an annual audit-fee tax of one-fifth of 1 percent upon
the noncharitable assets of private foundations, but in no event less
than $100. This replaces the House provision which would have
imposed a tax of 7% percent on the investment income of such
organizations.

he tax base is in general to be the same as the base used for deter-
mining the minimum amount such a foundation must distribute
currently, as described helow in Distributions of Income. The base
does not include assets used (or held for use) directly in the active
conduct of the foundation’s charitable activities. In the case of
operating foundations (described below) meeting the usual “assets
test,” substantially more than half of their assets would not be subject
to this tax. -

36-776—69——3
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Where the assets include all the stock of a corporation performing
a functionally related activity (such as Colonial Williamsburg’s Lodge
and Inn), then the tax base is not to include those underlying assets
which, if held by the foundation directly, would be assets used in the
active conduct of the foundation’s charitable activities. However, any
endowment or other noncharitable assets of the subsidiary corpora-
tion, to the extent they are reflected in the value of the stock of the
subsidiary, would be included in the base for the private foundation’s
audit-fee tax. i

[t is contemplated that assets (such as stock in closely held corpora-
tions) which might prove difficult to value, would be valued perhaps
as infrequently as once every 3 years. For purposes of this tax, in the
case of an asset that has not been recently valued, the last previous
value used for purposes of determining the minimum payout is to be
treated as the value upon which the tax imposed by this section is
computed.

Effective date.—This provision applies to taxable years beginning
after December 31, 1969.

Revenue effect.—The revenue to be produced by this provision is
estimated at $40 million in 1970, rising to about $55 million a year
in the long run.

3. Prohibitions on Self-dealing (sec. 101 (b), (a), (¢), (f), (g),
(h) and (i) of the bill and secs. 4941, 508, 4946, 6213, 6501, 6511,
6684, and 7454 of the code)

Present law.—Present law (sec. 501(c)(3)) imposes upon every or-
ganization qualifying as an educational, charitable, relgious, etc.,
organization the requirement that ‘“‘no part of the net earnings of [the
organization] inures to the benefit of any private shareholder or
individual * * *.”

The 1950 amendments to the exempt organizations provisions (now
sec. 503 of the code), set forth speciﬁcaﬁy a number of prohibited
types of self-dealing transactions which apply to what are now called
“‘private foundations”. Arm’s-length standards are imposed with re-
gard to loans, payments of compensation, preferential availability of
services, substantial purchases or sales, and substantial diversions of
income or corpus to (or from, as the case may be) creators (of trusts)
and substantial donors and their families and controlled corporations.

The sanctions provided are loss of exemption for a minimum of one
taxable year, and loss of charitable contributions deductions under
certain circumstances.

General reasons for change.——Arm’s-length standards have proved to
require disproportionately great enforcement efforts, resulting in
sporadic and uncertain effectiveness of the provisions. On occasion
sanctions are ineffective and tend to discourage the expenditure of
enforcement effort. On the other hand, in many cases the sanctions are
so great, in comparison to the offense involved, that they cause
reluctance in enforcement, especially in view of the element of sub-
jectivity in applying arm’s-length standards. Where the Internal
hevenue Service does seek to apply sanctions in such circumstances,
the same factors encourage extensive litigation and a noticeable
reluctance by the courts to uphold severe sanctions.

Therefore, as a practical matter, current law has not preserved the
integrity of private foundations, even where the terms of the law apply.
Also, the committee has concluded that even arm’s-length standards
often permit use of a private foundation to improperly benefit those
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who control the foundation. This is true, for example, where a founda-
tion (1) purchases property from a substantial donor at a fair price,
but does so in order to provide funds to the donor who needs access
to cash and cannot find a ready buyer; (2) lends money to the donor
with adequate security and at a reasonable rate of interest, but at a
time when the money market is too tight for the donor to readily
find alternate source of funds; or (3) makes commitments to lease
property from the donor at a fair rental when the donor needs such
advance leases in order to secure financing for construction or acquisi-
tion of the property.

To minimize the need to apply subjective arm’s-length standards,
to avoid the temptation to misuse private foundations for noncharita-
ble purposes, to provide a more rational relationship between sanctions
and improper acts, and to make it more practical to properly enforce
the law, the committee has determined to generally prohibit self-
dealing transactions and to provide a variety and graduation of
sanctions, as described below.

The committee’s decisions, generally in accord with the House bill,
are based on the belief that the highest fiduciary standards require
that self-dealing not be engaged in, rather than that arm’s-length
standards be observed.

Ezplanation of provisions.—Both the House bill and committee
amendments remove private foundations from the present arm’s-
length self-dealing requirements (sec. 503) and, in place of those
limitations, prohibit self-dealing, a comprehensively defined term.
They also provide for a graduated series of sanctions against the self-
dealer and against a foundation manager who willfully “engages in -
self-dealing. In the case of willful repeated acts or a willful and
flagrant act, the Internal Revenue Service ¢an require the foundation
either to pay back to the Government the income, estate, and gift
tax benefits (with interest) which the foundation and all its substantial
contributors had received or can require the foundation to distribute
all its assets to a public charity or operate as a public charity itself.
Appropriate opportunities for court review are provided. In addition
each foundation’s charter is required to prohibit the foundation from
en%‘agin% in self-dealing. ‘ .

he bill prohibits the following transactions between a private
foundation and a disqualified person: (1) sale or exchange, or leasing,
of property; (2) lending of money or other extension of credit; (3)
furnishing of goods, services, or facilities; (4) payments of compensa-
tion or expenses by the foundation to a disqualified person; (5) transfer
to or use by or for the benefit of a disqualified person, of the founda-
tion’s income or assets; and (6) payments to l%ovemment officials. The
committee added a seventh category to the bill—payment by a private
foundation of any of the taxes imposed by the new provisions upon
any disqualified person. The addition of this seventh category is not
to be taken as narrowing the scope of the fifth category.

A self-dealing transaction may occur even though there has been
no transfer of money or property between the foundation and any
disqualified person. For example, a ‘“‘use by, or for the benefit of, a
disqualified person of the income or assets of a private foundation”
may consist of securities purchases or sales by the foundation in order
to manipulate the prices of the securities to the advantage of the dis-
qualified person.
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A “disqualified person” for purposes of this provision on self-dealing,
as well as the provisions (discussed below) regarding excess business
holdings and mandatory payouts, is (1) a substantial contributor,
(2) a foundation manager, (3) a person who owns more than 20 per-
cent of a corporation, partnership, trust, or unincorporated enterprise
which is it-self a substantial contributor, (4) a member of the family
. of any individual in the first three categories, or (5) a corporation,
partnership, trust, or estate as to which all such persons own in the
agi_{regape more than 35 percent. A government official (described
below) is a disqualified person for purposes of the self-dealing pro-
visions even if he is otherwise unrelated to the foundation.

The committee’s amendments provide that a ‘“substantial contrib-
utor” for these purposes is an individual, corporation, or other entity
that has contributed in the aggregate more than 2 percent of the total
contributions to the foundation up to that time. (Kven if this 2-percent,
test is met, however, the person is not a substantial contributor
unless that person’s contributions totaled more than $5,000.) Each
contribution is taken into account at fair market value at the time
it was made. (If a husband and wife together contribute more than
2 percent, then each of-them is a substantial ¢ontributor.)

In'the case of existing foundations, the calculations as to gifts made
on or before October 9, 1969, are to be made as though all such gifts
were contributed at one time. In the case of gifts made after that date
the calculations are to be made as of the close of each taxable year of’
the foundation. If a person was a substantial contributor as of October
9, 1969, or became one thereafter, he would remain a substantial
contributor even though later contributions by others brought his
total below the overall 2-percent de minimis level.

The House bill had provided that a substantial contributor is
anyone who contributed more than $5,000 in any one year (or who
contributed more than anyone else in any one year, even if that was
less than $5,000). The committee feared this rule would characterize
many persons as substantial contributors when in fact their contri-
butions had no real impact on the foundation.

The committee accepted the House bill’s rules as to family and other
attribution, with two changes: (1) the term “family” still includes
ancestors, lineal descendants, and spouses of the above but the com-
mittee decided not to include brothers and sisters (and their descend-
ants and spouses) and (2) it decided that relationship through a
parbnershiﬁ) should take into account another partner only if the other
partner held at least a 20-percent interest in partnership profits.

The committee was especially concerned that the rules be reason-
able as to who are su{)stimtml contributors and related persons
because the foundation will need to keep the records to identify those
who are disqualified from dealing with it. The committee concluded
that the 2-percent minimum for substantial contributors, the elimina-
tion of brother-sister attribution, and the 20-percent minimum for
partnerships would make the rules practical and enforceable.

It has been suggested that many of those with whom a foundation
“naturally” deals are, or may be, disqualified persons. However, the
difficulties that prompted this legislation in many cases arise because
foundations ‘“naturally” deal with their donors and their donors’
businesses.

If a substantial donor owns an office building, the foundation
should look elsewhere for its office space. (Interim rules provided in
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the case of existing arrangements are discussed below.) A recent
issue (May 1969) of the American Bar Association Journal dis-
cussing an instance of an attorney purchasing assets at fair market
value from an estate he was representing suggests the problems
even in “fair market value’ self-dealing:

The Ethics Committee said that it is generally “improper
for an attorney to purchase assets from an estate or an
executor or personal representative, for whom he is acting
as attorney. Any such dealings ordinarily raise an issue as to
the attorney’s individual interest as opposed to the interest
of the estate or personal representative whom he is repre-
senting as attorney. While there may be situations in which
after a full disclosure of all the facts and with the approval
of the court, it might be proper for such purchases to be
made * * * in virtually all circumstances of this kind, the
lawyer should not subject himseoli to the temptation of using
for his own advantage information which he may have
personally or professionally * * *”’

A contribution of property is a self-dealing act if the foundation
assumes & mortgage on the property or if the foundation takes subject
to a mortgage placed on the property by a disqualified person within
10 years before the transfer. A loan or the furnishing of goods, services,
or facilities to the foundation is permitted if no interest or other charge
is imposed and if the loan proceeds or the goods, services, or facilities
are used exclusively for certain exempt purposes. The furnishing of
goods, services, or facilities by the foundation is permitted if it is not -
on a basis more favorable than that available to the general public.
Of course, the furnishing by a foundation of office space and similar
facilities to its manager for use for the charitable purposes of the
foundation (including necessary administrative activities) is not to
constitute self-dealing, even if the general public does not normally
have access to those offices. Payment by the foundation of compensa-
tion and expenses is permitted if the payment is not excessive and if
the services are reasonable and necessary for the foundation’s exempt
purposes. Certain transactions regarding corporate stock are per-
mitted if done on a uniform basis at fair market value.

For purposes of the self-dealing provisions government officials
are disqualified persons. A government official is a person who, at the
time of the self-dealing act, holds any of the following offices or
positions: elective public office in the executive or legislative branch
of the U.S. Government; a Presidentially appointed office in the
executive or judicial branch of the U.S. Government; a position in
any branch of the U.S. Government under civil service schedule C of
rule VI or which is paid at least as much as the lowest ‘‘supergrade”
(GS-16) salary (at present $25,044 per year); a position under the
U.S. House of Representatives or the Senate at a salary of at least
$15,000 per year; an elective or appointive public office in the execu-
tive, legislative, or judicial brancg of a State or local government, a
U.S. possession, or the District of Columbia, at & salary of at least
$15,000 per year; or a position as personal or executive assistant or
secretary of any of the foregoing.

However, a government official who is a “special Government em-
E}oyee”——na temporary employee (less than 130 days a year), a part-time

.S. commissioner or magistrate, a part-time local representative of
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4 Member of Congress in the Member's home district, or a Reserve or
National Guard o%cer on active duty for training or involuntarily—is
not a government official for these purposes.?

Acts that constitute self-dealing for other disqualified persons have
been modified in several respects with regard to government officials.
Compensation and reimbursement of expenses are prohibited (whether
reasonable in amount or not) except that domestic travel expenses
may be reimbursed within specified limits. On the other hand certain
specified items may be received by a government official: certain
nontaxable prizes and awards if the recipients are selected from the
gencral public, nontaxable scholarships and fellowship grants to be
used for study at educational institutions, and annuity or other pay-
ments under certain stock-bonus, pension, and profit-sharing plans.
Also permitted are contributions or gifts (other than of money) to,
or services or facilities made available to, a government ofﬁcia{ but
only if their aggregate value in any one year does not exceed $25,
and payments made under the Government employees training pro-
gram authorized by chapter 41 of title 5, United States Code. These
provisions are not to interfere with legitimate activities by private
foundations in connection with government officials, while at the same
time they minimize the possibility of improper influencing of the
attitude or conduct of such policymaking level officials.

If there has been a prohibited act of self-dealing, then a three-level
set, of sanctions is to be applied. The first level of sanctions is relatively
light. This tax is imposed on the self-dealer at a 5-percent rate on
the amount involved in the self-dealing for each year (or part thereof)
from the date of the self-dealing until the self-dealing is corrected (or
the Internal Revenue Service mails a deficiency notice regarding the
transaction, if sooner). The amount involved is the greater of the
value of what the foundation gave or what it received at the time
of the self-dealing (in the case of personal services by other than
government officials, it is only the excess compensation).

Where the self-dealing does not involve a transfer, then the amount
involved is the amount used by or for the benefit of the self-dealer. The
first-level tax is to be imposed automatically, without regard to
whether the violation was inadvertent. However, if the self-dealer is a
disqualified person only because he is a government official then the tax
on self-dealing is imposed only if he knowingly participated in the
self-dealing.

Where this first-level tax is imposed, there is also to be a tax of 2%
percent on the foundation manager, but only if the manager knowingly
participated in the self-dealing. The tax on the manager may not
exceed $10,000. The committee has concluded that, in order to avoid
imposing unreasonable burdens upon foundation managers, it is appro-
priate (1) to apply this sanction to the manager only where the viola-
tion is willful ang is not due to reasonable cause, and (2) to impose
upon the Service the same burden of proof where such a sanction is
being considered as is required in cases of civil fraud—that is, 1!l)roof by
clear and convincing evidence. The committee expects that the Com-
missioner of Internal Revenue will include in his annual report a review
of the number of cases in which sanctions are imposed upon foundation
managers.

3 Military officers (other than those described above) who receive Presidential appolnt-
ments are government officials regardless of the amount of thelr compensation.
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The second level of tax applies if the self-dealing is not ‘“‘undone” or
(if undoing is not possible) tge foundation is not made whole or given
the benefit of the bargain within 90 days after the mailing of the de-
ficiency notice with respect to the first level of tax. At the second
level, the tax on the self-dealer is 200 percent of the amount involved.
A second-level tax is also imposed on the foundation manager if he
refuses to agree to any part of the correction. This tax is at the rate
of 50 percent of the amount involved. Again, this tax on the manager
may not exceed $10,000. For purposes of this sanction, the amount in-
volved is the highest fair market value of the property during the
reriod within which the transaction may be undone. This provision
1s intended to impose all market fluctuation risks upon the self-dealer
who refuses to comply and to give the foundation the benefit of the
best bargain it could Kave made at any time during the period.

The second-level sanction, imposed only after a notice of deficienc
and adequate opportunity for court review and undoing the seli-
dealing transaction, is intended to be sufficiently heavy to compel vol-
untary compliance (at least, after court review). The committee ex-
pects application of this sanction to be rare, but where the parties
refuse to undo the transaction, it is expected that this sanction will be
applied.

A penalty doubling the amount of the first or second level of tax
would be imposed in the case of repeated violations, or a willful and
flagrant violation.

The 90-day period for the second level of tax provides an opportunity
for court review and could also be extended if the Service determines
that such extension is reasonable and necessary to correct the self-
dealing. For example, extensions would be granted if State officials
took appropriate action to correct the self-dealing and preserve the
assets for charity. Where the State officials take appropriate action
which the Service determines to be sufficient to satisfy the.require-
ments of this section, then the second-level tax is not to be imposed.

A third level of tax applies if there have been willful repeated acte
or a flagrant and willful act to which the self-dealing rules apply.
This sanction is discussed below in Change of Status. .

The first- and second-level taxes are treated like incoine, estate, and
gift taxes in the sense that the Internal Revenue Service is required to
send deficiency notices to the self-dealer and the foundation manager,
who then have 90 days to petition the Tax Court. The usual statute of
limitations for assessment applies—3 years unless there is a substantial
omission of tax on the return filed by the foundation (6-year statute
of limitations) or no return has been filed (assessment at any time).®
The 90-day period for petitioning the Tax Court and the statute of
limitations for assessing and collecting the tax are suspended during
any extension by the Service of the tie for correcting the self-dealing.

’}"he third-level tax is an income tax. As in the case of fraud, it may
be assessed at any time. :

Refund suits for first- or second-level taxes may be brought in the
Court of Claims or in a district court (but only if there has been no
grior court review of the prohibited act). Also, any refund suit will

e treated as disposing of all issues relating to any first- or second-

3 The committee understands that the exempt organization information return will be
revised to have one or more questions on it regarding the first- and second-level taxes, suffi-
clent so it will constitute an excise tax return. 8 procedure 18 followed because the
first- and second-level taxes are excise taxes, under subtitle D, and the statute of limita-
ttiaoxns provislons regurding such taxes depend upon the fillng of a return of subtitle D

es.
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level tax arising out of that prohibited act. An opportunity is provided
for one court review of a self-dealing transaction, but no more than
one review.

To limit opportunities for improper self-dealing, and to facilitate
appropriate action by State officials to supervise private foundations,
the bill requires, as a condition of tax exemption, that the foundation’s

overning instrument prohibit it from engaging in self-dealing.

xisting organizations are given until 1972 to modify their governing
instruments or longer if it is impossible to conform their governing
instruments by then.

Effective date.—The self-dealing provisions take effect on January 1,
1970; however, they do not apply to (1) transactions pursuant to the
terms of certain securities (such as callable preferred stock) acquired
by the foundation before October 9, 1969, (2) dispositions, at fair
market value or better, of excess business holdings held by the
foundation on October 9, 1969,* and (3) use of property in which the
foundation and a disqualified person have joint interests, but only if
both parties acquired their interests before October 9, 1969.

In addition, the committee amendments make provision for certain
transitional rules designed to permit the continuance of leases, loans,
and sharing arrangements which were in effect on October 9, 1969.
These may continue for not more than 10 years, but only where they
are not disadvantageous to the foundation and continue to avoid
disadvantage to the foundation at all times during the 10-year period.

If the parties choose to modify an existing arrangement as to matters
that are not substantial, such modifications will be permitted only if
the modified arrangement is at least as advantageous to the founda-
tion as the arrangement had been immediately before the modification.
In addition, propert?’ acquired in the future under a will executed
by October 9, 1969,° or under the mandatory provisions of a trust
or document transferring property to a trust if such provisions were
irrevocable on October 9, 1969, and at all times thereafter until the
foundation’s acquisition, is to be treated under the committee’s
amendments as though such property had been acquired by the
foundation before October 9, 1969, for purposes of the special rule
»ermitting fair market value dispositions of existing excess business
Imldiugs. Also, where sales are permitted under the House bill, in the
case of required divestitures, the committee also would permit
exchanges and other dispositions.

These provisions have been added by the committee to permit the
orderly elimination of existing arrangements. The committee does not
wish to permit such arrangements or sales for the future, but believes
limited exceptions are desirable so that an appropriate transition
can be made.

4. Distributions of Income (sec. 101(a) of the bill and section 4942
of the code)

Present law.-—Present, law (sec. 504(a)(1) of the code) provides
that a private foundation loses its exemption if its aggregate accumu-
lated income is “unreasonable in amount or duration n orvder to carry
out the charitable, educational, or other purpose or function constitu-
ing the basis for exemption under section 501(a) of an organization
described in section 501(c)(3).”
me is not disqualified by being made in such a way that both thc selling founda-
tion and the purchasing disqualified person avoid the payment of brokerage commissions.

6 It a later codicil to such a will changes the rights of the foundation, the codicil causes
the will to be treated ag having been executed on the date of the codicil,
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General reasons for change.—Under present law, if a private founda-
tion invests in assets that produce no current income, then it need
make no distributions for charitable purposes. As a result, while the
donor may receive substantial tax benefits from his contribution
currently, charity may receive absolutely no current benefit. In
other cases, even though income is produced by the assets contributed
to charitable organizations, no current distribution is required until
the accumulations become ‘‘unreasonable.” Although a number of
court, cases have begun to set guidelines as to the circumstances under
which an accumulation becomes unreasonable, in many cases the
determination is essentially subjective. Moreover, as is the case with
self-dealing, it frequently happens that the only available sanction
}(]losshof exempt status) either is largely ineffective or else is unduly

arsh.

The committee has concluded that substantial improvement in the

resent situation can be achieved by providing sanctions if income
1s not distributed currently. A graduation of sanctions, designed to
produce current benefits to charity, is provided.

Explanation of provisions.—The bill provides that to avoid tax
private foundations must distribute all income currently (but not less
than 5 percent of investment assets), and imposes graduated sanctions
in the event of failure to distribute.® Provisions are made to extend
the time within which the distributions must be made in certain
circumstances and to allow a carryforward of ‘‘excess’’ distributions.

Under the bill, to avoid tax a private foundation must distribute
currently all of its net income (including the excess of exempt interest,
over the expenses of earning the interest), other than net long-term
capital gains. Expenses of earning the income, including depreciation
and depletion where appropriate, are deductible in computing the net
income subject to this rule.’

To prevent avoidance of the requirement for distribution of income
by investments in growth stock or nonproductive land, the bill requires
a foundation to pay out at least a specified percentage of its average
noncharitable assets. The minimum payout is set at 5 percent for
taxable years beginning in 1970 in the case of new organizations (this
rule is modified for existing organizations, as described below) and
the Secretary of the Treasury is authorized to adjust this rate (prospec-
tively) from time to time based upon changes in money rates and
investment yields using as his standard the 5-percent rate, given
rates and yields for 1969. This does not mean that a foundation may
not make ?gw-yield investments if it so desires. However, if it does so
it is likely that the foundation will find that it either periodically must
sell shares to enabie it to meet the payout requiremeints or that it must
distribute shares to public charities in partial satisfaction of those
requirements.

‘he committee’s amendments make it clear that the audit-fee tax
(described above) and the unrelated business income tax reduce the
amount the foundation must pay out to meet the minimum distribu-
tion requirements, and reasonable administrative expenses of operating
the foundation constitute qualifying distributions.

¢ The bill also repeals sec, 504 since with the change referred to above it is no longer
ne;x(l)egératlng foundations (described below in Private Operating Foundation Definition)
are subject to different requirements regarding expenditures and the use of their assets;
they are not required to meet the distribution requirements provided in this section. How-

ever, as indlcated below, they normally are proper recipients of distributions which qualify
under this section. -
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Assets used directly for the active conduct of the foundation’s
exempt purposes are not included in the base upon which the 5-percent
payout applies. The value of assets which can be easily ascertained is
to be determined by averaging the monthly values of the assets.
Other assets will be valued as frequently as is appropriate. A committee
amendment allows foundations to make deficiency distributions
(along the lines of the deficiency dividend procedure at present fol-
lowed by personal holding companies) to the extent that failure to
distribute the proper amount is because of a failure to properly value
the foundation’s assets, if the failure was not willful and was due to
reasonable cause. .

Under the bill, payouts must be made in the year in which the
money is received or in the next year, except to the extent that the
foundation is permitted to set aside funds for periods of up to 5 years
for certain major projects. Any such set-asides must be approved in
advance by the Internal Revenue Service. The Service may extend
the 5-year period if good cause is shown. This exception is intended
to apply to those situations where relatively long term grants must
be made in order to assure continuity of particular charitable proj-
ects or where the grants are made as part of a matching grant pro-
gram. This exception will not apply unless it is established that the
amount set aside will in fact be paid out for the specific project within
5 years. It is expected that such set-asides will be approved where the
State attorney general undertakes appropriate action-to insure that
the funds will be timely and charitably distributed.®

A further exception is provided wherz a private foundation spends
more than the minimum required payout in a given year. Such excess
expenditures may be applied against required payouts in the next 5
years. A committee amendment makes it clear that the level of dis-
tributions in years before the first taxable year beginning after Decem-
ber 31, 1969, are not to be taken into account for purposes of apply-
ing this 5-year carryover rule.

For the purpose of this payout requirement, qualifying distributions
include distributions to ‘“public charities” and private operating
foundations, direct expenditures for charitable purposes, and expendi-
tures for assets to be used for charitable purposes. Contributions to
other private foundations are not forbidden, but (except in the case
of a contribution to a private operating foundation or a “12-month
pass-through,” described below) they do not count as qualifying dis-
tributions for the minimum payout. The committee expects the
Internal Revenue Service to publish lists of operating foundations
that may be used by foundation managers desiring to make qualifying
distributions.

A committee amendment makes it clear that where a student loan
or any other capital expenditure, which previously had been a qualify-
ing distribution, is later repaid or li ui(lated, the repayment (sale, or
other liquidation) is to be considered to be income 1 the year of the
repayment (or other transaction) to the extent of the prior qualifying
distribution. This will not interfere with proper charitable use of such
loans (and purchases) but at the same time will prevent use of such
loans (and purchases) to evade the minimum payout rules.

% The rule deseribed more fully below, that of including in income for this purpose any
receipt on the liquidation of a student loan or sale of a charitable asset, {8 also to apply to
the ret-asides described here. That I8, where an amount is set aside and as a result is
treated as a qualifying distribution, if 1t is later determined that the amount is not needed

1for the purpose for which it was set aside, then the amount remalning i8 taken back into
ncome,
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The bill provides that a foundation may not make a qualifying
distribution to a controlled organization. (This is modified to some
extent by the 12-month pass-through provision described below.) An
organization is “controlled”’ by a granting foundation and disqualified
persons if all such persons may, by aggregating their votes or positions
of authority, require the donee organization to make a distribution,
or prevent the donee organization from making a distribution. For
this purpose the organization controlled by a private foundation need
not be another private foundation; it may be any type of exempt or
nonexempt organization including a school, hospital, operating founda-
tion, or social welfare organization.

The committee amendment makes a significant exception to the
distribution rules by qualifying a distribution to another private foun-
dation or to a controlled 501(c)(3) organization if the funds are spent
or used for charitable purposes by the end of the taxable year after
the year of receipt by the donee organization. To qualify, however.
the donee organization must spend or use the funds, in addition to
sufficient other distributions which meet its regular minimum payout
requirements.

his amendment permits an additional year’s delay in the payment
of funds into the stream of charitable expenditures but it was believed
that this was necessary to provide adequate flexibility in operations
for private foundations. To limit any further delay, however, the
amendment provides the donee organization is not to be permitted
to pass such a grant through to another private nonoperating founda-
tion or to a controlled organization. ‘

These distribution requirements do not apply to a private operating
foundation (except the one-year pass-through rule in the case of a
controlled operating foundation) and, as indicated above, a private
operating foundation is a qualified recipient of such distributions. The
requirements that an organization must meet in order to qualify for
such treatment are discussed below in Private Operating g’oundation
Defination.

Failure to comply with the minimum payout requirements is to
result in sanctions against the foundation. The first level of sanction
is a tax of 15 percent of the amount that should have been, but was
not, paid out. This tax is imposed for each year until the private
foundation is notified of its obligation or until the foundation itself
corrects its earlier failure by making the necessary payouts. As indi-
cated above, under the committee’s amendments, to the extent the
failure to meet the minimum payout requirement results from an
incorrect valuation of the foundation’s relevant assets and this incor-
rect valuation is not-willful but is due to reasonable cause, then the
foundation will be able to avoid even the first-level tax by promptly
making deficiency distributions (along the lines of the deficiency
divident procedure presently available to personal holding companies).

As is the case with self-dealing, within 90 days after notification by
the Internal Revenue Service the foundation must correct its failure
to make the appropriate charitable distributions. This 90-day period
may be extended as described above, under Prohibitions on Self-
Dealing. 1f the necessary distributions are not made within the ap-
propriate period, the second level of sanctions is imposed—a tax of 100
percent of the amount required to be paid out.

Provisions regarding penalties for repeated or flagrant violations,
court review, the third level of sanctions, and the governing instru-
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ger;tf are the same as those described under Prohibitions on Self-
ealing.

Effective date.—The payout requirements apply to taxable years
beginning after December 31, 1969.. However, in the case of an
existing organization, the minimum payout (the 5-percent rule
described a%ove) is not to apply until taxable years beginning after
December 31, 1971. ‘ :

To afford existing organizations a greater opportunity to revise their
investment and payout practices, the committee added a phase-in
period with regard to the 5-percent rule. For calendar-year organiza-
tions, this would mean that in 1972 the minimum payout would be
3! percent, 4 percent in 1973, 4% percent in 1974, and the basic 5-per-
cent rule would apply thereafter. If the 5-percent figure is decreased by
the Secretary of the Treasury before 1975, then the phase-in period
percentages are to be proportionately adjusted.

The minimum payout amount is not to apply to the extent it cannot
be met because the foundation’s existing governing instrument re-
quires income to be accumulated, but only if this requirement in the
governing instrument would not have caused the organization to lose
its exempt status under present law. Also, the minimum payout
requirement will not apply to the extent that the foundation’s existing
governing instrument forbids invasion of corpus to meet the payout
requirement. These exemptions will continue after 1971 only to the
extent that it is impossible to reform the foundation’s governing
instrument to permit it to comply with the general rule.

The committee also recognized that obligations presently outstand-
ing may have been undertaken in good faith by foundations in the past.
In order to permit such obligations to be carried out the committee
has provided that a grant within the next 5 years to a noncontrolled
private foundation (even if it is not an operating foundation) under a
written commitment which was binding on October 9, 1969, and at all
times thereafter, is to be treated as a grant to an operating foundation,
if the grant is made in order to carry out the charitable, educational,
or other purpose or function constituting the basis for such organiza-
tion’s exemption. Moreover, the expenditure responsibility require-
ments (described below in Limitations as to Activities of Foundations)
are not to apply to such a grant. The donee private foundation,
however, would be subject to all the limitations imposed by the bill
upon private foundations.

5. Stock Ownership Limitation (sec. 101(b) of the bill and seec.
4943 of the code)

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

General reasons for change.—The use of foundations to maintain
control of businesses appears to be increasing. It is unclear under
yresent law at what point such noncharitable purposes become suffic-
1ently great to disqualify the foundation from exempt status. More-
over, the loss of exempt status is a harsh sanction for having such
holdings.

The Treasury Department in its 1965 study of private foundations
included the following examples of where business, and not charitable,
purposes appeared to predominate in foundation activities:
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Ezample 1.—The A foundation holds controlling interests in
26 separate corporations, 18 of which operate going businesses.
One of the businesses is a large and aggressively competitive
metropolitan newspaper, with assets reported at a book value
of approximately $10,500,000 at the end of 1962 and with gross
recelpts of more than $17 million for that year. Another ot the
corporations operates the largest radio broadcasting station in
the State. A third, sold to a national concern as of the beginning
of 1965, carried on a life insurance business whose total assets
had a reported book value of more than $20 million at the end
of 1962. Among the other businesses controlled by the foundation
are a lumber company, several banks, three large hotels, a
garage, and a variety of office buildings. Concentrated largely
in one city, these properties present an economic empire of
substantial power and influence.

Ezample 2.—The B foundation controls 45 business corpora-
tions. Fifteen of the corporations are clothing manufacturers;
seven conduct real estate businesses; six operate retail stores;
one owns and manages a hotel; others carry on printing, hard-
ware, and jewelry businesses.

Ezample 3.—The C foundation has acquired the operating
assets of 18 different businesses, including dairies, foundries,
& lumber mill, and a window manufacturing establishment.
At the present time it owns the properties of seven of these
businesses. Its practice has been to lease its commercial assets
by short-term arrangements under which its rent consists of a
-share of the profits of the leased enterprise. By means of frequent
reports and inspections, it maintains close check upon its lessees’
operations.

This is not simply a phenomenon of the past. Recently, & major
newspaper carried the following advertisement:

“Tax exempt organization will purchase companies earning
$300,000 pre tax at high earnings multiple. Immediate action.”

Those who wish to use a foundation’s stock holdings to acquire or
retain business control in some cases are relatively unconcerned about
producing income to be used by the foundation for charitable purposes.
In fact, they may become so interested in making a success of the busi-
ness, or in meeting competition, that most of their attention and in-
terest is .devated to this with the result.that what is supposed to be
their function, that of carrying on charitable, educational, etc.
_ activities is neglected. Even when the foundation attains a degree of
independence from its major donor, there is a temptation for the
foundation’s managers to divert their interest to the maintenance
and improvement of the business and away from their charitable
duties. Where the charitable ownership predominates, the business
may be run in a way which unfairly competes with other businesses
whose owners must pay taxes on the income that they derive from the
businesses. To deal with these problems, the committee has concluded
it is desirable to limit the extent to which a business may be con-
trolled by a private foundation.

Ezplanation of provisions.—The bill limits to 20 percent the com-
bined ownership of a corporation’s voting stock which may be held
by future foundations and all disqualified persons. If someone else can
be shown to have control of the business, the 20-percent limit is raised
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to 35 percent. Excess holdings acquired by gift or bequest in the
future generally must be disposed of within 5 yéars. Exceptions are
provided in the case of related businesses, special rules apply to
existing holdings, and a series of graduated sanctions are provided.

Under the bill, a foundation and all disqualified persons together
may not hold more than 20 percent of the voting stock of a corporation.
If more is held, then the foundation must reduce its holdings to the
extent necessary to bring the combined holdings down to 20 percent.’

If more than 20 percent of the combined voting stock is held by the
foundation and disqualified persons, then the foundation must dispose
of its nonvoting stock as welll as its voting stock. The 20-percent limit,
however, may be increased to 35 percent if it can be demonstrated
that an unrelated party has effective control over the corporation.

The committee has used only voting stock in this case to deter-
mine whether divestiture should {e required, because it does not appear
probable that a foundation’s holding of nonvoting stock could be
effectively used to preserve control if the disqualified persons hold
little or no voting stock. On the other hand, if the disqualified persons
or such persons and the foundation combined hold more than 20
percent of the voting stock, then the foundation’s holding of non-
voting stock might effectively remove from outsiders any practical
opportunity to gain control. Under those circumstances the founda-
tion’s retention of even the nonvoting stock might well be the result
of decisions to place the interest of disqualified persons ahead of
charitable interests.!®

The committee has added an amendment which prohibits a founda-
tion from voting more than half of the voting stock it purchases. This
limitation will not apply to stock acquired by gift or bequest nor to
stock held by private }oundntions on October 9, 1969.

The above rules have been stated in terms of corporate stocks but
corresponding limitations apply to partnerships and other entities.
A private foundation is not permitted to own a business as a sole
proprietorship. ,

As indicated above, in the case of excess holdings resulting from

gifts or bequests made in the future, 5 years are allowed to dispose of
the excess holdings. However, no time is allowed to dispose of an
excess resulting from a purchase by the foundation or a disqualified
»erson.
: In computing the amount of stock considered as held by the founda-
tion and related parties, stock held by corporations, partnerships,
estates, and trusts under the House bill is deemed to be held propor-
tionately by the sharcholders, partners, and beneficiaries of those
entities. While the committee retained this as its basic rule, it modified
the rule to provide that the foundation’s interest in a trust is not to
be attributed to the foundation currently. To do so in some cases
would result in the foundation being required to divest itself of stock
it does not hold.

* A de minimis rule permits the foundatior to retain not more than 2 percent of the voting
stock, notwithstanding this limitation, but the holdings of related private foundations are
aggregated for the purpose of this exception. This is done to avold the use of ‘“‘multiple
ft(;l‘lli;ldl?l‘t(‘)(\)';:!ﬂlznto convert the de minimis rule into a method of evading the basle rule of

10 Compare the different rules described below regarding present business holdings, where
50-percent ownership is permitted,
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The committee concluded that the divestiture rules applicable to
nonexempt, trusts with charitable interests," and attribution to holders
of other interests in the trust are sufficient so that the use of trusts will
not significantly delay divestitures. In any event, the foundation is
to be treated as having acquired the stock in a trust when its remainder
interest becomes a current possessory interest.

The committee also provided that stock in a passive holding com-
pany is not to be considered a business holding, even if the holding
company is controlled by the foundation. Instead, the foundation is
to be treated as owning its proportionate share of the underlying
assets of the holding company. The committee also made it clear that
passive investments generally are not to be considered business hold-
ings. For example, the holding of a bond issue is not a business holding,
nor is the holdFi)ng of stock of a company which itself derives income
in the nature of a royalty to be treated as a business holding. Where
a corporation purchases a product under a contract with the manufac-
turer, resells it under contracts at a uniform markup in price, and does
not physically handle the product, the income derived from that
markup is in_the nature of a royalty and meets the definition of pas-
sive income. On the other hand, income from individually negotiated
sales such as those made by a broker, would not meet the passive
incc:ime definition, even if the broker did not physically handle the

oods.

. Business holdings do not include “program-related investments’
(such as investments in small businesses in central cities or in corpora-
tions to assist in neighborhood renovation) which are part 0} the
foundation’s charitable program, where the making of a profit for the
foundation is not one of the significant purposes for holding these
investments.

An exception to the limitations on the holding of business interests
under both versions of the bill is provided in the case of a bu<iiess
which is related under the provisions dealing with taxes on unrelated
business income. Another exception is provided, even where the busi-
ness, although unrelated to the direct activities of the foundation,
‘““is carried on within a larger aggregate of similar activities or within a
larger complex of other endeavors which is related (aside from the
need of such organization for income or funds or the use it makes of the
profits derived) to the exempt purposes of the organization.”

These exceptions are intended to make it clear that certain types of
business activities may continue to be held by the foundation notwith-
standing the general rule. For example, the Inn and Lodge at Colonial
Williamsburg are separately incorporated taxable entities, but are
owned by the foundation for the convenience of the general public
visiting Williamsburg. Also, many museums maintain cafeterias and
snack bars for the convenience of the public visit,in% the museums.
Although advertising in a foundation’s journal may be an unrelated
trade or business under existing regulations and this bill (described
below in sec. 121), it will come under the second of these exceptions
if the foundation’s journal is related to the foundation’s exempt pur-
poses. Such business activities would not have to be disposed o} under
these provisions. If a private foundation is exempt under the present

1 The nonexempt trusts are subject to the divestiture requirements when the interests of
charlty In the trust amnount to 60 percent or more,
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statutory provisions as a charitable scientific organization, then its tax-
paying subsidiaries may continue to be wholly owned if they serve
to translate the scientific achievements of the foundation into human
progress by such means as demonstrating the feasibility of new scien-
tific discoveries, or aiding in the economic or technical development
of geographical areas by bringing to the public innovative products
ang processes which might not otherwise reach the public.

The rules described above requiring divestiture where business
holdings exceed 20 percent (or 35 percent in some cases) under the
committee amendments do not apply to existing holdings. In this
regard the committee substantially revised the House bill.!?? In the case
of existing stock holdings, under the committee amendments the
foundation and all disqualified persons together may hold up to 50

ercent of a company’s stock. No further divestiture (and generally no
interim 2-year and 5-year divestitures) is required. This percentage
is to be determined both on the basis of the voting power of the stock
outstanding and (separately) on the basis of the value of the stock
outstanding.'

However, the conversion features of convertible bonds and other
securities are to be ignored for the voting test until the conversion
occurs, The conversion features will, of course, be considered in deter-
mining the value of the outstanding stock.

These rules for existing holdings generally are to apply to stock ac-
quired before October 9, 1969. However, they also are to apply in the
case of stock acquired after that date if it is acquired pursuant to the
terms of a trust which was irrevocable on that date or pursuant to the
terms of a will executed before that date.'

The time available for divestiture of excess business holdings
obtained from a trust or estate begins to run from the time the founda-
tion actually received the stock from the trust or estate. The Service
has been upheld, in situations where final distributions of estates
and trusts were being unduly delayed, in treating the estates and
trusts as having actually distributed all their assets when the dis-
tributions would have been made but for the undue delay.

Where the combined holdings on October 9, 1969, exceeded 75
percent, an additional 5 years (making a total of 15 years) is to be
available for disposition of excess holdings. This modification was
provided by the committee because the practical difficulties in
disposing of a company’s equity are apt to be substantial where the
foundation owns the bulk of the company’s stock.

These rules replaces the special effective date provision in section
101(k)(4) and (5) of the House bill. ‘

If existing holdings are below the 50-percent limitation but above
the 20-percent limitation applicable for the future, then the holdings
need not be decreased to 20 percent but on the other hand may not be
increased. In this regard, the percentages of stock held on October 9,
T Under the House bill, existing holdings would be treated esgsentially the same as later
acquisitions except that more time (10 years) would be avallable for reaching the 20
(or 35) percent limits and interim divestitures would also be required.

13 Nonvoting stock may be of little significance in determin nﬁocontrol when the voting
percentage is limited to 20 percent, but is alimost certain to be of significance, even in
closely held companies, when the limit on voting stock is raised to 50 percent,

14 If stock would pass to the foundation under a will that meets the test referred to above
but hefore that time actually passes under a trust which would have met that test but for
the fact that the trust was revocable (even though it was not In fact revoked), then the

stock is for the business holding requirement to be treated as having been acquired by the
foundation under the will.
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1969, are to become the applicable limitations for the foundation and
all disqualified persons where their holdings are above 20 percent but
below 50 percent. If an existing foundation reduces its present per-
centage holdings of a corporation, it may not again increase these
holdings except that if they fall below the levels applicable for future
holdings (namely, the 20 percent or 35 percent levels) !* they may be
increased td these levels.

Limited exceptions to the self-dealing rules in the case of current
excess business holdings were discussed above in Prohibitions on Self-
Dealing. The committee amendments (see section on reasonable
accumulations by corporations) also provide that redemptions of
stock by a closely held corporation from a foundation will not result in
imposition of the accumu{ated earnings tax with respect to that cor-
poration if the stock is redeemed in order to comply with the divesti-
ture requirements. Also, a redemption for such purposes will not give
rise to dividend treatment to the foundation (for purposes of the
income distribution requirement) or to other shareholders of the
corporation. Where an exchange is permitted as an exception from the
self-dealing rules, then the property received in such an exchange
after the offective date of these provisions would not be treated as
having been purchased. (As indicated above the 5 years available for
divestitures of future-acquired property is not available for pur-
chases.) For example, if a substantial donor to a foundation leaves a
number of business holdings jointly to his widow and his foundation,
the widow and the foundation then exchange their half-interests so
that each owns 100 percent of half the businesses, and this exchange
does not violate the self-dealing rules because it conforms to the
special exception to those rules provided by the committee’s amend-
ments in the case of existing holdings, then the business holdings are
not treated as having been acquired by the foundation by purchase.
These provisions, too, are available only in the case of October 9,
1969, excess holdings (including those excess holdings under existing
wills and existing irrevocable trusts).

The committee concluded that the less stringent divestiture rules
described above were desirable in existing situations in order not to
disrupt a foundation’s investment plans and also because to do
otherwise would materially affect the worth of the business being
divested. As to the future, 5 years should be sufficient where the excess
holdings develop after knowledge of the new rules.

In both versions of the bill a series of sanctions applies to the
foundation if it does not meet the divestiture requirements. The
first-level sanction is a tax of 5 percent each year on the value of the
greatest amount of excess holdings at any time during the year.

The foundation will ordinarily have had at least 5 years (10 or 15
in the case of existing holdings) to dispose of its excess business
interests before this sanction applies.

After the imposition of the 5 percent tax the same 90-day correction
period (with possible extensions) also is available here as in the case
of self-dealing. If the excess holdings are not disposed of during the
correction period, then a second-level sanction—a tax of 200 percent
of the value of the excess holdings—-is imposed upon the foundation.

15 Jf a future acquisition by a dlaﬂualiﬂed person results in a requirement of divestiture

by the foundation, then the time allowed for divestiture beging to run from the date the
total holdings exceeded the permitted percentages.

36-776—69——4
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Provisions regarding penalties for repeated or flagrant violations,
court review, the third level of sanctions, and reformation of the
governing instrument are the same as in the case of self-dealing.

Effective date.—The limitations on business ownership apply to tax-
able years beginning after December 31, 1969. An exception is made for
existing holdings which are required by the governing instrument to
be retained but only to the extent that it is 1m OssibFe to reform the
governing instrument or be excused from its limitations forbidding
compliance with these requirements.

The committee also decided to make the divestiture provisions
inapplicable in two types of cases. The first is where the following
conditions exist:

(1) The foundation on October 9, 1969, owned 95 percent or
more of the voting stock of the corporation.

(2) The stock was acquired by the foundation solely by gift,
devise, or bequest before December 31, 1956.

(3) No member of the governing body of the foundation is a
substantial contributor or members of his family at any time on
or after December 31, 1956.

(4) The business of the corporation was, on October 9, 1969,
and continues to be of substantially the same character as the
enterprise which was conducted at the time of the last gift of
the stock by the donor.

(5) The corporation in 3 of the last 5 years and in every year
in the future distributes to its shareholders at least 40 percent
of its income after taxes and the foundation distributes or uses
substantially all of its income for its tax-exempt purposes.

(6) The corporation does not in the future acquire any stock in
another business enterprise which would represent excess business
holdings. A business holding owned by a private foundation
through a holding company, all the voting stock of which was
owned by the foundation on all the critical dates, is treated as
being owned directly by the foundation for these purposes.

The second type of case where the committee decided to make the
stock divestitute requirements inapplicable is in the case of founda-
tions incorporated before January 1, 1951, where substantially all of
the assets of the foundation on October 9, 1969, consisted of more
than 90 percent of the stock of an incorporated business enterprise
which is ‘icensed and regulated, the sales and contracts of which are
regulated, and the professional representatives of which are licensed,
by State regulatory agencies in at least 10 States and the foundation
received its stock solely by gift, devise, or bequest. Stock of a company
placed in trust with provision for the charitable remainder to go to
the foundation upon the death of the life beneficiary also is treated
as coming under this provision if the foundation holds on October 9,
1969, without regard to this trust, more than 20 percent of the stock
of the enterprise. Such a foundation also must not acquire in the
future any stock in another business enterprise which would represent
excess business holdings and must distribute or use substantially all
of its income for its tax-exempt purposes.

In both of these types of cases, the business holdings referred to
are only those actunl}y owned by the foundation on the relevant
dates, except in the case of ownership through a holding company
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in the first type of case (where the foundation must have actually
owned 95 percent of the holding company’s stock on the relevant
dates) and the limited case of the trust holding described in the second
type of case.

he committee also decided that where a corporation (together with
its subsidiaries) owns more than 10 percent of the land area of any
major political subdivision in the United States (a county or in-
corporated city with a population of more than 100,000) and a
foundation has excess holdings in such a corporation, then if the
foundation and the disqualified Eersons together own more than 75
percent of the corporation’s stock, 10 percent of the excess holdings
must be disposed of within two years, 25 percent within five years,
50 percent within ten years, and the remainder by the 15th year, if
the sanctions are not to apply. '

In taking this action the committee is aware that there may be
some foundations whose governing or controlling instruments make
it difficult to comply with these provisions, such as where a trust
instrument would require the foundation to dispose of all of its
stockholdings should a sale of any of its stock ever be required.
In such a case, this amendment would require total divestiture within
the two-year period, unless the foundation’s governing or controllin
instrument could be amended to comply with this provision of the bill.

6. Limitations on Use of Assets (sec. 101(b) of the bill and sec.
4944 of the code)

Present law.—Present law (sec. 504(a)(3)) provides that a private
foundation is to lose its exemption if its accumulated income' is in-
vested in such a manner as to jeopardize the carrying out of its exempt
purposes (under sec. 501(c)(3)). ,No similar specific limitations appiy
{o investment of principal.

General reasons for change.—The grant of current tax benefits to
donors and exempt organizations usually is justified on the basis that
charity will benefit from the gifts. However, if the organization’s
assets are used in a way which jeopardizes their use for the organiza-
tion’s exempt purpose this result is not obtained. Present law recog-
nizes this concept in the case of income, but not in the case of an
organization’s principal.

nder present law a private foundation manager may invest the
assets (other than accumulated income) in warrants, commodit
futures, and options, or may purchase on margin or otherwise ris
the corpus of the foundation without being subject to sanction. (In
one case a court held that the consistent practice of making such
investments constituted operation of the foundation for a substantial
non-exempt purpose and would result in loss of tax exemption.)

The committee agrees with the House that the same reasoning
should apply to investments which jeopardize the foundation’s
corpus. Here, as in other sections, the committee also concluded that
limited sanctions were preferable to the loss of exemption.

Ezxplanation of provisions.—The bill imposes upon all assets of a
foundation the same limitations presently applicable to accumulated
income. As a result, under this provision, a foundation cannot invest
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its corpus in a manner which would jeopardize the carrying out of
its exempt purposes.’®

A committee amendment, however, makes it clear that a program-
related investment—such as low-interest or interest-free loans to
needy students, high risk investments in low-income housing, and
loans to small businesses where commercial sources of funds are un-
available—is not to be considered as an investment which might
jeopardize the foundation’s carrying out of its exempt purposes.
(since such an investment is classified as a charitable expenditure).
To qualify as a program-related investment, the investment must be
primarily for charitable purposes and not have as one of its significant
purposes that of deriving a profit for the foundation.

A committee amendment also makes it clear that the determina-
tion of whether investments jeopardize the carrying out of the founda--
tion’s charitable purposes is to f)e made as of the time of the invest-
ment, in accordance with 2 “prudent trustee” approach, and not
subsequently, on the basis 0. hindsight after a loss occurs.

The sanction provided by the House bill where investments are
made in a manner which jeopardizes the carrying out of the organiza--
tion’s exempt function is a tax of 100 percent of the amount improperly
invested. The committee amendments provide, instead, an initial
sanction on private foundations of 5 percent of the amount involved
and an initial tax on the foundation manager, where he knowingly
jeopardizes the carrying out of the foundation’s exempt purposes
of 5 percent (up to a maximum of $5,000). They also provide, where
the jeopardy situation is not corrected, a second level sanction or:
tax of 25 percent on the foundation and a 5-percent tax on the founda--
tion manager who refuses to take action to correct the situation
(in the case of the foundation manager, this sanction may not exceed
$10,000).

The committee amendments further provide that before the second
stage sanctions are imposed the State Attorney General is to be given
an opportunity to intervene in the case to exercise whatever powers he
has to correct the situation. Where the Treasury Department finds the
situation is corrected, the second level sanctions are not to be imposed.

Provisions regarding penalties for repeated or flagrant violations,
third-level sanctions, court review, governing instrument provisions, .
and the procedures to be followed in imposing sanctions upon founda-
tion managers are essentially the same as those which apply in the
case of self-dealing.

Effective date.—'This provision takes effect on January 1, 1970.

7. Limitations as to Activities of Foundations (sec. 101(b) of"
the bill and sec. 4945 of the code)

Present law.—Present law requires that no substantial part of the
activities of a private foundation may consist of carrying on propa-
ganda or otherwise attempting to influence legislation. It further pro-
vides that no such organization may “participate in, or intervene in
(including the publishing or distributing of statements), any political
campaign on behalf of any candidate for public office.” The corre-
sponding charitable contributions deduction provision prohibits sub-
stantial propaganda activities but does not deal specifically with the-

1¢ These provisions replace section 504 of present law, the violation of which results in.
losg of tax exemption, )




47

electioneering activities. Another provision prohibits the use of ac-
cumulated income to a substantial degree for nonexempt purposes.

Although the present provisions permit some degree of influencing
legislation by the organization invo{ved, it provides that no degree of
support for an individual’s candidacy for public office is permitted.

n general the language of the statute rslating to deductions
(sec. 170) is essentially the same as that of the exempting provision.
Although the deduction provision also prohibits substantial activities
in the influencing of legislation, it does not at present specifically
include any prohibition on participation in political campaigns on
behalf of any candidate for public office. .

Present law (sec. 504(a)(2)) also provides that a private foundation
loses its exemption if its accumulated income is used to a substantial
degree for purposes other than its exempt purposes.

. Qeneral reasons for change.—As is the case with the other limita-
tions described above, the only sanctions available at present with
respect to political activity by a foundation are loss of exemption
and denial of charitable contribution deduction status. Moreover, a
large organization, merely because of the substantiality test, may
engage without consequence in more lobbying than a small organiza-
tion. In addition, a well-endowed organization may engage in lobbyin
and, if it loses its exempt educational or charitable status, may avoi
tax on its investment income by becoming exempt under another
yrovision of the law. Moreover, the standards as to the permissible
evel of activities under present law are so vague as to encourage
subjective application of t}le sanction.

Another problem arises from the fact that the absolute prohibition
upon involvement in political campaigns on behalf of any candidate
for public office frequently results in ‘the alternatives of unreasonably
severe punishment or unreasonably light punishment. As a practical
matter, many organizations often find ways of muking clear their
views regarding opposing political candidates without fear that their
exempt status will be revoked. Also, there is no prohibition against
taking sides as to referendum issues. The latter activity is regarded
as influencing legislation, but, as indicated above, that is specifically
permitted to a limited extent.

In recent years, private foundations have become increasingly active
in political and legislative activities. In several instances called to the
committee’s attention, funds were spent in ways clearly designed to
favor certain candidates. In some cases, this was done by financing
registration campaigns in limited geographical areas. In other cases
contributions were made to organizations that then used the money to
publicize the views, personalities, and activities of certain candidates.
It also appears that officials of some foundations exercise little or no
control over the organizations receiving the funds from the foundation.

Congressional policy regarding carrying on this type of political
activity with tax-exempt or tax-deductible funds appears to be clear
in view of the language of present law (set forth above), the nonde-
ductibility of contributions to political parties, and the provisions of
present law which forbid the use of bad debts, advertising expenses,
and other devices to secure deductions for what are, as a practical
matter, political contributions (secs. 162(e), 271, and 276).

It also was called to the committee’s attention that existing law
does not effectively limit the extent to which foundations can use their
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money for ‘“‘educational’”’ grants to enable people to take vacations
abroad, to have paid interludes between jobs, and to subsidize the
preparation of materials furthering specific political viewpoints.

he committee has conciuded that more effective limitations must
be placed on the extent to which tax-deductible and tax-exempt funds
can be dispensed by private persons and that these limitations must
involve more effective sanctions. Accordingly, the committee has
determined that a tax should be imposed upon expenditures by private
foundations for activities that should not be carried on by exempt
organizations (such as lobbying, electioneering, and ‘‘grass roots”
campaigning). The committee also believes that granting foundations
should take substantial responsibility for the nroper use of the funds
they give away.

In general, the committee’s decisions reflect the concept that pri-
vate foundations are stewards of public trusts and their assets are no
longer in the same status as the assets of individuals who may dispose
of their own money in any lawful way they see fit.

Explanation of provisions.—The bill provides that private founda-
tions are to be forbidden to spend money for lobbying, electioneering
(including voter registration drives), grants to individuals (unless
there are assurances that the grants are made on an objective basis),
grants to other organizations (other than public charities) unless the
granting foundation accepts certain responsibilities as to the use of the
funds by the donee organization, and for any purpose not coming
within their exempt purpose. Any improper expenditure will be subject
to tax.

One of the provisions contained in the bill applies specifically to
expenses incurred in connection with grass roots campaigns or other
attempts to urge or encourage the public to contact members of a
legislative body for the purpose of proposing, supporting, or opposing
legislation. This prohibition is substantially similar to the provision
of present law (sec. 162(e)), which prohibits business deductions for

rass roots lobbying activities. Another provision in the bill precludes
girect attempts to persuade members of legislative bodies or govern-
mental employees to take particular positions on specific legislative
issues. It does not extend to discussions of broad policy problems and
issues with such members or employees. In both of these areas the
comrmittee was in general agreement with the House bill but con-
cluded that certain amendments were necessary. .

The House bill’s prohibition on propagandizing or otherwise attempt-
ing to influence legislation was modified to conform more closely to the
existing regulatory language because it was believed that too much
uncertainty had resulted from the House’s otherwise useful attempt
to describe the limitations of existing law. Essentially, this provision
retains the present law provision but removes the ‘‘substantiality’ test
in determining whether a private foundatlon has made a taxable
expenditure in this area.'” Thus, under the committee amendments,
section 4945(e) does not prevent discussion and comment upon polic
problems, social or economic issues, and other broad issues where such
activities would be considered educational under existing law. The
committee’s amendment also makes it clear that the expertise of a
private foundation is not denied to lawmakers when the lawmakers

17 The substantiality test remains when the question 18 as to retention of exempt status,
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or other appropriate persons have made written requests for such
advice or technical assistance.

The prohibition on propaganda or otherwise attempting to influ nce
legislation does permit making available the results of nonpartisan
analysis, study, or research. The grass roots provision is net to be
treated as having been violated merely because a matter that was the
subject of such a study might be expected to be dealt with ultimately
by government. Current problems to which this rule would apply in-
0151,1 e environmental pollution and population growth. Also, a private
foundation may appear before, or communicate with, any legislative
body regarding possible decisions which might affect the existence
of the private foundation, its powers and duties, its tax-exempt
status, or the deduction of contributions to the foundation. However,
his latter exception does not extend to grass roots campaigns on
such subjects.

The committee also decided that a noncommercial educational
broadcasting (TV or radio) station’s adherence to Federal Com-
munications Commission regulations and the “fairness doctrine”
(requiring balanced, fair, and objective presentations of issues, and
forbidding editorializing) means that such station has not violated the
lobbying provision.'®

The “balance” requirement could be achieved under the bill (as
under broadcasting law) in a series of broadcasts even though any
single broadcast might not present a completely balanced view of an
issue. A private foundation could make grants, or use its money, for
such purposes, provided that each grant or a series met these tests.

The prohibition on electioneering is expanded by the House bill to
include efforts to influence the outcome of referenda as well as cam-
paigns by individuals for public office. The committee agrees with
that decision but has added an amendment limiting the electioneering
provisions to expenditures for the purpose of influencing the outcome
of any specific election. It was concerned that otherwise it might be
argued that almost any statement, or study, or general educational
activity could at a future date become an issue in an election, depend-
ing upon the views of the candidates at that time.

The House bill would have provided that voter registration drives
would be permitted where conducted on a nonpartisan basis by
broadly supported organizations active in at least five States, pro-
vided that contributions to the operating foundations carrying on
such activity are not geographically limited as to use. The committee
decided to delete the portion of the bill which would permit private
foundation funds to be used for voter registration. The committee
believes that it is impossible to give assurances in all eases that voter
registration drives would be conducted in a way that does not influence
the outcome of public elections. In fact, the usual motivation of those
who conduct such drives is to influence the outcome of public elections.

The House bill also imposes sanctions upon the making of grants to
individuals by private foundations unless the grantees are chosen in
open competition or on some other objective and nondiscriminatory
basis, in accordance with procedures approved in advance by the Inter-
e The cmn—l:lltteo was informed that many such stations are publicly supported, through
community chest drives or otherwise, and many others are agencies of local governments,

However, some may be private foundations. It is thought that most if not all of those that
are private foundations qualify as operating foundations. :
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nal Revenue Service. This approval procedure does not contemplate
specific approval of particular grant programs but instead one-time
approval of a system of standards, procedures, and follow-up designed
to achieve the intended degree of objectivity. Where the grants take the
form of scholarships there will normally be available the relatively
independent supervision of schools and colleges. Prizes or awards
that qualify umier existing law (sec. 74(b)) for exclusion from income
also may be made if the recipient is selected from the general public.
Otherwise, the bill requires that any grant by a private foundation be
directed toward the production of a specific product (a book, paper,
or other study, or a scientific development or useful process), the
achievement of a specific objective, or the improvement or enhance-
ment of a literary, artistic, musical, scientific, or other similar capacity,
talent, or skill.

The committee added ‘“teaching” to this list of skills. The scholar-
ships, prizes, and other individual grants that a private foundation
may make must meet the siandards described at the beginning of
the preceding paragraph.'® It is expected that procedures will be pro-
mulgated in the near future in accordance with recommendations by a
committee that the Commissioner of Internal Revenue has already
appointed for this purpose.

A grant, but not a contract for services, is limited by this provision.

A private foundation also is forbidden under the bill to make grants
to organizations other than “public charities” unless the granting-
foundation assumes ‘‘expenditure responsibility.” Under this require-
ment, ‘the granting foundation must make reasonable efforts and
establish adequate procedures to see that the funds are spent for
the purposes of the grant, obtain full and complete reports as to
how the funds are spent, and make full and detailed reports to the
Internal Revenue Service regarding such expenditures. This expend-
iture responsibility under the committee amendments is not to be
interpreted as making the granting foundation an insurer of the ac-
tivity of the organization to which it makes a grant, so long as it
uses reasonable efforts and establishes adequate procedures so that
the funds will be used for proper charitable purposes. In effect,
“Erudent man’ standards are required in such cases. One way of
obtaining this assurance is to obtain independent audits from the
donee organization as to the use of the funds in question.

These special requirements apply to foundation grants to (1) other
private foundations (operating or non-operating), (2) organizations
exempt from tax under provisions of the Code other than section
501(c)(3), and (3) organizations which are not exempt from tax. With
the minor exception of organizations testing for public safety, the
“‘expenditure responsibility” requirements do not apply to grants to
section 501(c)(3) organizations which are not themselves private
foundations. Hence, for example, a foundation making a grant to an
educational institution or a publicly supported charity need not require
or make the reports prescribed by this provision. Furthermore, as
under existing law, where a foundation makes a grant to such an
organization in good faith for purposes proper for the granting foun-
dation, the subsequent use of the funds by the recipient institution

¥ Even if it qualifies under these standards, any Individual grant also must he tested by
the standards described above in Prohibitions on Self-Dealing,
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is the responsibility of that institution alone, and does not produce
tax consequences (under this section) for the grantor or its managers.

It is contemplated that a foundation will be required to specify
the purposes of any grant clearly in the terms of the grant itsel} . The
terms of the grant should, also, state plainly the limitations upon the
recipient’s use of the grant. After the grant is made, the granting
foundation must take reasonable steps (a) to secure reports from the
grantee on its use of the funds, and (b) to report to the Internal
Revenue Service the amount and purposes of the grant, the identity
of the grantee, and the data which the grantor obtains on the grantee’s
use of the funds. The Internal Revenue Service is expected to provide
an appropriate schedule or attachment for the annual information
return, so that all reports which a grant-making foundation must
make to the Internal Revenue Service for 1 year can be consolidated
in the foundation’s information return for that year. If the grantor
discovers a misapplication of the funds by the grantee, it would
normally be required to withhold any further payments to the grantee
(to the extent that it is legally able to do so) until the misapplication
has been corrected, or adequate assurance provided that it will not
occur again. Where a grantor foundation adheres to these rules, and
a misuse occurs which it has no reasonable means of correcting, it
will be deemed to have discharged all responsibilities under this
section by reporting the default to the Internal Revenue Service.

The committee concluded that the “expenditure responsibility’’ re-
quirement of the bill, as amended, properly accommodates the needs
for both flexibility and responsibility.

Although present law requires exempt organizations to be operated
“exclusively’’ for the specified charitable purposes, the courts have
held that this precludes noncharitable purposes only if they are sub-
stantial. The committee does not seek to disturb that interpretation
insofar as it relates to determining loss of, or qualification for, exemp-
tion. However, all private foundation expenditures for purposes other
than those listed in section 501(c)(3) are to be subjected to the
sanctions of this provision.? -

Under the House bill there is one sanction in the case of expendi-
tures for activities under this category. It is a tax equal to 100 percent
of the amount improperly spent plus a tax on the foundation manager
who knowingly made the improper expenditure of 50 percent of that
amount. The committee amendments provide an initial sanction of
10 percent of the amount improperly spent (plus a tax of 2% percent
up to a maximum of $5,000 on any foundation manager who know-
ingly made the improper expenditure). The heavier sanction would
apply later only if the foundation refused to correct the earlier im-
proper action to the extent possible. The heavier sanction on the
manager would apply only if he refused to agree to part or all of the
correction; that sanction-—50 percent of the taxable expenditure—is
not to exceed $10,000.

Provisions regarding penalties for repeated or flagrant violations,
third-level sanctions, court review, and governing instrument pro-
visions, are essentially the same as those applying to self-dealing.

Effective date.—This provision takes effect on January 1, 1970.

% Section 504, which prohibits the use of accumulated income to a substantial degree for
non-501(c) (3) purposes, is repealed.
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8. Disclosure and Publicity Requirements (secs.-101(d) and (e)
of the bill and secs. 6033, 6034, 6104, and 6652 of the code)

Present law.—Under present law an exempt organization must file
annual information returns describing its gross income, expenses,
disbursements for its exempt purposes, accumulations, balance sheet,
and the total amount of contributions and gifts received by it during
the year. This requirement applies only to exempt organizations (under
section 501(a)) other than religious organizations and certain of their
affiliates, schools and colleges, publicly supported charitable organiza-
tions, certain fraternal benefli)ciary societies, and federally-owned
congressionally chartered exempt corporations. These information
returns are in addition to the unrelated business income returns
required to be filed in certain cases.

No specific sanctions are provided for failure to file an exempt
organization information return. However, certain criminal provisions
could be applied in extreme cases.

Existing ]i)aw also provides that the information required to be
furtr)\li_shed on exempt organization information returns is open to the

ublic.

P General reasons for change—The present information return re-
quirements are essentially the same as those provided by the 1950
amendments to the charitable organization provisions of the code.
The primary purpose of these requirements is to provide the Internal
Revenue Service with the inforination needed to enforce the tax laws.
The House and the Finance Committee concluded that experience of
the past two decades indicates that more information is needed on a
more current basis for more organizations and that this information
s}é%)u_l({ be made moye readily available to the public, including State
officials. :

Ezplanation of provisions.—The bill makes several changes in the
present provisions. It requires that information returns are to be filed
by additional exempt organizations, that additional information is to
be supplied on the returns, that $10 per day is to be paid if the returns
are not timely filed, and that the information is to be furnished to
approprinte State officials.

The House bill provided that every exempt organization, whether
or not a private foundation, must file an annual information return
unless the Treasury Department determines that this is unnecessary
for efficient tax administration. The committee provided two excep-
tions to this provision. First, it exemptied churches, their integrated
auxiliary organizations, and conventions and associations of churches
from the requirement of filing this annual information return.?

Among the auxiliary organizations to which this exemption applies
are the mission societies and the church’s religious scLools, youth
groups, and men’s and women’s organizations, and interchurch
organizations of local units qualifying as local auxiliaries. The com-
mittee also exempted from the requirement of filing this annual in-
formation return any organization that normally has gross receipts
of $5,000 or less where the organization is of a type not required to file
an information return under present law. In addition to these two
exempt categories, the Treasury Department may exempt other types
of organizations from the filing requirements if 1t concludes that the

3t Where the church or its auxillary organization, etc., is engaged in an unrelated busi-
ness, however, it would still be required to file an unrelated business income tax return,
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information is not of significant value. Administrative exceptions
may permit groups of affiliated organizations (such as, religous organi-
zations, or chapters, lodges, etc., of national organizations) to file
the equivalent of consolidated returns.

A sccond change in present law made by the House bill required
that there be shown on each information return the names and ad-
dresses of all substantial contributors, directors, trustees, and other
management officials and of highly compensated employees. Compen-
sation and other payments to managers and highly compensated
employees also must be shown. The committee is in accord with these
changes except that it decided not to require that the names and
addresses of substantial contributors be disclosed to the public in the
case of exempt organizations other than private foundations (such
organizations would, however, be required to disclose these names to
the Internal Revenue Service). The committee made this modifica-
tion because some donors prefer to give anonymously. To require
publi¢ disclosure in these cases might prevent the gifts.

A third change in present law made by both the House bill and the
committee’s amendments provides that the failure to file a timely
exempt organization information return (unless reasonable cause is
shown) is to result in a sanction being imposed on the organization
of $10 per day up to a maximum of $5,000 as to any one return. The
same sanction is to apply also to a trust that fails to timely file the
special information return required as to its deductible charitable
contributions.

Failure to file after a reasonable demand by the Internal Revenue
Service (unless reasonable cause is shown) is to result in an additional
sanction of $10 a day up to a maximum of $5,000 as to any one return.
This penalty is imposed on the exempt organization o%cial or em-
ployee who fails to file the information return.

The fourth change made by the House bill and the committee
:amendments directs the Internal Revenue Service to notify State
-officials of (a) any refusal by the Service to recognize the exempt status
-of a 501(c)(3) organization previously exempt or applying for recog-
nition of its exemption, (b) any violation by an organization of the
requirements of its exemption, and (c) any mailing of a notice of
deficiency regarding any of the new taxes imposed by this bill with
respect to private foundations. In addition, the Service is to make
available information about the items previously referred to that are
relevant to any determination under State law.

Effective date.—These provisions apply to taxable years beginning
after December 31, 1969. The publicity provisions, including the
requirement of notifying State of]ﬁcials, take effect January 1, 1970.

9. Change of Status (sec. 101(a) of the bill and secs. 507, 508, and
509 (b) and (c) of the code)

Present law.—Under present law, an organization is exempt if it
meets the requirements of the code, whether or not it has obtained
an “exemption certificate” from the Internal Revenue Service.

If an organization does not continue to meet the requirements for
exemption, if it commits certain specifically prohibited acts (sec. 503),
or if 1t deals in certain prohibited ways with its accumulated earnings
(sec. 504), it loses its exempt status. This loss of exempt status may
relate back to the time the organization first violated the code’s require-
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ments. However, if the violation occurred after the contributions had

been made to the organization, no deductions are disallowed to such

contributors. Also, the organization’s income tax exemption is not dis-
turbed for years before the organization’s first violation.

General reasons for shange—The House and the committee believe
that the Internal Revenue Service has been handicapped in evaluat-
ing and administering existing laws by the lack of information with
respect to many existing organizations,

In addition, they are concerned that in many cases under existing
law the loss of exempt status will impose only a light burden on many
existing foundations. This is true in those circumstances, for example,
where the foundation has already received sufficient charitable con-
tributions to provide its endowment and where the foundation could
retain its exemption as to its current income by qualifying for exemp-
tion under an exemption category other than section 501(c) (3).

Ezplanation of provisions.—The bill provides that new exempt or-
ganizations must notify the Internal Revenue Service that they are
applying for recognition of their section 501(c)(3) exempt status.
New and existing organizations also must notify the Service if they
claim to be other than private foundations, Exceptions to these rules
are to be made in the cases of churches, schools, and other classes of
organizations where the Treasury determines full compliance is not
necessary to efficient administration. If an organization wishes to avoid
the limitations imposed upon private foundations, or if an organiza-
tion persistently violates these limitations, however, it must repay all
the tax benefits that it and its substantial contributors have received.

An orgonization organized after October 9, 1969, is not to be treated
as exempt under section 501(c) (3) unless it ’has notified the Internal
Revenue Service that it is applying for recognition of its exempt
status. As under present law, the nature of the organization itself—
not the determination of the Service—will control in determining
whether the organization is exempt. However, unlike present law, an
organization is not to be exempt under section 501(c) (3) if it fails
to make its existence and claimed status known.

A similar requirament is to be applied with regard to an organiza-
tion’s status as a private foundation, except that (1) existing section
501(c) (3) organizations, as well as new ones, are required to notify
the Service if they consider themselves to be “public charities” and
(2) failure to make this notification is to result in a presumption that
the or,q'lm/atmn is o prw.l,te foundation. This notice is not to be re-
quired by the Tuternal Revenue Service, however, until at least 90 days
after the regulations on this point become final,

The House bill provides that the Treasury Department may exempt
from either or both of these notification requirements:

(1) churches (or conventions or associations of churches)

(2) schools and colleges; and

(3) any other class of organization where the Treasury deter-
mines that full compliance with these provisions is not necessary
to efficient administration.

The committee concluded that churches, their integrated auxiliaries,
and conventions or associations of churches, whether or not the Treas-
ury acts, should not be required to apply for'recognition of their ex-
empt status in order to be exempt from tax nor should they be required
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to file with the Internal Revenue Service to avoid classification as
private foundations, The committee also decided to exclude from these
requirements any educational or public charitable organizations whose
gross receipts normally are $5,000 or less. As under the House bill, the
Treasury Department still will be able to exercise its discretion in
exempting other classes of orgonizations where this is consistent with
efficient administration.

The committee agrees with the House that foundations should not
receive substantial and continuing tax benefits in exchange for the
promise of use of the assets involved for educational, charitable, re-
ligious, etc., purposes but avoid the carrying out of these responsii)ili-
ties. Accordingly, the bill provides that an organization which was a
private foundation for its last taxable year ending before October 9,
1969, may not change its status unless it repays to the government the
aggregate tax benefits (with interest) which have resulted from its
exempt status, A committee amendment permits such an organization
to change its status to a public charity by the end of its first taxable
year beginning afer December 31, 1969, without becoming liable for
this tax.?? The Treasury Department may also assess this tax in any
case where the private foundation has wil?,fu]ly engaged in flagrant or
repeated acts (or failures to act) giving rise to tax hability under the
other provisions relating to private foundations,

The tax benefits to be repaid in such a case are all of the increases
in income, estate, and gift taxes which would have been imposed upon
the organization and all substantial contributors 22 if the organization
had been liable for income taxes and if its contributors had not received
deductions for contributions to the organization. If the foundation is
a trust, then the foundation’s own income tax benefit is the amount
by which its income taxes were reduced because it was permitted to
deduct charitable contributions in excess of 20 percent of its taxable
income. For purposes of computing the amount of the aggregate tax
benefits, all benefits available to the private foundation for taxable
years beginning after December 31, 1912, and all tax benefits on con-
tributions made to the foundation aftér February 28, 1913, are in-
cluded. In addition, interest on all such benefits is to be added to the
amount of the benefits computed, in the case of each benefit, from the
first date on which the added tax would have been due if the bene-
fit had not been available.

The amount of this tax is not to exceed the value of the net assets
of the foundation determined either as of the first day on which action
is taken by the foundation culminating in its loss of exempt status
(under sec. 501(c) (3)) or as of the day on which it ceases to be such
an organization, whichever is higher,

If a private foundation is required to pay this tax or volunteers to
pay this tax to change its status, the Internal Revenue Service may
then abate any part of the tax which has not been paid if (1) the foun-
dation distributes all of its net assets to public charities, or (2) itself
has operated as an organization which is not a private foundation for
at least five years. A committee amendment provides that where a pri-

ate foundation (which has not willfully and repeatedly or flagrantly
violated these provisions) volunteers to change its status by acting in

2 This tax may be abated, however, as deseribed below,
2*!:10‘;1 tdlsvnrmlou ahove, In Prohibitions on Self-Deualing, for definition of “substantial
- contributor.”
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all respects as a public charity for at least five consecutive years the
foundation is to be classified as a public charity during the five-year
geriod. In order to facilitate administration of this provision, the foun-

ation must notify the service of its intentions before the start of the
five years. Should the organization fail to act as a public charity during
that period, it would lose its status as of that time as a public charity.
At that time, its private foundation status would be applied as if it
had never achieved status as a public charity for purposes of the chan
of status rules, which thus would apply from its original inception 1f
it engages in willful and flagrant or willful repeated violations.

In the case of a distribution to other public charities, abatement of
the tax is permitted only if the recipient organizations have been
public charities for at least five consecut1ve years.

The exercise of discretion with respect to abatement of the tax will
depend upon the extent to which effective assurance can be given that
the assets and organizational structure dedicated to charity will in
fact be used for charity. It is expected that effective assurances are
most apt to be available in those States where there is vigorous enforce-
ment of strong State laws by the State attorney general or other appro-
priate official. In order to encourage and facilitate effective State
mmvolvement, the bill contains as an additional condition of exemption
for private foundations, a requirement that the governing instrument
require current distributions of income (sec. 4942) and prohibit self-
dealing (sec. 4941), retention of excess business holdings (sec. 4943),
speculative investments (sec. 4944), and taxable expenditures (sec.
4945). Existing private foundations are given time to modify their
governing instruments. The committee intends and expects that this
requirement will add to the enforcement tools available to State offi-
cials charged with supervision of charitable organizations.

Effective date.—These provisions generally take effect on January 1,
1970, but sections 508 (a), (b),and (¢) take effect on October 9, 1969.

10. Definition of Private Foundation (secs. 101 (a) and (b) of
the bill and secs. 509 and 4948 of the code)

Present law.~—“Private foundation”, a term not found in present
law, is often used to describe an organization contributions to which
may be deducted only up to 20 percent of an individual donor’s ad-
justed gross income. Contributions to other permissible charitable
donees may be deducted up to 30 percent of the donor’s income. These
latter organizations at present are (1) churches, (2) schools, (3) hos-
pitals, (4) fund-raisers for schools, (5) States and subdivisions, and
(6) publicly supported charities. .

General reasons for change.—In general, the problems that gave
rise to the statutory provisions of the bill discussed above appear to
be especially prevalent in the case of some organizations presently in
the 20-percent group. However, it appears that certain other organiza-
tions presently in the 20-percent category generally do not give rise to
the problems which have led to the restrictions and limitations de-
scribed above.

Explanation of provisions.—The bill provides that private foun-
dations subject to the provisions described above (self-dealing, busi-
ness holdings, accumulations, ete.) are organizations described in sec-
tion 501(c) (3) other than:
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(1) organizations, contributions to which may be deducted to the
extent of 30 percent (50 percent under the bill) of an individual’s in-
come (for list of six categories of organizations, see present low,
above) ; :

(2) certain other types of broadly, publicly supported organizations
(described below) ;

(3) organizationsorganized and operated exclusively for the benefit
of one or more organizations described in (1) or (2) above which are
controlled by one or more of these organizations or are operated in
connection with one of these organizations and are not controlled by
disqualified persons (other than foundation managers, disqualified
only as such, and organizuations described in (1) or (2) above) ; and

(4) organizations which are organized and operated exclusively for
testing for public safety.

The first and fourth categories are essentially the same as in present
law. The second category provides that private foundation treatment
is not to apply in the case of an organization (including a membership
organization) which normally receives no more than one-third of its
support in each year from gross investment income, if more than one-
third of its support comes from the public (in the form of gifts, grants,
contributions, membership fees, and gross receipts from admissions
and other related activities) not taking into account amounts received
from disqualified persons. This requirement is designed to insure that
the organization is responsive to the general public. The remainder of
the organization’s support may come from substantial contributors and
other disqualified persons.

Any gross investment income distributed by a charitable trust which
1s not exempt from taxation under section 501(a) to another organiza-
tion is to retain its character as gross investment income with respect
to the recipient organization for purposes of the one-third limit on
gross investment income. This will prevent a private foundation from
avoiding the one-third limit by transferring its endowment to a trust
and will also prevent the trust from avoiding the restrictions in the
bill by the assertion that it is operating for the benefit of an organiza-
tion that is not a private foundation,

The organizations which usually will be excluded from the definition
of private foundations if they satisfy this provision include symphony
societies, garden clubs, alumni associations, Boy Scouts, Parent-
Teacher Associations and many other membership organizations.

Another category of organizations removed from the definition of
private foundations comprises those organizations which are organized
and operated exclusively for the benefit of one or more of the 30-per-
cent. organizations or broadly based organizations described above,
provided that they are operated, supervised, or controlled by one or
more such organizations, or in connection with one such organization,
and are not controlled directly or indirectly by disqualified persons
(other than foundation managers, 30-percent organizations, and
broadly based organizations described above).?* In general, religious

2 Under the bill, this third category applies to organizations “organized, and at all times
thereafter ts operated, exclusively for the henefit of * * * gne or more “arganizations” in
the first and second categories. In the case of existing organizations, these teats apply as of
the effective date of the provision, and an orgunizaiton may quaelify even thougi {ts original
governing instrument did not so limit its purposes und oven though It operated before the
effective date for some other exempt purposes. However, this does not chinge the basie

requirement for exemption in section 501(c) (3) that the organizations have been organized
and operated exclusively for the exempt purposes listed in that provision,
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organizations other than churches, organizations organized and oper-
ated for the benefit of a specific school and also controlled by or op-
erated in connection with that school, university presses, and similar
organizations are examples of organizations expected to qualify for
this category.

The committee in general accepted the definition as set forth above
but made the following modifications or clarificationsin it :

(a) It provided a definition of support for purposes of this pro-
vision. In this regard it adopted the def{)nition contained in the current
regulations modified to include in support amounts received from the
exercise or performance by an organization of its exempt purpose or
function,

In the bill, the support tests are generally to be computed on the
basis of the nature of the organization’s “normal” sources of support,
although of course, it is recognized that in most cases the proportions
of support an organization receives from different sources will vary
from year to year. Under existing law an organization’s “normal”
source of support is considered in determining if it is a publicly sup-
ported organization. Existing regulations ?* determine what is “nor-
mal” on the basis of a 4-year moving average. In general, the committee
anticipates that this approach will be used in applying the “normal”
tests of the bill. Appropriate modifications are expected to be made,
however, to take into account the likelihood that on occasion an orga-
nization may receive an unusual grant or bequest which should not
affect its status. For example, one approach could be to determine
whether the organization meets the support test in 3 out of 4 consecu-
tive years.

(b) In defining the one-third of the organization’s support which
must come from the public, the bill includes gross receipts from ac-
tivities by the organization which are not unreﬁated trade or business
activities. This, however, does not include receipts in the year from any
persons which are in excess of 1 percent of the organization’s sup-
port. or (under the committee’s amendment) $5,000, whichever is great-
er. The term “person” as used in the Internal Revenue Code does not
include governmental units, so that under the House bill an organiza-
tion which has only one contributor and whose support comes from
government contract work might avoid classification as a private foun-
dation (or, depending upon the interpretation, might be regarded as
being a private foundation even though its governmental support
really was broadly based). The committee provided that amounts
received from government contracts (on a contract-by-contract basis)
" would be included in the qualifying activity income only to the extent
they do not exceed 1 percent of the organjzation’s support, or $5,000,
whichever is the greater. However, government contracts as well as
the other listed types of support (receipts from admissions, sales,
services, and facilities) are included in the one-third that must come
from the public, only if the receipts are from activities which are not
unrelated trades or businesses (within the meaning of section 513).

(¢) The committee provided that an organization which meets
all of the tests of the third category described above except that it is

% Regs. sec. 1.170-2(b) (5) (ii1),
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operated in connection with two or more specific schools nevertheless
may qualify where all the beneficiaries are educational organizations.
One exampfe of such a situation that has come to the committee’s atten-
tion is an organization that meets all the detailed requirements of the
House bill regarding the third category, described above, except that it
is operated in connection with a university in one part of the country
and a junior college in another part of the country. The committee
made fjlis change m the third category in order not to interfere with
this avenue of communication and cooperation between educational
institutions.

(d) The committee provided that an organization which is formed
outside the United States, if it meets the definition of a private founda-
tion, is to be treated as such despite the place of its organization.
Accordingly, a gift by a domestic private foundation to a foreign non-
operating private foundation will not be a qualifying distribution
only if the one year payout reciuirement is met, but a gift to a foreign
operating foungation will qualify under the same circumstances that
a gift to a domestic operating foundation would qualify.

The committee provided a series of modifications of the private
foundations rules to take account of the fact that some of the rules
could not easily be applied in practice to foreign organizations. In
their case the audit-fee tax is to be 2 percent of the gross investment
income received from sources within the United States. The require-
ments regarding change of status, governing instruments, self-dealing,
minimum distributions, excess business holdings, jeopardy invest-
ments, and limitations on activities will not apply to foreign private
foundations if no significant part of their support (other than invest-
ment income) was derived from United States sources. However, in
general, such a foreign private foundation is to lose its exemption
under the Internal Revenue Code if it engages in any of the acts that
would have justified a doubling of the taxes imposed upon the orga-
nization (that is, repeated or willful and flagrant violations) had it
been a domestic organization engaging in those same acts. Also, no
income, gift, or estate tax deductions would be allowed to a foreign
organization that has lost its exempt status under these circumstances.
In effect, such an organization would be treated as a taxable nonresi-
dent alien.

(e) The committee provided that a foundation which is run in con-
junction with an organization exempt under paragraphs (4), (5), or
(6) of section 501(c) (such as a social welfare organization, labor or
a%ricultura,l organization, business league, real estate board, etc.)
which is publicly supported is to be treated as meeting the public
support test for purposes of being a public charity rather than a private
foundation, This is an addition to present law, under which an orga-
nization is treated as being publicly supported to the extent that its
support is received as grants or contributions from an organization
that is publicly supported.

Effective date—These provisions take effect Janumg 1, 1970. How-
ever, if an organization was a private foundation on October 9, 1969,
then it will continue to be a private foundation for purposes of these
provisions until its status is terminated in the manner described above,
in Change of Status.

36-7176—69——5
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11. Private Operating Foundation Definition (sec. 101(b) of the
bill and sec. 4942 of the code)

Present laww.—The term “operating foundation” is not in present
law but is sometimes used to describe the type of organization contri-
butions to which qualify for the unlimited charitable contribution de-
duction even though they do not qualify for the 30-percent deduction
provision of present law. Essentially these are organizations which,
although lacking general public support, devote most of their earnings
and much of their assets directly to the conduct. of their educational,
charitable, and religious purposes, as distinct from merely making
grants to other organizations for these purposes. More specifically, in
order-to qualify for this treatment under present law, substantially
more than half of the organization’s assets and substantially all of its
income must be used or expended directly for its exempt purpose
or function.

Geneiral reasons for change—A definition of an operating founda-
tion is needed under the House bill and the committee’s amendments,
first, because an operating foundation (as distinet from private foun-
dations generally) can be the recipient of grants from a private foun-
dation without having to spend the funds so received currently within
one year with the funds nevertheless qualifying as expenditures of
income by the donating private foundation. Second, insofar as the
committee amendments are concerned, an operating foundation (as
distinet from a nonoperating private foundation) is not limited to'a
40-year life as an exempt organization. Third, under both the House
bill and the committee amendments, charitable contribution donations
to operating foundationsare eligible for the 50-percent charitable con-
tribution deduction. Fourth, while an operating foundation is required
to spend or use substantially all of its income for the active conduct of
its educational or charitable purposes, it is not subject to the 5-percent
minimum payout requirement nor required to expend its entire income.

IFeplanation of provisions—The House bill and the committee
amendments provide that an operating foundation is a private founda-
tion substantially all (at least 85 percent) of whose Income is spent
directly for the active conduct of its activities representing the purpose
or function for which it is organized and operated. UTnder the House
bill, it must also meet one of two other tests. Under the committee’s
amendment, it may meet either one of the same tests or a third test.
The first of these alternative tests under both versions of the bill re-
quires that substantially more than half (at least 65 percent) of the
assets of the foundation must be devoted directly to the activities for
which it is organized or to functionally related businesses. (This
alternative is essentially the same as present law.) The second alterna-
tive under both versions of the bill covers cases where the organization
normally receives substantially all of its support (other than gross
investment income) from 5 or more exempt organizations and from
the general public. However, in this case not more than 25 percent of
the foundation’s support (other than gross investment income) may be
received from any one of these exempt organizations and, under a
committee amendment, not more than half of its support may come
from its investment income. This second alternative has been added
because it appears that a number of charitable foundations are regu-
larly used by many private foundations to funnel charitable con-
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tributions into certain areas. The operating foundations, in such
circumstances, have developed an expertise which permits them to
make effective use of the money through grant programs or otherwise,

The third alternative provided by the committee is where an orga-
nization’s endowment (plus any other assets not devoted directly to the
active conduct of the activities for which it is organized), based upon
a 4-percent rate of return, is no more than adequate to meet its current
operating expenses. (The 4-percent rate will vary in accordance with
any changes made by the Secretary of the Treasury in the 5-percent
minimum payout requirement and will be four-fifths of the minimum
payout rexkuirement rate.)

This definition retains the concept that the income of the organi-
zation must be expended currently for its specialized purposes. The
assets alternative 1s intended to apply particularly to organizations
such as museums, Callaway Gardens (a horticultural and recreational
area for the use of the public at Pine Mountain, Georgia), Colonial
Williamsburg (describe(i above in Stock Ofwnerszip Limitation), and
Jackson Hole (which operates functionally related businesses in con-
nection with public parks and its exempt purposes).

The support alternative is intended to focus primarily upon special-
purpose foundations, such as learned societies, associations of libraries,

and organizations which have developed an expertise in certain sub-

stantive areas and which provide for the independent -granting of
funds and direction of research in those specialized substantive areas.
(See Limitations as to Activities of Foundations,above.)

The endowment alternative is intended to apply to organizations
which actively conduct charitable activities (as distinguished from
merely making grants) but where their personal services are so great
in relationship to charitable assets that the cost of those services cannot
be met out of small endowments, Examples of organizations to which
this alternative is expected to apply include Longwood Gardens, Sleepy
Hollow Restoration, and research organizations.

I ffective date—This provision applies to taxable years beginning
after December 31, 1969.

12. Hospitals. {(sec. 101 of the bill and sec. 501 of the code)

Present law.~—Hospitals qualify for exempt status and may receive
deductible charitable contril)utions as “charitable” organizations,

General reasons for change—In 1956, the Internal Revenue Service
ruled that hospitals (unlike educational organizations, churches, and
others) must provide some siguificaut amount of charitable services
without charge or below cost, to the extent of their financial ability and
the “charitable demands of the community,” in order to be exempt as
“charitable” organizations.

The Internal Revenue Service has, however, issued a ruling on Octo-
ber 8, 1969, indicating that hospitals, if they meet all the other require-
ments of section 501 é) (3), are exempt under that provision, whether
or not they provide charitable services on a no-cost or low-cost basis.

Faplanation of provisions.—The committee deleted from the bill
those provisions which would have conformed the code to the result
reached by the 1969 ruling. The committee decided to reexamine
this matter in connection with pending legislation on Medicare and
Medicaid.
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13. Effective Dates (secs. 101 (k) and (1) of the bill)

’%‘he provisions described above generally take effect on January 1,
1970.

Explanation of provisions.—The committee generally adopted the
effective dates in the House bill with the following exceptions:

(1) Foundations whose governing instruments cannot be changed to
comply with the income distribution rules or with business ownership
rules are not to be affected by these rules until the instruments can be
changed. Similar provisions already appear in the bill with regard to
accumulations and with regard to the provision requiring existing
private foundations to reform their governing instruments in accord-
ance with the language of the bill.

(2) The House bill provides that the self-dealing rules are not to
apply to fair price sales to disqualified persons in the case of property
held by the foundation on May 26, 1969, if the foundation is required
to dispose of the property in order to meet the business holding require-
ments, The committee changed the date to October 9, 1969, and ex-
tended this treatment to exchanges and other dispositions where the
foundation receives in return amounts equal to or in excess of the fair
market value of the property which was exchanged. Such an exchange
will not be treated as a purchase (for purposes ogsection 4943) if made
pursuant to a plan for disposition of excess business holdings. The com-
mittee also agreed that the rule as to the sales of business holdings is
also to apply to later acquired property received under wills executed
before October 9, 1969, or where the property was received under the
mandatory provisions of trusts or documents transferring property in
trust if such provisions were irrevocable on October 9, 1969, and at all
times thereafter.

(83) The committee amendments provide that many of the provi-
sions are to take effect on January 1, 1970, and other listed provisions
ap}])ly to taxable years beginning after December 31, 1969. Some of the
definition provisions take effect on October 9, 1969. This is done be-
cause the basic taxable year rule did not provide sufficient precision.
These changes do not represent a change in policy from the House bill.

B. OTHER TAX-EXEMPT ORGANIZATIONS

1. The “Clay Brown” provision or Debt-financed Property (sec.
121(d) of the bill and secs. 512 and 514 of the code)

Present law.—Under present law, charities and some of the other
types of exempt organizations arve subject to tax on rental income from
real property to the extent the property was acquired with borrowed
money. However, this provision does not apply to all tax-exempt orga-
nizations, and there is an important exception which excludes rental
income from a lease of 5 years or less. In addition, there is a question as
to whether the tax applies to income from the leasing by a tax-exempt
organization of assets constiinting a going business.

General reasons for chang: —During the past several years a device
has been developing which exploits weaknesses in the taxation of unre-
lated business income of tax-exempt organizations. The net effect is the
use of the tax exemption to reduce taxes for owners of a business by
converting ordinary income to capital gain and eventually to the ac-
quisition of the business by a tax-exempt organization entirely out of
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the earnings of that business, This device was challenged by the Gov-
ernment in the courts but existing law was construed by the Supreime
Court to support it in Clay B. Brown.

The typical Clay Brown situation presents the following series of
events: A sells an 1ncorporated business to B, a charitable foundation,
which makes a small (or no) down payment and agrees to pay the bal-
ance of the purchase price only out of protits to be derived from the
property. B liquidates the corporation and then leases the business
assets to C, a new corporation formed to operate the business. A (collec-
tively, the stockholders of the original business) manages the business
for C and frequently holds a substantial minority interest in C. C pays
80 percent of 1ts business profits as “rent” to B, which then passes on
90 percent of those receipts to A until the original purchase price is
paid in full. B has no obligation to pay A out of any funds other than
- the “rent” paid by C.

In this manner, in the Clay Brown case, the owners of the business
(A in the above example) were able to realize increased after-tax in-
come and the exempt organization was able to acquire the ownership
of a business valued at $1.3 million without the investment of its own
funds. In 1965 the Supreme Court held that the owners were entitled to
treat as capital gains (reported on the installrnent basis) the money
tht_}y received from the foundation.

n the recent (1969) University Hill Foundation case,the Tax Court
held that an organization engaged in essentially the Clay Brown type
of operation on a large scale did not, lose its tax exemption, nor did it
have unrelated business income. This case involved a tax-exempt or-
ganization established for the purpose of raising funds for a church-
supported university. Twenty-four businesses were acquired by the
organization from 1945 to 1954. The economic effect of the acquisitions
was to divide the net income of each business, 20 percent to the new
operators, 8 percent to the exempt organization, and 72 percent as in-
stallments on the purchase price to the sellers of the business. As was
true in the Clay Brown case, the T2 percent was taxable to the sellers
at capital gain rates. The court found that the organization was en-
titled to exemption as a charitable organization (because it was not
actively engaged in business) ; that the organization was not taxable
as a “feeder organization” because for this purpose, trade or business
does not include the rental of real property (including personal prop-
erty leased with the realty) end because it was not a controlling factor
tnat the real property was not the essential element in the transaction ;
and that the rent received from the lessees was not taxable as unrelated
business income because this concept does not include “rentals from
real p}'operty (including personal property leased with real prop-
erty).’

(?it?}%er variants of the debt-financed property problem have also been
used.

Explanation of provision~-Both the House bill and the committee
amendments provide that all exempt organizations’ income from “debt-
financed” property, which is unrelated to their exempt function, is
to be subject to tax in the proportion in which the property is financed
by the debt. Thus, for example, if a business or investment property is
acquired subject to an 80 percent mortgage, 80 percent of the income
and 80 percent of the deductions are to be taken into account for tax
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purposes. As the mortgage is paid off, the percentage taken into account
diminishes. Capital gains on the sale of debt-financed property also are
taxed in the same proportions.

The bill defines debt-financed property to be all property (e.g., rental
real estate, tangible personal property, corporate stock) which is held
to produce income and with respect to which there is an “acquisition
indebtedness” at any time during the taxable year (or during the pre-
ceding 12 months, if the property is disposed of during the year).

The House bill would except from this definition the following:
(1) property where all of its use is related to the exercise or perform-
ance of the organization’s exempt function; (2) property where all of
its income is already subject to tax as income from the conduct of an
unrelated trade or business; (3) property where all of its income is
derived from research activities excepted from the present unrelated
business income tax; and (4) property where all of its use is in a trade
or business exempted from tax because substantially all the work is
performed without compensation, the business is carried on primarily
for the convenience of members, students, patients, etc., or the business
is the selling of merchandise; substantially all of which was received
as gifts (sec. 513(a) (1), (2),and (3)).

The committee approves of these exceptions but believes that they
are somewhat too limited. Where the use of the property is “related,”
the House bill provides an exemption only if it is “all” related. The
committee amendments exempt from the tax income from property
where “substantially” all of its use is substantially related to its exempt
purpose, In addition, if less than substantially all of its use is related,
then the term debt-financed property is not to include the property “to
the extent” that its use is related to the organization’s exempt purpose
or to a purpose described in (3) or (4) above, or where the income from
the property is unrelated busiuess income., The committee believes that
its amendments provide a more appropriate test of what constitutes
related.

The committee also provided that where a debt-financed building is
owned by an exempt holding company (or other exempt organiza-
tion) and used by any related exempt organization, the property
of the holding company (or other exempt organization) is not to be
classified as debt-financed property to the extent it is used by the re-
lated exempt organization (whether or not a section 501(c) (3) organi-
zation) in the performance of its exempt functions. The committee
believes that this amendment is appropriate since it is consistent with
the purposes and functions of the exempt organization,

Both the committee and the House versions of the bill provide that
the tax on unrelated debt-financed income is not to apply to income
from real property, located in the neighborhood of the exempt organi-
zation, which it plans to devote to exempt uses within 10 years of the
time of acquisition. A more liberal 15-year rule is established for
churches, and it is not required that the property be in the
neighborhood of the church.

Under the bill, income producing property is considered to be debt-
financed property (making income from it taxable) only where there is
an “acquisition indebtedness” attributable to it. Acquisition indebted-
ness exists with respect to property whenever the indebtedness was
incurred in acquiring or improving the property, or the indebtedness
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would not have been incurred “but for” the acquisition or improvement
of the property. Thus, for example, where a church has a portfolio of
investments with no debt, and subsequently incurs a debt to construct
a church related building, such as a seminary, such debt will not be
considered acquisition indebtedness with respect to the investment
portfolio. -

If an indebtedness is incurred after the property is acquired or im-
proved, it would not be “acquisition indebtedness’” unless its incurrence
was reasonably foreseeable at the time of the acquisition or improve-
ment. If property is acquired subject to a mortgage, the mortgage is to
be treated as an acquisition indebtedness incurred by the organization
when the property 1s acquired.

Under the bill, as indicated above, unrelated debt-financed income
will be subject to tax only if the income arises from property acquired
or improved with borrowed funds and the production of the income is
unrelated to the educational, charitable, religious, or other purpose con-
stituting the basis of the organization’s tax exemption. For example,
where a charitable organization pledges recently acquired property to
borrow funds which it immediately uses for its tax exempt purposes
and neither the donor of the pledged property nor any ofher private
individual receive any direct or indirect financial benefit (either as a
result of the transfer of the property or the borrowing by the orga-
nization) it will be assumed that the borrowing is for the organiza-
tion’s exempt purposes. Of course, this could not be used to circumvent
this provision where investment property is also acquired and the

- borrowing would not have occurred but for the investment property
acquisition.

The bill excepts from the term “acquisition indebtedness” property
subject to indebtedness which an exempt organization receives by de-
vise, by bequest, or, under certain conditions, by gift. This exception
permits organizations receiving such property a 10-year period of time
within which to dispose of it free of tax or to retain it and reduce or
discharge the indebtedness on it with tax-free income. The bill also
would not treat the extension, renewal, or refinancing of an existing
indebtedness as the creation of a new indebtedness, Further, the term
acquisition indebtedness does not include indebtedness which was nec-
essarily incurred in the performance or exercise of the purpose or
function constituting the basis of the organization’s exemption—such
as the indebtedness 1ncurred by a credit union in accepting deposits
from its memhers, Specinl exceptions are also provided for the sale of
annuities and for debts insured by the Federal Housing Administra-
tion to finance low and moderate‘income housing.

The committee intent is that property acquired under a life income
contract is not to be treated as debt-financed property if none of the
nayments received by any life beneficiary are treated for tax purposes
as the proceeds of a sale or exchange of part or all of the property
transferred to the exempt organization. Under a life income contract,
an individual transfers property to a trust or a fund subject to a con-
tract providing that the income is to be paid to the donor, or to other
private persons, for a period of time (generally for life) with the re-
mainder interest going to charity. These life income contracts do not
represent the type of obligation intended to be treated as “acquisition
indebtedness.”
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The computation of unrelated debt-financed income (the amount sub-
ject to tax) is determined by applying to the total gross income and de-
ductions attributable to debt-financed property the fraction:

average acquisition indebtedness for the taxable year
average adjusted basis of the property during the taxable year

For purposes of the numerator of the fraction, acquisition indebted-
ness is to be averaged over the taxable year. The averaging mechanism
precludes an exempt organization from avoiding the tax by usin
other available funds to pay off the indebtedness immediately before
any fixed determination date. If debt-financed property is disposed
of during the year, “average acquisition indebtedness” would mean the
highest acquisition indebtedness during the preceding 12 months.
Without such a rule, an exempt organization could avoid tax by using
other resources to discharge indebtedness before the end of one taxable
year and dispose of property after the beginning of the next taxable

ear.
y For purposes of the denomivator of the fraction, adjusted basis
would be the average adjusted basis for the portion of the year during
which the property is held by the exempt organization. The use of
average adjusted basis is for purposes only of determining the frac-
tion. Where property is disposed of, gain or loss will, as usual, be com-
puted with reference to adjusted basis at the time of disposition.

If property is distributed by a corporation in liquidation to the
exempt organization, the exempt organization is to use the basis of
the distributing corporation, with adjustment for any gain recognized
on the distribution either to the exempt organization (as, for example,
might be the case if the exempt organization had an acquisition indebt-
edness applicable to its stock in the distributing corporation) or to the
taxable corporation (for example, as recapture of depreciation under
sections 1245 or 1250). This rule would prevent an exempt organization
from acquiring the property in a taxable subsidiary to secure acceler-
ated depreciation during the first several years of the life of the prop-
erty, enabling the subsidiary to pay off a large part of the indebtedness
during those years after which the exempt organization would obtain
a stepped-up basis on liquidation of the subsidiary.

The percentage used in determining the taxable portion of total
gross income also is to be used to compute the allowable portion of
deductions “directly connected with” the debt-financed property or the
income from it. The direct connection requirement is carried over from
present law (sec. 512). In general the bill allows all deductions that
would be allowed to a normal taxpayer, to the extent consistent with
the purpose of the biil and the nature of the special problems to which
they are directed. For example, net operating loss and charitable con-
tribution deductions would be allowed, subject to the limitations im-
posed by existing law on organizations taxable on unrelated business
income (e.g., the percentage limitations on the charitable deduction
are computed with reference only to the organization’s unrelated busi-
ness income, not its total income).

The deduction for depreciation would be restricted to the straight-
line method, however. Accelerated depreciation ordinarily has the
effect of deferring tax on income from depreciable property. However,
under the bill, an exempt organization would become a taxpayer with
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respect to the debt-financed property only for a limited period of
time—while acquisition indebtedness remains outstanding—and would
during that time be taxed on a declining proportion of itsincome from
this property. In that setting, accelerated depreciation can be used for
more than mere tax deferral; it can be used to reduce the total amount
of the tax payable or, in some situations, eliminate tax altogether. It
accomplishes that result by enlarging deductions in early years, in
which the taxes would otherwise be high because of the large amount
of indebtedness outstanding. To the extent that the useful life of the
property is longer than the term of the indebtedness, acceleration of
depreciation shields otherwise taxable income by means of deductions
shifted from periods in which no tax at all would be paid. Hence, the
bill’s limitation of depreciation to the straight-line method is necessary
to make this approach meaningful.

If property is used partly for exempt and partly for nonexempt pur-
poses, the income and deductions attributable to the exempt uses are
excluded from the computation of unrelated debt-financed income, and
allocations are to be made, where appropriate, for acquisition
indebtedness, adjusted basis, and deductions assignable to the property.

The provision is generally effective for 1970 and later years, but for
years before 1972 only indebtedness incurred on or after June 28, 1968,
1S to be taken into account.

2. Extension of Unrelated Business Income Tax to All Exempt
‘Organizations (secs. 121 (a), (b), and (f) of the bill and secs.
511 and 512 of the code)

Present law.—Under present law the tax on unrelated business in-
come applies only to certain tax-exempt organizations. These include:

(a) Charitable, educational, and religious organizations (other than
churches or conventions of churches) ;

(b) Labor and agricultural organizations; -

(¢) ‘Chambers of commerce, business leagues, real estate boards, and
similar organizations; -

(d) Mutual organizations which insure deposits in building and
loan associations and mutual savings banks; and :

(e) Employees’ profit sharing trusts and trusts formed to pay (non-
discriminatory) supplemental unemployment compensation.

In general, these organizations are subject to the regular corporate
income tax (or the tax applicable to trusts) on their active business
income which arises from activities which are unrelated to the exempt
purposes of the organizations.

General reasons for change.~—In recent years, many of the exempt
organizations not now subject to the unrelated business income tax—
such as churches, social clubs, fraternal beneficiary societies, etc.—have
begun to engage in substantial commercial activity. For example,
numerous business activities of churches have come to the attention of
the committee. Some churches are engaged in operating publishing
houses, hotels, factories, radio and TV stations, parking lots, news-
papers, bakeries, restaurants, etc. Furthermore, it is difficult to justify
taxing a university or hospital which runs a public restaurant or hotel
or other business and not tax a country club or lodge engaged in similar
activity.

E’wplzmtz’on of provision.—Both the House bill and the committee
amendments extend the unrelated business income tax to all exempt
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organizations (except United States instrumentalities created and
made tax exempt by a specific act of Congress). The organizations
newly made subject to this tax include churches and conventions or
associations of churches, social welfare organizations, social clubs,
fraternal beneficiary societies, employees’ beneficiary organizations,
teachers retirement fund associations, benevolent life insurance asso-
ciations, cemetery companies, credit unions, mutual insurance com-
panies, and farmers cooperatives formed to finance crop operations.

As under present law, this tax does not apply unless the business is
“regularly” carried on and therefore does not apply, for example, in
ases where income is derived from an annual nt}ﬂetic exhibition. In
the case of membership organizations, income resulting from charges
to members for goods, facilities, and services supplied in carrying out
the exempt function is not subject to tax. .

The bill continues to exclude from unrelated business income earn-
ings from businesses related to an organization’s exempt function—
such as the earnings received directly or indirectly from its members
by a fraternal beneficiary society in providing fraternal activities or
insurance benefits for its members or their dependents. For example,
if the fraternal beneficiary society directly provides insurance for its
members and their dependents, or arranges with an insurance company
to make group insurance available to t%mem, the amounts received by
the society from its members for providing, or from the insurance
company for arranging, for this exempt function will continue to be
excluded from the unrelated business income tax.

The bill contains several administrative provisions including one
providing that no audit of a church, its integrated auxiliaries, or a con-
vention or association of churches is to be made unless the principal
internal revenue officer for the region believes the church may be
engaged in a taxable activity and notifies the church in advance of
the examination. This provision is intended to ‘protect churches from
unnecessary tax audits in the interest of not interfering with the in-
ternal financial matters of churches, Another provision will assist the
Internal Revenue Service in its administrative functions by requiring
a transferor to report a transfer of income-producing property if the
transferor knows the transferee is an exempt organization and the
property has a value of more than $50,000.

The bill, in extending the unrelated business income tax to churches,
provides a period of time (through taxable years beginning before
January 1, 1976) for churches to dispose of unrelated businesses
(operated before May 27, 1969) or to spin them off into separate tax-
able corporations,

The committee adopted the House provision extending the unrelated
business income tax to virtually all exempt organizations, with the
following modifications:

(1) Present law, in distinguishing between passive income which is
free of tax and active business income which is subject to tax, pro-
vides an exclusion from the unrelated business income tax for all rents
from real property and personal property leased with the real prop-
erty. The committee amendments limit the exclusion for rents of per-
sonal property to cases where the rent from the personal property is
an incidental amount of the total rent. The personal property generally
1s to be considered incidental if the rent attributable to it does not. ex-
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ceed 10 percent of the total rent received under the lease (or leases, if
two or more leases are involved). Further, where the rent attributable
to the personal property is 50 percent or more of the total rent, the
total rent (including the rent from real property) is to be taxed. In
addition, the amendments would tax property rentals of both real and
personal property where the rentals are measured by reference to the
net income from the property. They would exclude from unrelated
business income, however, rentals based upon a percentage of gross
receipts. This incorporates the test for “passive” rentals used in dealing
with real estate investment trusts.

These provisions would apply even where two or more leases are
used, for example, one for the realty and another for the personalty.
These amendments are intended to prevent an escape from the tax on
unrelated business income in those cases where an exempt organiza-
tion owns an operating business but leases the business assets to an
independent management company. In such a case it receives most of
the profits from the business in the form of “passive rents” and comes
under the existing exclusion from real property and personalty leased
with real property. The committee amendments are not intended to
create any inference as to the Tax Court decision in the University Hill
I'oundation case or other cases still in litigation.

(2) The committee amendments make it clear that related income
includes income received from members for providing goods, facilities,
or services to the members’ dependents. The committee believes that the
word “guests” as it now appears in the bill is intended to include
dependents, but adds the word “dependents” to remove any doubt.

(3) Under the committee amendments, the $1,000 specific deduction
allowed in present law in computing the unrelated business income tax
is to be available for each parish, individual church, district, or other
local unit in the case of a diocese, province of a religious order or con-
vention or association of churches. This rule would be applicable only
to the extent that the individual parish, district, etc., realized the
income from an unrelated trade or business regularly carried on by it.

(4) Under present law, a voluntary employees’ beneficiary associa-
tion (exempt under sec. 501(c) (9)) providing life, sickness, accident
and other benefits to members must derive 85 percent or more of its
income from its members. With the imposition of the tax on unrelated
business income on organizations in this category (and also the invest-
ment income tax referred to subsequently), the House concluded that
the 85 percent income test was no longer necessary. As a result, volun-
tary employees’ beneficiary associations under the House bill generally
are to be exempt whether or not they meet the 85 percent test in the
same manner as is now the case for associations where the members are
United States Government employees (sec. 501(c) (10) ). For this rea-
son, there is no substantive difference remaining between these two
provisions and the committee amendments combine these two
categories,

In addition, the committee amendments specify that those voluntary
employees’ beneficiary associations which provide pension and retire-
ment benefits for their members and are taxed under special life in-
surance company provisions (secs. 801(b) (2) (B), 802 and 810(e) ), are
to be restored to an exempt category under section 501(¢) (as was pre-
viously the case), but will be subject to the unrelated business income
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tax. The committee believes that, consistent with the removal of the
85 percent test, it 1s appropriate to place them back in an exempt cate-
gory, as long as their unrelated business income will be subject to tax,
and their pension or retirement benefits do not discriminate in favor of
high paid employees, or officers, shareholders, etc., and so long as the
fund must be used for pensions and retirement benefits. For purposes of
this provision, the term retirement benefits is intended to include cus-
tomary and incidental benefits, such as death benefits within the limits
permissible under section 401. .

(5) Indefining what constitutes unrelated business income, the com-
mittee amendments provide that when an exempt holding company
pays any amount of its net income to a tax-exempt organization, and
files a consolidated return with that organization, the holding company
is to be treated as organized and operated for the same purposes as the
exempt organization. This means that if the income of the holding
company is related to the exempt functions of the exempt organization,
it will be classified as related business income and therefore not subject
to tax. The committee believes that this is appropriate, since it sees no
reason why the income of the holding company should be taxed when it
is derived from an activity which would he treated as an exempt
function of an affiliated exempt organization.

(6) The committee amendments provide that the unrelated business
income tax is not to apply to a religious order or to an eductional insti-
tution maintained by such a religious order that has operated an unre-
lated business, which provides services under a license issued by a
Federal regulatory agency, for 10 years or more, i f not less than 90 per-
cent of the earnings from the unrelated business each year are devoted
to religious, charitable, or educational purposes, and it is established to
the satisfaction of the Secretary, or his delegate, that rates and other
charges and services provided by such a business are fully competitive
with and do not exploit similar businesses operating in the same
general area, In such a case there are no competitive advantages
obtained by the business from the exemption, and where the exempt
organization has for a long time depended on this income, to make it
forego approximately half of it would constitute a serious hardship.

(7) Under present law, an organization (known as a “feeder” orga-
nization) operated primarily tocarry on a trade or business for profit
is not. exempt even though all its profits are payable to one or more
exempt organizations (sec. 502). On the other hand, under present law,
the unrelated business income tax does not apply to a business in which
substantially all the work in carrying on the business is performed for
the organization without compensation or to a business (such as a
thrift shop) which sells merchandise, substantially all of which is
received by the organizations as gifts or contributions (sec. 513(a) (1)
and (3)). These exceptions do not apply to feeder organizations, The
committee amendments extend these exceptions to cases where such
businesses, regardless of whether the business is run for the benefit of
one or more exempt organizations, even though in a separate organiza-
tion or otherwise. The committee believes that this amendment is
appropriate because a business operated by an exempt organization
through a separate entity in these cases should not be subject to tax if
the business would be exempt from tax if operated directly by the
exempt organization. Thus, this amendment merely makes these rules
consistent.
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In the case of churches, the committee intends that the term unre-
lated business income does not include the operation and maintenance
of cemeteries, the conduct of charitable institutions, the sale of reli-
gious articles and the printing, distribution and sale of religious
pamphlets, tracts, calendars, papers, books and magazines with a sub-
stantial reiigious content (even though the document might contain a
small amount of advertising), as long as these activities are carried on
in connection with the church.

The committee, also, intends that when organizations send out low
cost articles incidental to the solicitation of charitable contributions,
the amounts received are not to be considered as being in exchange for
the low cost articles where it is clear that the contributions, less a
reasonable administrative cost, fully acerue to the exempt organization.

The committee also intends that merely because an unrelated busi-
ness income tax is payable by an organization does not mean that it is
to retain its exemption if the conduct of the unrelated business activity
would, without regard to the unrelated business income tax, result in
the loss of the exemption.

3. Taxation of Investment Income of Social, Fraternal, and
Sil;i;ar Organizations (sec. 121(b) of the bill and 512 of the
code

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

General reasons for change.—Since the tax exemption for social
clubs and other groups is designed to allow individuals to join together
to provide recreational or social facilities or other benefits on a mutual
basis, without tax consequences, the tax exemption operates properly
only when the sources of income of the organization are limited to
receipts from the membership. Under such circumstances, the indi-
vidual is in substantially the same position as if he had spent his
income on pleasure or recreation (or other benefits) without the inter-
vening separate organization. However, where the organization
receives income from sources outside the membership, such as income
from investments (or in the case of employee benefit associations, fromn
the employer), upon which no tax is paid, the membership receives a
benefit not contemplated by the exemption in that untaxed dollars can
be used by the organization to provide pleasure or recreation (or other
benefits) to its membership. For example, if a social club were to
receive $10,000 of untaxed income from investments in securities, it
could use that $10,000 to reduce the cost or increase the services it
provides to its members. In such a case, the exemption is no longer
simply allowing individuals to join togetfler for recreation or pleasure
without tax consequences. Rather, it 1s bestowing a substantial addi-
tional advantage to the members of the club by allowing tax-free dol-
lars to be used for their personal recreational or pleasure purposes. The
extension of the exemption to such investment income is, therefore, a
distortion of its purpose.

The use of investment income by employees’ beneficiary associations
for purposes other than benefits to members creates a similar problem.
On the other hand, receipt of investment income for use in the insur-
ance function of such organizations presents a different set of consid-
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erations. Investment income is an integral part of the insurance
function of such organizations as it is part of the traditional and nor-
mal manner in which insurance companies provide for the covering of
losses. The correet treatment of this income, then, is related to the over-
all question of the treatment of the insurance function of all exempt

organizations presently permltted to engage in such activities.

VA zplanation of provision.—The House bill provides for the taxation
(at regular corporate rates) of the investment income of social clubs,
fraternal beneficiary associations and employees’ beneficiary associa-
tions. {'nder the House bill, however, this does not apply to the income
of fraternal beneficiary ¢lSSOCl(ItIOIlS and employees’ beneficiary asso-
ciations to the extent their income is set aside to be used only for
religious, charitable, scientific, literary, educational ete. purposes (the
purposes specified in sec. 170(c) (4) ), or for the exempt insurance func-
tion of these organizations. If in any year, an amount is taken out of
the set aside and used for any other purpose, however, thie amount is
then to be subject to tax. |

The committee amendments modify the House bill by excluding
fraternal beneficiary associations from the tax on investment income
since for the most part they do not use their investment income for the
benefit of their members. In addition, a new category of exemption for
fraternal beneficiary associations is set forth which applies to fraternal
organizations operating under the lodge system where the fraternal
activities are exclusively religious, charitable or educational in nature
and no insurance is provided for the members. The committee believes
that it is appropriate to provide a separate exempt category for those
fraternal beneficiary associations (such as the Masons) which do not
provide insurance for their members. This more properly describes the
different types of fraternal associations.

The committee amendments also extend the exemption from the
investment income tax available in the House bill for fraternal bene-
ficiary associations and employees’ beneficiary associations in the case
of amounts they set aside or use for religious, charitable or educational
purposes to the other types of organizations (the social clubs) to
which the investment income tax is to apply. The committee believes
that to the extent that they use their income for these charitable pur-
poses, they too should be allowed an exemption from the tax on invest-
ment income. In extending the exemption, the committee intends in
the case of national organizations of college fraternities and sororities
that amounts set aside for scholarships, student loans, loans on local
chapter housing, leadership and citizenship schools and services, and
similar activities, be classified as amounts used for educational or
charitable purposes under this provision. This exception would also
extend to any other educational or charitable activities of these or
other exempt orgamzatlons.

The committee’s bill also provides that income will be treated as set
aside for the specified benefits where it is used for the reasonable cost
of administration of benefit programs, as well as the payment of the
benefits themselves or the reasonable cost of administration of relx-
gious, educational or charitable activities.

In addition, the committee’s bill provides that the tax on investment
income is not to apply to the gain on the sale of assets used by the orga-



73

nizations in the performance of their exempt functions to the extent
the proceeds are reinvested in assets used for such purposes within a
period beginning 1 year before the date of sale and ending three years
after that date, This provision is to be implemented by rules similar
to those provided where a taxpayer sells or exchanges his residence
(sec. 1034). The committee believes that it is appropriate not to apply
the tax on investment income in this case because the organization is
merely reinvesting the funds formerly used for the benefit of its mem-
bers in other types of assets to be used for the same purpose. They are
not being withdrawn for gain by the members of the organization. For
example, where a social club selfs’s its clubhouse and uses the entire pro-
ceeds to build or purchase a larger clubhouse, the gain on the sale will
not be taxed if the proceeds are reinvested in the new clubhouse within
three years. :

The committee in providing the tax on investment income of social
clubs does not intend that this will have any bearing on whether an
exemption should be granted, or continued, if significant income earn-
ing activities are carried on by the organization.

4, Interest, Rents, and Royalties From Controlled Corporations
(sec. 121(b) of the bill and sec. 512 of the code)

Present laiw.—Under present law, rent, interest, and royalty expenses
are deductible in computing the income of a business. On the other
hand, receipt of such income by tax-exempt organizations generally is
not subject to tax.

General reasons for change—Some exempt organizations “rent”
their physical plant to a wholly owned taxable corporation for 80 per-
cent or 90 percent of all the net profits (before taxes and before the
rent. deduction). This arrangement enables the taxable corporation to
escape nearly all of its income taxes because of the large “rent” de-
duction, While courts have occasionally disallowed some, or all, of the
rent. deductions, the issue is a difficult one for the Internal Revenue
Service,

Fzplanation of provisions.—Both the House bill and the committee
amendments provide that where a tax-exempt organization owns more
than 80 percent of a taxable subsidiary, the interest, annuities, royal-
ties and rents received by it are to be treated as “unrelated business
income” and are subject to tax in the hands of the exempt organiza-
tions. The deductions connected with the production of this income
are allowed.

The committee’s bill modifies this provision slightly by providing
that where the subsidiary is also an exempt organization, it is to apply
only in the proportion that the subsidiary’s income is unrelated busi-
ness income to it. In addition, where the operation of a taxable con-
trolled corporation is “functionally related” to the exempt purposes of
the controlling exempt organization the committee amendments pro-
vide that income from the taxable subsidiary is to be treated as related
income and therefore not subject to tax in proportion to the subsid-
iary’s income from the functionally related activities. The committee
believes that these modifications are appropriate, since, in the case of
a controlled exempt corporation, there is no intention to tax its related
income.
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5. Limitation on Deductions of Nonexempt Membership Orga-
nizations (sec. 121(b) of the bill and sec. 277 of the code)

Present law.—Certain nonexempt organizations which provide serv-
ices to members on a nonprofit basis realize investment income, or
income from providing services to nonmembers, which is used to
defray all or part of the cost of providing services to members, Some
courts have held that taxable membership organizations cannot create
a “loss” by supplying their members services at less than cost. Other
courts have held, instead, that such a “loss” is permissible, and that
the expenses of providing such services at less than cost offset for tax
purposes additional income earned by the organization from invest-
ments or other activities.

General reasons for the change—In some cases, membership orga-
nizations, which also have business or investment income, serve their
members at less than cost and offset this book loss against their busi-
ness or investment income and as a result pay no income tax. In an
important decision, it was held that a non-exempt water company
was not subject to tax when the “losses” in supplying its members
water offset its investment income. Other courts have held to the
contrary.

Explanation of provision.—Both the House bill and the committee’s
amendments provide that in the case of a taxable membership organi-
zation the deduction for expenses incurred in supplying services, facil-
ities or goods to the members is to be allowed only to the extent of the
income received from these members. The purpose is to prevent mem-
bership organizations from escaping tax on business or investment
income by using this income to serve its members at less than cost and
then deducting the book “loss.”

The purpose of the provision is to impose a limitation on the amount
of deductions in a taxable year for items which are otherwise allowable
as deductions in the case of the organizations and activities to which
the provision is applicable, and is not intended to provide for the
deduction of any item not otherwise deductible.

The House bill does not apply this provision to organizations that
are taxable as banking institutions or insurance companies. In addition,
the committee’s amendments do not apply the provision to a national
securities exchange (subject to regulation under the Securities
Exchange Act of 1934) or to a commodity market (subject to regula-
tion under the Commodity Exchange Act).

"The committee was conceried about the application of this provi-
sion to certain nonprofit (but taxable) membership organizations
(such as the American Automobile Association) which operate in com-
petition with profitmaking organizations which provide the same type
of services as a “loss-leader”. Because of this the nonprofit organiza-
tion must set its dues at the same loss level. The nonprofit organization
in such a case offsets the resulting losses with income received from non-
members (such as income from the sale of advertisements concerned
with travel in maps or in travel guides). To deal with this problem, the
committee’s amendments do not apply if the organization receives pre-
paid dues income as consideration for services rendered in competition
with the charges made by other automobile clubs which are operated as
loss leaders for profit organizations.
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The committee amendments also provide that where the cost of
furnishing services, facilities or goods to members exceeds the income
from members, the excess deductions are to be available as carryovers
to succeeding years as offsets against income derived from members
- in those years,

In addition, the committee amendments postpone the effective date
of this provision for one year, until January 1, 1971. This will afford
Treasury officials an opportunity to consider further adjustments in
this provision to better deal with the federal income tax treatment of
nonexempt membership corporations. .

In adopting this provision, the committee does not intend to create
any inference as to the allowability under existing law of a deduction
for the excess of such costs over income from members.

6. Income from Advertising, etc. (sec. 121(¢) of the bill and seec.
513 of the code)

Present law.—In December 1967, the Treasury Department promul-
gated regulations under which the income from advertising and similar
activities is treated as “unrelated business income” even though such
advertising for example may appear in a periodical related to the edu-
cational or other exempt purpose of the organization.

General reasons for change~—The committee agrees with the House
that the regulations reached an appropriate result in specifying that
when an exempt organization carries on an advertising business in
competition with other taxpaying advertising businesses, it should
pay a tax on the advertising income. The statutory language on which
the regulations are based, however, is sufficiently unclear so that sub-
stantial litigation could result from these regulations. For this reason,
the committee agrees with the House that the regulations, insofar as
they apply to advertising and related activities, should be placed in
the tax laws, ~

Ewxplanation of provision—The House bill provides that the term
“trade or business” includes any activity which is carried on for the
production of income from the sale of goods or the performance of
services, It further indicates that, for this purpose, an activity does not
lose its identity as a trade or business merely because it is carried on
within a larger aggregate of similar activities which may, or may not,
be related to the exempt purpose of the organization.

The committee amendments approve the intent of the House provi-
sion, but restructure the language of the provision so that it will apply
only in the case of advertising and certain other profit-making activi-
ties carried on within a larger aggregate of activities, namely a sale by
a hospital pharmacy of drugs to persons other than hospital patients
and the operation of a race track by an exempt organization, The com-
mittee was concerned that, under the House bill, the language of the
provision might permit the breaking up of any activity into its com-
ponent parts and a determination of whether each activity, as such,
results in a profit. In view of this, the committee believes that the
provision should be limited to advertising and the other indicated
activities. In the case of activities not specified in the committee amend-
ments, no inference is intended as to their taxability.

Under this provision, advertising income from publications (wheth-
er or not the publications are related to the exempt purpoee of the

36-776—69—8
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organization) is to constitute unrelated business income to the extent
it exceeds the expenses related to the advertising, except that if the
editorial aspect of the publication is carried on at a loss, the editorial
loss may also be offset against the advertising income from such publi-
cation. The language in the bill which refers to the activity “carried
on for the production of income” is not intended to refer to the publish-
ing of a magazine with little or no advertising and which is distributed
free or at a nominal charge not intended to cover costs. This type of
magazine would appear to be published basically as a source of public
information and not for the production of income. For a publication
to be considered an activity carried on for the production of income,
it must be contemplated that the revenues from advertising in the pub-
lication or the revenues from sales of the publication, or both, will
result in net income (2lthough not necessarily in a particular year).

Under both the House and committee versions of the bill, an orga-
nization which publishes more than one magazine, periodical, etc., may
treat any of these on a consolidated basis in determining its unrelated
trade or business income so long as each such periodical, ete., is “carried
on for the production of income.” The organization, however, would
not be permitted to consolidate the losses of a publication not carried
on for the production of income with the profits of other publications
which are carried on for profit,

Where an unrelated business activity, such as the sale of advertising
in a publication of a tax-exempt organization is carried on in con-
junction with an exempt function, the Treasury Department is to
prescribe regulations indicating the appropriate methods for allocat-
ing income and expenses and other deductions which are attributable
to the unrelated activity so as to clearly reflect unrelated business
taxable income,

The committee does not intend that this provision modify the treat-
ment under the regulations of the status of institutes and trade shows.
Thus it is not intended that a tax apply where an industry trade asso-
ciation derives income from trade shows based on charges made to
exhibitors for exhibit space and admission fees charged patrons or
viewers of the show. This is only true, however, where the show is not
a sales facility for individual exhibitors; its purpose must be the pro-
motion and stimulation of interest in, and demand for, the industry’s
products in general, and it must be conducted in a manner reasonably
caleulated to achieve that purpose. Also, for the income from the trade
show to be free of tax, the stimulation of demand for the industry’s
products in general must be one of the purposes for which exemption
was granted the industry trade association. In such cases, the activities
producing the income for the association from the show-—that is,
the promotion, organization and conduct of the exhibition—contribute
importantly to the achievement of the association’s exempt purpose,
and as a result the income is related to its exempt purpose.

Consistent with this policy, the conduct of a trade show by a trade
association -consisting of members who use the type of products ex-
hibited at the show, or consisting of both this type of member and
members who produce or sell the products exhibited, for the purpose
of exhibiting and explaining the products, is a related trade or busi-
ness, provided the show is not used as a sales facility for individual
exhibitors.
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7. Effective Date

The amendments relative to the tax on unrelated business income
(including the Clay-Brown amendment relative to unrelated debt-
financed income) are to apply to taxable years beginning after Decem-
ber 31, 1969. However, the bill, in extending the unrelated business in-
come tax to churches provides a period of time (through taxable years
beginning before January 1, 1976, before the tax applies, in order to
enable churches to dispose of unrelated businesses or to spin them off in
separate taxable corporations.

In addition, until taxable years beginning after 1971 the new Clay-
Brown rules are to apply only where indebtedness has been incurred
after the date on which similar bills were introduced in the 89th Con-
gress (June 27, 1966). The transition period will afford organizations
with previously initiated unrelated borrowing an opportunity to pre-
vent or minimize tax under the new rules by disposing of their acquisi-
tions for fair value, by discharging indebtedness in full with exempt
income or other assets, or at least by reducing the amount of outstand-
ing indebtedness. After the transition period, the new rules would

become applicable to all situations of exempt organization investment
borrowing.

8. Revenue Effect

The revenue increases under these amendments are estimated at $5
million in the first year, $5 million in the fifth year and $20 million
when fully effective.

C. CHARITABLE CONTRIBUTIONS

1. Fifty-percent Charitable Contribution Deductior: (sec. 201(a)
of the bill and sec. 170(b) of the code)

Present law.—Under present law, the charitable contributions dedue-
tion allowed individuals generally is limited to 30 percent of the tax-
payer’s adjusted gross income. In the case of gifts to certain private
foundations, however, the deduction is limited to 20 percent of the
taxpayer’s adjusted gross income. In addition, in limited circum-
stances, a taxpayer may be allowed an unlimited charvitable contribu-
tions deduction.

General reasens for change~In order to strengthen the incentive
effect of the charitable contributions deduction for taxpayers, the com-
mittee’s bill generally increases the present 30-percent limitation to 50
percent. The committee believes this change is particularly desirable
in view of the repeal of the unlimited charitable contributions de-
duction (see No. 2 below). It is believed that the increase in the limita-
tion will benefit taxpayers who donate substantial portions of their
income to charity and for whom the incentive etfect of the deduction
is strong—primarily taxpayers in the middle- and upper-income
ranges, In addition, the combination of the increase in the limitation
to 50 percent with the repeal of the unlimited charitable deduction
means, in effect, that charivy can remain an equal partner with respect
to an individual’s income; however, charitable contributions no longer
will be allowed to reduce an individual’s tax base by more than
one-half,

Explanation of provision—Both the House bill and the commit-
tee amendments generally increase the limitation on the charitable
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contributions deduction for individual taxpayers from 30 percent of
adjusted gross incoine to 50 percent, However, the 50 percent limit is
generally not to be available with respect to the appreciation in value
in gifts of property. The committee amendments mnake three modifi-
cations in the House bill.

First, the comnmittee amendments provide that a taxpayer’s cost or
other basis for preperty contributed to public charities 1s to be eligible
for the 50 percent limitation, and that only the appreciation element.
in the donated property is to be limited to 30 percent. Under the
House bill, the entire value of the gift of appreciated property would
have been limited to 30 percent. The committee believes this modifica-
tion is appropriate since the rule in the House bill would deny the
additional 20 percent charitable deduction even though the apprecia-
tion element in a contribution may be quite small.

Second, the provision of the House bill which retained the general
limitation of 30 percent with respect to the charitable contributions
deduction in the case of gifts to certain private foundations has been
altered by the committee. Under the committee amendments con-
tributions to private operating foundations, and also private nonoper-
ating foundations which distribute the contributions they receive to

ublic charities or private operating foundations within 1 year follow-
ing the year of receipt, are to qualify for the 50-percent limitation (30
percent as to the appreciation element). Under the House bill, con-
tributions to these organizations would only have been eligible for the
20-percent limitation. The committee amendments will treat these two
types of private foundations the same as public charities for purposes
of the limitations, and the committee believes it will simplify the ap-
plication of these limitations.

Third, the House bill provides that the percentage limitations are
to be applied to a taxpayer’s adjusted gross income plus the amount
of tax preferences not included in the tax base. The committee
amendments restore existing law and base the percentage limitations
on a taxpayer’s adjusted gross income.

F'fective date—The increase in the limit on the deductibility of
contributions from 30 percent to 50 percent (including the change
respecting private operating and nonoperating foundations), and the
modification limiting the deduction with respect to the appreciation
element in donated property (to 30 percent), are applicable with re-
spect to contributions paid in taxable years beginning after December
31,1969,

2. Repeal of the Unlimited Charitable Deduction (sec. 201(a) of
the bill and sec. 170(b) (1)(C), (f)(6), and (g) of the code)
Present law.—Under present law, the charitable contributions
deduction for individuals generally is limited to 30 percent of the tax-
payer’s adjusted gross income. In the case of gifts to private founda-
tions not receiving a substantial part of their support from a govern-
mental unit or the general public, the limitation is 20 percent.

An exception to this general limitation allows a taxpayer an un-
limited charitable contribution deduction, if in 8 out of 10 preceding
taxable years the total of the taxpayer’s charitable contributions plus
income taxes exceeded 90 percent of his taxable income (computed
without regard to the charitable contributions deduction, personal
exemptions, and net operating loss carrybacks).
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General reasons for change.—~The committee’s attention was called
to the fact that the unlimited charitable contributions deduction has
allowed a small number of high-income persons to pay little or no tax
on their income. It has been indicated that the unlimited charitable
deduction currently is used by about 100 taxpayers who generally have
economic incomes well in excess of $1 million. Moreover, it appears
that the charitable contributions deduction is one of the most impor-
tant itemized deductions used by high-income taxpayers, who pay
little or no tax, to reduce their tax liability.

The committee does not believe that high-income taxpayers should
be allowed to significantly minimize or completely avoid tax liability
by means of the charitable contribution deduction. Accordingly, the
committee agrees with the House that the unlimited charitable con-
tion with the increase should be repealed. The effect of this, in combina-
tion with the increase in the general limitation on the deduction from
30 percent to 50 percent (as described in No. 1 above), is that charity
can remain an equal partner with respect to an individual’s income,
but the charitable contributions deduction no longer will be allowed
to reduce an individual’s adjusted gross income by more than one-half.

In view of the fact that it takes a number of years for a taxpayer to
qualify for the unlimited deduction, however, the committee believes it
is desirable to remove the unlimited charitable deduction a2 fter a 5-year
transition period during which the extra charitable deduction is rata-
b{)y phlase(% down to the general limit, rather than eliminating it
abruptly.

E(I?,’)l(}_{’))ﬂl‘l’()n of provision.—For the reasons discussed above, both
the House and the committee versions of the bill provide that the
unlimited charitable contribution deduction is to be completely elimi-
nated for years beginning after 1974, During the interim period, an
increasing limitation is to be placed on the extent to which the so-called
unlimited charitable deduction can reduce an individual’s taxable
income. For taxable years beginning in 1970, this charitable deduction
is not to reduce a taxpayer’s taxable income to less than 20 percent of
his adjusted gross income. This percentage is to be increased ratably
by 6 percentage points a year for the years 1971 through 1974 until the
limit on the deduction finally reaches the general 50-percent limit for
1975 and thereafter.

To take account of the increasing limitation on the charitable deduc-
tion, the bill also provides that the percentage of the taxpayer’s tax-
able income which must be given to charity (or paid in income taxes)
in 8 out of the 10 preceding taxable years in order to qualify for the
extra charitable deduction is to be reduced to 80 percent for taxable
vears beginning in 1970, and is then to be reduced by 6 percentage
I)O;ntS a year for subsequent taxable years beginning in 1971 through
1974.

In addition to the above provisions, the committee amendments pro-
vide that, during the interim period through 1974, the 30-percent limit.
on gifts of appreciated property and the appreciated property rule
which takes the appreciation into account for tax purposes in the case
of property which would give rise to a long-term capital gain if sold
are not to apply in the case of a person qualifying for the extra chari-
table contribution deduction (above the general 50-percent limit).
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Effective date—This provision is to apply with respect to contribu-
tions made in taxable years beginning after December 31, 1969.

3. Charitable Contributions of Appreciated Property (sec. 201(a)
of the bill and sec. 170(e) of the code)

Present law.—Under present law, a taxpayer who contributes prop-
erty which has appreciated in value to charity generally is allowed a
charitable contributions deduction for the fair market value of the
property and no tax is imposed on the appreciation in value of the
property. A special rule (sec. 170(e)) applies, however, to gifts of
certain property so that the amount of charitable contribution is re-
duced by the amount of gain which would have been treated as ordi-
nary income under the recapture rules for certain mining property
(sec. 617), depreciable tangible personal property (sec. 1245) and cer-
tain depreciable real property (sec. 1250), if the property contributed
had been sold at, its fair market value.

If property is sold to a charity at a price below its fair market
value—a so-called bargain sale—the proceeds of the sale are considered
to be a return of the cost and are not required to be allocated between
the cost basis of the “sale” part of the transaction and the “gift” part
of the transaction. The seller is allowed a charitable contributions
deduction for the difference between the fair market value of the prop-
erty and the selling price (often at his cost or other basis).

General reasons for change—The combined effect, in the case of
charitable gifts of appreciated property, of allowing a charitable con-
tributions deduction for the fair market value (including the appre-
ciation) and at the same time not taxing the appreciation, is to pro-
duce tax benefits significantly greater than those available with re-
spect to cash contributions. The tax saving which results from not tax-
ing the appreciation in the case of gifts of capital assets is the other-
wise applicable capital gains tax which would be paid if the asset were
sold. In the case of gifts of ordinary income property, however, this
tax saving is at the taxpayer’s top marginal income tax rate. In either
case, this tax saving is combined with the tax saving of the charitable
deduction at the taxpayer’s top marginal rate,

Thus, in some cases it actually is possible for a taxpayer to realize
a greater after-tax profit by making a gift of appreciated property
than by selling the property, paying the tax on the gain, and keeping
the proceeds. This is true in the case of gifts of appreciated property
which would result in ordinary income if sold, when the taxpayer is
at the high marginal tax brackets and the cost basis for the ordinary
income property is not a substantial percentage of the fair market
value. For example, a taxpayer in the 70-percent tax bracket could
make a gift of $100 of inventory ($50 cost basis) and save $105 in
taxes (70 percent of the $50 gain if sold, or $35, plus 70 percent of the
$100 fair market value of the inventory, or $70).

The committee does not believe that the charitable contributions
deduction was intended to provide greater—or even nearly as great—
tax benefits in the case of gifts of property than would be realized if
the property were sold and the proceeds were retained by the tax-
payer. In cases where the tax saving is so large, it is not clear how
much charitable motivation actually remains. It appears that the Gov-



81

ernment, in fact, is almost the sole contributor to the charity. More-
over, an unwarranted tax benefit is allowed these taxpayers, who
usually are in the very high income brackets. The committee, there-
fore, considers it appropriate to narrow the application of the tax
advantages in the case of gifts of certain appreciated property.

Explanation of provision.—The House bill takes appreciation into
account for tax purposes in five types of situations. The committee
amendments retain two of these provisions.

Both the House bill and the committee amendments pro-
vide that appreciation is to be taken into account for tax puposes in the
case of gifts to a private foundation, other than an operating founda-
tion ang other than a private foundation which within one year dis-
tributes an amount equivalent to the gift to public charvitable
organizations or private operating foundations. In addition, both the
House bill and the committee amendments take appreciation in value
into account for tax purposes in the case of property (such as inven-
tory or works of art created by the donor) which would give rise to
ordinary income if sold.

In the case where the appreciation is taken into account for tax
purposes, the committee amendments provide that the charitable de-
duction otherwise available is to be reduced by the amount of
appreciation in value in the case of assets which if sold would result
in ordinary income, or in the case of assets which if sold would result
in capital gain, by 50 percent (6214 percent for corporations% of the
amount of this appreciation in value. The House bill would have
given the taxpayer the option of reducing his charitable deduction to
the amount of his cost or other basis for the property, or of including
the appreciation in value of the property in his income (as ordinary
income or capital gains income as the case may be) at the time of taking
the charitable contribution deduction and deducting the fuil fair mar-
ket value of the property as a charitable contribution. .

Examples of the types of property giving rise to ordinary income
where either some, or all, of the appreciation is to be taken into ac-
couni; without regard to the type of charitable recipient are gifts of
inventory, ‘“section 306 stock” (lstock acquired in a non-taxable trans-
action which is treated as ordinary income if sold), letters, memoran-
dums, ete., given by the person who prepared them (or by the person
for whom they were prepared), and stock held for less than 6 months.
Under the committee amendments, the portion of the appreciation
taken into account in these cases is the amount which would be treated
as ordinary income if the property were sold. This would be all of
the appreciation in the case of gifts of inventory but in the case of
gifts of depreciable tangible personal property used in the trade or
business of the taxpayer, for example, it would be only the portion of
the gain subject to recapture (under sec. 1245) since any remaining
gain above this amount would still be treated as a capital gain not
taken into account by this provision (unless the contribution were to
certain private foundations). Under the House provision, it appears
that the full appreciation would have been taken into account if any
of the gain would (if sold) have bhoen taxed as ordinary income,.

Appreciation is also to be taken into account for tax purposes in
the case of gifts of appreciated property (regardless of whether it is
ordinary income property or long-term capital gains property) to pri-
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vate foundations, other than private operating foundations and other
than private nonoperating foundations which within 1 year after the
taxable year in which the gift is received distributes an equivalent
amount to “public” charitable organizations or private operating
foundations. The private nonoperating foundation, to comply with the
one-year payment requirement, must distribute this amount in addi-
tion to distributing all of its income or an amount equal to the 5 per-
cent payout requirement, whichever is higher.

The committee deleted the other types of situations covered in the
House bill which would have taken the appreciation in value into ac-
count for tax purposes in gifts of appreciated property : gifts of future
interests in property, %ifts of tangible personal property, and the so-
called bargain sale to charity.

In the case of future interests in property, the committee believed
that inclusion of such property in the appreciated property rules could
have a substantial adverse impact on charitable giving to public char-
ities and schools, since this type of giving often may take the form of a
future interest( such as the case of a remainder interest in trust).

The committee considers it appropriate to treat gifts of tangible
perconal property (such as paintings, art objects, and books not pro-
duced by the donor) to public charities and schools similarly to gifts
of intangible personal property and real property. Moreover, the com-
mittee believes that the serious problems of valuation of gifts of
tangible personal property would still remain even if the appreciation
were to be taken into account for tax purposes, and that a more desir-
able method of controlling overvaluations is for the Internal Revenue
Service to strengthen its audit procedures for reviewing the value
claimed on such gifts. Special consideration is warranted even in the
case of smaller contributions than those which presently are closely -
reviewed by the Commissioner’s advisory panel on valuation of art
objects.

In the case of the so-called bargain sales to charity-—where a tax-
payer sells property to a charitable organization for less than its fair
market value (often at its cost basis)—the committee believes that the
House provision would adversely affect giving to charities, as “bargain
sales” have been a long-accepted form of making contributions of
property to charities.

Effective dates.—The amendments made by this provision relatin}g];
to gifts of certain appreciated property generally are to apply wit
respect to contributions paid after December 31, 1969. However, in
the case of a contribution of a letter, memorandum, or similar propert
(to which sec. 514 of the bill applies), the amendments apply to suciz
contributions made after December 31, 1968.

4. Repeal of 2-year Charitable Trust Rule (sec. 201(c¢) of the
bill and sec. 673(b) of the code)

Present law.—Under present law, an individual may establish a
trust for two years or more with income from the property he trans-
fers to the trust being payable to charity for a period of at least 2
years. After the two years or more the property is returned to him.
Although the individual does not receive a charitable contributions
deduction in such a case, the income from the trust property is not
taxed to the individual. This 2-year charitable trust rule is ai excep-
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tion to the general rule that the income of a trust. is taxable to a person
who establishes the trust where he has a reversionary interest in the
trust which will or may be expected to take effect within 10 years.

General reasons for change.—The effect of the special 2-year char-
itable trust rule is to permit charitable contributions deductions in
excess of the generally applicable percentage limitations of such deduc-
tions. For example, with the 50-percent limitation on such deductions
contained in the committee amendments and the House bill, the maxi-
mum deductible contribution that could generally be made each year
by an individual who had $100,000 of dividend income (but no other
income) would be $50,000. However, if the individual transferred 70
percent of his stock to a trust with directions to pay the annual income
($70,000) to charity for 2 years and then return the property to him,
the taxpayer excludes the $70,000 from his own income each year.
In effect, the individual has received a charitable contribution deduc-
tion equal to 70 percent of his income.

The committee agrees with the House that taxpayers should not be
allowed to avoid the limitations on the charitable contribution de-
duction by means of a 2-year charitable trust.

Explanation of provision—In order to eliminate the above-
described means of avoiding the generally applicable percentage lim-
itations on the charitable contribution deduction, both the House bill
and the committee amendments repeal the 2-year trust provision (sec.
673(b)). Accordingly, an individual no longer is to be able to exclude
the income from property placed in a trust to pay the income to a
charity for a period of at least 2 years from his income. As a result,
a person who establishes a trust will be taxable on its income, whether
or not the income beneficiary is a charity, where the individual has a
reversionary interest which will or may be expected to take effect
within 10 years from the time the income-producing property is trans-
ferred to the trust.

E ffective date—-This provision is to apply with respect to transfers
in trust made after April 22, 1969. :

5. Gifts of the Use of Property (sec. 201(a) of the bill and sec.
170(£)(3) of the code)

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

General reasons for change—An individual receives what may be
described as a double benefit by giving a charity the right to use prop-
erty which he owns for a given period of time. For example, if the in-
dividual owns an office building, he may donate the use of 10 percent
of its rental space to a charity for 1 year. As a result, he will report
for tax purposes only 90 percent of the income which he otherwise
would have Ymd if the building were fully rented, and still may claim
a charitable deduction (amounting to 10 percent of the rental value of
the building) which offsets his already reduced rental income,

Fwxplanation of provision—The committee retained the basic
House provision and, in effect, provided that a charitable deduction
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1s not to be aliowed for contributions to charity of less than the taxpay-
er’s entire interest in property, except to the extent a deduction would
be allowed had the ‘interest been transferred in trust. Therefore, no
deduction is to be allowed where a contribution is made of the right
to use property for a period of time. In such a case, however, the tax-
payer 1s able to continue to exclude from his income the value of the
right to use the property contributed to the charity.

The committee modified the House bill, however, to insure that it
will not result in the denial of a deduction where an outright gift is
made of an undivided (e.g., one-fourth) interest in property.

Effective date—The committes amendments apply to gifts made
after October 9, 1969. The House bill would have applied with respect
to gifts made after April 22, 1969.

6. Charitable Contributions by Estates and Trusts (sec. 201(b) of
the bill and sec. 642(c) of the code)

Present laaw.—Under present law, a nonexempt trust (or estate) is
allowed a full deduction for any amount of its gross income which it
pays or which it permanently sets aside for charitable purposes. There
1s no limitation on the amount of this deduction.

(eneral reasons for change—The House bill eliminated the deduc-
tion presently allowed trusts and estates for amounts set aside for
(rather than paid to) charity. The committee is in general agreement
with the House that the retention of the set-aside deduction for non-
exempt trusts would be inconsistent with other changes made by the
bill in the treatment of foundations and charitable trusts, Nonex-
empt trusts generally are subject to the same requirements and
restrictions imposed on private foundations, since to the extent of
the charitable interest, their use achieves the same result. The current
income distribution requirement generally applicable to foundations
is not imposed on these nonexempt trusts, however, but the same result
is achieved by denying the set-aside deduction to these trusts for their
current income. In other words, to obtain the charitable deduction the
nonexempt trusts must pay out their income currently for charity
much in the same manner as private foundations are required to do.

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

In the case of estates, however, the committee does not believe it is
anpropriate to eliminate the set-aside deduction as is done in the
House bill. There are safeguards in the case of estate administration
which are not usually present during trust administration and, in
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addition, it often may be impractical or contrary to probate law for’
an estate to make current distributions of amounts to charity.

The committee also believes that to a limited extent the set-aside
deduction should continue to be available for pooled income arrange-
ments under which a person transfers property to a public charity
which then places the property in an investment pool and pays the
donor (and perhaps another person) the income attributable to the
property for life. Pooled income arrangements have been increasin%ly
relied upon by public charities as a means of obtaining charitable
contributions. Thus, the complete removal of the set-aside deduction,
which allows the pooled income arrangement to accumulate capital
gains for the benefit of charity without tax, could have a significant
adverse effect on the use of these arrangements and on charitable
giving,

Eaxplanation of provision—For the reasons discussed above, the
House bill and the committee amendments eliminate the so-called set-
aside deduction presently allowed trusts. However, a nonexempt trust
will still be allowed in computing its taxable income to deduct any
amount of its gross income, without limitation, paid as a charitable
contribution, In addition, to enable the trustee to act after he knows the
income for the year precisely, a trustee may make a contribution in the
next following taxable year and elect to treat such contribution as made
during the taxable year. As under existing law, proper adjustment is to
be made for charitable contributions paid out of capital gain income
and the deduction is not to diminish the unrelated business income of
the trust, if any. These rules of existing law also are applicable in cases
where thé set-aside deduction continues to be available.

Under the committee amendments, estates are to continue to receive
the set-aside deduction presently allowed.

In the case of pooled income funds, the committee amendments
also provide that the fund is to be allowed to deduct amounts set aside
for charitable purposes to the extent of the fund’s long-term capital-
gain income. Generally, a pooled income fund is a trust to which
a person has transferred property giving an irrevocable remainder
interest in the property to a public charity and retaining an income
interest in the property for the life of one or more beneficiaries living
at the time of the transfer, The fund must commingle the property
transferred to it with property transferred to it under similar circum-
stances by other persons. It is further provided that the fund may have
no investments in tax-exempt securities, that no donor or income bene-
ficiary may be a trustee of the fund, and that the fund must be main-
tained by the charitable organization to which the remainder interest
is given. No donor or beneficiary of an income interest may be a trustee.
It is not necessary, however, for the charitable organization to be the
trustee of the fund. Each person who has a life income interest as a
result of a transfer of property to the pooled income fund must receive
an amount of income each year which is determined with reference
to the trust’s rate of return for the year. A pooled income fund will
not qualify under this provision if it includes amounts received under
types of arrangements other than those described above.

The termination of the set-aside deduction provided by the House
bill in the case of trusts would be applied tc existing trusts as well as
trusts established in the future. The committee, however, does not
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believe it is appropriate to terminate the set-aside deduction presently
allowed existing arrangements which were previously established in
contemplation that the set-aside deduction could continue to be avail-
able and which cannot be modified to take the new rules into account.
Accordingly, the committee amendments provide that the set-aside
deduction is to continue to be available for a trust established before
October 10, 1969, which is required by the terms of its governing instru-
ment to set-aside amounts, either if an irrevocable remainder interest in
the trust was given to charity or if the trust could not be modified at
any time after October 9, 1969, because the grantor was under a mental
disability to change its terms at all times after that date. The set-aside -
deduction is to continue to be available in these cases, however, only to
the extent of income earned on amounts transferred to the trust prior to
October 9, 1969,

The set-aside deduction also is to continue to be available under the
committee amendments in the case of a trust established by a will in
existence on October 9, 1969, which the testator could not modify prior
to his death either because he was under a mental disability on that
date and at all times thereafter or because he did not have the right at
any time after that date to change the will as it relates to the trust. It
also appears appropriate to allow a reasonable time for amendment of
existing wills which provide for a trust that is to set aside amounts for
charity to take the unavailability of the set-aside deduction provided
by the bill into account. Accordingly, it is provided that the set-aside
deduction is to continue to be available in the case of trusts established
by a will in existence on October 9, 1969, if the testator dies within
3 years (ie., before Qctober 9, 1972) without having republished the
will, The set-aside deduction is to continue to be available in these cases,
however, only if the governing instrument of the trust requires it to set
aside amounts and only to the extent of income earned by the trust on
amounts transferred to it under the will establishing it.

I ffective date—The House bill provided that the changes made by
this provision were to apply to amounts paid for a charitable purpose
after the date of enactment of the bill. UUnder the committee amend-
ment this provision is to apply to amounts paid or set aside after
December 31, 1969.

7. Charitable Remainder Trusts (sec. 201(a), (d), and (e) of the
bli‘ll andd secs. 170(f), 664, 2055(e), 2106(a), and 2522(c) of
the code)

Present law.—Under present law, an individual may make an in-
direct charitable contribution by transferring property to a trust and
providing that the income is to be paid to private persons for a period
of time with the remainder to go to a charity. A charitable contribu-
tions deduction generally is available for the remainder interest given
to charity. The amount of the deduction is based on the present value
of the remainder.interest which is determined by using actuarial life
expectancy tables and an assumed interest rate.

Under existing law and regulations, the assumed interest rate is
314, percent. In other words, it is assumed that there will be a 314 per-
cent income return on trust assets. Moreover, the 314 percent rate is
also used to determine the present value of the income and remainder
interests.
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General reasons for change~-The rules of present law for deter-
mining the amount of a charitable contribution deduction in the case
of gifts of remainder interests in trust do not necessarily have any
relation to the value of the benefit which the charity receives, This is
because the trust assets may be invested in a manner so as to maximize
the income interest. with the result that there is little relation between
the interest assumptions used in calculating present values and the
amount received by the charity. For example, the trust corpus can be
invested in high-income, high-risk assets. This enhances the value of
the income interest but decreases the value of the charity’s remainder
interest. .

The committee agrees with the House that a taxpayer should not
be allowed to obtain a charitable contribution deduction for a gift
of a remainder interest in trust to a charity which is substantially
in excess of the amount the charity may ultimately receive. To pro-
vide a closer correlation between the charitable contributions deduc-
tion and the ultimate benefit to charity, the House bill generally pro-
vided that a deduction would not be allowed for a gift of a remainder
interest in trust to charity unless the gift took a specified form : namely,
an annuity trust (under which the income beneficiary is to receive a
stated dollar amount annually) or a unitrust (under which the income
beneficiary is to receive an annual payment based on 4 fixed percentage
of the trust’s assets). Another provision of the bill (see No. 5 above)
denied a deduction for an outright gift of a remainder interest to
charity except to the extent a deduction would have been allowed if
the gift had been in trust. This had the effect of denying a charitable
contributions deduction in the case of a nontrust gift of a remainder
interest to charity.

Although, as indicated above, the committee is in general agree-
ment with the House regarding the need for a closer correlation be-
tween the charitable contributions deduction allowed for a gift of a
remainder interest to charity and the benefit ultimately received by the
charity, the committee believes that the House provision is unduly
restrictive. The requirement that o deduction is to be allowed only if
the remainder interest given to charity is in the form of an annuity
trust or unitrust could have a significant adverse effect on established
forms of charitable giving, such as pooled income fund arrangements,
and outright gifts of real property, such as a residence, where the donor
reserves a life estate in the property. Since these types of charitable
giving cannot be framed in the form of an annuity trust or unitrust, the
ITouse provision would deny a deduction for the charitable gift. The
committee believes that it is possible to continue to allow a charitable
deduction in these types of cases with appropriate limitations, how-
ever, to prevent the overstating of the charitable contribution
deduction.

The committee also believes that the annuity trust and unitrust rules
provided by the House bill should be modified to allow greater flexi-
bility in the case of charitable gifts in this form, The committee be-
lieves this can be done in such a manner as to prevent the manipulation
of the trust assets to the detriment of the charitable remainder interest.

The committee’s attention also was called to the fact that in some
cases charitable contribution deductions have been allowed for gifts
of charitable remainder interests in trust even though it is likely that
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the gift will not ultimately be received by the charity. An example of -
this is a situation where the charity has only a contingent remainder
interest in the trust (for example, a $5,000 annuity to A for life, re-
mainder to his children, or to a charity if A has no children). Another
example is the situation where a charity has a remainder interest and
the trust permits invasion of the charitable share for the benefit of a
noncharitable intervening interest which is incapable of reasonably
certain actuarial valuation (for example, a $5,000 annuity to A for life,
remainder to a charity, but the trust provides that the trustee may pay
A amounts in excess of $5,000 in order to maintain his standard of
living).

It 1s) the committee’s understanding that a charitable contribution
deduction for income tax purposes would not be allowed in these situa-
tions if the probability of the charity receiving the specified interest
were determined under the rules presently applied in the case of the
estate tax. The committee believes that uncertain invasions of corpus
should not be possible if an income tax deduction is to be allowed.

Ewxplanation of provision—For the reasons discussed above, the
committee amendments provide limitations (for income tax, gift tax,
and estate tax purposes) on the allowance of a charitable contribution
deduction for a charitable gift of a remainder interest. As under the
House bill, a deduction is to be allowed for a charitable gift of a
remainder interest in trust, where there is a noncharitable income bene-
ficiary, if the trust is either a charitable remainder annuity trust or a
charitable remainder unitrust. The committee agrees with the House
that this requirement will provide a better means of assuring that the
amount received by the charity will accord with the charitable deduc-
tion allowed to the donor on creation of the trust. This is because the
requirement will remove the present incentive to favor the income
beneficiary over the remainder beneficiary by means of manipulating
the trust’s investments. The amount received each year by the income
beneficiary, generally, will have to be either a stated dollar amount or
a fixed percentage of the value of the trust property.

In addition, under the committee amendment a deduction is to be
allowed for a gift of a charitable remainder interest in trust which
takes the form of a transfer of property to a pooled income fund. (The
definition of a pooled income fund is discussed in No. 8 above.) In
order to prevent manipulation to overstate the appropriate charitable
contribution deduction in the case of this type of gift, it is further pro-
vided that the amount of the charitable contribution deduction al-
lowed the donor upon the transfer of property to the pooled income
fund is to be determined by valuing the income interest on the basis
of the highest rate of return earned by the particular pooled income
fund in any of the three taxable years preceding the taxable year of
the fund in which the transfer occurs, Where a fund has not been in
existence for this period of time, the rate of return is to be assumed to
be 6 percent, unless a different rate is prescribed by the Secretary of
the Treasury or his delegate.

Another additional situation in which the committee amendments
allow @ charitable contribution deduction for the gift of a remainder
interest to charity is in the case of a nontrust gift of a remainder in-
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terest in real property to charity. Thus, for example, a charitable con-
tribution deduction is to be allowed where an individual makes a gift of
his residence to charity and retains the right to live in the residence for
his life. The committee does not believe that this type of situation
generally presents the kind of abuse which both the House and the
committee believe it appropriate to curtail.

Nevertheless, a limited valuation problem is presented even in this
type of situation, and for this reason it is further provided that in

etermining the value of a remainder interest in real property which
i1s given to charity, straight-line depreciation and cost depletion are
to be taken into account. Thus, there will be an appropriate reflection
in the value of the charitable gift of the decrease in value of the
property which may occur as a result of the depreciation or depletion
of the property. In addition, the committee contemplates that the
Secretary of the Treasury or his delegate will provide that the rate
of return to be used in valuing this type of charitable gift is one which
is reasonable in view of the interest rates and investment returns
prevailing at the time of the gift. At the present time, a 6 percent rate
of return would appear appropriate to the committee.

As indicated above, the committee has retained with minor modifiea-
tions the annuity trust and unitrust rules of the House bill. Under
the House provision, an annuity trust is one which specifies in dollar
terms the amount of the annuity which is to be paid to the income
beneficiary. The trust also must require the income payments to be
made at least annually. A unitrust is a trust which specifies that the in-
come beneficiary is to receive annual payments based on a fixed per-
centage of the net fair market value of the trust’s assets, as deter-
mined each year. The income interest in either case may either be for
a term of years or for the life of the income beneficiary.

The committee amendments retain these definitions with the follow-
ing modifications. First, the committee amendments allows a chari-
table remainder annuity trust or unitrust to provide that when the
trust income is less than the required payment to the noncharitable
income beneficiary, the trust only has to distribute to the income bene-
ficiary the amount of the trust income. In addition, the deficiencies in
income distributions (i.e., where the trust income was less than the
stated amount payable to the income beneficiary) could be made up in
later years when the trust income exceeded the amount otherwise
payable to the income beneficiary for that year. For purposes of this
provision, the determination of what constitutes trust income is to be
made under the applicable local law and, thus, is not. to include items
such as capital gains which must be allocated to the trust principal.

A second modification of the annuity trust and unitrust rules made
by the committee provides that the charitable remainder trust must be
required by the trust instrument to distribute each year 5 percent of
the net fair market value of its assets (valued annually in the case of
a unitrust and valued at the time of the contribution in the case of an
annuity trust) or the amount of the trust income, whichever is lower.
In valuing the amount of a charitable contributions deduction in the
case of a remainder interest given to charity in the form of an annuity
trust or a unitrust, it is to be computed on the basis that the income
beneficiary of the trust will receive each year the higher of 5 percent
of the net fair market value of the trust assets or the payment provided
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for in the trust instrument. In addition, the committee amendments
clarify the fact that an annuity trust or unitrust may not provide for
payments to the noncharitable income beneficiaries of amounts other
than the stated annuity or fixed percentage amount.

The committee believes that the combination of these additional
rules will allow greater flexibility in the making of charitable gifts
in the form of remainder interests in trust but at the same time will
adequately protect against abuse. Allowing a charitable remainder
trust to distribute to the income beneficiary the lesser of the trust in-
come or the stated payout will prevent a trust from having to invade
its corpus when the income for a year is below that originally con-
templated.

On the other hand, requiring a charitable remainder trust to dis-
tribute currently at least the amount of its income (other than long-
term capital gains), if this is less than a 5 percent payout and the re-
quirement that the charitable remainder interest be valued by assuming
at least a 5 percent payout to the income beneficiary will prevent a
charitable remainder trust from being used to circumvent fhe current
income distribution requirement imposed on private foundations. In
the ahsence of these rules, a charitable remainder trust co:ld be estab-
lished which provided for a minimal payout to the r..ncharitable
income beneficiary (substantially less than the amount of the trust
income). Since the trust generally is exernpt from income taxes this
would allow it to accumulate trust incorne in excess of the payout re-
quirement of the unitrust or annuity trust without tax for the future
benefit of charity.

The committee has modified the House provision to make it clear
an annuity trust or a unitrust may have more than one noncharitable
income beneficiary, if the interest of each such beneficiary either is for
a term of years which does not excced 20 years or is for the life of
the beneficiary. An individual who i¢ not living at the time of creation
of the trust, however, may not be an income beneficiary of a charitable
remainder trust.

Under either an annuity trust or a unitrust, an amount paid to the
income beneficiary is to be treated as consisting of the following
amounts: First, ordinary income to the extent of the trust’s ordinary
income for the taxable year and its undistributed ordinarg income
from prior years; second, as a capital gain to the extent of the trust’s
capital gains for the taxable year and its undistributed capital gains
(determined on a cumulative net basis) for prior years; third, as other
income (such as non-taxable income) to the extent of the trust’s other
income for the year and its undistributed other income from prior
years; and finally, as a distribution of corpus.

Under the House bill, a charitable remainder trust which qualified
as an annuity trust or a unitrust would be exempt from income tax-
ation, The committee amendments modify this provision so as to deny
the exemption from tax for any year in which the trust has income
which would be unrelated business taxable income if the trust were an
exempt organization subject to the unrelated business income tax. The
committee does not believe that it is appropriate to allow the unrelated
business income tax to be avoided by the use of a charitable remainder
trust rather than a tax-exempt organization.
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Effective dute.—The House bill provided that this provision was to
be effective with respect to transfers in trust after April 22, 1969, for
income tax purposes, and with respect to gifts made after Aprii 22,
1969, for gift tax purposes. Under the committee amendments, this
Frovision’ 15 to be eflective with respect to transfers in trust after Octo-
er 9, 1969, and to gifts made after that date, for income tax and gift
tax purposes, respectively.

In the case of the estate tax, the House bill provided that this pro-
vision was to apply with respect to decedems dying after the date
of enactment of the bill. ‘

The committee does not believe it is apEro riate to make the new
rules applicable to existing arrangements which were established under
today’s law and which cannot be modified to take the new rules into
account. Accordingly, the committee amendments provide that the new
rules are not to apply for estate tax purpose in the case of property
transferred in trust before October 10, 1969, in which an irrevocable
remainder interest was given to charity. In addition, the new rules are
not to apply in the case of property passing under a will in existence
on Octoger 9, 1969, or property transferred in trust on or hefore that
date, if the will or trust was not modified by the individual prior to
October 9, 1972, and could not be modified thereafter by the decedent
because he was under a mental disability on that date and at all times
thereafter. It also is provided that the new rules are not to apply to
property passing under a will ih existence on October 9, 1969, where
the individual did not have at any time thereafter the right to change
the will as it relates to the charitable gift.

The committee also believes that it is appropriate to allow a reason-
able period of time for existing wills and existing trusts to be modified
to take the new rules into account. Accordingly, it is provided that
the new rules are not to apply to property passing under a will in
existence on October 9, 1969, or to property transferred in trust on
or before October 9, 1969, if the individual dies within three years (i.e.,
before October 9, 1972) without having modified the will or the trust.

8. Charitable Income Trust With Noncharitable Remainder (sec.
201 (a) and (d) of the bill and secs. 170(f), 2055(e}, 2106(a),
and 2522(c) of the code)

Present law.—Under present law, a taxpayer who transfers property
to a trust to pay the income to a charity for a period of years with the
remainder to go to a noncharitable beneficiary, such as a friend or
members of his family, is allowed a charitable contribution deduction
for the present value of the income interest given to the charity. In
addition, neither he nor the trust is taxed on tﬁe income earned by the
trust.

Present law also provides that a charitable contribution deduction
for a gift of an income interest in trust to a charity is not to be al-
lowed where the grantor retains a substantial (over 5 percent) rever-
sionary interest in the trust. A grantor who retains a reversionary
interest in a trust is taxed on the income earned by the trust, if his
reversionary interest will or may be reasonably expected to take effect

~within 10 years from the time of the transfer to the trust.

36-776—69——7



92

General reasons for change.—A taxpayer receives a double tax bene-
fit where he is allowed a charitable contribution deduction for the
resent value of an income interest in trust given to charity and also
18 not taxed on the income earned by the trust. Thus, a taxpayer may
give an income interest to charity for any period of time followed by a
remainder interest to a noncharitable beneficiary, such as his son, and
obtain a deduction for the present value of the income interest while at
the same time excluding the income from his own income, This double
benefit allows a taxpayer to increase his after tax cash position by post-
poning a planned noncharitable gift.

For example, assume a taxpayer in the 70-percent bracket trans-
ferred property worth $100,000 currently earning interest at the rate
of 5 percent to a trust for 2 years specifying that $5,000 be paid to
charity each year, remainder to A, If the taxpayer had retained the
property for 2 years he would have received $10,000 in interest taxable
at 70 tpercent for an aftertax return of $3,000. On the other hand, by
transferring the property to a trust he received a charitable deduction
of $9,498.50 (the present value of the charitable interest). The $10,000
received by the charity is not included in income and the deduction
claimed reduces his tax on other income by $6,648.95,

The committee agrees with the House that this double benefit is an
unwarranted tax advantage which is not a necessary inducement to
charitable giving. A charitable contribution deduction should not be
allowed for an income interest given to charity in trust in circum-
stances where the trust income is not taxed to the taxpayer.

The House bill also provided, however, that the charitable deduc-
tion for gift tax purposes in this case was to be denied to the extent it
“ was denied for income tax purposes and further provided that no char-
itable deduction was to be allowed in this case for estate tax purposes.
It does not appear to the committee that the rationale for the denial of
the deduction in the case of the income tax charitable deduction (i.e.,
the prevention of a double benefit) is applicable in the case of the gift
tax or the estate tax. Accordingly, the committee has modified the
House bill so as to allow a charitable deduction for estate and gift
tax purposes for a gift of a charitable income interest in trust, if the
requirements of the House bill as to the form of the gift are met.

[Feplanation of provision—Both versions of the bill provide that
for income tax purposes a charitable contribution deduction is not to
be allowed for an income interest given to charity in trust, unless
the grantor is taxable on the income of the trust or unless all the
interests in the trust are given to charity. The bill also provides that
a charitable deduction is not to be allowed for income tax purposes
for an income interest given to charity in trust unless either the
interest is in the form of a guaranteed annuity or the trust instrument
specifies that the charitable-income beneficiary is to receive a fixed
percentage annually of the fair market value of the trust property
(as determined each year).

The effect of this 1s to deny the double benefit of a deduction and
exemption from taxation which is available under present law. In addi-
tion, this will allow a taxpayer to receive a charitable contribution
deduction where the income from the trust is taxed to him, notwith-
standing the fact that he retains a substantial reversionary interest in
the trust (which under present law would not be allowed). The bill also
provides that in a case where a deduction is allowed for an income
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interest given to a charity, the grantor is not to be allowed an additicnal
deduction for the amount of any contribution made by the trust with
respect to the income interest, ) _

The purpose of the unitrust-annuity trust requirement is to assure
that the amount received by the charity, in fact, bears a reasonable
correlation to the amount of the charitable contribution deduction
allowed the taxpayer. Under the committee amendments, the require-
ment that the grantor be taxable on the income of the trust is not
applicable for estate and gift tax purposes but the unitrust-annuity
trust requirement is applicable in determining whether the income
interest qualifies as an estate or gift tax charitable contribution deduc-
tion. Under the House bill, this latter rule would have been applied
only for income and gift tax purposes. (As indicated above, the House
bill did not allow an estate tax charitable deduction for a gift of ar’
income interest to charity in trust.)

If a taxpayer who was allowed a charitable deduction for income tax
purposes under the above rules for an income interest transferred in
trust to charity subsequently ceased to be taxable on the trust income,
he would receive a double tax benefit with respect to the future trust
income—he would not be taxed on that income but would have received -
a charitable deduction with respect to it. To prevent this result, both
versions of the bill, in effect, provide for the recapture of that. part of
the charitable contribution deduction previously received by the tax-
»ayer with respect to the income of the trust which will go to the char-
ity but on which he will not be taxed. This is accomplished by treating
the donor at the time he ceases to be taxable on tim trust income as
having received income to the extent the deduction he previously was
allowed exceeds the value of the income previously earned by the trust
and taxable to him. For this purpose, these amounts of income are to
be discounted to their value at the time of the contribution to the trust.

Effective date—Under the House bill this provision was to apply
for income and gift tax purposes with respect to transfers of property
to a trust after April 22, 1969. The committee amendments provide
that this provision is to apply for these purposes with respect to trans-
fers of property to a trust after October 9, 1969. For estate tax pur-
poses, the effective dates of this provision are the same as those dis-
cussed in No. 7 above,

9. Limitations on Nonexempt Trusts (sec. 101 ‘of the bill and secs.
508 and 4947 of the code)

Present law.—Present law does not impose restrictions or require-
ments on nonexem})t irusts which are similar to those which would be
imposed by the bill on private foundations. In addition, the allowabil-
ity of a charitable contributions deduction (for income, gift, and es-
tate tax purposes) for a gift to charity in the form of an interest in
trust is not conditioned on the existence of provisions in the trust in-
strument which prevent the trust from violating restrictions or re-
quirements of this nature,

General reasons for change—If a nonexempt charitable trust were
not subject to many of the requirements and restrictions imposed on
private foundations, it would be possible for taxpayers to avoid these
restrictions by the use of nonexempt trusts instead of private founda-
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tions. To forestall this possibility, the House bill generally imposed
on nonexempt charitable trusts the same requirements and restrictions
which were made applicable to private foundations (i.e., those pro-
visions relating to self-dealing, retention of excess business holdings,
and the making of speculative investments or taxable expenditures, but
not the current income payout requirement. except where all of the
interests in the trust are charitable). In addition, the House hill pro-
vided that a charitable contribution deduction (for income, gift. and
estate tax purposes) for a contribution to charity in trust. would not be
allowed unless the trust instrument prevented the trust from violating
these requirements or restrictions,

The committee is in agreement with the House that it is appropriate
to prevent the possibility of taxpayers using nonexempt charitable
trusts to avoid the restrictions and requirements imposed on private
foundations, In the case of nonexempt charitable trusts which ave
split-interest trusts (i.e., trusts which have a noncharitable income
beneficiary and a charitable remainder beneficiary or vice versa), how-
ever, the committee does not believe it appropriate to apply the specu-
lative investment. or excess business holdings requirement, if the
interest. of charity in the trust is either a relatively small income
interest or a remainder interest which will not come into possession
until some time in the future,

In these cases, the interest of charity in the trust property is not
substantial enough in relation to the interests of the noncharitable
beneficiaries to warrant the imposition of restrictions on the trust's
investments, In other words, since it is unlikely that the use of a nonex-
empt trust in these situations would give rise to the problems of con-
flict of interest and diversion of attention from the interests of char-
ity to which these restrictions and requirements are directed, it does
not. appear ap]propriate to apply them in these cases. Accordingly,
the committee has modified these provisions of the House bill to make
the excess business holdings and speculative investment restrictions
inapplicable in these cases.

ceplanation of provision—Both versions of the bill provide gen-
erally that nonexempt charitable trusts are to be subject to the same
requirements and restrictions as are imposed on private foundations
(other than the current income payout requirement). The committee
amendments further provide, however, that the stock ownership and
speculative investment requirements imposed on private foundations
are not to apply to split-interest trusts (A) in cases where charity
is only an income beneficiary and the beneficial interest of charity
in the trust is less than 60 percent of the value of the trust property
and also (B) in cases where the only interest of charity in the trust is
as a remainderman. In the latter case, the stock ownership and specu-
lative investiment requirements are to become applicable at the time
the remainder interest of charity comes into possession.

The bill also provides that a charitable contribution deduction (for
income, gift, and estate tax purposes) is not to be allowed for a charita-
ble interest in a nonexempt trust unless the trust instrument expressly
prohibits the trust from violating the restrictions and requirements
to which it is subject (such as, self-dealing, business holdings, ete.).

Effective date—The amendments made by these provisions of the
committee amendments are to apply with respect to transfers in trust
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after October 9, 1969, and to contributions after December 31, 1969, In
the case of a trust created bafore January 1, 1970, however, the amend-
ments with respect to contributions are to apply only with respect to
transfers to the trust. after December 31, 1971.

10. Revenue effect

The net revenue ine'm_ase under the charitable contributions dedue-
tion provisions of the bill is estimated at $5 million in 1970 and $20
million in 1972 and thereafter.

D. FARM LOSSES

1. Limitation on Deductions Attributable to Farming (sec. 211
of the bill and sec. 278 of the code).

Present law.—Under present law, income or losses from farming
may be computed under more liberal accounting rules than those gen-
erally applicable in the cuse of other types of business activities. In
general, where a significant factor in a business is the production or
sale of merchandise, the taxpayer must use an accrual method of
accounting and inventories. The effect of these accounting rules is to
postpone the deduction of the costs of the merchandise until the ac-
counting period in which the income from its sale is realized. These
rules need not be followed, however, with respect to income or deduc-
tions from farming. In other words, a cash accounting method may be
used for this purpose under which costs are deducted as incurred. A
taxpayer in the business of farming is also allowed to deduct expendi-
tures for developing a business asset which other taxpayers would
have to capitalize.

For instance, the expenses of raising a breeding herd of livestock
may be currently deducted. The same thing is true of expenditures to
develop a fruit orchard. There also are certain other capital expendi-
tures in connection with farming operations which a taxpayer may
elect to currently deduct from ordinary income. The capital expendi-
tures which qualify for this treaiment are soil and water conservation
expenditures (sec. 175), fertilizer costs (sec. 180), and land clearing
expenditures (sec. 182). Under normal business accounting rules, these
expenditures would be added to the basis of the farm property and,
thus, would reduce the amount of capital gain realized when the prop-
erty is sold. However, by allowing these expenses to be currently de-
ducted, they reduce ordinary income rather than capital gain income.

Present law also provides that livestock held for draft, breeding,
or dairy purposes for 12 months or more is eligible for copital gains
treatment on its sale. Other livestock held for use in a trade or busi-
ness (such as horses held for the purpose of racing) under rules
generally applicable also may be eligible for capital gains treatment
upon sale. The same is true of orchards held for the production of
fruit crops.

General reasons for change—The special farm accounting rules
were adopted as & means of relieving the ordinary farmer of the
bookkeeping chores associated with inventories and an accrual
method of accounting. These rules, however, by combining the current
deduction of expenses which are capital in nature with capital gains
treatment on the sale of livestock or orchards have resulted in a
tax abuse which the committee agrees with the House should not be



96

allowed to continue. These rules have allowed some high-income
taxpayers who carry on limited farming activities as a sideline to
obtain a substantial tax loss (which does not represent an economic
loss) which is then deducted from their high-bracket, nonfarm in-
come. These tax losses often arise because of the deduction of capital
costs which usually would reduce capital gains on the sale of }arm
property, but. which instead are used to offset ordinary income when
meurred,

The significance of this treatment can be illustrated by the example
of a taxpayer who sells for $1,000 a product which cost him $800 of
expenditures to produce. In this case, if the taxpayer can deduct
these expenditures against other income, and if he is in the 50-percent
bracket, his tax saving is $400, or if he is in the 70-percent bracket,
it is $560. On the other hand, if his product when sold is eligible for
the maximum capital gains tax treatment, his tax is $250. This
means a net reduction in tax for this taxpayer of from $150 to $310
(depending on his tax bracket) despite the fact that actually a $200
gain was realized. In contrast, were the entire $800 to be treated as
the cost basis for the $1,000 asset, even though the $200 gain still
were taxed at capital gains rates, instead of receiving a tax reduction
of from $150 to $310 the taxpayer would have an additional tax cost
of $50. In other words, in tl)ese two cases there is a spread in tax
consequences of from $200 to $360, depending on the taxpayer’s tax
bracket. :

Thus, the combination of a current deduction against ordinary
income for various farm expenditures which are capital in nature
and the capital gains treatment granted on the sale of the asset
to which the expenditures relate produce a significant tax advantage
and tax saving for the taxpayer whose ordinary income is taxed
in a high bracket. .

The utilization of these tax advantages by high-income taxpayers
is not merely a theoretical possibility. In recent years, a growing
body of investment advisers have advertised that they would arrange
a farm investment for wealthy persons. Emphasis is placed on the
fact that aftertax dollars may be saved by the use o} “tax losses”
from farming operations. In addition, numerous partnerships and
syndicates have been established for the purpose of allowing wealthy
investors to make farm investments so as to obtain these tax
advantages.

As a means of dealing with this problem, the House bill provided for
the recapture of excess farm losses. Under this approach, if the tax-
payer had more than $50,000 of nonfarm income, his farm losses in
excess of $25,000 would be added to an excess deductions account,
(These dollar limitations would only have applied to individual tax-
payers.) Gains arising on the sale of farm property would be treated.
as ordinary income, rather than capital gains, to the extent of the
amount in the taxpayer’s excess deductions account. This approach
to the problem of farm losses is relatively complex and one which
would impose significant burdens on persons in the farming business
as well as on the Government.

The basic problem which arises in connection with farm losses is that
the deductions with respect to property, which gives rise to capital
%uin income when sold at a subsequent date, are currently deducted
rom ordinary income. In most cases, the effect of this is to give the
deductions twice the value for tax purposes of the income to which
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they relate. Although the recapture approach of the House bill is one
way to deal with this problem, the committee believes that a less com-
glex and more direct approach is desirable. Accordingly, the committee
as replaced the House provision providing for the recapture of excess
farm losses with a limitation on the deduction of farm losses which has
the effect of converting the tax value of farm losses back to the same
proportion as the income to which they relate. In general, under the
committee’s amendments an individual with more than $50,000 of
nonfarm income is to be allowed to deduct a farm loss in full to the
extent it does not exceed $25,000, but is to be allowed to deduct only
one-half of the loss in excess of $25,000. (A taxpayer whose nonfarm
income is less than $50,000 may continue to deduct his losses in full.)
These dollar limitations are to apply only to individual taxpayers and
not to corporate taxpayers. The amount of the farm loss which can-
not currently be degucted may be carried forward indefinitely and
deducted in future years from net farm income in those years.

Ezplanation of provision.—The committee amendments provide that
an individual taxpayer who is engaged in the business of farming and
who has more than $50,000 of nonfarm adjusted gross income may
currently deduct his farm losses in full to the extent they do not ex-
ceed $25,000, but may currently deduct one-half of the amount of the
farm loss which is in excess of $25,000. These dollar amounts are cut
in half (to $25,000 and $12,500, respectively) for married persons who
file separate returns, if each of the spouses has income or deductions
attributable to the business of farming for the taxable year.

In the case of taxpayers other than individuals or estates (corpora-
tions, including subchapter 8 corporations, and trusts) the dollar
limitations are not applicable. Accordingly these taxpayers may
currently deduct only one-half of their farm loss against nonfarm
income,

In recognition of the fact that there are certain expenses incurred
in the business of farming which involve an economic expense, the
committee amendments provide that a taxpayer is to be allowed to
deduct his farm loss in fu&l to the extent of his “‘special deductions,” if
this allows a greater amount of the farm loss to be deducted currently '
than would be allowed under the basic limitation. The ‘‘special deduc-
tions’ to which this rule applies are those deductions attributable to
the business of farming which are allowed for taxes, interest, casualty
or theft losses, losses and expenses directly attributable to drought, -
and losses from sales, exchanges and involuntary conversions.
or theft losses, losses and expenses directly attributable to losses from
sales, exchanges and involuntary conversions.

As would have been true with respect to the applicability of the
excess deductions account provided by the House hill, the limitation
on the current deductibility of farm losses provided by the committee
amendments is not to apply to taxpayers who elect to compute their
farm income by using inventories and by capitalizins those farmiex:f
expenditures which at present may either be deducted or capitalized.
In the case of a taxpayer who makes this election and uses an accrual
method of accounting in which inventories are valued on the unit
livestock method, it is contemplated that the unit livestock valuation
is to be changed from time to time and from area to area to reflect the
actual costs of raising livestock.

Under the committee amendments the amount of a taxpayer’s
farm loss which is not currently deductible by reason of the limitation
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Erovided by the bill may be carried over indefinitely and deducted from.
is net farm income in subsequent taxable years. The amount of the
carryover which may be used in a subsequent taxable year is limited
to one-half of the taxpayer’s net farm income for that year.

Any amount of a carryover which may not be used in a subsequent
year because of this rule may continue to be carried over to following
years. .

If the assets of a corporation with farm loss carryovers that have not
been fully utilized are acquired by another corporation in a transaction
subject to section 381 (which provides for the carryover of various
items in the case of certain corporate liquidations and reorganiza-
tions), the acquiring corporation is to take the unused carryovers
into account as an item specified in section 381(c).

A taxpayer’s farm loss for a year generally is the amount by which
all deductions attributable to ‘the business of farming carried on by
the taxpayer exceed the gross income derived from that business
for the year. For this purpose, gains or losses arising with respect
to farm property are not to be treated as farm income or farm de-
ductions if they are treated as long-term capital gains and losses
(under section 1231(a) after the application of section 1245). These
gains and losses would be treated as farm income or deductions if
(under section 1321(a)) they are treated as ordinary income and
losses (where losses exceed gains). In determining whether an individual
taxpayer has $50,000 or more of nonfarm adjusted gross income (so as
to be subject to the limitation on the current deguctibﬂity of farm
losses) however, gains or losses on farm property are not to be taken
into account in any case in.determining tKe amount of the individual’s
nonfarm adjusted gross income (i.e., they are not to be treated as
nonfarm income or%osses).

The bill provides that the farming business of a taxpayer engaged
in the raising of horses also is to include the racing of horses. In ad-
dition, it is provided that the farming businesses of a taxpayer who
is engaged in more than one farming operation are to be aggregated
and treated as one business. The bill further provides that a taxpayer
who is engaged in a farming business and who also is engaged in one
or more other businesses which are directly related to his farming
business and are conducted on an integrated basis with that business
may elect to treat all the businesses as one farming business.

As indicated above a taxpayer who elects to follow proper account-
ing rules is not to be subject to the limitations provided by the bill.
In such a case, the taxpayer is to be treated (if the election requires
him to change his method of accounting with respect to the farming
business) as having made the change with the consent of the Secre-
tary of the Treasury or his delegate. In addition, such a change is to
be treated as not having been initiated by the taxpayer for purposes
of the rule which precludes adjustments resulting from changes in
the taxpayer’s method of accounting with respect to any pre-1954
Code year. ‘

Under the committee amendments members of a partnership are
to be treated as proportionately carrying on a farming business
carried on by the partnership. Thus, each partner is to take into
account his proportionate share of the partnership’s farm income and
farm deductions.
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~ Effective date.—This provision is to apply to taxable years beginning
after December 31, 1969.

2. Depreciation Recapture (sec. 212(a) of the bill and seec.
1245(a) of the code)

Present law.—Under present law, when a taxpayer sells personal
property which he has used in a business, there 1s a recapture of the
depreciation he claimed on the property (to the extent of the gain
realized on the sale). In other words, the gain on the sale of the
property is not treated as a capital gain, but rather is ordinary income
to the extent of the depreciation deductions claimed by the taxpayer
in prior years. These recapture rules do not apply, however, in the
case of livestock.

General reasons for change.—The committee agrees with the House
that there is no reason why purchased livestock should be excluded
from the depreciation recapture rules and, thus, treated differently
than other types of property used in a trade or business. The effect of
this exclusion is to allow depreciation deductions to be claimed on
purchased livestock! and to be used to currently offset the taxpayer’s
other ordinary income. The livestock then may be sold by the tax-
&myer, and the gain taxed at the lower long-term capital gains rates.

n other words, by meuns of the depreciation deduction for livestock,
a taxpayer is able to convert income into capital gain income.

The table presented below illustrates the tax savings resulting from
the depreciation of livestock.

It is assumed that 10 cows are purchased for a total cost of $36,000
and held for 3 years during which they are depreciated under the
double-declining balance method. The cows are then sold at the end
of the 3 years either at the original purchase price, $36,000, which
would make the operation an economic breakeven, or at the price of
$26,000 which would result in a $10,000 economic loss. In the case of a
taxpayer in the 50-percent rate bracket where the cows are sold at the
purchase price, the taxpayer receives a net tax savings of $6,333. (The
net tax savings is the tax savings resulting from the depreciation de-
duction minus the capital gains tax on the sale of the cows.) Although
economically the taxpayer neither made or lost money on the trans-
action, it results in a tax savings of over $6,000. If the same taxpayer
had sold the cows for a price of $26,000 and thus had suffered a $10,000
economic loss, the net tax savings would be $8,834. Thus, even though
the taxpayer had an economic loss of $10,000, his actual out-of-pocket
cost would only be $1,166.

If the taxpayer was in the 70-percent rate bracket, the net tax sav-
ings where the transaction was an economic breakeven would be
$11,400. Thus, even though the transaction produced no economic
%nin or loss, the taxpayer is $11,400 ahead as a result of the tax savings.

f this taxpayer instead had a $10,000 economic loss, the net tax
savings would be $13,900. Thus, the taxpayer would have gained
$3,900 (the $13,900 tax savings minus the $10,000 economic loss) even
though he had a $10,000 economic loss. :

In each case the tax savings occurs because depreciation deductions
are tuken currently against ordinary income which is taxed at the reg-
ular rates but the gain arising on the sele of the cows is taxed only at
the 25-percent capital gains rates.

1 Raixed livestock generally would have no basls so that no depreclation woull be taken:
however, to the extent raised livestock has a basis and 18 depreciated, the rules would apply.
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TABLE 12.—TAX SAVING THROUGH DEPRECIATION OF CATTLE

[Assumptions: Purchase 10 purebred cows for $3,600 each; age 2 years at time of purchase; depreciated under double
declining balance over next 6 years; sell at end of 3 years for $3,600 each or $2,600 each. Maintenance contracted at
$500 per cow per year and contractor accepts calf at $500 as payment]

Tax saving, Tax saving,
Depreciation 50-percent 70-percent
(3314 percent)  rate bracket rate bracket

| 1 N $12, 000 $6, 000 $8, 400
P LT S N 8, 000 4,000 5,600
I R 5,333 2,667 3,733
Total.._._...._. et eeeeiaana . e 25,333 12,667 17,733
Net tax savings with capital gains tax of $6,333 (economic breakeven)t_ ... . ___ ... __. 6,333 11, 400
Net tax savings with capital gains tax 01}3,533 ($10,000 economic loss)?. ... .__.... 8,834 13,900
Net out-of-pocket gain or less (tax saving minus economic loss):
Economic breakeven case__ .. . ... L. ieiiiiiiaeaaos +6, 333 +11, 400
Economic loss of $10,000. . .. . i -1,166 +3,900

1 The capital gain on the transaction in the economic breakeven case is simply the depreciation of $25,333 which, when
taxed at the 25-percent capital gains rate, results in a tax of $6,333. .

1 The capital gain in the $10,000 economic loss case is the depreciation of $25,333 minus the loss of $10,000 or $15,333.
The capital gains tax at the 25-percent rate is $3,833,

Ezplanation of provision.—In order to place livestock in the same
position as other types of business property and to reduce the tax
profit arising with respect to the type of situation described above,
the House bill and the committee amendments eliminate the excep-
tion for livestock from the depreciation recapture rules. Thus, the
gain on the sale or other disposition of purchased livestock with
respect to which depreciation ({eductions have been claimed is to be
treated as ordinary income rather than a capital gain, to the extent
of the depreciation deductions previously claimed, in the same manner
as if any other type of tangib*e personal property used in a business
were sold. :

Effective date.—'This provision is to be effective with respect to
taxable years beginning after December 31, 1969. The recapture
rule, however, is to be applied only to the extent of depreciation
deductions for periods after December 31, 1969.

3. Holding Period for Livestock (sec. 212(b) of the bill and
sec. 1231(b) of the code)

Present law.—Under present law, gain from the sale of livestock
held for draft, breeding, or dairy purposes qualifies for capital gain
treatment if the animal has been held by the taxpayer for 1 year or
more.

General reasons for change.—Generally, under present law, gain on
the sale of property ‘“‘used in the trade or business’”’ may be treated as
a long-term capital gain if the property was not held for customers in
the ordinary course of the taxpayer’s business. In the case of livestock,
especially cattle and horses, the purpose for which animals are held is
ambiguous. This is because the taxpayer cannot immediately know,
for example, which part of a livestoc&)( crop will be retained for breed-
ing purposes and which part will be sold in the ordinary course
of his business. To deal with this problem, present law requires
that the animal must be held for at least 1 year before long-term capital
%fins treatment can be obtained. The committee agrees with the

ouse that in the case of cattle and horses this holding period generally
is not long enough to resolve.the question of whether the taxpayer is
holding the animal for one of the specified: purposes or whether he is
holding it for sale.
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Moreover, a 1-year holding period allows taxpayers to make short-
term, tax-motivatled investments in cattle and horses. For example, a
taxpayer can go into the livestock business to build up a breeding
herd over a short period of time, currently deduct the expenses (many
of which are capital expenditures) of raising the animals under the
cash basis method of accounting allowable to farmers, such deductions
being taken against other income which is taxed in the high brackets,
and then sell the entire herd at the capital gains rates. Thus, the tax-
payer is able to convert ordinary income into capital gains through a
short-term investment. The committee agrees with the House that
this possibility of short-term, tax-motivated investments should not
be a]lm\'ed to continue.

The House bill extended the required holding period for livestock
generally. Under the House provision, livestock would not qualify for
long-term capital gains treatment unless the animal had been held by
the taxpayer for at least one year after the animal normally would have
first been used for draft, breeding, or dairy purposes. The House bill
also extended this rule (for distinguishing between livestock held for
use in a business and livestock held for sale) to animals which are
used for sporting purposes, such as horse racing.

The committee believes that any extension of the livestock holding
period should be confined to cabtKe and horses. This is the principal
area in which questions have arisen. In addition, it is not clear that a
longer holding period is equally applicable to, or desirable for, other
types of livestock. Although the committee agrees with the House that
a longer holding period for cattle and horses is needed, it believes the
holding périod provided by the House bill would present administra-
tive difficulties for both taxpayers and the Government in view of its
flexible nature as to when it would begin. It would appear more ap-
i)roplimte to the committee to provide a holding period of definite
ength,

Ezplanation of provision.—For the above reasons, the committee
amendments extend the present one-year holding period for cattle
and horses, which are held for draft, breeding, dairy or sporting
})urposes, to two years. Thus, cattle and horses are not to qualify
or long-term capital gains treatment unless the animal is held by
the taxpayer for at least two years for one of the specified purposes.
The present one-year holding period for other types of livestock is
not changed by the committee’s action, other than to include animals
held for sporting purposes within the scope of this rule.

The committee also agrees with the House that the mere satisfac-
tion of the hoiding periud requirement in the case of livestock should
not, in itself, be considered to conclusively demonstrate that the
animals were held for breeding purposes (or any of the other specified
purposes). Thus, even though a taxpayer holds livestock for the
necessary period, he should not, merely because of that fact, be treated
as having held the animal for one of the specified purposes. This
- determination should be made on the basis of all the facts and cir-
;:lulrgstunces which indicate the purpose for which the animal was

eld.

E{ective date.—This provision is to be effective with respect to live-
stock acquired after December 31, 1969.
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4. Exchange of Livestock of Different Sexes (sec. 212(c) of
the bill and sec. 1031 of the code)

Present law.—Present law provides that property held for productive
use in a trade or business or held for investment may be exchanged
tax-free for property of a like-kind.

General reasons f?)lr change.—One aspect of the farm loss problem
called to the committee’s attention does not involve a practice per-
mitted by present law, but rather involves an erroneous interpretation
of the like-kind exchange rule of present law. It appears this rule has
been incorrectly represented by some persons who promote tax-
motivated livestock purchases. There appear to have been repre-
sentations that male calves can be traded for female calves tax free
as a like-kind exchange. The importance of this arises from the fact
that ordindrily the ratio of males to females in a calf crop is approxi-
mafely 50-50. Since few males are normally retained in a typical
cattle operation, the remaining male calves are castrated and sofd as
steers at ordinary income rates. If a tax-free trade of male calves for
female calves were allowed, a breeding herd of females could be built
up more quickly without tax consequences. .

The committee understands that the Revenue Service does not
consider this to be a like-kind exchange (although it has no published
position). The House Ways and Means Committee in its report on
this bill noted this problem and indicated it believed that Congress
did not intend this type of exchange to be considered as a like-kind
exchange. 1t also stated its belief that allowing this treatment would
be an incorrect interpretation of the statute.

The committee agrees with the House that this type of exchange
should not be considered u like-kind excbunge. When male calves are
exchanged for female calves, the exchange does not involve like-kind
property since the male animals are not held for breeding purposes
and, in fact, are not of a “like-kind” with females. The committee
believes, however, that it would be more appropriate to specifically
deal with this matter in the bill.

Explanation of provision.—For the above reasons, the committee
amendments provide that, for purposes of applying the tax-free, like-
kind exchange rule of present law, livestock of different sexes are not
property of a like-kind.

FEffective date.—Since this provision is merely declaratory of what
Congress intended in present \mv, it is to apply with respect to taxable
years to which the Internal Revenue Code of 1954 app&ies.

5. Hobby Losses (sec, 213 of the bill and secs. 183 and 270 of
the code)

Present law.—Present law contains a so-called “hobby loss’ provi-
sion (section 270) which limits to $50,000 per year the amount of losses
from a trade or business carried on by an individual that can be used to
offset. other income. This limitation only applies, however, where the
losses from the business exceed $50,000 per year for a period of at least
5 consecutive years, In computing the amount of a loss for purposes of
this provision, certain specially treated deductions are disregarded.
These deductions are taxes, interest, casualty, and abandonment losses
connected with a trade or business, farim drought losses, net operating
loss carryovers, and expenditures which may either be capitalized or
currently deducted.
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General reasons for change.—The hobby loss provision generally has
been of very limited application. 1t is often possible for a taxpayer to
slightly rearrange his income and deductions so as to break the re-
quired string of 5 years. In addition, the exclusion of certain specially
treated deductions from the loss computations means that a number of
expenses are not considered to give rise to a loss even though they are
in fact deducted. Moreover, in the few cases in which the hobby loss
provision has applied so as to disallow the deduction of the loss, the
taxpayer has been faced in 1 year with a combined additional tax
attributable to a 5-year period.

In addition to the hobby loss provision, some court cases have pro-
vided dnother basis on which the loss can be denied; namely, that the
activity carried on by the taxpayer from which the loss results is not a
business but is merely a hobby. The committee agrees with the House
that this basic principle provides n more effective and reasonable
basis for distinguishing situations where taxpayers are not carrying
on a business to realize a profit, but rather are merely attempting to
utilize the losses from the operation to offset their other income.

The House bill replaced the present hobby loss provision with a rule
which provided that a taxpayer (individual or corporate) could not
deduct losses arising from an activity carried on by him if the activity
was carried on without a reasonable expectation of realizing a profit
from it. Where the losses from an activity were more than $25,000 in
three out of five consecutive years, then the activity would have been
presumed to have been carried on without the requisite expectation
of profit unless it was shown to the contrary by the taxpayer.

As previously indicated, the committee is in basic agreement with
the approach taken by the House to the hobby loss problem. The
committee is concerned, however, that requiring a taxpayer to have
a “reasonable expectation” of profit may cause losses to be disallowed
in situations where an activity is being carried on as a business rather
than ns a hobby. Accordingly, the cornmittee has modified the House
bill to provide that in determining whether losses from an activity
are to be allowed, the focus is to be on whether the activity is engaged
in for profit rather than whether it is carried on with a reasonable
expectation of K)roﬁt. This will prevent the rule from being applicable
to situntions where many would consider that it is not reasonable to
expect an activity to result in a profit even though the evidence
available indicates that the activity actually is engaged in for profit.
For example, it might be argued that there was not a ‘‘reasonable”
expectation of profit in the case of a bona fide inventor or a person
who invests in a wildeat oil well. A similar argument might be made
in the case of a poor person engaged in what appears to be an inefficient
‘farming operation, The committee does not believe that this provision
should apply to these situations or that the House intended it to so
apply, if the activity actually is engaged in for profit.

Concern also has been expressed as to whether there would be a
reasonable administration of this new provision. In view of this, the
committee believes that the Treasury Department should establish
two advisory groups drawn from the cattle and horse industries (one
concerned with the cattle industry and one with the horse industry) to
assist the Commissioner of Internal Revenue in establishing standurds
for the application of these rules to achieve reasonable results and to
resolve policy questions in their application from time to time. This
action should help limit the disal\owance by the Internal Revenue
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Service of the deduction of losses under this provision to cases where
it is generally recognized that this is appropriate. The Treasury
Department has indicated its willingness to establish advisory groups
of this nature.

Ezrplanation of provision.—The committee amendments provide in
general that an individual (or a subchapter S corporation) is not to be
allowed to deduct losses (to the extent attributable to business deduc-
tions) arising from an activity which is not engaged in for profit. The
committee amendments do not apply to corporate taxpayers (other
than shareholders of subchapter S corporations), as did the House
bill, since it is primarily in the case of individual taxpayers that the
})mblem arises of a taxpayer entering into an activity to obtain a loss
rom the activity which 1s used to offset other income. In addition,
the application of the provision to corporations would present a
number of difficulties, such as its effect on shared facilities provided
on a cost basis. No inference should be drawn from this action in the
case of a corporation, however, as to whet.h.er or not any activity of
the corporation is a business, or is engaged in for profit, for purposes
of the tax laws. o

The committee amendments provide that an activity is not engaged-
in for profit if deductions with respect to the activity are not allowable
as trade or business expenses or as expenses incurred for the production
of income or in connection with property held for the production of
income. In making the determination of whether an activity is not
engaged in for profit, the cmnmittee intends that an objective rather
than a subjective approach is to be employed. Thus, although a reason-
able expectation of profit is not to be required, the facts and circum-
stances (without regard to the taxpayer’s subjective intent) would
have to indicate that the taxpayer entered the activity, or continued
the activity, with the objective of making a profit. As previously in-
dicated, a taxpayer who engaged in an activity in which there was a
small chance of a large profit, such as a person who invested in a
wildcat oil well or an inventor, could qualify under this test even
though the expectation of profit might be considered unreasonable.

Where an activity is not engaged in for profit, this provision specifi-
cally provides that a deduction is to be allowed for items which

- may be deducted without regard to whether they are incurred in a
trade or business or for the production of income. This would include
the deductions allowed for interest and state and local property
taxes, and the long-term capital gains deduction. 1t is further pro-
vided that, in the case of an activity not engaged in for profit, a
deduction is nevertheless to be allowed for the trade or business or
production of income items which could be deducted if the activity
were engaged in for profit, but only to the extent these items do not
_exceed the amount of gross income derived from the activity reduced
by the deductions which are allowed in any event such as interest and
certain state and local taxes. The deductions of this type which are to
be allowed first (but after taxes, etc.) are those such as depreciation
which involve basis adjustments.

Under the committee amendments a taxpayer is to be presumed to
be engaged in an activity for profit for a taxable year, unless estab-
lished to the contrary by the Secretary of the Treasury or his delegate,
if in two or more years of the period of five consecutive taxable years
ending with the current taxable year, the activity was carried on at a
profit (i.e., if the gross income from the activity exceeds the deductions
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attributable to the activity which would be allowed if it were engaged
in for profit). For purposes of this presumption, all deductions attribu-
table to the activity other than that allowed for net operating loss
carryovers are to be taken into account.

Effective date.—'This provision generally is to be effective with
respect to taxable years beginning after December 31, 1969. For
purposes of applying the presumption, however, this provision also is
to be applicable to prior taxable years.

6. Gain From Disposition of Farm Land (sec. 214 of the bill
and sec. 1251 of the code)

Present lew.—Present law allows a taxpayer engaged in the farming
business to elect to currently deduct expenditures for soil and water
conservation purposes (sec. 175) and land clearing expenditures (sec.
182) from ordinary income. Under normal business accounting rules,
these expenditures would be added to the basis of the farm land
and thus would reduce the amount of capital gain realized when
the land is sold. However, by allowing these expenses to be currently
deducted, they reduce ordinary income rather than capital gain
income.

General reasons for change.—The provisions of present law which
allow the current deduction of soil and water conservation expendi-
tures and land clearing expenditures, combined with the capital gains
treatment which is allowed upon the sale of the farm land to which the
expenditures relate, make it possible for high-income taxpayers to
make short-term, tax-motivated investments in farm land. These high-
income taxpayers purchase farm land, make expenditures of this type
in order to obtain current deductions against their high-bracket,
nonfarm income, and then receive capital gain income when the farm
land is sold, usually within a short period of time. Thus, these high-
income taxpayers are able to convert their ordinary income into capital
gain income. :

The House bill dealt with this problem to a limited extent by treat-
ing gain on the sale of farm land as ordinary income to the extent of
amounts in the taxpayer’s excess deductions account or, if less, to the
extent of the deductions with respect to the land for soil and water
conservation expenditures and land clearing expenditures in the year
of the sale and the four prior years.

The committee agrees with the House that this problem should be
dealt with. Accordingly, the committee has added a provision to the
bill to provide for the recapture of these expenditures upon the sale of
the farm land to which they relate. To confine the application of this
rule to short-term investments in farm property so 1t does not affect
bona fide farmers who may make this type of expenditure, this bill
provides for complete recapture if the in.'operby is sold within five
years, a declining amount of recapture if it is sold between the fifth
and ninth years, and no recapture if it is sold after the ninth year.
The recapture rules are to apply only to the extent a tax beneiit vas
derived from the deduction.

Ezxplanation of provision.—Under the committee amendments, there
is to be a recapture of a specified portion of the deductions allowed to a
taxpayer for soil and water conservation expenditures or land clearin,
expenditures when the farm land to which they relate is disposed of, i
the disposition occurs within any of the nine taxable years following
the year of deduction and if a tax benefit was derived from the deduc-
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tions. In other words, the gain arising on the disposition of the farm

~land is to be treated as ordinary income, rather than as capital gain,
to the extent of the specified portion of the prior deductions for these
expenditures. This treatment is to apply, however, only with respect
to deductions for these expenditures which are allowed for taxable
years beginning after December 31, 1969.

The amount of the deductions previously allowed for soil and water
conservation expenditures or land clearing expenditures which are sub-
ject to recapture is to be determined as follows. If the deductions
were allowed for the taxable year in which the farm land is disposed
of or for any of the five preceding taxable years, 100 percent of the
expenditures are to be subject to recapture. The amount of the dedue-
tions subject to recapture then decreases by 20 percent a year for
deductions allowed in the sixth through the ninth preceding year.
Thus, the percentage of the deductions subject to recapture is to be
80 percent for the sixth preceding year, 60 percent for the seventh
year, 40 percent for the eighth year, and 20 percent for the ninth
year. If the deductions were allowed for the tenth preceding taxable
year or any earlier year, there would be no recapture.

In n case where farm land is disposed of und deductions were
allowed for soil and water conservation or land clearing expendi-
tures in different prior taxable years, the amount of each prior vear's
-expenditures to be recaptured would be computed separately. These
amounts then would be aggregated to determine the total amount
of the recapture, i.e., the amount of the gain on the sale of the land
which is to be treated as.ordinary income.

In no event, however, would an amount greater than the amount
of gain arising on the disposition of furm land be treated as ordinary
income under this recapture provision. For this purpose, the amount of

~ gain arising on a sale or exchange (or involuntary conversion) of
farm land is the excess of the amount realized on the sale or exchange
over the adjusted basis for the land. In the case of other tvpes of
dispositions, the amount of gain is to be determined with reference
to the fair market value of the land. )

Any gain which is treated as ordinary income as a result of the appli-
cation of this recapture provision is generally to be recognized not-
withstunding any other provision of the income tax law. The bill
provides, however, that for purposes of this recapture rule, rules
similar to those provided at present with respect to the recapture of
depreciation on tangible personal property, relating to exceptions and
Hinitations and to adjustments to basis, are to be applied.

Eflective date.——Tis provision is to apply to taxable years beginning
after December 31, 1969, but only to the extent of deductions allowed
for taxable years beginning after that date.

7. Crop Insurance Proceeds (sec. 215 of the bill and sec. 451 of
the code) .

Present law.—Under present law a taxpayer who uses the cash
basis method of accounting generally must report income in the year
in which it 1s received. Accordingly, a farmer who uses this method of
accounting and who receives insurance proceeds as a result of the
destruction of, or damage to, his crops must include the insurance
proceeds in income for the year of receipt.

General reasons for change.—The requirement of present law that
crop insurance proceeds must be included in income for the year of
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receipt in the case of taxpayers using a cash method of accounting
results in a hardship where it is the normal practice of the farmer to
sell his crop in the year following that in which it is raised. In this
case the farmer normally would include the proceeds from the sale of
the prior year’s crop iIn income for the taxable year and would
include the proceeds from the sale of the current year’s crop in income
for the following year when the crop is sold. If, however, the current
year’s crop is damaged or destroyed, forinstance by hail or windstorm
and the farmer receives insurance proceeds to cover the loss, he must
include the insurance proceeds in income for the current year. Thus,
two years income must be reported in the current year as a result of an
occurrence over which the farmer has no control.

Although the farmer presumably would have a net operating loss
carryback from the following year (since there would not be income in
that year to offset the expenses of raising a new crop), the committee
does not believe this is an adequate solution to the problem. This re-
quires the taxpayer to give up the additional tax for a year since he
must pay the tax for the current year and then file a claim for refund
after the following year in which the loss arises. In addition, it may
result in the taxpayer losing the benefit of his personal exemptions
and his standard or itemized deductions for the following year.

Erplanation of provision.—In order to ameliorate the hardship de-
scribed above, the committee has added a provision to the House bill
which provides that a taxpayer who uses the cash receipts and dis-
bursements method of accounting may elect to include crop insurance
proceeds in income for the year following the year of damage or de-
struction, if he normally would have reported the income from the
crop in that following year. For this election to be available, the tax-
payer must establish that under his practice he would have reported
the income from the crops in a taxable year following that in which the
damage or destruction occurs. ‘

Generally, farmers will be able to meet the requirement of establish-
ing their practice by reference to their records which show the delivery
of their crops in the year following the year in which they are harvested.

Effective date.—This provision is to apply with respect to taxable
years ending after the date of enactment of the bill.

8. Revenue Effect

The revenue increase under the farm loss provisions of the bill is
estimated at $25 million a year,

E. MOVING EXPENSES
(Sec. 221 of the bill and secs. 217 and 82 of the code)

Present law.—Present law allows, under specified conditions, a
deduction from gross income for the following job-related moving
expenses: (1) the cost of transporting the taxpayer and members of
his household from the old to the new residence; (2) the cost of trans-
porting their belongings; and (3) the cost of meals and lodging en
route. The deduction is available to new employees and to nonreim-
bursed transferred employees but not to self-employed individuals,

For a deduction for moving expenses to be allowed, the taxpayer’s
new principal place of work must be located at least 20 miles farther
from his former residence than was his former principal place of work

36-776—69-—-8 :



108

(if the taxpayer had no former place of work, then at least 20 miles
from his former residence). In addition, to obtain the deduction the
taxpayer must be employed full-time during at least 39 weeks of the
52 weeks immediately following his arrival at the new place of work.

Present law does not speciﬁcgﬂ deal with other reimbursed moving
expenses.! Generally, however, the courts have held that reimburse-
ments for moving expenses, other than those which presently are
deductible, are includible in gross income.

General reasons for change—Employers frequently find it necessar,
to transfer employees from one location to another. Similarly, selz-
employed individuals relocate to find more attractive or useful em-
ployment. The mobility of labor is an important and necessary part
of a dynamic, full employment economy, since it reduces unemploy-
ment and increases productive capacity. Current estimates are that
there are approximately one-half million employees, including Gov-
ernment, military, and civilian, who are requested by their employers
to move to new job locations each year. S&)stantial moving expenses
often are incurred by taxpayers in connection with employment
related moves and these expenses are widely viewed as a cost of
earning income. ‘

In view of the foregoing factors, the committee agrees with the
House that more adequate recognition should be given in the tax
law to the expenses which are often incurred in connection with job-
related moves. In addition, however, the commmittee concluded that
equity required that the moving expense deduction be made available
on a comparable basis for self-employed who move to a new work
location,

The committee also agrees with the House that the present difference
in treatment between existing employees whose moving expenses are
reimbursed, on the one hand, and new employees and unreimbursed
transferred employees, on the other hand, is inappropriate. The
present treatment allows reimbursed existing employees to exclude
their reimbursement from income even though they may not satisfy the
qualification tests prescribed by the law which must be met by other
employees.

Under the House bill, the 39-week test is waived if the taxpayer
is prevented from satisfying the test by circumstances beyond his
control, such as his death or an unexpected action of his employer.
The committee agrees with the action of the House with respect to
this test. However, the House bill increases the distance test from
20 miles to 50 miles. The committee believes that the provision in
existing law which allows the deduction for those moving to new jobs
which are at least 20 miles farther from. their old residence than their
old job location should be restored. Limiting the deduction to those
cases where the new job location is at least 50 miles farther from the
taxpayer’s former residence than his old job locatioh would make the
provision inapplicable to many actual job-related moves. The require-
ment that the distance be 20 miles farther than the taxpayer’s already
existing commuting distance is adequate to prevent abuse.

Ezxplanation of provision.—For the reasons discussed above, both
the committee amendments and the House provision broaden the

1 Present law does, however, provide that no deduction is to be allowed for moving expenses for any item
to the extent that the taxpayer receives reimbursement or other expense allowance for such item unless the
amount of the reimbursement or other expense allowance is included in the taxpayer’s groes income. Thus,
if an employee has claimed a deduction for moving expenses and subsequently receives a reimbursement for

these expenses which he does not include in his egro«s income, then he must file an amended return for the
taxable year in which the deduction was claimed.
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categories of deductible moving éxpenses, provide that reimbursed
taxpayers are to be treated in the same manner as unreimbursed tax-
payers, and refine somewhat the application of 39-week test which
must be satisfied for the deduction to be available. The committee
amendments also extend the moving expense deduction to the self-
employed and restore the 20-mile moving distance test.

Both versions of the bill provide that a moving expense deduction
is to be allowed for three additional categories of expenses: (1) pre-
move house-hunting trips; (2) tem‘)orary iving expenses at the new
job location; and (3) expenses of selling, purchasing or leasing a resi-
dence. These additionall moving expense deductions are subject to an
overall limit of $2,500, with a limit on the first two categories of $1,000.

The pre-move house-hunting trips include the costs of transporta-
tion, meals, and lodging for the taxpayer and members of his house-
hold paid for the principal purpose of searching for a new residence.
The deduction is not to be available, however, unless the taxpayer
" (a) has obtained employment at a new principal place of work before
the trip begins and (b) travels from his former residence to the general
area of his new principal place of work and returns.

The temporary living expenses at the new job location include costs
of meals and lodging for tfle taxpayer and members of his household
at the new job location while waiting to move into permanent quarters.
Only those expenses incurred within any 30 consecutive days after
obtaining emp}oyment, are to be deductible.

Residence sale and purchase expenses which qualify for the deduc-
tion are those reasonable expenses incident to the sale or exchange by
the taxpayer (or his spouse) of his former residence and also expenses
incident, to his purchase of the new residence. Reasonable expenses
incurred in settling an unexpired lease on an old residence or acquiring
a lease on & new residence (except any amounts representing securit
deposits or payments or ‘)repayments of rent) also may be deducted.
The expenses related to the sale of the former residence include a real
estute agent’s commission, escrow fees, and similar expenses reason-
ably necessary to effect the sale or exchange of the residence. Ex-
penses for fixing up a residence to assist in 1ts sale are not included
in this category. The expenses related to purchasing the new residence
include attorney’s fees, escrow fees, appraisal fees, title costs, loan
placement charges (which do not represent interest) and similar ex-
penses reasonably necessary to effect the purchase of the new re-
sidence. These expenses do not include any portion of real estate taxes,
any payments which rexrese_nt. interest, or any portion of the purchase
price of the residence. A residence for this purpose includes a house,
an apartment, a cooperative or condominium dwelling unit, or other
similar dwelling.

The selling expenses on the former residence which are deductible
under this provision do not reduce the amount realized on the sale of
the residence (for purposes of determining gain). Similarly, the
expenses of purchasing a residence which have been deducted may
not be adde(l) to the cost basis of the new residence (for purposes of
determining gain). These adjustments are necessary to prevent double
tax benefits.

The deduction for the three new additional categories of moving
expenses is subject to an overall limit of $2,600, and the additional
expenses related to house-hunting trips and temporary living expenses
at the new job location is limited to $1,000 out of the $2,500.
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If a husband and wife both commence work at a new principal
place of employment within the same general location, the same
$2,500 limit rule is to be applied as if there were only one commence-
ment of work. Where a married couple files separate returns, the overall
limit for these additional moving expenses is $1,250 for each, and the
house-hunting trip and temporary living expenses are limited to $500
out of the $1,250. In those cases where the moving expenses (both
those deductible under present law and those for which a deduction
is provided by the bill) relate to an individual other than the tax-
payer, a deduction is to be allowed only if the individual lives in both
the former and the new residence and is a member of the taxpayer’s
household.

The committee amendments also provide that reimbursements of
expenses of moving from one residence to another are to be included
in the taxpayer’s gross income (as compensation for services). Under
this provision, taxpayers include the reimbursements in gross income
but then are- permitted to take deductions to the extent permitted
under the provisions for the deduction of moving expenses.

Since compensation for services is generally subject to the with-
holding of income tax, moving expense reimbursements are to be sub-
ject.to the general withholding rules. However, the withholding pro-
visions (sce. 3401(a)) are not to apply to reimbursements to the ox-
tent it is reasonable to believe that a moving expense deduction will
be allowable (under sec. 217).

As indicated above, the committee amendments restore the 20-mile
test, modify the 39-week test, and make the moving expense deduc-
tions available for self-employed individuals. As under present law,
no deduction is allowed under the 20-mile rule unless the taxpayer's
new principal place of work is at least 20 miles farther from his former
residence than was his former principal place of work. If the taxpayer
has no former principal place of work, the deduction is allowed only
if the distance between the niew principal place of work and his former
residence is at least 20 miles. The House bill contained a 50-mile test,
for which the committee substituted the 20-mile test of present law.
The committee amendments also modify this rule by providing that
the distance between the two points is to be the shortest of the more
commonly traveled routes between these two points. '

Both the House bill and present law provide that deductions are to
be allowed only if the taxpayer during the 12-month period immedi-
“ately following his arrival at his new principal place o} work is a full-
time employee for at least 39 weeks. The committee makes no change
in these rules excepti in the case of self-employed individuals.

Self-employed persons (who today do not qualify for any moving
expense deduction) are to be allowed the deductions if during the 24-
month period immediately following their arrival at the new principal
slace of work they perform services on a full-time basis during at
east 78 weeks, of which not less than 39 weeks occurs during the 12-
month period immediately following the arrival at his new place of
work.? Whether a self-employed taxpayer performs services on a full-
time basis depends upon the customary I)ractices of his occupation.
The provisions of the bill would not include the semi-retired, part-
time students or other similiarly situated self-employe d taxpayers who
work only a few hours each week.

2 The relf-employed rule also applies to a person who has served both us an employee and
in a self-employed capacity but who Is unable to meet the 39-week employee test.
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If a taxpayer has not satisfied his 39-week or 78-week test before
the time for filing his income tax return for the year during which the
moving expenses would be deductible, as under present law, he may
nevertheless claim a deduction for these expenses incurred during the
earlier taxable year (if it is possible for the taxpayer at the time of
filing his return still to satislly the 39-week test). If this condition is
not satisfied at the close of the subsequent year, an amount equal to
the expenses which were deducted in the earlier taxable year must be
included in the taxpayer’s gross income for the next year.

Both the House bill and the committee amendments provide that
the 3¢.week test is to be waived if the taxpayer is unable to satisfy it
ns o result of death, disability, or involuntary separation (other tﬁnn_
for wiiiful misconduct) from the service of, or transfer for the benefit
of, an amployer after obtaining full-time employment in which the
taxpayer could reasonably have been expected to satisfy the require-
ment. Under the committee amendments, the new 78-week test is
also waived in the case of death or disability. »

The committee amendments define the term “self-employed indi-
vidual” as an individual who performs personal services as the owner
of an entire interest in an unincorporuted trade or business, or as
a partner in a partnership carrying on a trade or business. Under
the bill, an individual who commences work at a new principal place
of work as a self-employed individual is to be treated as having ob-
tained employment when he has made substantial arrangements to
commence such work.

Effective date.—"This provision generally is to apply with respect
to taxable years beginning after December 31, 1969. However, no
deduction is to be allowed for an item to the extent the taxpayer
received a reimbursement or other expense allowance for such item in
a year beginning on or before December 31, 1969, which was not in-
cluded in his gross income. :

Llevenue effect.—I1t is estimated that this provision will result in a
revenue loss of $110 million a year,

F. MINIMUM TAXES AND ALLOCATION OF
DEDUCTIONS

(Sec. 301 of the bill and secs. 56, 57, and 58 of the code)

¢

Present: law.—Under present law, many individuals and corpora-
tions do not pay tax on a substantial part of their economic income
as a result ot] the receipt of various kinds of tax-exempt income or
special deductions. In addition, an individual is permitted to charge
his personal or itemized tax deductions entirely against his taxable
income without charging any part of these deductions to his tax-
free income.

Both individuals and corporations, for example, now pay the
equivalent of the regular income tax on only part of their long-term
capital gains. Individuals with large interest payments on funds
borrowed to carry growth stock may use the interest deduction to
reduce other unrelated taxable income. They may offset practically
all their income in this manner and, as a result, pay little or no tax.
Similarly, individuals and corporations may escape tax on a large
part of their economic income if they receive accelerated depreciation



112

on real property and intangible drilling and development expenses
and percentage depletion in excess of cost depletion. Financial insti-
tutions also pay lower taxes than other corporations to the extent
that their deductions for bad debt reserves exceed the deductions
that would be allowed on the basis of actual loss experience.

General reasons for change.—The present treatment which permits
individuals and corporations to escape tax on certain portions of their
economic income results in an unfair distribution of the tax burden.
This treatment results in largeé variations in the tax burdens placed
on taxpayers who receive different kinds of income. In general, high-
income individuals, who get the bulk of their income from personal
services, are taxed at high rates. On the other hand, those who get
the bulk of their income from such sources as capital gains or who
can benefit from accelerated depreciation on real estate pay relatively
low rates of tax. In fact, individuals with high incomes walo can benefit
from these provisions may pay lower average rates of tax than many
individuals with modest incomes.

For example, in 1964, the 1,100 returns with adjusted gross incomes
over $200,000 paid an average tax of 22 percent of economic income.
These 1,100 returns paid tax on about 32 percent of income after
various exclusions am} personal deductions. In recent years there have
been a significant number of cases where taxpayers with economic
incomes of $1 million or more paid little or no tax.

Similarly, corporations with long-term capital gains, accelerated
depreciation, intangible drilling and development expenses and
{)ercentage depletion, and financial institutions with special deductions
or additions to bad debt reserves tend to pay smaller amounts of tax
than other corporations. '

The committee has adopted many provisions that are specifically
designed to reduce the scope of existing tax preferences. However, the
committee believes that an overall minimum tax on tax preferences is.
also needed to reduce the advantages derived from these preferences
and to make sure that those receiving such preferences also pa{ a
share of the tax burden. As indicated below, the committee has
amended the House bill to substitute an overall minimum tax for the
limit on tax preferences and the allocation of deductions provisions
in the House bill. Under the committee provision, individuals and
corporations are to total their tax preference items, subtract an
exemption of $30,000, and apply a 5 percent rate to the remainder.
This will be their minimum tax. .

The committee believes that this minimum tax will be a more
effective and considerably simpler method of imposing tax on prefer-
ence items than the House provisions. The House provisions would

lace a limit on certain tax preference items of individuals (amount-
ing to one-half the sum of these tax preferences and income subject
to tax) and would also require personal deductions to be allocated
between taxable income and tax preference income. The House bill
incorporates both these provisions because neither provision alone
would impose significant taxes on those with substantial amounts of
nontaxabfe income. For example, if the limit on tax preferences were
used alone, then an individual could have tax preference income
amounting to as much as one-half his total economic income and yet
not pay any tax on such preferences. Accordingly, an additional pro-
vision, such as allocation of deductions, was required.
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However, the House approach for the combined use of the limit on
tax preferences and the ali)ocation of deductions has important draw-
backs. While these provisions together would impose significant taxes
on those with substantial amounts of tax preference income, they
produce different tax burdens on preference income for two individuals
with the same amounts of tax preference income but with different
amounts of taxable income. Moreover, these provisions would greatly
complicate the preparation of tax returns for those to whom they
apply. Much of this complexity arises from the inclusion of regular
taxaﬂle income and tax preferences in the same tax base. This presents
difficulties wherever there is a limitation on a particular deduction
based on income under the regular tax computation since the limit on
tax preferences affects the amount of taxable income and the amount
of taxable income in turn affects the particular deduction and the
limit on tax preferences.

Moreover, the House provisions for a limit on tax preferences and
allocation of deductions would apply only to individuals and not to
corporations. In large measure, this is because these provisions do not
lend themselves to the taxation of preferences enjoyed by corpora-
tions. For example, a corporation with sufficient tax preferences to be
affected by these provisions could arrange to escape from their impact
by merging with other corporations with relatively small amounts of
tax preference income.

The minimum tax provided by the committee avoids these prob-
lems since it merely involves applying the 5 percent rate to tax
preference income in excess of the specified exemption. It also differs
from the.House provisions in that it does not treat differently two
individuals with the same amounts of tax preference income merely
because they have different amounts of taxable income. In addition,
the minimum tax is readily applicable to corporation tax preferences
since, unlike the House provisions, it is not feasible for corporations
to avoid this tax through mergers. S

Ezplanation of provision.—Under the committee provision, indi-
viduals and corporations are to total their tax preference income,
subtract an exemption of $30,000, and apply a 5 percent rate to find
the minimum tax. This minimum tax is in addition to the regular
income tax or the regular corporation income tax.

Spouses who file separate returns and each have tax preferences
will each receive a $15,000 exemption for purposes of the minimum
tax. In the case of members of a controlled group of corporations,
the $30,000 exemption under the minimum tax is to be divided
equally among the members of the group unless they agree to share
the exemption in another way. -

The items of tax preference included in the base of the 5 percent
tax under the committee amendment are as follows:

(1) Excess investment interest.!—This is the excess of invest-
ment interest expense over net investment income (i.e., in-
vestment income less investment expenses). Investment income
consists of gross income from interest, dividends (other than divi-
dends from foreign subsidiaries), rents and royalties, net short-
term capital gain from property held for investment purposes,
and amounts treated as ordinary income under the recapture

1 Items identified by this footnote represent tax preferences not covered by the House provisions for a

Limit on Tax Preferences and Allocation of Deductions which are subjeet to the &-percent minimum tax
under the Finance Comm{ttee provision, : -
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rules (secs. 1245 and 1250) hut only to the extent such income
and gain is not derived from the conduct of a trade or business.
Investment income for this purpose does not include income from
property subject to a net lease entered into before October 10,
1969. Investment expenses for this purpose include State and
loeal property taxes, bad debts, straight-line depreciation,
umnrtizub‘e bond premium, cost depletion, dividends received
deduction allowed corporations, and other expenses to the extent
these expenses are directly attributable to the production of such
investment income. Investment interest expense, as distinguished
from other interest expense, is that on indebtedness incurred or
continued to purchase or carry property held for investment
purposes, Generally, investments carried by a financial institution
would be directly related to the trade or business carried on by
the institution, and interest paid to purchase or carry such
assets would not be considered investment interest. However,
interest. incurred to purchase or carry unrelated investments,
such as equity securities or undeveloped land, would be classified
ns investment interest. and to the extent it exceeded the income
from such assets. it would be a preference item. _

(2) Accelerated depreciation on personal property subject to
a net lease.!—This is the accelerated depreciation in excess of
the straight-line depreciation. Net leases for this purpose involve
those situations where the lessor is either guaranteed a specific
return or is guaranteed in whole or in part against the loss of
income. Net leases also include those situations where the trade
or business expense deductions are less than 15 percent of the
rental income produced by the property.

(3) Accelerated depreciation on real property.—This is the
excess of the fast depreciation allowed over straight-line deprecia-
tion. .

(4) Amortization of rehabilitation expenditures.'—This is the
amortization deduction to the extent it exceeds straight-line
depreciation,

(5) Amortization of certified pollution control facilities.!—This
is the excess of the amortization deduction over accelerated
depreciation.

(6) Amortization of railroad rolling stock.!—This is the excess
of the amortization deduction over accelerated depreciation.

(7) Bargain element in stock options.'-—In the case of qualified
stock options (or restricted stock options), this is the excess of
the fair market value of the stock at the time of the exeicise of
the option over the option price of the stock.

(8) Bad debt deductions of financial institutions.!—In the case
of a bank, saving and loan association, mutual savings bank or
other financial institution, this is the amount by which the bad
debt reserve deduction exceeds the amount which would be
allowable to the bank or other institution had it maintained its
bad debt reserve on the basis of its own actual bad debt loss
experience or, in the case of a new institution, industry experience.

(9) Depletion and intangible drilling and development costs.—
This is the sum of two items: the deduction for intangible drill-

! Items identified by this footnote represent tax préferences not covered by the House

provisfons for a Limit on Tax Preferences and Allocation of Deductions which are subject
to the 5H-percent minimum tax under the Finance Committee provision,
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ing and development costs (other than-those incured in drilling
a nonproductive well) and the excess of the depletion deduction
taken for the year over the cost of the property reduced for
depletion taken in prior years. In this case the intangible drilling
and development costs, to the extent that they are treated directly
as a preference item, are treated as a part of the recoverable cost
in determining the depletion preference.

(10) Capital gains.—In the case of individuals, one-half of
the net long-term capital gain, to the extent it exceeds the net
short-term capital loss. In the case of corporations, the tax
preference is the excess of the net long-term capital gain over .
the net short-term capital loss, multiplied by a ratio in which
the denominator is the regular corporate rate (48 percent) and
the numerator "is the regular corporate rate minus the rate
applicable to capital gains in the case of corporations (283
percent in 1970 and 30 percent thereafter). In other words, the
corporate capital gains are included among the tax preferences
in the ratio of the difference between their special tax rate and
the general corporate tax rate to the general corporate tax rate.
Thus, after 1970 34 of a corporation’s net long term capital gain
will be treated as a tax preference (48%-30%--48%).

The tax preferences listed above are generally subject to the 5-
ercent minimum tax only when derived from domestic sources.

owever, the tax benefits of stock options and capital gains prefer-
ences (items 7 and 10 above), which are derived from sources outside
the United States will also be subject to the minimum tax if the
foreign country either does not tax these items or taxes them at a
preferential rate. Moreover, the remaining items of tax preference set
forth above which are attributable to income from sources outside
the United States will also be subject to the minimum tax to the
extent that they result in foreign losses which reduce taxuble U.S.
income. The amount of tax preferences so included is not to exceed
the amount of the foreign losses. For these purposes, taxable income
from sources in the United States which is offset by foreign losses
will be deemed to have been reduced by foreign preferences, but not
to an extent greater than these losses. In addition, for these purposes,
foreign tax preferences and foreign losses are to be measured on a
country-by-country basis where the taxpayer takes his foreign tax
credit on a per-country basis and on an overall basis when he takes
his foreign tax credit on an overall basis or takes the foreign tax as
a deduction. The foreign tax credit is not to be allowed against the
5-percent minimum tax. Preference items attribuiable to activity on
the continental shelf of the United States will be considered for

urposes of the minimum tax as preference items from within the
%nited States to the extent they are related to natural resource
activity. . ‘

In a number of respects the minimum tax provided by the Finance
Committee has broader scope than the House provisions for a limit
on tax preferences and allocation of deductions. The minimum tax
provided by the committee covers a number of tax preference items
that were not included in the House LTP and allocation provisions.
These are designated with a footnote reference in the above list of
items subject to the minimum tax. The minimum tax also applies to
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both corporations and individuals while the House provisions apply
only to individuals. This makes the scope of the minimum tax broader
even where the same item, such as accalerated depreciation on real
property, is included as a tax preference item under both the House
provisions and the committee’s provision. In addition, the extension
of the minimum tax to corporations makes it possible to subject to
this tax a number of preferences that pertain primarily to corpora-
tions such as the excess bad debt deductions of financial corporations.

Three items which were treated as tax preferences under the House
provisions are not subject to the 5-percent minimum tax. The latter
does not apply to interest on State and local government bonds which
were covered by the House provisions.? The committee believes, on
the basis of the testimony received during its hearings on the tax
reform bill, that the taxation of State and local bond interest—even
if this were done indirectly by means of inclusion in & minimum tax
provision—would constitute an inefficient tax reform. State and local
governments are now encountering very considerable difficulties in
marketing their bonds in view of present record interest rates and
tight money conditions. The taxation of State and local bond interest
would add to these difficulties and make it still more difficult for
State and local governments to raise needed funds. The committee
is hopeful that its action in excluding the interest on such bonds from
the scope of the minimum tax will restore confidence to the tax-exempt
bond market and enable State and local governments to get on with
the important work of improving services and facilities for their own
citizens.

The minimum tax in the bill also does not include any appreciation
in the value of property deducted as a charitable contribution. Where
such appreciation was not included in taxable income, it was included
in the House provisions for a limit on tax preferences and allocation
of deductions. The committee does not bellieve that it is wise to in-
clude gifts of appreciated property to charity under the 5-percent
minimum tax in view of the fact that the committee’s bill contains a
number of other provisions specifically directed towards curtailing
the tax advantages resulting from such gifts. The committee believes
that the principal effect of including gifts of appreciated property in
the minimum tax would be to reduce the benefit of the contribution
and thus unduly restrict public support of worthwhile educational
and other puble charitab&e institutions.

Finally, the minimum tax does not cover farm losses resulting from
special Kzrm accounting rules, which were included in the IHouse
provisions. The committee has adopted a provision which is speciﬁcalhy
directed to eliminating undue tax advantages in this area. Accord-
ingly, the committee believes that to cover such farm losses in the
minimum tax is not necessary and would have the disadvantage of
creating apprehensions for large numbers of farmers to whom the tax
would not apply.

As a general rule, the deductions provided under the regular in-
dividual and corporate income taxes will not be allowed for purposes
of the minimum tax. This is because once the items have been deducted

? The House bill included interest on all issues of 8tate and local securities under the limit on tax pref-
erences, and Interest on State and local bonds issued on or after July 12, 1969, under the allocation of de-
duction provision. In both cases, the relevant tax-exempt interest was taken into consideration graduslly

under a transition rule which provided that in the first year one-tenth of the interest would be taken into
account, two-tenths in the second year, etc., until 100 percent of the pertinent interest would be recognized.
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under the regular income tax, allowing them over again under the
minimum tax would provide duplicate tax allowances. The committee’s
rrovision makes one exception to this rule with regard to net operating
osses. Generally, it will be preferable to use a net operating loss
carryover against regular income rather than to reduce the tax prefer-
ences subject to the 5 percent tax. The bill, however, allows the
deferral 0(J the 5 percent tax in such cases until it is clear that the net
operating losses will be available for offset against regular income
during the 5-year carryforward period. Should the net operating losses
not be usable in this manner, the tax base for the 5 percent minimum
tax would to a corresponding extent never be applied. In cffect, the
5 percent tax is treated as being imposed in the year the net operating
loss is used and is payable in that year (but taking account of the
" exemption of the prior year). : .

For purposes of the minimum tax, tax preferences are attributed to
an estate or trust and the beneficiaries in the same ratio as the income
of the estate or trust except for preference amounts representing de-
preciation or depletion specifically allocated in the governing in-
strument, which are attributed as so allocated. The exemption avail-
able to the trust or estate is reduced in similar proportions.

For subchapter S corporations (where the income is taxed to the
shareholders), items of tax preference are to be apportioned among the
shareholders in a manner consistent with the way the losses are
apportioned among the shareholders and not treated as preferences
of the corporation. However, where capital gains are taxed to both
the subchapter S corporation and the shareholder (under sec. 1378),
the capital gains tax preference is subject to the minimum tax at
both the corporate and the individuaf level. In such o case, the
amount treated as capital gain by the shareholder is reduced by the
tax imposed under section 1378 (as under present law) and by the 5
percent minimum tax imposed at the corporate level.

Regulated investment companies are not to be subject to the
minimum tax to the extent they pass through to shareholders amounts
attributable to tax preferences. However, their shareholders are to be
subject to minimum tax on capital gains tax preferences passed
through to them. In addition, the shareholders will be deemed for
purposes of the minimum tax to have received other tax preferences
in proportion to the amounts of income of regulated investment
company and other distributions which are made to them.

Certain items subject to the 5-percent minimum tax, such as ac-
celerated depreciation, involve tax deferral and not permanent escape
from taxation. The committee is aware that in these instances some
case could be made for providing adjustments to basis to avoid double
taxation. For example, the fact that accelerated depreciation in excess
of straight-line depreciation is subject to a 5-percent minimum tax
might be advanced as grounds for some increase in the basis of the
property involved. However, the committee concluded that, as a
practical matter, it would be best not to provide for such basis ad-
justments under a 5-percent tax since such adjustments would com-
plicate the minimum tax. Moreover, the fact of deferring tax for an
extended period of time is itself a tax preference for which the 5-percent
tax is a moderate charge.

Effective date.—This provision applies with respect to taxable years
ending after December 31, 1969 but in applying the minimum tax to
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fiscal years beginning in 1969 and ending in 1970, the tax will be
im}sosed on a pro rata basis. :

evenue Effect.—It is estimated that the 5-percent minimum tax
will increase revenue by an estimated $650 million in 1970 and $700
million in the long run. Of this amount, an estimated $380 million
will be accounted for by corporations and $320 million by individuals.
The minimum tax provided by the committee’s provision will, there-
fore, furnish substantially more revenue than the estimated $555
million annual increase in revenue resulting from the House provisions
subjecting individuals to the limit on tax preferences and allocation
of deductions.

G. INCOME AVERAGING
(Sec. 311 of the bill and secs. 1301-1305 of the code)

Present law.—Present law provides a general averaging provision
for an individual whose income fluctuates widely from year to year or
increases rapidly over a short period. Generally, the present averaging
provision al‘ows the excess of the current year’s taxable income over
114 times the average taxable income of the prior 4 years to be taxed
at lower bracket rates than would otherwise apply. '

Certain types of income such as long-term capital gains, wagering
income, and income from gifts are not eligible for averaging.

The determination of the income subject to averaging is based upon
calculations which determine the extent to which the current year's
taxable income (after certain exclusions) exceeds 133% percent of
taxable income (with approximately the same adjustments) in the 4
prior years. If this excess over the 133% percent, which is known as
‘averagable income”’, is more than $3,000, averaging is available to the
individual. The tax on this “averagable income’ is determined by
taking Y% of this income and adding 1t to 133% percent of the average
of the taxable income (with adjustments) for the 4 prior years. The
tax on this additional amount is then multiplied by 5. 'f:his is the
averaging device available to individuals under present law.

General reasons for change.—'The committee believes that the 133%4
percent test described above is too restrictive in that it denies the
benefits of averaging to those with an increase in income that can be
considered quite substantial. To limit averaging to income above
133% percent, significantly reduces the benefits of averaging for those
who are eligible. The 133} percent was included in the general income
averaging adopted in 1964 in large part because it was believed it was
necessary to limit for administrative reasons the availability of a new
and unfamiliar averaging provision to those cases where it was needed
most. Greater familiarity with income averaging from the point of
view of tax administration and taxpayers, however, has reduced the
significance of this consideration. In view of this, the committee has
concluded that it is appropriate to reduce this percentage to 120
percent.

Explanation of provision.—The committee amendments provide that
a taxpayer i¢ to be allowed to average that part of his current year’s
taxable income (with exclusions) which exceeds 120 percent of his
average taxable income (with exclusions) in the four prior years (if he
meets the $3,000 test). Thus, for averaging to be available, his excess
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income in the current year needs to be only 20 percent, rather than
33} percent, greater than his average income for the prior four years.

The House bill made averaging available to long-term capital gains,
income from gifts, and wagering income. The committee decided that
permitting averaging of these types of income would provide them
with an unwarranted benefit and would be incousistent with the
general purpose of the averaging-provision, as was concluded in 1964
when these items were deliberately excluded.

The committee amendments also modify the House provision which
deny a taxpayer who elects income averaging the benefits of the
limitation on tax imposed as a result of the application of the throw-
back rules in the case of a beneficiary of an accumulation trust. Since
the committee amendments to the accumulation trust provisions
changed the limitation on tax into a special tax on accumulation distri-
butions, the committee amendments to the averaging provisions pro-
vide that a taxpayer who receives these trust distributions can elect
income averaging even though he computes the special tax on the
trust distribution. However, in such a case a trust distribution is to
be excluded from the portion of the income eligible for averaging.
This is consistent with the intention of the House provision to insure
that a taxpayer does not receive a double benefit }rom the lower tax
on the accumulation distribution and also averaging of the same
income.

Effective date.—These provisions apply to taxable years beginning
after December 31, 1969. ’

Revenue effect.—It is estimated that the revenue loss from these
provisions will be $110 million per year.

H. RESTRICTED PROPERTY
(Sec. 321 of the bill and secs. 83, 402(b), and 403(c) of the code)

Present law.—Present Iaw does not contain any specific rules gov-
erning the tax treatment of deferred compensation arrangements
known as restricted stock plans.

A restricted stock plan, generally, is an arrangement under which
an employer transfers stock to one or more of his employees (often
without the payment of any consideration), where the stock is sub-
ject to certain restrictions which affect its value. A restricted stock
plan may cover only one employee or it may cover a number of em-
ployees, The stock transferred under a plan may be stock in the em-
ployer corporation, stock of another company—often an unrelated
growth company-—or even shares of a mutual fund.

The restrictions which are imposed on the stock are of various
types. One type of restriction often imposed requires the employee
to return the stock to the employer if he does not complete a specified
additional period of employment and prohibits the employee from
selling the stock in the interim. Another common type of restriction
provides that the employee may not sell the stock for a specified period
of time, such as a 5-year period, or until he retires.

The existing Treasury regulations generally provide that no tax
is imposed when the employee receives the restricted stock. Tax is
deferred until the time the restrictions lapse; at that time, only the



120

value of the stock when it was transferred to the employee (deter-
mined without regard to restrictions) is treated as compensation, pro-
vided the stock has increased in value. If the stock has decreased in
value in the interim, then the lower value at the time the restrictions
lapse is considered the amount of compensation. Thus, under existing

- regulations there is a deferral of tax with respect to this type of
compensation, and any increase in the value of the stock between the
time it is granted and the time when the restrictions lapse is not
treated as compensation.

The existing Treasury Regulations also provide that the employer is
entitled to deduct compensation at the time and in the same amount
as the employee is considered to have realized income. In the case of
nonexempt trusts, however (where the income to the recipient is de-
ferred if his rights to the contribution are forfeitable), employers

—under-the regulations are not allowed deductions for property con-
tributed to these trusts.

(Jeneral reasons for change~—The present tax treatment of
restricted stock plans is significantly more generous than the treat-
ment. specifically provided in the law for other types of similarly
funded deferred compensation arrangements, An example of this dis-
parity can be seen by comparing the situation where stock is lplaced
in a nonexempt employces’ trust rather than given directly to the em-
ployee subject to restrictions. If an employer transfers stock to a trust
for an employee and the trust provides that the employee will receive
the stock at the end of 5 years if he is alive at that time, the employec
is treated as receiving and is taxed on the value of the stock at the time
of the transfer. However, if the employer, instead of contributing the
stock to the trust, gives the stock directly to the employee subject to
the restriction that it cannot he sold for 5 years, then the emp?o ee’s
tax is deferred until the end of the 5-year period. In the latter situa-
tion, the employee actually possesses the stock, can vote it, and receives
the dividends, yet his tax is deferred. In the case of the trust, he may
have none of these benefits, yet he is taxed at the time the stock is trans-
ferred to the trust.

It has been suggested by some that restricted stock plans are not in
fact, deferred compensation arrangements, but rather are_a means of
allowing key employees to become shareholders in the business. This
line of reasoning, however, overlooks the fact that in 1964 Congress
specifically dealt with the matter of the appropriate means by which
key employees could be provided with a stake 1in the business when it
révised the treatment 0} ualified employee stock options.

A series of specific requirements were provided by Congress at that
time which must be satisfied in order to obtain favorable tax treatment
in the case of stock options. A number of these requirements were de-
signed to decrease the compensatory nature of stock options and to
pﬁtce more emphasis on stock options as a means of giving employees
a stake in the operation of their business. Agreeing with the House bill,
the committee does not believe it was intended that substantially simi-
lar tax benefits should be available under a slightly different type of
arrangement, such as a restricted stock plan, where none of the condi-
tions which it specified for qualified stock options must be satisfied.
" To the extent. that a restricted stock plan can be considered a means
of giving employees a stake in the business, the committee believes
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the present tax treatment of these plans is inconsistent with the specific
rules provided by Congress in the case of qualified stock options, which
were considered by Congress as the appropriate means by which an
employee could be given a shareholder’s interest in the business.

Eaxplanation of provisions.—Both the House bill and the commit-
tes amendments provide that a person who receives a beneficial in-
terest in property, such as stock, by reason of his performance of
services is to be taxed on the value of the property at the time of re-
ceipt unless his interést in the property is subject to a substantial risk
of forfeiture, In this latter case, he is to be taxed on the value of the
property at the time the risk of forfeiture is removed.

If there is no substantial risk of forfeiture, the recipient of the bene-
ficial interest is required to include income at the time of the receipt of
the property the excess of the fair market value of the property over
the amount paid for it. For this purpose, the fair market value of the
property is to be determined without regard to any restriction, except
a restriction which by its terms will never lapse. Agreeing with t}le
House bill, the committee feels that restrictions which by their terms
never lapse—for example, a requirement that an employee sell his stock
back to the employer at book value or some other reasonable price if
he terminates his employment—are not tax motivated and should be
distinguished from restrictions designed to achieve deferral for tax
saving purposes.

If, at the time the property is transferred to the person, his in-
terest in the property 1s subject to a substantial risk of forfeiture, he
is not to be required to include any amount in income with respect to
the property until such time as his interest in the property either be-
comes transferable or no longer is subject to a substantial risk of for-
feiture. A substantial risk of forfeiture will be considered to exist
where the person’s rights to the full enjoyment of the property are
conditioned upon his future performance of substantial services. In
other cases, the question of whether there is a substantial risk of for-
feiture depends upon the facts and circumstances. An interest in
property will be considered to be transferable only if the rights of a
transferes are not subject to any substantial risk of forfeiture.

In the situation where a person is allowed to sell property only at
a price determined under a formula, and this restriction by its terms
will never lapse, the restriction is taken into account in valuing the
property. In such a case, the restriction is an inherent limitation on
the recipient’s property rights, and his income should be determined
accordingly. The bill provides that the formula price is to be deemed
to be the fair market value of the property, unless established to the
contrary by the Secretary or his delegate. _

If a restriction on property which by its terms will never lapse
is canceled, the owner of the property, in effect, is to include in income
as compensation, for the taxable year in which the cancellation occurs,
the net increase in value he realizes as a result of the cancellation.
The bill provides that the amount included in income is to be the ex-
cess of the fair market value of the property (computed without re-
gard to the restriction) at the time of cancellation over the sum of:
(1) the fair market value of such property (computed by taking the
restriction into account) immediately before the cancellation, and (2)
the amount, if any, paid for the cancellation. This rule is not to apply,
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however, if the owner of the property can establish that the cancella-
tion is not compensatory and that the person who would be entitled to
a deduction if it were compensatory will not treat the transaction as
compensatory. '

The rules provided by the bill with respect to restricted property are
not to apply to: (1) a transaction which involves a stock option (to
which sec, 421 applies); (2) a transfer to or from a qualified trust
(described in section 401(a)) or to a transfer under an annuity plan
meeting the requirements of section 404(a) (2) ; (3) the transfer of an
option without a readily ascertainable fair market value; or (4) the
transfer of property pursuant to the exercise of an option with a readily
ascertainable fair market value at date of grant. The exception for
qualified annuity plans was not in the House bill. '

The holding period for property subject to the restricted propert:
rules prescribed by the bill is to begin at the first time the taxpayer’s
rights in the property are transferable or are not subject to a sub-
stantinl risk of forfeiture, whichever occurs earlier (i.e., the time he is
deemed to receive compensation).

The committee, in accord with the House bill, modified the tax treat-
ment of nonexempt trusts and nonqualified annuities to conform with
the treatment of restricted property. Thus, if an employer contributes
cash to a nonqualified trust or a nonqualified annuity plan and the
employee’s rights are forfeitable when the contribution is made but
subsequently become nonforeitable, the employee is to be taxable on
the contribution at the first time his rights are not subject to a sub-
stantial risk of forfeiture instead of the later time when the contribu-
tion is distributed to him under the annuity contract (as provided by
present law except in the case of annuities purchased by exempt
organizations),

The committee adopted provisions to make it clear that in the case
of nonexempt trusts and nonqualified annuities, the amount subject to
tax when the employee’s interest becomes nonforfeitable is the value
at that time of his interest. in the trust (or the then value of the an-

_nuity contract). The value of the amounts subsequently contributed
by the employer to the trust (or premiums subsequently paid) are to
be included in the income of the employee when contributed or paid to
the trust (or insurer), if the employee’s interest in such amounts is
nonforfeitable.

Although the committee adopted the major provisions of the House
bill relating to restricted stock, it made scveral minor modifications.

The House bill requires the recognition of income by an employee
upon receipt even though his interest in the property is forfeitable if
it is transferable. The committee believes that the employee should not
be treated as realizing income merely because he can give his forfeit-
able interest to another person, if the other person is also subject to the
forfeitability condition. The committee change provides that an inter-
est in property is to be considered to be transferable only if a transferee
would not be subject to the forfeitability conditions—for example,
where the employee has a forfeitable interest in stock, but the fact of
forfeitability is not indicated on the stock certificate, and a transferee
would have no notice of it.

‘Under another modification made by the committee, where the em-
ployee gives forfeitable property to another person, he (and not the
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donee) would be taxable at the time the donee’s rights become non-
forfeitable. However, if an employee who has a forfeitable interest in
property sells the property in an arm’s length transaction, the employee
will be treated as realizing income at that time. -

To add flexibility, the committee adopted a provision allowing re-
cipients of restricted property the option of tresating it as com{)ensa-
tion in the year it is received, even though it is nontransferable and
subject to a substantial risk of forfeiture. If this election is made, the
restricted property rules are not to apply, and later appreciation in the
value of the property is not to be treated as compensation. However,
if the property 1s later forfeited, no deduction is to be allowed with
respect to ‘the forfeiture. The employee must make this election not
later than 30 days after the date of transfer (or the date of enactment
of the bill, if later). The election may not be revoked except with the
consent of the Secretary of the Treasury or his delegate.

Another provision adopted by the committee provides that the re-
stricted property rules will not apply to premiums paid by an employer
under nontrusteed employee annuity plans whicfll) meet the require-
ments for tax exemption (of section 401(a)). Also, the restricted
property rules will not apply to any amount excluded from gross in-
come (under section 403 (b)) in the case of annuities purchased for an
employee by an educational or charitable (section 501(c)(3))
organization,

he committee amendments provide that if restricted stock (or other
property) is exchanged in a tax-free exchange for other stock (or prop-
erty) subject to substantially the same restrictions, the exchange will
not cause the holder of the stock to become taxable, and the stock
received in the exchange will be treated as restricted property. The
same principal applies where stock not subject to the restricted prop-
erty provision because of the effective date is exchanged in a tax-free
exchange. The stock received in the exchange is not to be treated as sub-
ject to the new restricted property rules if it is subject to substantially
the same restrictions as the stock given up.

The committee provided rules for the employer’s deduction for
restricted property given to employees as compensation. The allowable
deduction is the amount which the employee is required to recognize as
income, The deduction is to be allowed in the employer’s accounting
period which includes the close of the taxable year in which the
employee recognizes the income. Where restricted property is not sub-
ject to the new rules governing recognition of income, existing rules
regarding the amount of the deduction will continue to apply.

The committee provided with respect to nonexempt trusts that the
employer will be allowed a deduction for his contribution at the time
that the employee recognizes income, providing that separate accounts
are maintained for each employee. Under present regulations, no de-
duction would ever be allowed by the Internal Revenue Service in
those cases where the taxation of the income to the beneficiary of a
nonexempt trust is deferred.

In general, where a parent company’s or a shareholder's stock is used
to compensate employees under a restricted stock plan, the transfer of
the stock by the parent company or shareholder is to be treated as a
capital contribution to the company which is to be entitled to a deduec-
tion in accordance with the restricted property rules. The parent com-
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any or the shareholder merely is to reflect the contribution as an
increase of the equity in the company which is entitled to the
compensation deduction.

When property other than the employer compang’s own stock is
given as compensation to an employee subject to a substantial restric-
tion and the restrictions lapse at a later date, the company is required
under existing law to recognize income in an amount by which the com-
pensation deduction exceeds the company’s basis in the property. Like-
wise, where the basis of the property exceeds the amount recognized as
the compensation deduction, the employer can deduct this amount as a
loss. The ﬁain or loss would be reported in the employer’s accounting
period which includes the close of the taxable year in which the
employee recognizes the compensation income, The committee intends
no change in these rules of existing law.

L ffective date—Generally, these rules are to apply to property
transferred after June 30, 1969. The bill provides transitional rules,
however, where the following situations are not to be subject to the
new rules: (1) where property is transferred pursuant to a written
contract entered into before April 22, 1969; (2) where the property is
transferred upon the exercise of an option granted before April 22,
1969; or (3) where the property is transferred before May 1, 1970
(the House bill stated February 1, 1970), pursuant to a written plan
adopted and approved before July 1, 1969. ‘

Whether a contract is binding under (1) above is a matter to be
determined under State law. The binding nature of a contract is not
to be negated by a provision which allows the employee to terminate
the contract for any year and receive cash instead of restricted prop-
erty, if such an election would cause a substantial penalty such as
forfeiture of part or all of earlier years’ compensation awards. A plan
is to be considered as having been adopted and approved under (3)
. above before July 1, 1969, if prior to that date the employer undertook
an ascertainable course of conduct which under applicable law does not
require further approval by the board of directors or the stockholders.
Thus, stockholders’ approval is not required under this provision unless-
State law requires the approval of stockholders to be obtained.

The committee added a transitional rule which provides that prop-
erty transferred before January 1, 1973, is to be excluded from the
new rule if before April 22, 1969, the company had a binding contract.
with a third party (such as a tax-exempt foundation) to pay key em-
ployees a determinable amount of stock each year until a fixed number
of shares have been transferred.

Revenuve effect.—The revenue impact of this provision is believed
to be negligible in terms of any pickup in revenue from existing
law. This is because restricted stock plans, for the most part have the.
effect. of merely shifting the tax liability.

I. ACCUMULATION TRUSTS, MULTIPLE TRUSTS, ETC.

(Sees: 331, and 332 of the bill and secs. 663, 665, 666, 667, 668, 669, 670,
e 677, and 6401 of the code)

Pms‘em‘ law.—The general approach of present law with respect to
the taxation of trusts is to treat the trust as a separate entity which
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is taxed in the same manner as an individual. However, there is one
important difference: the trust is allowed a special deduction for any
distributions of ordinary income to beneficiaries. The beneficiaries then
include these distributions in their income for tax purposes. Thus, in
the case of income distributed currently, the trust is treated as a con-
duit through which income passes to the beneficiaries, and the income
so distributed retains the same character in the hands of the beneficiary
as it possessed in the hands of the trust.

If a grantor creates a trust under which the trustee is either re-
quired, or is given discretion, to accumulate the income for the benefit
of designatef beneficiaries, however, then, to the extent the income is
accumulated, it is taxed at individual rates to the trust. An important
factor in the trustee’s (or grantor’s) decision to accumulate the income
may be the fact that the beneficiaries are in higher tax brackets than
the trust.

When the trust distributes accumulated income to the beneficiaries,
in some cases they are taxed on the distributions under a so-called
throwback rule. The throwback rule treats the income for tax purposes
as if it had been received by the beneficiary in the year in which it was
received by the trust. The beneficiary recomputes his tax for these back
years, adding the trust income to it and taking credit for the tax
which had been paid by the trust on that income, and pays the addi-
tional tax due (if any) in the current year. The iJex}eﬂciary is taxed,
under this rule, however, only on the part of the distribution of ac-
cumulated income which represents income earned by the trust in the
5 years immediately prior to the distribution.

In addition to the limitation of its application to the 5 years preced-
ing the year of distribution, the throwback rule does not apply to
several types of distributions:

(1) a distribution of the income which was accumulated prior
to the beneficiary’s attaining of the age of 21; ‘

(2) a distribution of accumulated income to a beneficiary to
meet his “emergency needs”;

(3) adistribution of accumulated income which is a final distri-
bution, and which is made more than 9 years after the last transfer
to the trust; :

(4) a distribution of accumulated income not in excess of
$2,000; and

(5) certain periodic (not more than four distributions per bene-
ficiary, each at least 4 years apart) mandatory distributions under
trusts created prior to 1954,

If the accumulation distribution falls within one of these exceptions,
the throwback rule does not apply, and the trust rather than the bene-
ficiary is taxed on this income.

Where the trust has capital gains in a year, the trustee may allocate
(or in most cases be required to allocate) the capital gains to corpus. °
In this case, these gains are taxed to the trust in the year earned and
there are no further tax consequences upon the distribution of these
capital gainsin a later year.

_ General reasons for change.—The progressive tax rate structure for
individuals is avoided when a grantor creates trusts which accumulate
income taxed at low rates, and the income in turn is distributed at a
future date with little or no additional tax being paid by the benefi-
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ciary, even when he is in a high tax bracket. This result occurs because
the trust itself is taxed on the accumulated income rather than the
grantor or the bheneficiary. This means that the income in question,
instead of being added on top of the beneficiary’s other income and
taxed at his marginal tax rate, is taxed to the trust at the starting tax
rate. The throwback rule theoretically prevents this result, but the
S-year limitation and the numerous exceptions seriously erode the
basic principle that a beneficiary who receives income from property
should pay tax on that incoimne at his (rather than the trust’s) marginal
rates.

This avoidance device is compounded by the use of multiple trusts—
the creation of more than one accumulation trust by the same grantor
for the same beneficiary. The splitting of the income among many
taxable entities may result in still further reductions of the overall
tax burden, since the accumulated income may he taxed to each sepa-
ate trust at lower rates than would_ be the case if only one trust were
created.’ Although the use of multiple trusts has been attacked by the
Internal Revenue Service, the courts have held that such trusts are
alid in some cases, .

The tax benefits from splitting income between an individual and
‘one or many trusts can be illustrated by comparing a trust which dis-
tributes to a beneficiavy currently with the case where an accumulation
trust is used, and, finally, with the case where multiple trusts.are
used. Assume that X ereates a trust and contributes $200,000 to it and
that under the terms of the trust instrument, the income of the trust
is to be distributed each year to X’s son, Y. Assume that the $200,000
returns $14,000 in interest income annually and the trust incurs ex-
penses of $100 per year in earning this income. Thus, the net income of
the trust, $13,600 is distributed to Y. If Y's other taxable income is
$40,000, his additional tax, because of the $13,600 distributed by the
trust, will be $8,1592.2

If, under the terms of the trust instrument, the $13,600 of net in-
come instead of being currently distributed to Y, is to be accumulated
and distributed to Y at a future time, the tax would be paid by the
trust. In this case, in addition to a deduction for the $400 of expenses,
the trust would be allowed a personal exemption of $100. The tax due
from the trust. on the $13,500 annually would be $3,370, or $4,782 less
than the tax due if the income were distributed currently to Y. As a
result, the use of the trust to accumulate income would reduce the tax
by approximately 59 percent. from what it would be if the income were

(distributed currently to Y,

If, instead of creating one trust and contributing $200,000 to it,
X were to create 10 separate trusts and contribute $20,000 to each,
the tax bhenefits would be even greater. In each trust the corpus would
be $20,000 and the net income $1,360, ach trust would also have the
$100 personal exemption. The tax due from each trust on the $1,360
of net income, less the $100 personal exemption, would be $186.60, and
would total $1,.866 for the 10 trusts. This would be $1,504 less than
the tax in the case of the one accumulation trust, and $6,286 less than
the tax due if the income were distributed currently. The tax saving

17he creation of multiple entities nlso serves to incrense the number of $100 exemptionx
allowed to each trust as well as providing for the multiplication of exceptions to the
throwback rule, especially advantageous in the case of the $2,000 exemption,

2 Agsumes Y files a separate return and does not tnke the surcharge into account.
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would be substantially greater if a larger corpus and income were used
in the example. In this example, the multiple trusts would be taxed
at the 16-percent marginal income tax bracket, while the single accu-
mulation trust would be taxed in the 36-percent marginal bracket, and
the income distributed currently in the 62-percent marginal bracket.

The committee agrees with the House that taxpayers should not be
allowed to utilize accumulation trusts to allow the beneficiaries of the
trust either to escape paying tax on the income or to substantially
minimize their tax on the income. The committee believes that bene-
ficiaries of these accumulation trusts should be taxed in substantially
the same manner as if the income had been distributed to the bene-
ficiaries currently as it was earned. Thus, under the House bill and the
committee amendments, the beneficiaries of accumulation trusts will
be placed in substantially the same tax status as beneficiaries of trusts
which distribute their income currently. This approach is essentially
the same treatment as has been applicable to foreign accumulation
trusts created by U.S. persons since the passage of the Revenue
Act of 1962. -

The committee modified the House bill to treat those eapital gains
of accumulation trusts allocated to the corpus of the trust in a manner
similar to ordinary income accumulations. The Committee believes
this is necessary to prevent the use of trusts to accumulate capital gains
at low rates for future distribution to high tax bracket beneficiaries
without any additional tax. It also will reduce the extent to which
trust income is taxed to the trust instead of to a beneficiary. .

The committee also modified the House bill to provide an interest
charge to cover the tax payments by the income beneficiaries which
are deferred by the use of accumulation trusts. This interest charge is
hased on the additional income tax which the beneficiary would have
paid if the income originally had been taxed to the beneficiary instead
of the trust. The committee believes that this interest charge is neces-
sary because, otherwise, the deferral of the payment of the additional
tax (i.e., from the time the income is taxed to the trust until the time
when the remainder of the tax is paid on the accumulation distribution
by the beneficiary) amounts, in effect, to an interest-free loan to the
beneficiary by the government.

Ezplanation of provision—TBoth the House bill and the committee
amendments provide that beneficiavies are to be taxed on distributions
received from accumulation trusts in substantially the same manner
as if the income had been distributed to the beneficiary currently as
carned, instead of being accumulated in the trust. The bill eliminates
the 5-year limitation and all the exceptions to the throwback rule, and
provides an unlimited throwback rule with respect to an accumulation
distribution. In this unlimited throwback approach, the bill removes

enerally the distinctions between treatment of distributions from
domestic trusts and those from foreign trusts created by a 1.S. person.

In the case of future accumulations of income by trusts, all of their
income, other than income distributable currently, is to be taxed to the
heneficiary upon. its distribution to him. The amounts distributed
are to be freated as if they had been distributed in the preceding years
in which income was accumulated, but are includible in income of the
beneficiary for the current year. However, under the bill the tax on
such amounts is to be computed in either of two ways. One methed,
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referred to here as the “exact” method, is substantially the same as the
method provided under present law in the case of disiributions sub-
ject to the “‘5-year throwback rule.” The other is a “shortcut” method
which does not require the more extensive computations required by
the exact method. '

_Under the exact method of computation, the tax on_ the amounts
distributed cannot exceed the aggregate of the taxes that would have
been payable if the distributions had actually been made in the prior
years when earned. This method requires complete trust and bene-
ficiary records for all past years, so that the distributable net income of
the trust and the taxes of the beneficiary can be determined for each
year. The beneficiary’s own tax then is recomputed for these years, in-
cluding in his income the appropriate amount of trust income for
each of the years (including his share of any tax paid by the
trqst). f'\gainst the additional tax computed in this manner, the bene-
ficiary is allowed a credit for his share of the taxes paid by the trust
during his life. Any remaining tax then is due and payable as a part
of the tax for the current year in which the distribution was received.

The so-called shortcut method in effect averages the tax attributable
to the distribution over a number of years equal to the number of years
in which the income was earned by the trust. This is accomplished by
including, for purposes of tentative computations, a fraction of the
income received from the trust in the beneficiary’s income for each
of the 3 immediately prior years. (The committee amendments modify
the short-cut method provided in the House bill to take into account
the three years immediately prior to the current year, rather than
the current year and the two preceding years, since the inclusion in
the short-cut method of the current year in which the trust income
for the current year also is taxed, involves a doubling up of income
in that year.) The fraction of the income included in each of these
years is based upon the number of years in which the income was ac-
cumulated by the trust. Thus, if the accumulated income is attributable
to 10 different years (although the trust may have been in existence
longer than 10 years), then one-tenth of the amount distributed would
be included in the beneficiary’s income in each of the 3 prior years.
The additional tax is then computed with respect to these 3 years and
the average yearly additional tax for the 3-year period is determined.
This amount is then multiplied by the number of years to which the
trust income relates (10 in this example). The tax so computed may be
offset by a credit for any taxes previously paid by the trust with re-
spect to such income and any remaining tax liability is then due and
payable in the same year as the tax on the beneficiary’s other income
in the year of the distribution. ‘

The House bill would not have permitted a beneficiary to use the
exact method if he was not alive in a year to which part of the trust
income which is distributed relates, The committee amendments
remove this limitation and allow a beneficiary, who was not alive dur-
ing a year of the trust in which income was accumulated, to compute
the tax on an accumulation distribution under either the exact or the
short-cut method as if he were alive then and had no gross income
(except from other distributions by accumulation trusts) and no de-
ductions. Tt is intended that for these purposes such beneficiary shall
be deemed to be single, entitled to one exemption, the standard deduc-
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tion and to be a calendar year taxpayer. Similarly, in the case of a
beneficiary which is not a natural person it is intended that both
methods of calculation be available and that the foregoing assump-
tions shall apply, to the extent applicable. Because of this modifica-
tion the committee amendments SSE)W a beneficiary to use the 3-year
average when electing the short-cut method even if the number of
trust years to which the income relates is less than 3.

The committee amendments, however, do not allow the “short-cut
method” to be used by a beneficiary if during any.of his preceding
taxable years to which an accumulation distribution was thrown back,
prior accumulation distributions also were thrown back by two or
more other trusts to the beneficiary. The committee believes this pro-
vision is necessary to prevent the creation of multiple trusts with
staggered accumulation distributions in order to take advantage of the
short-cut rule.

For purposes of averaging the accumulation distribution over the
number of years the income was accumulated under the short-cut
method, the committee amendments exclude any year in which only a
minimum of income was accumulated. This minimum amount is to be
25 -percent of the average undistributed net income deemed distributed
in any year. For example, if a $10,000 accumulation distribution was
made of income accumulated in 10 years, the determination may not in-
clude any year in which less than 25 percent of $1,000 ($10,000 divided
by 10 years) or $250 was accumulated. For example, if in 2 years less
than $250 was accumulated, then, for purposes of the 3-year averaging
computation under the short-cut method, the $10,000 would be divided
by 8 years (10 years less 2 years disallowed) to determine the average
amount deemed distributed each year.

Both versions of the bill require the beneficiary to include in his
income for the years involved in the exact or short-cut computations
the income previously deemed distributed in such years from prior ac-
cumulation distributions (whether from the same trust or another
trust). Thus, if a taxpayer has used either the exact or short-cut
method in an earlier distribution and uses the exact method for a later
distribution, for purposes of this exact computation, any income
received from the trust in the earlier distribution must be included
in his income for any year to which the second distribution relates,
to the extent the earlier distribution was considered distributed in
such years. If in the current distribution the taxpayer chooses to use
the short-cut method Shaving used either the exact or short-cut method
in prior computations), he is likewise required to include in his income
for each of the years involved in the computation (the 3 years for
which the average increase in tax is computed) the amounts deemed
distributed in such years from any prior accumulation distributions.
Furthermore, in the case of two or more accumulation distributions
from different trusts received in the same year, the beneficiary is to
treat the distributions as having been made consecutively in whichever
order he chooses.

As indicated above, the committee amendments also modify the
House bill to provide an interest charge to cover the tax payments by
the income beneficiary which are deferred (to the extent the taxes may
exceed those paid by the'trust) by the use of accumulation trusts, This
charge is to be the equivalent of what in the average case would be a 6-
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percent rate: namely, a 3-percent rate which may not be taken as an in-
come tax deduction. It is based on the amount of tax payable by the
beneficiary over and above the tax which was paid in the earlier years
by the trust. When an accumulation distribution is made and the bene-
ficiary uses the exact method to compute the tax, the 3-percent sim-
ple interest is imposed on each year’s additional tax multiplied by the
number of years of tax deferral involved (from the year earned until
distributed).

When a beneficiary uses the short-cut method to compute the tax,
the interest is to be imposed on the additional tax multiplied by the
“average” number of years of tax deferral involved. The average num-
ber of years is to be determined by adding the total number of deferral
years for each yearly accumulation and dividing that total by the
number of accumulation years involved. For example, if an accumula-
tion distribution were made in which income had been accumulated in
years 8, 6, 4 and 2 of the trust (all income distributed currently in
other years) the average number of deferral years would be determined
by adding each accumulation year’s number of deferral years (20 in
this ease) and dividing this amount. by the number of accumulation
years (4 here). Thus, in this case the average would be 5 yvears. If the
additional tax were $2,000, the interest charge would be $300 (3 per-
cent x $2,000 x 5 years). C

The committee also modified the House bill to provide an unlimited
throwback rule for capital gaing alloeated to the corpus of an accumu-
lation trust. This provision is not to apply to “simple trusts” (any
trust which is required hy the terms of its governing instrument to
distribute all of its income currently) or any other trusts, which in
fact distribute all their ordinary income currently, until the first year
they accumulate income. For purposes of this provision,a capital gains
distribution will be deemed to have been made only when the distribu-
tion is greater than all of the accumulated ordinary income, If the
trust has no accumulated ordinary income or capital gains, or if the
distribution is greater than the ordinary income or capital gain ac-
cumulations, then to this extent it will be considered a distribution of
corpus and no additional tax will be imposed,

Capital gains are to be taken into account separately in determining
the additional tax payable by the beneficiary. If the exact method is
used to compute the tax, the capital gains distribution is thrown back
to the earliest year of the accumulated capital gains to the extent of
the undistributed capital gains for that year, and then to each of the
succeeding years, in a like manner. If, however, the shorteut method is
used, only the years in which there were capital gains are to be taken
into account. for purposes of determining the average number of years
involved. In the ease of capital gnin accumulations, no interest charge
is to be imposed. '

Where the payments by the trust exceed the aggregate tax due
with respect to any year, these payments may offset amounts payable
by the same beneficiary with respect. to other years and may reduce
or eliminate interest charges to him with respect to other years. Fur-
thermore, where the taxes paid by the trust are in excess of any
amounts that would have been paid by the beneficiary if the income
had been distributed currently (plus the interest), then the excess
taxes are to be allowable as a credit to the beneficiary in the taxable
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year in which the accumulation distribution is required to be included
n his gross income, Any excess over the total tax liability of the bene-
ficiary is to be treated as an overpayment of tax by the beneficiary, in
which casea refund would be available. In the case of a beneficiary who
uses the exact method, however, a credit is not. to be allowed for any
taxable year of the trust before the beneficiary was born or created (if
another trust or a person other than a natural person).

Under the House bill, the alternative methods of tax.computation
outlined above were substitutes for including and taxing the entire
amount of the distribution in the year actually received. The com-
mittee amendments revise this computation to require the use of one
of the alternative methods to compute the tax on the trust distribu-
tion. This means that a partial tax which includes the special interest
is to be computed on the beneficiary’s taxable income (other than the
accumulated income distributed by the trust) and a partial tax is to be
computed on the accumulated income by the use of one of the alterna-
tive methods. A partial tax is also to be computed by one of the alter-
native methods (without the special interest) on the distribution of
accumulated capital gains, The sum of these partial taxes will be the
beneficiary’s total tax liability for the year in which he received a
distribution of accumulated income, In no event is the partial tax on
the accumulation distribution plus the special interest to exceed the
amount of the accumulated income distributed. :

Since the use of one of the alternative methods of computing the
tax on a distribution of accumulated income is required under the
committee amendments, the beneficiary must supply such information
regarding his income for each of the years in which an amount is con-
sidered distributed, as the Secretary or his delogate requires by regu-
lations. However, in the case where an individual uses the “exact
method” but doesn’t have all his records during the years he was a
minor, then, if a tax return was not required for any year during his
minority, it will be presumed that he filed a return and had no gross
income (except from other distributions by accumulation trusts) and
no deductions in those taxable years.

If the adequate information regarding the trust is not available to
determine the amouats deemed distributed in any preceding taxable
vears, then all accumulated income of the trust for such years will be
considered as distributed on December 31, 1969, or the earliest subse-
quent date upon which it can be shown to the satisfaction of the Secre-
tary or his delegate thet the trust was first in existence.

The trust will continue to be taxed, as at present, when the income
is earned, and subsequenily, when the beneficiary is taxed on the in-
come at the time of distribution, he would be able to claim credits for
the taxes previously paid by the trust on this income. The bill, how-
ever, changes the method for allowing a credit to the beneficiary for
taxes paid by the trust where the accumulation distribution deemed
made for a previous year is less than the undistributed net income of
that year. The bill provides that the credit allowed to the beneficiary
for taxes paid by the trust will be the same amount as the taxes deemed
distributed to the beneficiary, This means, as under present law, that
when all of the undistributed net income of a preceding taxable year
of the trust is deemed distributed, then all of the taxes paid by the
trust with respect to such income (excluding that attributable to the
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capital gains) <will be allowed as a credit to the beneficiary. However,
when less than all of the undistributed net income of a preceding tax.
able year is deemed distributed, then the credit allowable to the bene-
ficiary will be the same as the taxes deemed distributed to the bene-
ficiary, which will be the pro rata portion of the taxes imposed on the
trust with respect to such income. This change from existing law
(which allows a credit in the amount of taxes the trust would not have
paid had the amount deemed distributed actually been paid out in the
earlier year) provides for considerable simplification by eliminating
the technical complexity required by separate computations for the
credit and taxes deemed distributed. .

In the case where there is a throwback under the new provisions to
the same year for which there was a previous throwback under existing
law and a partial credit had been allowed for taxes imposed on the
trust under existing law, the new rules will apply. Under the new pro-
vision, the starting point for both the tuxes deemed distributed and the
credit allowed will be the taxes originally imposed on the trust, less
the total credits previously allowed. Thus, to the extent the credit pre-
viously allowed under existing law had exceeded the taxes deemed
distributed, the excess will not be deemed distributed to the benefi-
ciary, and the remaining taxes imposed on the trust (the uncredited
portion of the original tax) will be deemed distributed and credited
to the beneficiary pro rata as and when the remaining undistributed
net. income of that year is deemed distributed.

The House provision would have applied to income accumulated
by a trust (other than a foreign trust created by a United States per-
son) in years ending after April 22, 1964, where the accumulated in-
come was distributed to the beneficiaries after April 22,1969. The com-
mittee amendments modify this to apply the new provision only to
accumulations in taxable years beginning after December 31, 1968,
with respect to distributions made after that date. Income accumulated
in prior years, regardless of when distributed, is to continue to be
subject to the law in effect at the time the income was accumulated
except. for the fact that the $2,000 de minimis exemption is made
inapplicable to any distributions after December 31, 1968.

This means that for taxable years of a trust beginning after Decem-
ber 31, 1973, at which time the present law five-year throwback and
the exceptions would not apply to accumulations made before Decem-
ber 31, 1968, the new rules will be in effect, for all trusts and will apply
to accumulations made only after December 31, 1968. All income and
capital gains accumulated prior to this date will be treated as part of
the corpus of the trust.

The committee amendments modify the unlimited throwback com-
putation in determining the years to which the accumulated income
relates for accumulations made under the new rules as well as accumu-
lations still subject to the old rules. For purposes of computing the tax
when an accumulation distribution is made, the income is to be treated
as coming from the earliest years first, to the extent of the accumu-
lated income in those years. (Under present law, the 5-year throwback
computation treats the income as coming from the years immediately
yreceding the distribution.) This change is intended to ease the admin-
1strative burden of trust accounting in that all the earlier years will be
closed out first so that the trust will not have to go further and further
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back in making is computations each time it makes an accumulation
distribution. Under the new computation rules, the trust will always
be coming forward to pick-up years of accumulated income.

The committee amendments also provide that, if the fiduciary of
the trusts elects, a distribution within the first 65 days of a trust’s
taxable year will be considered as distributed during the preceeding
taxable year. This amendment is intended to give the trustee time to
determine the amount of income earned by the trust and an opportu-
nibﬁ to distribute it.

oth versions of the bill provide that in the case of a trust created
by a taxpayer for the benefit of his spouse, the trust income which
may be used for the benefit of the spouse is to be taxed to the creator
of the trust as it is earned. However, this provision is not to apply
where another provision of the Code requires the wife to include in
her gross income the income from a trust.

Effective date.—These provisions are to apply to accumulations
made in taxable years beginning after December 31, 1968. In the case
of trust income for the benefit of a spouse, the new provision is to
apply only with respect to property transferred in trust after
October 9, 1969.

Revenue effect.—1t is estimated that these provisions will result in
a revenue gain of $10 million in 1970, $35 million in 1972, $60 million
in 1974 an§ $130 million in the long run.

J. MULTIPLE CORPORATIONS

(Sec. 401 of the bill and secs, 15611564, 46, 48, 179, and 804 of the
code)

Present law.—Under present law, corporations generally are taxed
at the rate of 22 percent on the first $25,000 of taxable income and at
48 percent on taxable income in excess of $25,000. The lower tax rate
on the first $25,000 of taxable income is commonly referred to as the
surtax exemption. The surtax exemption was adopted to benefit small
corporations. However, large business enterprises have been able to re-
ceive considerable tax benefits through the use of multiple corporations.

Present law limits to some extent the ability of a taxpayer to split his
business enterprise into a number of corporations so as to obtain mul-
tiple surtax exemptions by providing that a “controlled group” of
corporations is limited to one surtax exemption.

Instead of claiming one surtax exemption for the group of corpora-
tions, however, a controlled group may elect for each member to take
a surtax exemption if each of the corporations pays an additional 6
percent tax on the first $25,000 of its taxable income.* This generally
reduces the tax savings of the surtax exemption from $6,500 to $5,000.

A “controlled group” is defined under present law.to include three
principal categories of affiliated groups of corporations: )

(@) Parent-subsidiary controlled group: One or more chains of
corporations connected with a common parent corporation through
80 percent or more stock ownership (determined by voting power
or value).

1 The election to take multiple surtax exemptions and to pay the additlonal 6 percent tax

is generally der v where the group has a combined income of abou¢ $32,500 or more.
Below this fie allocation of a single surtax generally produces a lower tax.



134

(h) Brother-sister controlled group: Two or more corporations
each of whose stock is owned 80 percent. or more (by voting power
or value) by one individual, estate, or trust.

(¢) Combmed group: Three or more corporations, each of
which is a member of a parent-subsidiary group or a brother-
sister’ group, and one of which is a common parent corporation.

In addition to the surtax exemption, there are other provisions of
present law designed to aid small businesses, but which may he taken
advaniage of to some degree by large organizations through the use of
mulnplv corporations. These other provisions include: (1) the provi-
sion which allows a corporation to accumulate $100,000 of earnings
without being subject to the penalty tax on earnings unro.monthv ac-
cumulated to avoid the dividend tax on sha reholders (2) the life i insur-
ance company small business deduction of 10 percent of the company’s
net lnvostmont income (limited to $25,000 per year); and (3) the
provision which allows an additional first year depreciation allowance
equal to 20 percent of the cost of the property (limited to $10,000 per
year).,

(feneral reasons for change.—Although the surtax exemption and
other tax provicions discussed above were designed to help small
husinesses, large organizations have been able to obtain substantial
benefits from these provisions by dividing the organization’s income
ameng a number of related companies. The commiltee agrees with the
House that large organizations which operate an)u«rh_nmhlple cor-
} ations and- \\}nc'h are not in reality “small businesses™ should not
e allowed to receive the substantial and unintended tax benefits re-
sulting from the multiple use of the surtax exemption and these other
provisions. This is {rue whether or not the husinesses have heen sepa-
rately incorporated for business, as distinet from tax, reasons.

[eplanation of provisions. “The TTouse hill and the committee
amendments provide that a group of controlled corporations may have
only one each of a series of special provisions designed to aid small
corporations. The most important of these are the Surtax exemption
and the accumulated earnings eredit. A controlled group of corpora-
tions is to be limited to one QR25 ,000 surtax exemption and one $100,000
accumnlated enrnings credit affor a transition period.

The Honse bill provided an 8-year transition period, reducing the
additional surtax exempl ions in excess of one by one-eighth (or$ ‘3 125)
in each of the years 1969 through 1976, The additional $100,000 aceu-
mulated earnings credits were similarly reduced. The committee
amendments reduce this transition period to 5 vears but commence it

Swith the year 1970, Thus, under the committee amendments the addi-
tional surtax o\um])tmns in excess of one are to be reduced hy one-
fifth (or$5,000) for each of the years 1970 through 1974 Similarly. the
additional accumulated earnings credits are to be reduced by one-fifth
(or $20,000) for each of these years. .\ change in the surtax exemption
under this amendment is not a change in tax rates for purposes of sec-
tion 21 of the code.

Ifor taxable vears l)(-unmmo after December 21, 1973, a controlled
gronp of corporations is to he limited to one $2 5000 surtax exemp-
tion and one $100,000 2ccumulated earnings eredit.

During the transition period, the 6 porcont additional tax pres-
ently imposed on the first $25,000 of income of each corporation of
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a controlled group which claims multiple surtax exemptions is to
continue to apply but it is to be imposed only with respect to the
amount of each corporations’ income subject to the reduced additional
surtax exemption.

The committee modified the transition rule of the House bill under
which a controlled group of corporations may gradually increase the
dividend received deduction allowed members of the group from 85
percent to 100 percent. The committee amendment allows a phase in
at a rate of 3 percent per year. The House bill had provided for a
phase in of 2 percent per year. Both versions of the bill allow the
gradually increasing deduction even though the group is claiming the
additional, (but re%uced) surtax exemptions, during the transition
period. This rule phases in the 100 percent dividends received de-
duction in step with the reduction in the additional surtax exemp-
tions. To avail itself of this provision, a controlled group of corpora-
tions must have in effect an election under section 1562(a) to claim
multiple surtax exemptions which was made on or before April 22,
1969, and the dividends must be paid out of earnings and profits of a
taxable year including a December 31 after 1969 but before 1974.

Under present consolidated return regulations, preconsolidation
losses for a corporation in a group claiming multiple surtax exemp-
tions may be carried over after consolidation only against the income
of the corporation which sustained the losses, The House bill would
have permitted net operating losses for taxable years ending on or
after December 31, 1969, to he taken as a deduction against income
of other members of such group in the same proportion as the reduc-
tion in the additional surtax exemptions for the group. The committee
amendments do not permit any preconsolidation losses during the
transition period to be carried over and used against the income of
other members of the group.

The committee amendments, however, allow corporations which had
elected multiple surtax exemptions (under section 1562) to shift im-
mediately to the consolidated return basis of reporting (foregoing any
part of the additional surtax exemptions during the transition period)
and to use loss carryovers within the group without reduction (i.e.,
against income of other members of the group) if the group agrees to
give up the multiple surtax exemptions it had claimed for the year in
which the loss was sustained and all intervening years, To avail itself
of this provision, the group must file a conso idated return for the
taxable year which includes December 31, 1970. :

Both versions of the bill modify the present definition of a brother-
sister controlled group—i.e., two or more corporations 80 percent. or
more of the stock of which is owned (by voting power or value) by
one individual, estate, or trust. The bill expands the definition to in-
clude two or more corporations which are owned 80 percent or more
(by voting power or value) by five or fewer persons (individuals,
estates, or trusts) providing that these five or fewer persons own more
than 50 percent of each corporation identically. For example, a per-
son who owns 70 percent of one corporation and 30 percent of another
corporation is to be treated as owning only 30 percent of each cor-
poration identically. Tt is only this amount which would be taken into
account in applying the 50 percent test.
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To eliminate the possibility of avoiding the percentage ownership
requirements by transferring stock to a tax-exempt organization which
the taxpayer or related parties control, the bill disregards, for pur-
poses of the percentage ownership test, stock owned by a tax-exempt
organization which is controlled by the taxpayer, or related parties.

The bill also places a limitation on the multiple use controlled
groups of corporations of other tax benefits which are designed to
aid small businesses. Present law limits multiple use of these bene-
fits only in the case of an affiliated group of corporations (which, in
general, is a parent-subsidiary controlled group). Thus, under the bill,
members of all controlled groups of corporations are to be treated as
one taxpayer for purposes of determining the additional first-year
depreciation deduction. The investment eligible for the first year
additional depreciation deduction is to be apportioned among the
component members of a controlled group in the manner prescribed by
Tegulations. A controlled group also is to be allowed an investment
credit equal only to its aggregate tax liability up to $25,000 plus 50 per-
cent of the group’s tax liability above $25,000. In addition, the group
would be allowed an investment credit only with respect to $50,000 of
used property. There will be no special transition rules with respect to
these changes. The $25,000 and $50,000 amounts will be apportioned
among the component members of such group in a manner preseribed
by regulations. For purposes of the additional first-year depreciation
deduction and the $50,000 used property limitation under the invest-
ment credit, the term “controlled group” has the same meaning as-'
signed to it by section 1563 (a), except that a 50 percent, rather than
80 percent, test is used.

A controlled group of corporations also is to be limited to one $25,000
life insurance company small business deduction. To ease the transition
on those companies subject to this change, the bill provides that the
additional small business deductions allowed individual members of a
controlled group in excess of one are to be reduced at the same rate
as the additional surtax exemptions are reduced in each of the years
1970 through 1974 ; namely, by one-fifth ($5,000).

The committee amendments delete from the House bill a provision
limiting the tax benefits of controlled groups of mutual insurance
companies. This provision is deleted since it is understood that there
are no such groups in existence.

Eflective date.—The limitation of controlled groups to one surtax
exemption, one accumulated euriiings credit and one small business
deduction, subject to transition rules, are to apply to taxable years
beginning after December 31, 1973, Transition rules are to apply to
taxable years beginning after December 31, 1969. The changes in the
definition of a controlled group are to apply with respect to taxable
years ending on or after December 31, 1970. The exclusion from the
control test of stock owned by a tax-exempt organization which is
controlled by the taxpayer, or related parties, is to be effective with
respect to taxable years ending on or after December 31, 1970. Like-
wise, the limitation on multiple tax benefits with respect to the invest-
ment credit and the additional first-year depreciation deduction are to
be effective with respect to taxable years ending on or after Decem-
ber 31, 1970.
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Revenue effect.—Revenue increases under these amendments are
estimated at $30 million the first year and $235 million after the
provision becomes fully effective in 1974.

K. CORPORATE MERGERS, ETC.

1. Disallowance of Interest Deduction in Certain Cases (secs. 411
and 415 of the bill and s2cs. 279 and 385 of the code)

Present law.—Under present law a corporation is allowed to deduct
interest paid by it on its debt but is not allowed a deduction for divi-
dends paid on its stock or equity.

General reasons for change—It is a difficult task to draw an appro-
%riate distinction between dividends and interest, or equity and debt.

ven though a corporate obligation is labeled deBt, it may be treated
for tax purposes as equity, the payments on which accordingly are non-
deductible dividends, if, in fact, the obligation represents an equity
interest in the corporation. Some of the factors which may lead to the
classification of a “debt obligation” of a corporation as equity include
whether or not the bond or debenture is subordinated to the corpora-
tion’s other creditors, whether or not the bond or debenture is con-
vertible into stock of the corporation, and whether the corporation’s
debt-equity structure is such that it is reasonable to expect that it will
be able to meet its obligations to pay the principal and interest on the
bond or debenture when due.

‘Although the problem of distinguishing debt from equity is a long-
standing "one in the tax laws, it has become even more significant
in recent years because of the increased level of corporate merger
activities and the increasing use of debt for corporate acquisition

urposes.

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

Although it is possible to substitute debt for equity without a
merger, this is much easier to bring about at the time of the merger.
This is because, although stockholders ordinarily would not be willing
to substitute debt for their stock holdings, they may be willing to do
so pursuant to a corporate acquisition where they are exchanging their
holdings in one company for debt in another (the acquiring) company.

The committee agrees with the House that in many cases the char-
acteristics of an obligation issued in connection with a corporate ac-
quisition make the Interest in the corporation which 1t represents
mlng corporation obtains a stepped-up basis for the assets or gtock nequired.

Y arty obtalns some certainty of an Income return and repayment. However, such
(Ilgltft %ttl:g; {:as nontax characteristics which give it some of the nature of stock.
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more nearly like a stockholder’s interest than a creditor’s mterest even
though the obligation is labeled as debt. In view of the increasing use
of debt for corporate acquisition purposes and the fact that the sub-
stitution of debt for equity is most easily accomplished in this situa-
tion, the committee also agrees with the House that it is appropriate
to take action in_ this bill to provide rules for resolving, in a limited
context, the amblgmtles and uncertainties which have long existed in
our tax law in distinguishing between a debt interest and an equity
interest in a corporation. In general, the committee has adopted the
House’s approach to this problem where 2 corporate acquisition is
involved.

In view of the uncertainties and difficulties which the distinction
between debt and equity has produced in numerous situations other
than those involving corporate acquisitions, the committee further
believes that it would be desirable to provide rules for distinguishing
debt from equity in the variety of contexts in which this problem can
arise. The differing circumstances which characterize these situations.
however, would make it difficult for the committee to provide compre-
hensive 'md specific statutory rules of universal and equal applicabil-
ity. In view of this. the committee believes it is appropriate to specifi-

\Ilv authorize the Secretary of the Treasury to prescribe the appro-
pri iate rules for distinguishing debt froni equity in these different
situations.

Eaplanation of provision—Ior the above reasons, the committee
has added a provision to the House bill which gives the Secretary of
the Treasury or his delegate specifie statutory author ity to pmnmlg ite
regulatory guidelines, to the extent necessar y or appropriate, for de-
terming whether a (m'porlte obligation constitutes stock or in-
debtedness. The provision specifies that these guidelines are to set forth
factars to be taken into account in determining, with respect to a par-
ticular factual situation, whether a debtor-creditor 1'9L1flonshlp exists
or whether a cm'p()rntmn -shaveholder relationship exists. The provi-
sion also specifies certain factors which may be taken into account in
thoae auidelines, It i< not intended that (m]v these factors be included
in the cuidelines or that. with respect to a particular situation, any of
these factors must be included in the guidelines, or that any of the
factors which are included by statute must necessarily be given any
more weight than other factors added by regulations. The factors
specifically listed are as follows:

(1) Whether there is a written unconditional promise to pay on
demand or on a specified date a sum certain in money in return
for an adequate consideration in money or money’s worth, and to
pay a fixed rate of interest :

(2) Whether there is subordination to or preference over any
indebtedness of the corporation :

(3) The ratio of debt to equity of the corporation;

(4) Whether there is convertibility into the stock of the cor-

p()r\tion v and
(5) The relationship between holdings of stock in the corpora
tion and holdings of the interest in question.

In developing these guidelines, the Secretary of the T reasury is not
to be bound or limited by the specific rules w hich the committee amend-
ments and the House bill provide for distinguishing debt from equity
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in the corporate acquisition context. Thus, an obligation the interest
on which is not disallowed under the corporate acquisition section nev-
ertheless might be found to constitute equity (and hence the interest
disallowed) under the general debt-equity regulatory guidelines.
Moreover, unlike the rules provided by the bill in a corporate acquisi-
tion context, which deal only with the allowability of the interest de-
duction, the guidelines to be promulgated by the Secretary of the
Treasury are to be applicable for all purposes of the Internal Revenue
Code.

As previously indicated, the House bill and the committee amend-
ments also provide specific rules for determining whether an obligation
constitutes debt or equity insofar as the allowability of the interest
deduction is concerned in the corporate acquisition context. It is pro-
vided that a corporation is not to be allowed in interest deduction
(either for stated interest or unstated interest such as original issue
discount? with respect to certain types of indebtedness (indebtedness
as used here means any obligation evidenced by a bond, debenture,
note or certificate, or other evidence of indebtedness issued by the cor-
poration) which it issues as consideration for the acqusition of stock
in another corporation, or the acquisition of assets of another corpo-
ration.

In the case of an asset acquisition, the House bill provided that the
interest disallowance rule applied only if at least two-thirds of the
total value of all the assets of a corporation were acquired pursuant
to a plan of acquisition. In order to prevent this test from being
avoided where a large proportion of the assets of the acquired company
consists of cash or nonoperating properties, the committee amend-
ments provide that the two-thirds test is to be applied with respect
to the assets (other than money) of the acquired company which are
used in trades or businesses carried on by it, rather than with respect to
the company’s total assets. An asset. which will be used in a corpora-
tion’s trade or business is to retain this status even though it is tem-
porarily not actually used in the business.

The types of indebtedness to which the limitation on the interest
deduction provided under the House bill and the committee_amend-
ments npp}y are obligations which meet each of three tests, namely,
the subordination test, the convertibility test and the debt-equity or
interest coverage test, ’

The subordination test contained in the House bill required that
the obligation must be subordinated to the elaims of the trade creditors
aenernlly of the issuing corporation. ‘The committee believes that the
subordination test should also be considered met where an obligation,
although not subordinated to the corporation’s trade creditors gen-
erally, is subordinated to any substantiai amount of the corporation’s
unsecnred indebtedness. Accordingly, the committee amendments pro-
vide that the subordination test is to be satisfied if the obligation either
is subordinated to the claims of trade ereditors of the issuing corpora-
tion generally or is expressly subordinated in right of payment to any
substantial amount of the corporation’s unsecured indebtedness
(whether outstanding or subsequently issued). *

An obligation is to be considered expressly subordinated whether the
terms of the subordination are provided in the evidence of indebted-
ness itself or in a side agreement and whether the subordination re-

36-776—069———-10
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lates to interest or principal or both, but is not to be so considered if the
subordination occurs solely by operation of law, such as in the case
of bankruptecy laws,

Under the convertibility test contained in the House bill and the
committee amendments, it is required that the obligation either must
be directly or indirectly convertible into the stock of the issuing cor-
poration or the obligation must be part of an investment unit or other
arrangement which also includes an option to acquire, directly or in-
directly, stock of the issuing corporation. Thus, the convertibility
test is satisfied if warrants to purchase the stock of the corporation
are issued in conjunction with the obligation.

The debt-equity and interest coverage limits—which generally are
to be applied as of the last day of a taxable year in which an obliga-
tion is issued for the specified acquisition purposes—would be ex-
cezeded under the House bill with respect to an obligation either if the
debt-equity ratio of the issuing corporation was in excess of 2 to 1 or if
the annual interest expense to be paid by the issuing corporation on its
total indebtedness was not covered at least three times over by its
projected earnings.

The committee believes that the ratios specified in the House bill
for the debt equity and interest coverage tests are unduly restrictive.
Accordingly,in order to more appropriately reflect a reasonable capital
structure for a corporation, the committee amendments provide that the
debt equity ratio of the issuing corporation must be in excess of 4 to 1 in
order for the debt equity limit to be exceeded and also provide that the
interest coverage limitation is exceeded only where the issuing cor-
poration cannot cover the annual interest expense to be paid by it on
its total indebtedness at least two times over by its projected earnings.

The debt-equity ratio of the issuing corporation for purposes of tﬁ?s
test generally is determined by comparing the corporation’s total in-
debtedness with the excess of its money and other assets over that in-
debtedness. Its assets are taken into account for this purpose at their
adjusted basis for purposes of determining gain.

The annual interest coverage alternative of the third test generally
is to be applied by comparing the average annual earnings of the
issuing corporation for the 3-year period ending with the last day of
the taxable year for which the determination is being made with the
corporation’s annual interest costs on its total indebtedness as of the
time of determination. For this purpose the average annual earnings,

nerally, means the corporation’s earnings and profits computed,

owever, without reduction for interest, Federal income tax liability
or dividends paid (other than dividends paid from the acquired to the
acquiring corporation). Where the issuing corporation has either
acquired control—as defined for purposes of the reorganization pro-
visions of the code—of the acquired company or has acquired
substantially all of the properties of the acquired company, then the
annual interest coverage test is to be determined with respect to
the average annual earnings and the annual interest cost of both
corporations combined.

In order to clarify the application of the debt-equity ratio and
interest coverage tests in the case of financial institutions in the man-
ner which the committee believes was intended by the House, the com-
mittee amendments provide specific rules for purposes of applying
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these tests in the case of banks and corporations primarily engaged in
a lending or finance business. For this purpose, a lending or finance
business means a business of making loans or purchasing or discount-
ing accounts receivable, notes, or installment obligations,

In determining the debt equity ratio of a bank or lending or finance
company, the committee amendments provide that the bank’s or the
company’s total indebtedness is to be reduced by the total amount of
indebtedness owed to the company which arises out of the banking
business or the lending or finance business. The assets of the bank or
company also are to be reduced by this amount since the bill defines a
company’s equity in terms of the excess of its assets over its
indebtedness.

In determining the annual interest expense of a bank or a lending
or finance company, the committee amen(liments, in effect, provide that
the interest. expense on its indebtedness which is used in the banking
or the lending or finance business is not to be taken into account. The
amount of its interest expense not taken into account for this purpose
is that part of the corporation’s total interest expense which is propor-
tionate to that part of the corporation’s total indebtedness which is not
taken into account for purposes of the debt-equity test. A similar re-
duction is to be made in determining the corporation’s- projected
earnings.

These rules regarding the application of the debt-equity and in-
terest coverage test also are to apply if the bank or the lending or
finance company is a member of an affiliated group of corporations
(whether or not it is the issuing corporation). In this case, however,
the rules are to be applied only for purposes of determining the debt,
equity, interest expense, and projected earnings of the bank or lend-
ing or finance company which then are taken into account in deter-
mining the debt-equity ratio and annual interest coverage of the
affiliated group as a whole. In other words, these rules are to he ap-
plied to reduce the bank’s or the lending or finance company’s debt,
nterest expense, and projected earnings which are taken into account
w.th respect to the group, but are not to reduce the debt, interest ex-
pense or projected earnings of other corporations in the affiliated
group. )

Inpdetermining whether a company which is a member of an affili-
ated group is “primarily engaged in a lending or finance business,”
only the activities of the company—not those of the whole group—
are to be taken into account. The above principles also are to be ap-
plied in cases where the projected earnings and annual interest ex-
pense of both the issuing corporation and the acquired corporation
are taken into account under the bill for purposes of the interest cov-
erage test. . )

An interest deduction is not to be disallowed under the bill with
respect to obligations issued for the specified acquisition purposes,
even where the obligations meet the three tests provided by the bill,
for up to $5 million per year of interest costs on these obligations.
This $5 million exception for any year, however, is to be reduced to
the extent of any interest paid by the issuing corporation on obliga-
tions which are issued for the specified acquisition purposes but which
are not subject to the disallowance rule of the bill, whether the obli-
gations were issued in the past or are issued in the future. The com-
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mittee believes that it is appropriate to limit the obligations which are-
taken into account for this purpose to obligations issued in the recent
East, rather than to all past obligations as provided by the House

ill. Accordingly, the committee amendments provide that $5 million
exception is to be reduced by interest paid by the issuing corporation
on obligations which are issued after 1967 for the specified acquisi-
tion purposes but which are not subject to the disallowance rule of
the bill.

Obligations issued for the specified acquisition purpose after 1967
but before October 10, 1969, are to be included within the category of
obligations which cause a reduction in the $5 million exception,
whether or not these obligations meet the three specific tests provided
by the bill, since the disallowance rule of the bill only applies to obliga-
tions issued after October 9, 1969, The term “issued” includes the giv-
ing of a note to a bank or other lender as well as the issuance of a bond
or debenture, In addition, as is generally provided for purposes of the
disallowance rule, the extension, renewal, or refinancing of an obliga-
tion is not to be considered the issuance of a new obligation, Thus, the
interest on an obligation issued to refinance a pre-1968 obligation used
for corporate acquisition purposes is not to be taken into account as a
reduction of the %5 million exception,

In the case of obligations issued for the specified acquisition pur-
Poses after October 9, 1969, the $5 million exception is to be reduced .
)y the interest on any obligation which is not subject to the disallow-
ance rule provided by the bill. Included within this category are obli-
gations which do not meet one of the three specified tests; obligations
used to acquire foreign corporations; obligations which are no longer
subject to the disallowance rule because of the special 3-year rule dis-
cussed below; and obligations which qualify for the 5 percent stock
rule discussed below. Also included within this category would be
obligations issued under the transition rules discussed below.

The House bill and the committee amendments provide that the
interest deduction with respect to obligations issued for the specified
acquisition purposes which meet all three tests is to be disallowed
starting with the first taxable year of the corporation as of the last day
of which the debt-equity or annual interest coverage test is met. As a
general rule, once the tests prescribed by the bill are satisfied with re-
spect to an obligation, so as to result in t%e disallowance of a deduction
for the interest with respect to the obligation for a taxable year, the
interest deduction will be disallowed for all subsequent taxable years.

Where, however, the issuing corporation subsequently obtains con-
trol of, or acquires substantially all the properties of, another corpora-
tion, and, as a result, by applying the debt-equity or annual interest
coverage test as of the end of the year in which control, or the prop-
erties, are acquired and by taking the annual interest expense and
projéected earnings of both corporations into nccount for purposes of
the annual interest coverage alternative of the test, the limits provided
in the test are no longer exceeded, then the interest deduction is to be
allowed for that taxable year and subsequent taxable years.

Under the House bill, there was no way other than that just dis-
cussed for a corporation to have the interest deduetion restored with
respect to obiligations it had issued. even where its capital structure
had been improved so that the debt-equity and interest coverage tests
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were satisfied for a substantial period of time, The committee believes
that it is appropriate to restore the interest deduction in this type of
case. Accordingly, the committee amendments provide that if an issu-
ing corporation has the appropriate debt-equity ratio and interest cov-
erage for each of three consecutive taxable years, then the disallowance
rule is to cease to apply with respect to previously issued obligations of
the corporation commencing with the first taxable year after the three-
year period.

The rules provided by the House bill and the committee amendments
do not apply with respect to tax-free acquisitions by the issuing cor-
poration of stock of a newly formed subsidiary or of stock of an exist-
g subsidiary (i.e., a corporation which the issuing corporation there-
tofore controled within tfle meaning of section 368(c) ).

An exception alzo is provided to the interest deduction disallowance
rule of the bill for indebtedness issued in connection with the acquisi-
tion of assets or stock of a foreign corporation, if substantially all of
the 1ncHme of the foreign corporation for the 3 years prior to the acqui-
sition was from foreign sources.

In order to eliminate de minimis stock acquisitions from the scope
of the disallowance rule, the committee amendments provide that this
rule is to apply to obligations issued to acquire stock a company, only
if the issuing corporation has owned 5 percent or more of the total com-
hined voting power of the other corporation at any time between
October 9, 1969, and the close of the taxable year in which the stock
acquisition oceurs,

Where the issuing corporation is a member of an afliliated group
(as determined under section 1504(a) without any exclusion under
section 1504(b)), the tests preseribed by the bill are in general to be
applied by treating all members of the aftiliated group as one entity,
i.e.. by treating the group as the issuing corporatic. The company
whose stock is being acquired, however, is not to be treated as a mem-
her of the afliliated group (even if it otherwisge would be considered a
member of the group) and thus an acquisition of its stock (including
stock held by a minority shaveholder) would be subjeet to the interest
deduction disallowance rule.

The extension, renewal, or refinancing of an existing obligation is
not to be considered the issnance of a new obligation. Thus, if the
interest deduction is disallowed under the rules of the hill with respect
to an obligation, the disaliowance is to continue even though the obli-
oation is extended, renewed, or refinanced. In addition, the bill pro-
vides that the interest deduction disaliowance rule is to continue to
apply if a corporation, other than the issuing corporation, hecomes
lable on an obligation as guarantor, endorser, or indemnitor, or as-
sumes liability for the obligation.

For purposes of applying other provisions of the Internal Revenue
C'ode, the bill provides that no inference is to be drawn from these rules
as to whether any obligation which the issuer terms a bond, debenture,
note, certificate or other evidence of indebtedness is, in fact, indebted-
ness of the issuer.

[ ffective date—The House bill provided that this provision was
to apply with respect to interest paid or incurred on indebtedness in-
curred after May 27, 1969, Under the committee amendments the
provision is to apply with respect to indebtedness incurred after
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October 9, 1969. The committee amendments further provide that this
provision is to be inapplicable, even though an obligation is issued
after October 9, 1969, in two types of transition situations where the
transaction had previously been undertaken. The provision is not to
apply to obligations issued to acquira stock or assets of a corporation
pursuanttos binding contract in eifoet on October 9, 1969.

In addition, where the issuing corporation as of October 9, 1969, had
at least a 50 percent voting interest in another corporation, this pro-
vision is not to apply to obligations issved by the corporation to acquire
the additional stock in the other corporation which 1s necessary to give
the acquiring corporation control (i.e., an 80 percent interest) of the
other corporation, but only to that extent. If-obligations are issued to
acquire a greater amount of stock than is necessary for this purpose,
only the proportionate part of the obli%?tions related to the acquisition
of that part of the stock acquired which is necessary to provide control
is to be eligible for this treatment. This will allow a corporation which
had achieved practical control of another corporation by October 9,
1969, to acquire the additional stock necessary to give it control for tax
purposes, '

2, Limitation on Installment Sales Provision (sec. 412 of the
.bill and sec. 453(b) of the cede)

Present law.—Under present law, a taxpayer may elect the install-
ment method of reporting a gain on a sale of real property, or a cas-
ual szle of personal property where the price is in excess of $1,000. The
installment method, however, is available only if the payments re-
ceived by the seller in the year of sale (not counting debt obliga-
tions of the purchaser) do not exceed 30 percent of the sales price.

Although the Internal Revenue Service has not rul