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Columbia Pictures Industries, Inc,, Alan J. Hirschfield, president and chief
execttive officer. e c e ————
Committee of Publicly Owned Companies, C. V. Wood Jr., chairman, ac-
companied by V. B, Pettgrew e
Committee on American Movie Production:
Leo Jaffe, chafrman. oo ccmccmccccmcc e ———-
Burton 8. MArCUS. oo ccccrcccceecemcccc e cm——e————————
Committee on Taxation of the Association of the Bar of the Clity of New
York, Robert H. Preiskel, chalrman_ ..
Connecticut Farm Bureau, Inc.,, Luther Stearns, president...ooccecccca--
Council ot State Chambers of COmmerce :
George 8. Koch, chalrman. . cccrccmmccceccccccana——-
Robert Matson, chalrman, committee on State taxation....oceouao
Council of State Housing Agencies, Kenneth G. Hance, Jr., president, ac:
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KaMr:h. Hotn. Joseph K., a Representative in Congress from the State of
NNesotd ceeeomeeeenan ceemmme———————— e mmcesmcceneam——————
Kelso Bangert & Co., Louis O. Kelso, managing director and chief econ-
omist, accompanied by Norman G. Kurland, Washington counsel.......
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Kelso, Louls O., managing director and chief economist, Kelso Bangert &
Co., accompanied by Norman G. Kutland, Washington counsel....._..
Kelllxned{és Hon. Edward M., a U.S. Senator from the State of Massa-
chuse o om0l e e 0 8 2 B o e o o
Koch, George 8., chairman, Council of State Chambers of Commerce, ac-
companied by Eugene Rinta, executive councll. oo oo .._
Kuhn, Bowle, commissioner of baseball. oo
Laguarta, Jullo 8., chairman, legislative committee, National Association of
Realtors; accompanied by Gil Thurm, staff legislative counsel, and
Edwin L. Kahn, of Arent, Fox, Kintner, Plotkin & Kahn, special tax

COUNBEL o rcecccccme e cae—e fcmmmccee e — e e ————————— =
Lane, Ms. Laura, Farm Journal, Philadelphia, Pl cmecaaceeaa- ———
Lawrence, Don, president, National Apartment Assocfation, accompanied

by John C. Willlamson, general counsel... oo emmmaeecaneae

Lederer, Robert F., executive vice president, American Association of
Nurserymen, Inc., accompanied by John Manwell. o oo
Leisenring, BE. B., Jr., chairman, tax committee, National Coal Assoclation,
hccompaniéd by Robert F. Stauffer, general counsel, and Larry Zalkin,
treasurer, Westmoreland Coal CO. v o ucciccmcmmccaccaeccaae
Iibin, Jerome B., Sutherland, Asbill & Brennan. ..o
Little, Thomas L., chairman of the board, First National Retirement Sys-
tems, Inc.,, accompanied by F. Jerome Shea, president, and Rufus 8.
Watts, technical vice president_____.__ . —————— e o e e
Lovell, Malcolm R., Jr., presidant, Rubber Manufacturers Association,
accompanied by Edward Wright, vice president of economic affairs of
American Rubber Manufacturers Assoclation. .o mommaeaas
Machinery and Allled Products Institute, Charles W. Stewart, president,
accompanied by Frank Holman, staff counsel. ...... m—mmmm——mm—————
Maer, Claude M., Jr., National Livestock Tax Committee, accompanied
- by Flynn Stewart, member; Henry Matthiessen, Jr., former president,
American Hereford Association; William McMillan, executive vice presi-
dent, National Cattlemen’s Association; and Bill Jones, executive vice
president, National Livestock Feeders Assoclation. ..o cocoomae .o
Manufacturing Chemists Association, ¥. Perry Wilson, chairman of the
board, Unlon Carblde COrPace v ccccccmeccmcmccmccmcccmcmere—————
Marcus, Burton 8., Committee on American Movie Production......_..
Matson, Robert, chairman, Committee on State Taxation, Council of State
Chambers of Commerce, accompanied by Willlam R. Brown, secretary
and associate research director. oo eeee e
McDermott, Francis O., partner, Chicago law firm of Hopkins, Sutter,
Mulroy, Davis & Cromartie_ e ecmmea s
McLean, Warner H., tax director, Hilton Hotels Corpncmecccccacaa .
McLellan, Robert, vice president for international government relatlons,
FMC Corp., accompanied by Robert Moody, tax counrel, FMC Corp._-._
McMullen, Robert L., president, American Soclety of Travel Agents, Inc,,
accompanied by Glen A. Wilkinson, general counsel to ABTA____..._..

~ Merrill Lynch & Co., Inc.,, Thomas L. Chrystie, senior vice president, accom-

panied by Walter Perlstein, tax counsel, and John C. Richardson, at-
torney, Brown, Wood, Ivey, Mitchell & Petty. o cmm oo ceaaae
Metropolitan Life Insurance Co., Dr. Charles Moeller, Jr., senior vice presi-
dent and economiBt. .o m i neceiemec e cccamm———a- vmemm—i————
Midwest Task Force for Beef Exports, Inc, Hon. Jules W. Burbach,
president oo vecommemcmmmam e caca— e e mmmeeemmemeeseen—~—
Moeller, Dr. Charles, Jr., senior vice president and economist, Metropolitan
Life INsurance Coaccmmeccmcccvenccnccacracnmcramraaccramcacnrcanana-
Motor Vehicle Manufacturers Assoclation, Peter Griskivich, director.....--
Moving Picture Machine Operators Union of the International Alllance,
Steve D'Inzillo, New York business representative. . cccccceoceau--
Nathan, Robert R., Robert R. Nathan Associates, Inc., on behalf of Small
Producers for Energy Independence......oeccamccrccscccmamannneoman
National Apartment. Association, Don Lawrence, president, accompanied
by John C. Williamsonj general COUNSel..ceecmcrcecammanmecmcecaceann
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National Association of Home Builders, John O. Hart, president, accom-
panied by Ieonard L. Silverstein, tax counsel, and Carl A. 8. Coan,
Jr., legluiative COULBelamm oo e maccceeaa

Natlonal Assoclation of Manufacturers, Roland M. Bixler, chah-man. com-
mittee on taxation... eemeemeesccceeaeee—ra————

National Association of Realtors, Julio 8. Laguarta, chalrman, legislative
committee, accompanied by Gil Thurm, staff legislative counsel, and
Edwin L. Kahn, of Arent, Fox, Kinter. & Kahn, special tax counsel.....

National Assoclation of Retired Federal Employees, Charles Merin and
Judith Park, legislative assistants

N%‘,"’“&“ Association of ‘theater Uwners, Faul Roth, chairman ot the

JATA e mnmmemrc e nmm - - ——————— - - o = - o = "

Na‘’ional Association ot Wholesaler-mstrlbutors, W. Lee Gosnell, director
of government relations.. .o cmc e ccea——

Nnt:&x;gl Cattlemen's Association, Wiluam McMillan, executive vice
v L) ] SR

Naticral Coal Association, B. B. Leisenring, Jr., chairman, tax committee,
accompanfed by Robert Stauffer, general counsel, and Larry Zalkin,
treasurer, Westmoreland Coal COavcmacaaanon ——

Natiopal Conference of Motion Picture and Television Unions, Sam
Rovert, coordinatore e ccccccccmccececcceccec——cca————

National Dividend Plan, Dr. Martin Gainsbrugh, economic consultant,
accompanied by Hal Short, consultant t0 the NDPa.cmccccmccmcacaaa

National Foreign Trade Council, Inc, Robert M. Norris, president,
sccompanied vy :

Raymond A, S8chroder, chairman, tax committee ;
Wesley N. Fach, vice president, tax-legal divislon.. v ccceecaucccaaan

National Housing Partnerships, Sidney Freidberg, executive vice president
and general counsel, and member executive committee, Ad Hoc Coalition
for Low and Modemte Income HouSiNg. e ceveeccarccnacecncarancnan

Natlonal Housing Rehabilitation Association, A, Carleton Dukess, chair-

Nc:ltloxtml Livestock Feeders Association, Blll Jones. executive vice presi-
BN e e e e e e —m e e e ——————————————————————————————
National Livestock Tax Committee, Claude M. Maer, Jre e arcacaaa
National Machine Tool Bullders' Association, J. B. Perkins, president, Hill
Acme Co., accompanied by James A. (ray, executive vice president, and
James H. Mack, public affairs director .o ccaceacccccaae
National Realty Oommlttee. A. Albert Walsh, president, aecompanied by
Alan J. B. Aronsohn NRC tax counsel. ..o ccecce e cececmccmea
National Rural Housing Coalition, Cushing Dolbeare, executive secretary..
National S8avings & Loan League, Gilbert G. Roessner, past president....
National Urban Coalition, M. Carl Holman, president...cceaccacacacacs
Natural Resources Group of the Cencral Bank of Denver, Allen Thomas,
vice president. . e cccccceccceeccceccecerecmceemc e e am——
Needham, James J., chairman of the board, the New York Stock Exchange,
accompanied by Donald L. Calvin, vice president, NYSE. and Dr. William
. O. Freund, vice president and chief economist, NYSE.. o ommceuaae
New York State Bar Association, Peter L. Faber, chairman, tax section...
New York Stock Exchange, James J. Needham, chairman of the board, ac-
companied by Donald L. Calvin, vice president, NYSE and Dr. Willlam
O. Freund, vice president and chief economist, NYSH. . cmecmcacaaa
Nolan, Kathleen, natlonal president, Screen Actors Guild ................
Nolan, William J., Jr., chairman, Committee on Taxation, United States
Council of the International Chamber of Commerce, INCecnccnccaanna.
Norman B. Ture, Inc, Norman B. Ture, president.....
Norris, Robert M., president National Foreign Trade Oouncil Inc, ac-
companied by
Raymond A. Schroder, chairman, Tax Committee ;

Wesley N. Fach vice president, tax-legal AiviBloN e ccmmcamcwauoaao
Pace, Norma, senior vice president, American Paper Inntitute. accom-
panied by Nell Wissin, director of taxes, Weyerhaeuser COmamnnm .
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t

Northrup, King & Co., LeRoy Johnson, corporate tax counsel, accom:
panied by Wayne Underwood, international marketing director, ASTA...

0’Connor, James J., executive vice president, Commonwealth Edison Co.,
on behalf of Edison Blectric Institute, accompanied by Reid Thompeon,
chairman of the board- and president, Potomac Blectrle Power Co., and
Al Nolts, Commonwealth Edison of Chicago.-- ———

"Panel consisting of :

Bowie Kuhn, commissioner of baseball, accompanied by Walter J.
Rockler and James P. Fitspatrick; -

Robert O. Swados, vice president and director of Buffalo Sabres
Hockey Club, on behalf of the National Hockey League:

John Jones and Andrew Singer on behalf of National Football League;

Ronald 8. Schacht, National Basketball Ass0CIAtiON v e e ceamcceecae

Panel consisting of :

Leo Jaffe, chairman, Committee on American Movie Production;

Burton 8. Marcus, Committee on American Movie Production ;

Walter Diehl, International President of the Theatrical Stage Em-
ployees and Moving Picture Machine Operators of the United States
and Canada;

Sam Robert, coordinator, New York Conference of Motion Picture and
Television Unjons and National Conference of Motion Picture and
Television Unions and vice president of Local 52; ;

Pagxl Roth, chairman of the board, National Association of Theater

wners ;

Steve D’Ingillo, New York business representative, Moving Plcture
Machine Operators Unfon of the International Allfance;

Alan J. Hirschfield, president and chief executive officer, Columbia
Plctures Industries, Inc.; and

Kathleen Nolan, national president, Screen Actors Guild..cacoca ..

Panel consisting of: Mrs. Lloyd Royal, Springfield, Nebr.; Ms. Audrey
Sickinger, Cato, Wis.; Ms, Jacqueline Furber, Wolcott, N.Y,; Ms, Laura
vaa;ne. Farm Journal, Philadelphia, Pa.; and Ms. Jo Ann Vogel, Cato,

s - - - - - - N

Panel consisting of: Peter Griskivich, director, Motor Vehicle Manufac-
turers Association; Berkley C. Sweet, president, Truck Body & Equip-
ment Assoclation, accompanied by James A. Hackney III, chairman,
tax committee, Hackney & Son; F. Murray Callahan, vice president,
Heavy Duty Truck Manufacturers Association, accompanied by Garner
Davis, vice president, Mack Truck, Inc.; and Charles J. Calvin, pres-
ident, Truck Trafler Manufacturers Assoclation.c . cemcmcccccacuaa-

 Panel consisting of: Stephen Alles, president, Assoclation of American

Raflroads, accompanied by John P. Fishwick, president and chief execu-

tive officer, Norfolk & Western Railway Co.; Dr. Willlam J. Harrls, Jr.,

vice president, research and test department, Assoclation of American

Railroads; W. Graham Claytor, Jr., chief executive officer, Southern

Railway System, and F. B. Barnett, chairman, board of directors and

chief executive officer, Union Pacific Rallroad. e ccccmcccmaccamnan
Panel consisting of: :

Dr. Willlam Perrault, president, National Association of State Lot-
teries; Edward Powers, executive direc:or, New Hampshire Swee
stakes Commission ; John Winchester, ¢ xecutive director, Connecti-
cut State Lottery, and vice president, National Association of Btate
Lotteries; and Ralph F. Bateh, director, Illinois State Lottery...-

Paragon Resources, Inc., James C. Templeton, president.o.o.cocuvcan-.
Parker, Foster, president, Brown & Root, accompanied by Prof. Michael BE.
Conroy, University of Texas at Austin. .. . cecocmccammcacacceeeee

Penick, Willlam C., chairman, Federal tax division, American Institute of

Certified Public Accountanta. oo oo cee e cecccnccccrecncnannnm———
Penn Central Transportation Co., Robert W. Blanchette, chairman of the
trustees, accompanied by Newman T. Halvorson, Jr., counsel. . ccaaa.-
Perkins, J. B., president, Hill Acme Co. accomnpanied by James A Gray,
executive vice president, National Machine Too] Builders' Association,
and James H. Mack, public affairs director, NMTBA..
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Page
Perrault, Dr. William, president, National Association of State Lotteries.. 2857
Phelan, Arthur J., Jr., chairman ot the board, Government Services Sav-
ings & Loan, INC. .. et e e e c—— e ——————— 474
Powers, Edward, executive director, New Hampshire Sweepatakes Com-
mission —— e meeccmeamesmc e ceceme——————— 2857
Preiskel, Rovert H, chairman, committee on Taxation of the Association
of the Bar of the City of New YorK. oo eecccececcc———— 703
Reading Co., Alfred W. Hesse, chief executive officer and acting president, .
accompanied by Ernest 8. Christian of Patton, Boggs & BloW.ecceuea-- 2851
Riddell, James W,, of Dawson, Riddell, Taylor, Davis & Holroyd, and H.
Lawrence Fox of Pepper, Hamilton & Scheets, on behalf of the Ad Hoc
Committee on Family Foundations. oo e cemeceemceccmnane 2204
Rovert, Sam, coordinator, New Yurk Conrerence of Motion Pl(.ture and
Television Unions and National Conference of Motlon Picture and Tele-
vision Unions and vice president of Local 82« e cmccerecemean 661
Rodgers,-T. Howard, president, Domestic Petrolenm Council, and presi-
dent of Santa Fe Natural Resources, INCec e ccceccicccaccncccanan 761
Roessner, Gllbert G., president, City Federal Savings & Loan Assoclation,
Ellzabeth N.J., and past president of the National Savings & Loan
League, aceompanled by Henry Carrington, executive vice president of
the league, and Leonard Silverstein, tax consultant to the league.-..... 2058
Roth, PFaul, chairman of the board, National Association of Theater
OWNEIB cevccceccccccnccancmmcrnnervrrwennsemrerenearcaneanrnne-n— 661
Royal, Mrs. Lloyd, Springfield, Nebro. .o ecmeeccccccnccam 1039
Sauereisen Cement Co., Phil F. Sauereisen, president .. encocmaa. 1068
Schacht, Ronald 8., National Basketball League. oo oo eaee 609
Schoefler, Robert W., president, American Machine Tool Distributors’
Association, accompanied by James C. Kelley, executive vice president.. 1847
Scott, Tom, Jr., chairman, legislative committee, U.S. League of Savings -
Associations, aocompanled by William Prather and John Saplensa.... 2042
Screen Actors Guild, Kathleen Nolan, natlonal president o a oo 661
Security Industry Assoclation. Virgil H. Sherrill, chairman, governing
council, accompanied by Edward 1. O'Brlen, president, and James W.
Walker, Jr., executive vice president.. e aeaaee 1826
Seghers, Paul D., president, International Tax Institute, InC.ccee ... 1167
Sherrlli, Virgil H,, chairman, governing council, Securities Industry Asso-
clation, accompanied by Edward I. O'Brien, president, and James W.
Walker, Jr., executive vice presldent .« o e e eaam 18258
Sickinger, Ms. Audrey, Cato, Wis.. cermmceeeceeem————————— ————- 1959
Simmons, Sherwin P, chairman, section of taxation, American Bar Asso-
clation, accompanled by Lipman Redman, vice chalrman, government re-
lations, and John 8. Nolan, chalrman, committee on implementing recom-
mendations e cccec e meccccncccc e ecccee———————————— 2205
Singer, Andrew, on behalf of the National Footbald League..ocecuua-- 609
Slick, W. T, Jr., senior vice president, Exxon Co,, U.8.A., on behalf of Amer-
ican Petroleum Institute. e oo caeemeceeae 795,3984
Small Producers for Energy Independence, Robert R. Nathan, Robert R.
Nathan As880Clates cccceoccoccrmccacccmccccccnccccccccrcnc————— 851
Southeastern Council on Foundations, Charles A. Bundy, truste€........ 2194
Special Committee for U.S. Exports, David Garfleld, chairman, and vice
chairman, Ingersoll-Rand.cceccccecnccncrmccccccacccccmenccmcaa——— 1063
St:lnley, Timothy W., president, International Economic Policy Associa-
fitearns, Luther, presldent. Connecticut Farm Bureau Association, Inc... 19018
Stewart, Charles W., president, Machinery and Ailled Products Institute,
accompanied by Frank Holman, staff counsel...c.ceucacmcanccccacaaaa 1257
Stobaugh, Prof. Robert B.,, Harvard Business 8choo). .o camicmmaaaae 1187
Stone, Hon. Richard, a U. 8 Senator from the State of Florlda..coca.--- 812
Strichman, George A. chairman, Ad Hoe Cmnmittee for an Effective In-
vestment Tax Credlt, accompanied by Willilam K. Condrell, general
COUNBE] «ceccrccccacccccaccaccacnmcssamcomermmmenanncem—n—m————— 1789
Swados, Robert O., vice president and director, Bnﬂalo Sabrea Hockey 000

Club, on behalf ot the National Hockey league.... -
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Sweet, Berkley C., president, Truck Body & Equipment Association, accom-
panied by James A. Hackney III, chairman, tax committee, Hackney

Tax Council, Paul L. Dillingham, director and chairman of the tax policy
commlttee, and vice president and director of taxes, the Coca-Cola Co.
of Atlanta, G&._ e e leicmccasccssmcn e man——

Tax Reform Research Group, Robert M. Brandon, director- - cacooo_-.

Temple, Phillip T., Preeau & Teltell, accompanied by Emerson Ward, M.D.,
chairman of the board of development, Mayo Clinic, on behalf of the
Amelriican Assoclation of Presidents of Independent Colleges and Uni-
versitles oo —————

Templeton, James C., president, Paragon Resources, InCooceeoeeaaa-o

Texaco, Inc., Wilford R. Young, vice chairman of the board of directors and

general counsel . o o e crccmcccccccccccemamc—————— 797

Theatrical Stage Employees and Moving Pjcture Machine Operators of
the United States and Canada, Walter Diehl, international president..
Thomas, Allen, vice president, Natural Resources Group of the Central
Bank of Denver- . e ccmcmc e ceccemcce——a e —————
Thompson, Richard N., secretary-treasurer, and general counsel, Hy-Gain
Electronics Corp., accompanied by Zoltan M. Mihaly, special counsel..
Titus, Douglas, atcorney, lowa Beef Processors, INCoo oo omccrce..
Tollefson, Donald A., Coalition for the Public Good, accompanied by Wil.
llam PenfeK. o oo e ccccmccccccccmc e e ——————
Truck Body & Equipment Association, Berkley O, Sweet, president, ac-
comg:néed by James A. Hackney III, chairman, tax committee, Hack-
ney O e e e e e et e e e e e e e e
Truck Trailer Manufacturers Association, Charles J. Calvin, president..
Ture, Norman B., president, Norman B. Ture, INCocc oo mcccaeons
United States Council of the International Chamber of Commerce, Inc,
William J. Nolan, Jr., chairman, Committee on Taxation. . .-ceccceea--

U.8, Independent Telephone Assoclation, John J. Douglas, executive vice -

president, General Telephone & Electronics Corpocaacecmcacccccaccnca-
U.S. League of Savings Assoclations, Tom Scott, Jr., chairman, legislative
committee, dccompanied by William Prather and John Sapienza........
Varner, Durwood B., president, University of Nebraska, accompanied by
Julian Levi, chairman, committee on taxation, American Council on
Educatlon oo mecaccccmcnnca— ane
Vogel, Ms. Jo Ann, Cato, WiS. o cccccecccmcccccccmccccecccanacan-
Walker, Dr. Charls E., president, Charls E. Walker Associates, on behalf
of the Business Roundtable, accompanied by David O. Willlams, Jr.,
tax counsel, Bethlehem Steel Corp., and Albert E. Germatn, tax connsel,
Aluminum Co. of America. e cecccmccccme e e—
Walsh, Albert A., president, National Realty Committee, accompan!ed by
Alan J. B. Aronsohn, NRC tax counsel oo eSS emimmcmme
Weller, Ralph, chairman, Otis Elevator Co., on bchalf of Lmergency Com-
mittee for American Trade-ceccccccccccanccncncaccccrnamecacreaanenenn
Wilson, F. Perry, chairman of the board, Union Carbide Corp., on behalf of
Manufacturing Chemists Association. ..o
Winchester, John, executive director, Connecticut State Lottery..........
Winter, Walker, member of the-board of directors, chairman, taxation
committee, Chamber of Commerce of the Uunited States, accompanied hy
Robert R. Statham, director, tax and finance section; and Walter A.

Slowlnski member of the chamber's taxation and international commit- ‘
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Wood, C. V., Jr., chairman, The Committee of Publicly Owned Companies,

aceompanled by V. B, PettlgreWae e ancecceccccccccccccaccancaneen—-
Woodbury, Wallace R., chairman, tax subcommittee of the International

Council of Shopping Centers. .. ilaeceanmcacimcccnccnccccamcnccnnesn

Young, Wilford R., vice chairman of the board of directors and genex;{tgz

counsel, TeXACO, INCececuccrcccccrernecnenccmreanrcacsasnamnaannn
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STATEMENT oF SENATOR CrarrLes H. Percy

Mr. Chairman, I am submitting this statement for the Committee’s
consideration to express my concern about some of the amendments

‘that have been proposed to H.R. 10612 and to raise some points that

are of sufficient importance to merit the Committee’s attention and
action at this time. .

In my judgment, many of the proposals that are being made to
reform our tax system and to alleviate existing and future employment
needs are shortsighted and will prove highly counterproductive in the
long run. They will reignite inflationary pressures and rob the private
sector of the resources 1t needs to provide an adequate number of well-
pafing jobs in the future. .

am convinced that the only means to assure a health{ economy,

full employment and an acceptable standard of living for all American
workers and their families in future years is to increase our level of
capital investment today. To meet these goals by 1980, the Bureau of
Economic Analysis of the Department of Commerce estimates that
we must increass the proportion of our GNP devoted to fixed business
investment to 12.4 percent annuelly during the intervening five years.
Such investment has averaged 10.1 percent during the last five years,
an actual reduction from the preceding five years. In dollar figures,
Secretary of the Treasury Simon has estimated that meeting these
als will require more than $4 trillion in saving and investment over

e next decade.

I am afraid that discussions of this type and figures of this magni-
tude are what give rise to expressions such as “Eomty heads in Wash-
mg:t);l”,.but examined in its constituent parts, the need is real and well
substantiated.

To achieve full employment during the next ten years, we will need
at least 19,000,000 new jobs. However, a large percentage of investment
during this period—it was 62 percent during the decade of the 60s—
must be devoted solely to replacing and modernizing existing equip-
ment. Also, a significant portion of investment must be devoted to
pollution control equipment, safer working conditions and other
expenditures necessary to maintain and improve the quality of our
lives. We will need significant investment over and above such “non-
productive” investment if we are to provide 19,000,000 new jobs, enable
the payment of higher wages, and maintain our standard of living.
Adequate investment is the key to attaining the level of productivity
necessary to meet these goals.

. Unfortunately, we are on the opposite course. The rate of growth
in U.S. groducti\nt has steadily declined in relation to earlier levels
and in relation to other industrial nations of the world,

This poor record is directly attributable to U.S. incentives for
business investment compared to those in other industrialized countries.

- (2411)
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Pierre Rinfret of Rinfret-Boston Associates made a country by

- country comparison of investment incentives when he testified before

the Ways and Means Committee in 1978. He traced the rate of capital
recovery from an hypothetical $10 million investment in the United
Kingdom, West Germany, France, Italy, Canada, Japan and the
United States. After five years, under the most favorable tax advan-
tages available, only 57.7% of capital invested in the U.S. was
recaptured, whereas from 70.5% to 99.2% was recaptured in the
industrialized foreign nations.

It is for this reason that I am deeply concerned by proposals to
reduce those investment incentives that our tax law now provides, or
to greatly increase federal borrowing for the purpose of funding
millions of jobs in the public sector. What we should be doing is
increasing the investment capital available to the private sector.

This does not necessitate ignoring the very critical problem of
unemployment today or mean that there is no justification for Fublic
sector jobs. I have supported funding for a reasonable number of these
job opportunities. They are a quick and relatively non-inflationary
means of assisting the uneinployed and helping state and local govern-
ments maintain services during recessionary periods and of providing
a stepping stone for the chronically unemployed and improving local
services when employment levels are higher.

However, it is impossible for the public sector to provide jobs for all
the unemployed without government dangerously dominating the
economy. Guaranteed government jobs for all at prevailing wage rates
would produce extreme competition, resulting in a new round of infla-
tion or necessitating strict wage controls. In addition, government
cannot possibly provide meaningful, Bjroductive jobs for millions of

~people without directly competing with, and eventually entering, the
domain of private industry.

Assisting those who are unemployed today and contributing to to-
morrow’s capital needs are not mutually exclusive goals and it is pos-
sible to do both in a sound and productive way. There are two propos-
als now_pepdmf before the Committee whic{ I believe can assist in
accomplishing this goal. \

The first is S. 2629, which I cosponsored last year when it was intro-
duced by Senator Bentsen of this Committee, S, 2629 provides a 10
percent tax credit for additional workers hired by private business in
1976 and 1977, and requires that the dollar value of-the credit for all
but the first two workers be plowed back into new investment. Eligible
\\_'orkerel;{ are (%13111&(1 (tl(')tt'h(])?e y:;:;) ha$§?)0 been unemployed for at least
six weeks and the credit is limited to rnewh i
thgr Il)li.ll’s impactlon the;1 nleediest. pe iree, thus targeting

_This proposal can help overcome the normal -recession i
hiring, counter some ofP the non-productive cospt:sisuch as p?ygr;ﬁ
taxes—of hiring new workers, and fund new investment.

The second proposal was made by the President earlier this year
and was introduced in the House as H.R. 11854. It allows very rapid
amortization on new plant and equipment in areas of over 7 percent
unemployment, The new investment generated by this incentive will
help reduce unemployment in the construction in ustry—which is now

\
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running at 15.5 percent—vwhile laying the base for new jobs in the
future, In addition, this type of investment incentive can serve to keep
industry in cities like Chicago, which lost 8.4 percent of its jobs from
1970 to 1974, East St. Louis has been even harder hit by businesses
moving to the suburbs and other areas of the country.

We should not be lulled into complacency by the fact that there is
eéxcess capacity in industry at this particular point in time. The econ-
omy is on & steady upward track. Today’s excess can quickly turn into
the large production bottlenecks that occurred in 1873 and lead to
spiraling price increases,

Our rate of capital formation is demonstratably insufficient and I
believe the situation is critical enough to deserve the Committee’s at-
tention and action at this time. I urge that these proposals, or ones
similar in intent and effect, be included in the tax reform bill reported
to the floor this spring. And, I strongly urge the Committee to reject
proposals that will actually decrease the existing incentives for in-
vestment and job creation in the private sector.
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STATEMENT OF SENATOR MArRk O. HATFIELD

I appreciate the opportunity to present a statement to the Commit-
tee on %‘inance as a part of the current hearings on income tax revi-
sion, I know that the Committee has been hearing from many individ-
uals and organizations in regard to the specific provisions of H.R.
10612 and some of the more general issues which must be dealt with
at the same time, L )

I do not envy the task of the Committee in giving careful considera-
tion to the pending tax bills and the problems not covered by these
bills. All of us in the Senate who are not members of the Finance Com-
mittee and have had ideas and concerns about taxation would like the
Committee to deal with the bills we have drafted and introduced. This
creates an almost impossible, but necessary, task of sifting, reconcilin
and collatin%. If this is not done, the process of considering amend-
ments in the full Senate will be lengthy and exhausting. )

With these considerations in mind, I wish to call the attention of the
Committee to two bills I have introduced and ask that they be given
favorable consideration, I hope they will be considered at the com-

“mittee level, where they can be made a part of bills to be reported to

the full Senate,

Presumably, both of these bills could be attached as amendments to
H.R. 10612, but I am willing for other vehicles to be utilized.

The projected impact of the first bill is relatively minor, but to the
senior citizens who would be affected, this legislation is of major
importance. This bill, S. 1142, is being (imfted as an amendment to be
offered at the appropriate time, It would increase the exclusion from

voss income of capital gains from the sale of a residence o1 property

y an individual who is 65 years or older. Present law allows an exclu-
sion of $20,000 from capital gains tax for the sale price of the home
or property. When this exclusion was enacted as a part of the Revenue
Act of 1964, the amount was well in line with the sales price of exist-
ing home, In fact, the median sales {)rice of existing homes in 1966
was $18,760. The intent of the law in 1964 clearly was that the typical
senior citizen not pay capital gains tax on his or her home or property
when selling it. Many elderly persons are forced to ﬁive up their homes
for health reasons or choose to live in housing which is less demanding
during that stage of their lives. We should not allow the inflated prices
of homes to create heavy capital gains taxes when these homes are sold.

The need for increasing the exclusion to conform with the intent of
the law is easy to document. The median sales price of existing homes
during Febma;xd 1976, according to the National Association of Real-
tors, was $36,200. Increasing the exclusion to $35,000 would brin
these figures into closer alignment. The amount of $35,000 was select

(2415)
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"by the House Ways and Means Committee in legislation reported out of
-committee in August, 1974. Although the Committee did not include a

similar provision in H.R. 10612, the bill is comprehensive in scopo and
is a suitable vehicle for this provision.

There seems to be a growing interest in Congress to make some
changes in estate and gifts taxes. Property values have made the dollar
amounts in the laws out of date. For those who retain their homes until
their death, the problem is in the area of estate taxes, For those who sell
their homes, the Kroblem is with the laws governing capital gains.

I realize that the Finance Committee is under some constraints to be
certain that the net effect of tax changes is in the direction of increas-
ing revenue, but I feel a change of this type is well justified in becoming
a part of the balance sheet of tax changes. I ask that the Committee
give this careful consideration. It would seem to me that this is a
change that the House Ways and Means Committee would accept, in
the light of their previous action.

. Secondly, I want to bring to the attention of the Committese my
intention of offering m Simpliform tax bill, S. 802, as an amendment
to H.R. 10812, specifically in relation to Title III, on the minimum tax.
This amendment is being drafted and will be introduced in the Senate,
hopefully before Committee action takes place. )

n this week’s issue of “Newsweek,” Milton Friedman has an essay

entitled, “Tax Reform: An Impossible Dream.” In the essay he out-
lines two possible approaches to tax reform: one would place a maxi-
mum rate of 25% on personal income taxes and the other would place a
flat rate on all income above personal exemptions, less onlg the strictly
occupational expenses, His proposals bear some resemblance to my
amendment and ought to be given consideration. What interests me
most, however, is his conclusion. He says his ideas and other reform
plans will not be seriously considered because “lawyers and tax ac-
countants and government civil servants would lose if it were enacted.”
Moreover, according to Friedman, legislators would also resist the
enactment of major tax reform because they would be surrenderin
their opportunity to gain political points by granting “relief” periodi-
cally in the form of tax cuts, Professor Friedman’s pessimism or real-
ism, if you will, ought to motivate the Congress to engage in some
serious soul-searching as we give consideration to major tax legisla-
tion. If Friedman is right that attorneys, tax accountants and civil
servants can effectively }())revent the adoption of major tax reform, then
something is wrong with our legislative process. Moreover, if the mem-
bers of Congress themselves have unthinkingly joined this unholy al-
liance of inertia, then this is a very serious indictment. .

The desire to have legislative “goodies” to pass out from time to
time is hard to resist. For example, Congress clung to the system of
granting statutory increases in Social Security benefits for many
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years, partly because of the i)olitical gain derived from voting for
more money for the thirty million Social Security recipients. Eighty
million people filed individual income tax returns in 1973, so the temp-
tation is even greater to retain a system which allows Congress to
grant periodic tax cuts as a result of the inflation of tax receipts. It is
my hope that the days and weeks spent by the Senate this year on tax
revisions will include a careful look at major tax reform.

My specific amendment is the adaptation of my bill, S. 802, to the
minimum tax, The bill would eliminate most tax deductions, thus
greatly broadening the tax base. This would slm?hfy the tax instruc-
tions and reporting forms and would permit a lower basic tax rate,
beginning at 10% and graduated upward to a maximum of 50%. The
tax form would contain only four lines and a person would know at
any time during the year what his tax obligation would be. My pro-

osed amendment would provide that the calculation method in my
gimpliform bill would be an optional alternative to the minimum tax
for those up to $200,000 in income and would be mandatory for in-
comes above that. C

Professor Friedman makes a good case for tax simplification and
reform in his article in “Newswoek.” He points out that a much lower
proportion of taxpayers filed returns with a net taxable income of
$100,000 or more in 1972 than in 1929, at which time the top tax rate
was 25%. Friedman'’s point in limiting the tax rate to 25% is that this
would remove the need for upper income taxpayers to spend money for
tax attorneys and accountants in locating tax shelters and converting
ordinary income into capital gains, Thus, a taxpayer who pays at an
actual rate below 25% would be willing to pay the 25% in order to
save the cost of the tax advice and financial manipulation.

The same reasoning would sup‘)ort the use of my Simpliform plan. -
Some taxpayers would voluntarily adopt Simpliform in order to re-
duce their tax compliance cost. According to one estimate, $2 billion
is now spent on compliance, which does not benefit the federal coffers
and is lost to the taxpayers as well, Those who are high enough on the
income scale to be required to use Simpliform can be sure that their
rate would not exceed 50% and that they would avoid the confiscatory
70% under present law. I cannot accept Friedman’s sug%?stion of a
flat 16% on all income. Fairness requires that we retain the progres-
sive principle in our income tax, particularly since the non-progressive
nature of Social Security taxes partially offsets the progressive income
tax and pushes the total tax burden of some middle income people far
above the tax rate paid by some of the wealthy. I do not think the “tax
revolt” is aimed at the progressive concept, but rather at the flagrant
violation of this concept in our total tax system.

Since the introduction of S. 802 last year, I have been pleased with
the interest of many people across the country. Some have shared Pro-
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fessor Friedman’s pessimism about the prospects for tax reform; oth-
ers have been optimistic and have even supported it in spite of possible
higher tax obligations for themselves. Recently, officials in the Admin-
istration have been advocating tax simplification and reform very
similar to that provided_in my tax bill. Secretary Simon has been saﬁv-
ing repeatedly that this should be the direction of tax revision. The
question now is whether we can get beyond the stage of saying it is a
good idea and begin to give tax simplification definite consideration in
actual legislative form. If others can propose alternative bills or
amendments which would achieve tax simplification and reform more
effectively than would Simpliform, I would be happy to support their
proposals, But so much of what has been discussed and proposed is
reform in name only, and it certainly does not simplify the tax laws.
We cannot speak of reform if major tax breaks are left untouched. We
cannot ask a taxpayer from one income bracket to give up certain
benefits if others are allowed to cling to their own loopholes. There is
an inevitable “all or nothing” dimension to tax reform.

Mr. Chairman, I am attaching a brief summary of the Simpliform
tax plan to my testimony and will make available to the Committee the
text of my amendments, converting this bill and my senior citizens
home sales bill to appropriate amendment form. I ask that the Com-
mittee give these amendments careful consideration in the context of
the markup of tax revision bills in the near future,

BRIEF SUMMARY OF SIMPLIFORM TAX PLAN

: Pt}zlrylmae.——'l‘o reform the individual income tax and eliminate tax
oopholes,
umwnam:—Sirqflifonn would replace most income tax deductions
and exemptions with a uniform and fair tax rate. Nearly all taxpay-
- ers would use a simple, two-step calculation to determine their tax.
T'he tax rate.—Eliminating the loopholes would allow the rate to be
lowered for most people. A couple with income under $5,000 would
pay no tax, Above that the standard rate would be 10% with a surtax
added for income above $10,000,
The surtax is summarized in this table:

Income over — But aot over — Beslc surtax surtax (percent) For income over =
$10, 15,000  .oiceeeieennaizonone
%g 82&'000 $250 13 'igtg
- 35 000 2,00 1,50 % 39000
so.% xoo,% 6 500 25 50, 000
;83‘000 I&% 13'°°° g m'%
1,000,000  ........ eervenrennens wi% ] 1.&9'«»

Tax oredits.—In place of the present system of personal exemptions,
Simpliforra would allow a $250 credit for adults. The present personal
exemptions provide up to four times as much tax saving for the
wealthy as for the lower income person. Simpliform’s restriction of
eredits to adults removes the tax disadvantages from the single and
childless taxpayers,
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StaTEMENT OF SENATOR Joserr M. MonNTOYA

Mr. Chairman: I would like to express my gratitude to the Commit-
tee for permitting me to testify concerning legislation which I have
proposed to amend the Internal Revenue e.

The need for reform of our tax laws is not a controversial subject—

not anymore. Everyone—taxpayers, tax experts, members of Congress,
businessmen, lawyers—everyone has at least one pet ‘reform’ which
he would like to see become law, However, the decisions about exactly
which reform should be passed, or exactly how that reform should be
accomplished are not so easy. That is the very difficult job which this
Committee has tackled, and I commend both the Chairman and the
members for the thorough and excellent work you are doing.
. The bill which has come to the Senate from the House, HR~10612,
is the end product of many months of difficult work by our colleagues
in the other Chamber. I am appreciative of the time required to ade-
g:ately review that bill, and to consider additions or changes which
Senate members would like to make. I hope that my proposals will be
included in your serious consideration, along with the many other
excellent proposals which have been made. :

Briefly, the tax law changes I am proposing are of two kinds:
Changes in the amount of tax to be paid in certain instances, and
changes in the administrative practices and procedures of the Internal
Revenue Service in collecting taxes.

I will submit for the record a more detailed statement each of the
amendments to the Code which I have progosed. .

I would like to address the general thrust of my legislative pro-
posals, however.

As you know, the Appropriations Subcommittee on Treasury, Postal
Service and General Government, of which I am Chairman, has held

-hearings for several Iears to examine taxpayer services provided by

IRS, procedures used for tax collection and audit, and to provide a
forum or taxpayers who were critical and had found it impossible to
make their complaints through other channels. I first announced that I
would hold these hearings late in 1972, I was amazed at the immediate
and overwhelming response from citizens. : o
It became clear to the Subcommittee that many citizens were angr?
and frustrated. They were losing confidence in the tax system itself.
Our first hearings uncovered many serious problem areas, and subse-
quent work by the Subcommittee—including the second set of hear-
ings in 1974—confirmed the need for us to prepare corrective
legislation.
* We heard testimony from IRS officials, tax assistance professionals,
tax assistance volunteers, tax lawyers, éPA’s, tax reform organiza-
tions, and from taxpayers themselves. In all of this material, the most
distressing element was the increasing evidence of bitterness and frus-
tration which is expressed by a large percentage of the public.
. On Thursday of this week I will hold the first of four field hearings
in New York, We will hold hearings in the next few weeks in Okla-
homa City, San Francisco, and Chicago. We will have a full day of
public hearings in each city. Once again, we have received many re-
uests from taxpayers who wish to testify on specific grievances, and
rom tax professionals who wish to testify on recurrent problems, I
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will make a report to the Congress on our hearings, of course, and I
will make the h%aring testimony available as quickf;as possible to this
committee, . . .

American taxpayers have always paid their taxes voluntarily, and
we Americans have always had a high degree of faith in the falrness,
integrity, and capability of those who a(g.minister our tax law. I am
afraid, however, that the public’s faith is growing weaker every day.

Most serious among the many problems uncovered in our hearings
were complaints about the process of audit selection, the lack of pro-
tection for privacy of information furnished on tax forms, the diffi-
culty in obtaining information on appeal rights, the inequities and
arbitrary procedures used in the collection process, the suggestion of
misuse of IRS powers for political or personal attacks, and the feeling
of taxpayers that IRS agents were working under a “quota” system in
}I“'hich they were required to return a certain number of dollars to the

reasury.

Severer months ago, “The Report to the Administrative Conference
of the United States on Administrative Procedures of the Internal
Revenue Service” was published. The conclusions of this impartial
report largely bear out the reports of our Subcommittee. The legisla-
tion I have proposed addresses the problem areas in accordance with
the recommendations of this report.

In January and April of last year I introduced five bills to make
the following administrative changes in our tax code: S. 136, a bill
which requires IRS to inform taxpayers who are being audited specifi-
cally how their returns were selected for audit, how the audit system
works, and how th:g may .as)peal an adverse decision. The procedural
changes made by this legislation would bring openness and candor
back into the relationship between taxpayer and tax collector, and
would restore confidence In the fairness of the system to many disil-
lusioned citizens,

S. 137, a bill which would provide for judicial confirmation of the
amount and need for jeopardy assessment. The law now allows IRS
to seize any amount of a taxpayer’s assets if the IRS officials “believe”
that collection of a deficiency is in jeopar(i{. I have proposed that
when jeopardy assessment seems necessary IRS be allowed to proceed,
but that within five days IRS must seek confirmation from the district
court with an opportunity for the taxpayer to be heard in the pro-
ceedings. The right to judicial review seems to me to be the most
ordinary and Profl)er protection for the rights of taxpayers.

. 188, a bill which will adjust the schedule of income which is ex-
empt from levy by the IRS. Currently the code exempts specific dollar
value personal effects and necessary tools of & trade. Inflation has
made most of these exemptions meaningless, and I believe the exempt
income should be based on the number of dependents in a taxpayer’s
household, and should be tied to the consumer price index. Families
should not be left with no income while a tax dispute is decided or a
delinqnent tax paid.

S. 139, a bill which would establish a five year term for the Com-
missioner of Internal Revenue, thus removing him from political pres-
sure. Ample evidence of the need for this legislation is to be found in
our hearings and in the report of the Select Committee on Presidential

Campaign Activities,
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S. 1511, a bill which will insure the confidentiality of income tax
returns and provide safeguards governing access to information on
those returns. The tax records, under my proposal, would be declared
to be ‘confidential’ rather than ‘public’ records, and stiffer penalties
would be mandated for unauthorized disclosure or misuse of tax
inforniation. Penalties would apply to those who receive as well as.
those who release information illegally.

Mr. Chairman, I wish to add that I am a cosponsor of Senator
Magnuson’s omnibus taxpayer rights bill, which addresses many of
the same problems I have already discussed, and which provides, in
addition, legal assistance for taxpag'ers and a taxpayer service and
complaint assistance office within IRS.

In addition to the legislation discussed so far, I want to bring to the
attention of the committee a serious problem which has come up n
tostimony before my subcommittee. T believe that the chairman of
this committee is already preparing legislation in response to this
concern, and I wish to make my support of his efforts clear.

In 1969, the Internal Revenue Code sections 7463 and 7456(c) were
amended to provide that the Tax Court would appoint tax commis-
sioners to hear small tax cases. This was an attempt to provide a more
cquitable and fair hearing for the small taxpager who 1s the backbone
of our tax system, who files over 80 percent of all individual returns,
reports over 65 percent of taxable net income, and pays about 60 per-
cent of all taxes collected. This very important taxpayer, however,
usually does not have legal assistance in a dispute over his taxes, and
clearly needs better legal service.

The system devised in 1974 is not working well, or as the Congress

intended it to work. The commissioners appointed are not empowered
to act as judicial officers; they are soon to be asked to take on additional
tasks as the Tax Court jurisdiction expands into other areas, and yet
they have no tenure, no status, and do not even render a final decision.
Thoe Small Taxpayer Court should have equity jurisdiction, it seems
to me, in order to provide better assistance to the public.
I hoge this committee will prepare and present legislation to
establish a Small Taxpayer Court. There are thousands of small claims
courts which work well for the average citizen, and I believe the Small
Taxpayer Court would accomplish what I believe to have been the
intent of the Congress originally.

In addition to the administrative changes I have pro(;)osed, I would
like to brieﬂf review the legislation I have introduced to make sub-
stantive tax law change. This committee has received testimony con-
cerning many major changes in tax structure. I endorse and support
those which are going to provide a more equitable tax assessment for
the middle income taxpayer who now carries too heavy a load.

The changes I am proposing are embodied in three bills to protect
or provide relief to senior citizens, and in one bill I introduced last
year to provide more effective encouragement to home ownership and
home building. Specifically, I propose:

S. 2870, a bill to equalize tax treatment for retirees under Federal
retirement plans with the tax treatment provided for retirees under
social security and railroad retirement. Social security and railroad
retirement benefits are tax free, as I believe they should be. Federal
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retirees, however, miust use the retirement income credit provision
for tax relief.

_The RIC was originally intended to conform to tax exemptions pro-
vided for social security beneficiaries. However, the dollar ameunt
allowed was last amended in 1962. Inflation has, of course, made that
base rate ridiculous. My proposal is that Federal retirees be allowed
tax exemption on retirement income up to the amount of the maximum
social security benefit for the current year. Changes in social security
benefits would thus automatically correct the exemption for Federal
retirees to keep their benefits equitable. Retired civil servants, con-
trary to popular myth, receive comparatively low incomes, and every
dollar which niust be paid in taxes is a dollar which cannot be spent
for essential needs. The importance of this simple change in our tax
law can be demonstrated by the volume of mail I have received in
su[s:port of this bill.

. 2695, a bill which would provide a taxpayer credit equal to $250
when the taxpayer houses a senior citizen within his home. This legis-
lation is aimed at halting the segregation of the elderly and the ware-
housing of senior citizens in nursing homes and rooming houses, often
substandard. The small tax credit given would encourage and assist
middle- and lower-income families to provide elderly relatives a home,
and would be much less expensive to the Government than the construc-
tion and maintenance of senior citizen housing and nursing homes.

S. 2346, a bill which would protect the elderly citizen from loss of his
home or undue economic hardship resulting from increases in property
taxes by providing a tax credit for the amount of property tax in
excess of that paid before retirement age. The bill would also allow a
similar credit for increases in rent caused by higher property taxes.

Finally, I wish to mention S. 2082, a bill to provide & credit in lieu
of a deduction for interest paid on a mortgage on the taxpayer’s prin-
cipal residence. Clearly, the construction industry is in serious trouble,
with unem&laoyment rates as high as 50 and 60 percent. The aver-
age home being constructed today is only available to families in
the top income brackets. The deduction now given for interest paid on
a mortgage was intended to encourage home ownership, but in effect
it is regressive. Inflation has now changed the base figures so that we
must find a way to make this particular tax expenditure work to better
advantage for the average American family. I believe that goal will
be reached by changing the law so that those families with incomes
below $20,000 will be assisted. That can be done if we provide a tax
credit rather than a tax deduction. Library of Congress estimates that
100,000 new single family homes would be built and sold this year if
my proposal ere in effect, because families would be able to qualify
with the small boost in take-home Puy this bill would provide.

I also wish to mention my full support of one other legislative ef-
fort : Changes in the estate tax law which would allow family farms to
remain within a family after the death of the owner. . :

Mr. Chairman, I deeply appreciate the time the Committee has
Fiven to me to speak on the tax reform matters which concern legis-
lation I have proposed. I am deeply disturbed that taxpayers are los-
ing faith in our tax system, and believe that it is applied unfairly in
some cases, Taxes should be clear, equitable, and fair, They should not
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be applied in such a way as to be injurious to any one group, and they
should be collected with courtesy and consideration for the rights of
the taxpayers.

I believe that the tax reform legislation this Committee is prepar-
ing can and will be the most important and far-reaching legislation
which comes out of the Congress this year. There is no reason why
American taxpayers should be in revolt—and I believe that sensible
corrections in our tax law will insure that confidence and ap{uroval are
once again the essence of citizen response to the Internal Revenue
Service and Government itself,

DerarLep DEescrrerion oF TAx REFoRM PROrosALS OF SENATOR
Josepra M. MonToYA

I, PROPOSALS TO CORRECT ADMINISTRATIVE PROCEDURES AND PRACTICES
OF THE INTERNAL REVENUE BSERVICE

S. 136, a bill to amend the Internal Revenue Code of 1954 to require
the establishment of formal procedures and criteria for the selection
of individual income tax returns for audit, to inform individuals of
the reasons why their returns were selected for audit, and for other
purposes, The Taxpayer Audit Disclosure Act.

e audit power of IRS is awesome. It should, therefore, be care-
fully circumscribed. Taxpayers have the right to assurance that when
their returns are selected for andit the procedures used are nondis-
criminatory, and fair. This can best be accomplished by oversight by
Congress of the criteria used for selection of returns ior audit. This
bill would mandate that the Secretary rl%port to the Joint Committee
on Internal Revenue Taxation the specific criteria used for selecting
returns for audit, and the procedures followed.

The taxpayer who is being audited is further entitled to full infor-
mation concerning his audit. This legislation would provide that writ-
ten notice be given to the taxpayer clearly specif?ing the reasons for
and the manner in which his return was selected for audit, Secrecy in
the area of tax procedure is unwarranted and inexcusable, No national
security danger is present when the American citizen is fully informed
concerning a procedure which affects the tax system of the United
States. It 18 to our advantage to operate in the open on tax matters,
and faith in the fairness of our tax system will ge established in no
other way. :

The taxpayer who is being audited should be furnished with a de-
scription of the audit process, and should be fully informed of his
rights under the law. The IRS publication 556 (Audit of Returns,
Appeal Rights and Claims for Refunds) or a similar publication
should be sent to the taxpayer two weeks before the actual audit so
that he is properly informed and prepared. At the present time the
taxpayer often has to request this information, and is not even aware
of the existence of publication 556. The average taxpayer does not
have legal assistance, and should not have to depend upon “volunteer”
assistance in order to be informed of his rights.under the law. This is
& minimum service which IRS should supply.

In addition, the Congress and the fnblic are entitled to full infor-
maticn concerning audit records of IRS. This information was for-

-
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merly available in a publication called “The Audit Story.” This publi-
cation, or one which contains the same full information should be
made available again.

A full report to the Congress should be made concerning (a) the
number of individuals selected for audit, (b) the classification of in-
dividuals whose returns were audited by income levels, geographic
distribution, and profession, (¢) the number of individuals found to
have made underpayments or overpayments, and other detailed in-
formation concerning audits.

It is essential that full trust in the system of auditing Taxpayer
returns be returned to the public. No taxpayer should feel frightened
or frustrated by a tax agency of the Government.

S. 137: A bill to renumber section 6864 of Part IT of Subchapter A
of chapter 70 as section 6865 and to insert after section 6863 a new
section to provide for judicial oversight of jeopardy assessment in
the following manner and for the following reasons:

Jeopardy assessment is an unusual governmental power, allowing the
Secretary of the Treasury, or his delegate, to take immediate action
through assessment if it 1s believed that revenue will be jeopardized
by normal procedures. Originally this gower was given to the Secre-
tary because Congress wished to piovide & tool for IRS which could
be used in emergencies when the taxpayer was preparing to flee the
country in order to avoid payment of taxes, or when the taxpa{zer
was divesting himself of assets in order to avoid payment. The IRS
agent, acting for the Secretary, has authorization to take jeopardy
assessment action solely on his ‘belief’ that it is necessary. There 1s
no limitation throth judicial review, and no protection under cur-
rent law for the civil rights of taxpayers.

Questions concerning the constitutionality of the jeopardy assess-
ment power have been repeatedly raised. The Supreme Court has up-
held the law as written where the question of due process is concerned,
but the serious questions concerning equal protection guarantees and
discretionary l}ower given to the Secretary have not yet been addressed
by the Court. The American Law Division of the Library of Con
has researched the question and have issued a report written by How-
ard Zaritsky, Legisl ative Attorney for the Law Division.

The Fifth and Sixth Circuit appeals courts have overturned the
IRS l)osition in jeopardy assessment cases, while the Second and Sev-
enth have sustained. There are appeals pending in the Third, Fourth,
and Ninth circuits. There seems to be shai;p controversy over the
issue. Chief Judge John R. Brown of the Fifth Circuit has called
the jeopardy assessment power “a weapon with atomic potentialities
in the arsenal of the tax gatherer.” .

In the case determined by the Supreme Court, the Court stated :

Where only (l).roperty rights are involved, mere postpone-

ment of the judicial en?mr%is not a denial of due process if

the opportunity given for the ultimate determination is ade-
quate . . . 283 U.S. at 596-597.

As the law now stands, the taxﬁger is given little protection against
an error in judgment by the agent, and the opportunity for
gltlimate determination is restricted because of the damaging effect of

elay.
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The bill proposes to leave the jeopardy assessment power as a tool
for IRS, but would circumscribe that power by providing certain pro-
tections for the taxpayer: _

(1) Within 5 days after an assessment is made, IRS would file
in a U.S. district court a petition for approval of assessment,
giving the reasons for making such an assessment.

(2) Taxpayer would have the right to file a written request for
a hearing with the appropriate district court, and hearing will be
held within 5 days. ) _

(3) Burden of proof would be on Secretary or his IRS delegate
to satisfg the court that collection of revenue would be jeopard-
ized by delay and that the amount assessed is reasonable.

(4) On the day in which petition for assessment is filed, IRS
must furnish to taxpayer a written notice of the provisions of this
section and a form for requesting a hearing if desired.

Providing these protections to taxpayers against arbitrary or un-
necessary use of this powerful tool by IRS will in no way endanger the
legitimate use of the jeopardy assessment tool, and would give tax-
payers a very nccessary legal avenue of protest. It in no way endangers
the powers of a public servant to be required to explain his actions or
to promptly notify citizens of action taken against them and their
rights under the law.

S. 138: A bill to amend the Internal Revenue Code by revising pro-
visions relating to property exempt from seizure for collection of
taxes.

Testimony before the Apgropriations Subcommittes on Treasury,
Postal Service and General Government, by Mr. Alex J. Soled, repre-
senting the American Bar Association, included recommendations of
the Committee on Collections and Limitations of the Tax Section of
the American Bar Association. The report of that committee stated :

In an era where a succession of laws has been enacted pro-
viding for support and subsidy payments by gove ‘nments to
low-income individuals and families who are living at poverty
or bare subsistence levels, it is anachronistic for the Treasury
to levy on a taxpayer’s total earnings where to do so would
take all funds even if committed to other creditors, and could
leave such taxpayer living at sub-subsistence level.

The bill proposed would create a schedule of income exempt from
levy based on the number of dependents in a taxpayer household, and
would key the schedule to the Consumer Price Index so that changes
resulting from inflation will be reflected in the income exempt from
levy. It would also increase the dollar value of fuel, provisions, furni-
}ure, and personal effects from $500 to $1,000 in value exempt from
evy. -
The.maxi.mum exemption levels presently in the law were put there
when inflation had not yet changed the value of our dollar. At the

resent time no salary or wage is exempt from levy, although the code
does exempt wearing apparel and school books, food, fuel, furniture
and personal effects worth up to $500 per family, books and tools of a
trade or profession, up to $250 in value, and unemployment, railroad
retirement, and workmen’s compensation payments,
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It should be noted that the IRS itself has taken the position that
wages should not be levied in hardship cases. That is commendable,
However, once again this is an arbitrary decision concerning a matter
which should apply equally to all taxpagers and which should be ad-
ministered with compassion and decency by the Government in its rela-
tions with taxpayers and citizens.

The bill proposed would exempt necessary wearing apparel and
school books for the family of the taxpayer, and up to $1,000 of fuel,
provisions, furniture and personal effects of the family. In addition,
tlie tools of trade and books of business or profession necessary for the
taxpayer would be exempt. Income or wages would be exempt accord-
ing to the number of taxpayer dependents, and would be determined
by the Secretary when the Bureau of Labor Statistics of the Depart-
ment of Labor indicated that the CPI increases necessitated raising

‘the amount exempt from levy. Dollar amounts exempt from levy

would be raised by the percent increase each year.

S. 189: A bill to amend section 7802 of the Internal Revenue Code
of 1954 to define the term of the Commissioner of Internal Revenue.
Establishment of a 6 dyear Term for Commissioner of Internal Revenue.

This bill would depoliticize the top official of our tax collection
system bﬁeestablishing a five year term for the Commissioner of

nternal Revenue Service. The President would agpoint the Commiis-
sioner every five years, and he would be confirmed by the Congress, re-
movable only for malfeasance in office and allowed to serve only one
term.

The job of Commissioner of Internal Revenue should not be subject
to pressure from the White House or from any other part of the
government. It should be a professional and orderly position, with
clear and firm insulation against political pressure of any kind.

Former Commissioner Johnnie Walter and present Commissioner
Donald Alexander have both chronicled political stress and have
appealed to the Con to provide the kind of protection from
pressure which this bill attempts to offer. We have seen a recent serics
of attempts to use the IRS for partisan politics. Recent ?irports by the
Select Committee to Study Governmental Operations With Respect
to Intelligence Activities (Volume 3, Internal Revenue Service) have
underlined our need to examine political pressures on this powerful
arm of government. The Watergate investigations contributed con-
siderable evidence of political pressure having been put on IRS
officials. In addition, the Committee of the Judiciary of the House of
Representatives in Book VIII (Internal Revenue Service) of their
report demonstrated clear evidence of the effort to use IRS for partisan
political purposes. One former Commissioner, Randolph Thrower,
stated that he had to threaten to resign in order to prevent White
House interference.

The effect of this bill would be to change the status of the Commis-
sioner, so that he no longer would serve at the pleasure of the White
House. This would remove temptation from any Administration
employee to misuse tax information or tax collector powers.

he integrity of the tax collector and the tax system and service is
of great importance in a nation like ours, which depends on voluntary
self assessment of taxes, We have been fortunate that the men who
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have held the position of chief tax collector have for the most part
resisted pressures from outside of the tax system. This bill would
insulate the tax system from such pressures.

S. 1511: A bill to amend the Internal Revenue Code of 1954 to
insure the confidentiality of individual income tax returns and to-

rovide procedural safeguards governing access to such returns by

vernment agencies.

This bill is an amended version of legislation which has been intro-
duced by me in the past two years. It would do the following things:

(1) Make tax returns confidential rather than public docu-
ments. This will make disclosure of personal information on tax
returns much more difficult. .

g) Provide for taxpayer consent if tax return information is
to be disclosed to any agency or government or other person. The
Seccretary or his delegate would notify the taxpayer in writing
of the request to inspect his return, and the IRS would not release
information until the taxpayer had provided that written consent
required. The IRS must specify the name of the person or agency
which is requesting permission to inspect the return, and the
reason for such request.

Exceptions to the taxpayer consent requirement would be
limited to inspection by a State body for the purpose of adminis-
tering. state tax law, inspection of a corporate tax return by a
shareholder in that corporation, inspection of a return by the
House Ways and Means Committee, Senate Finance Committce,
Joint Committee on Internal Revenue, or a select Committee of
either House or Senate, and to the inspection of a return by an
employee of Department of Treasury or Department of Justice
in connection with administration or enforcement of the Internal
Revenue Code.

(8) ‘A Federal officer charged with enforcing Federal law could
apply to appropriate district court for an order granting access
to the return specified in the order. The district courts of the'
United States would have jurisdiction to hear, determine, and
issue orders directing the Secretary to release for inspection and
copying the returns requested for purposes of law enforcement.
Courts would issue such orders only if there is probable cause to
believe such information is necessary for the investigation or
prosecution of violation of Federal law, and that no other source
18 reasonably available to the officer seeking the order.

(4) The President, by use of a written request gersonally 'gned
by him, could request information to be used by him in considera-
tion of persons for aspomtment to Federal office. Such informa-
tion would be limited to: Knowledge of whether the individual
has filed a return during past three taxable years, whether the
individual has been subject to any penalty or the subject of any
deficiency proceeding within preceding cight taxable years, and
whether individual has been subject of an investigation for fail-
ure to comply with any provision of Internal Revenue Code dur-
ing last three years. )

(5) Statistical information will be provided to Social Security
Administration and Railroad Retirement Board concerning in-
formation and taxes imposed by Chapters 2, 21, and 22,

69-516—76—pt. 6——4¢
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. (6) The penalties for unauthorized disclosure of tax return
information will be chanﬁed so that the unauthorized disclosure
will be a felony punishable by a fine not to exceed $10,000, im-
prisonment for not more than 5 years, or both. If the offender is
an officer or an employee of the United States, he shall be dis-
missed from office or discharged from employment.

In addition, any person who knowingly receives unauthorized
tax return information shall be guilty-of a felony punishable by
a fine not to exceed $10,000, imprisonment for not more than 8§
years, or both,

(7) The Comptroller General is authorized under this bill to
investigate the use of tax returns by any agency of government
in order to ascertain if proper and legal procedures are used.

This bill would begin to provide protection against malicious or
careless use of personal information required by the government to be
put on tax returns. The balance between the right to privacy of the
citizen and the responsibilities of government ofticials who receive and
handle private information is a very precarious one, It i3 extremely
important that we provide the greatest possible protection to taxpayer
information, and that we do that clearly and legally. The conclusion of
many taxpayers that their rights to privacy are now unprotected and
that the system is a threat to their personal freedoms is a very dan-

erous situation. When the people give power to men in government,
it is essential that protections against the misuse of that power be put
firmly in place, This bill would provide that kind of protection.

II. PROPOSALS TO PROVIDE RELIEF OR TO PROTECT SENIOR CITIZENS

S. £870: A bill to amend the Internal Revenue Code of 1954 to treat
Federal retirement system income the same as social security income
to the extent that such retirement income does not exceed the sum of
old age benefits which may be received under title II of the Social
Security Act. . .

Runaway inflation has severely affected retirement income for all
senior citizens. The Congress has attempted to alleviate some of this
burden through repeated increases in social security benefits. )

This bill would provide equity for those elderly retirees who have
pensions under Federal retirement programs rather than under social
security.

Bene);its received by retired workers under social security are tax
free. The same is true of benefits received under the Retired Railroad
Workers Act. In an effort to provide equity of tax treatment to those
not covered by social security—mainly the Federal retiree—the retire-
ment income credit provision (section 37) of the Internal Revenue
Code was established, with dollar amounts which could be computed
as a credit against tax paid. Unfortunately, the fixed dollar amounts
have not been recomputed since 1962, with the result that the base
against which the retirement income credit is figured is no longer
realistic, )

This is clearly an inequity, giving workers in different retirement
groups different tax treatment. Although percentage increases in civil
service and military retirements have taken l)laoe. the income tax bite
has kept many of these retirement incomes below the actual purchasing
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power level which workers had plauned for and been led to expect in
“their senior years. . .

This bill would remove the necessity of continual amendments by
the Congress to change the dollar amount provided in the Retirement
Income Credit provision. It would tie the amount of income exempt
from taxation for Federal retirees to the amount allowed free of
taxation for social security beneficiaries and railroad retirees.

The small tax saving which this would provide for many older
persons is of vital importance tothem.

An example which illustrates the inequity is provided by the follow-
ing figures:

A husband and wife each recelve soclal security benefits of $300 per

month (ANNUAL) cacmao e ccccmarcicccmccnoc e ccncn——. $7, 200. 00

They receive additional income from other sources (annyal)......... 3, 500. 00

Total iNCOMO.cnaccccacnacamcanccmucanaaan - 10, 700. 00

Total Federal taX. .o ccaecmeccmcccmncc e cc e 0.00
However, if retirement benefits are from civil service annuities in the

same AmMOUNt (ANNUAL) cu o oo cacccmcccrncrercec——co— 7, 200. 00

Additional sources are the same...cccceaa-... ———— 3, 500. 00

Total income 18 the 88Me. e eeccccccecccccccecna. 10, 700. 00

But tax would be (approximate)...ceecaao... 1, 104, 50

Even if retirement income credit levels are raised, as has been pro-
pused in the House of Representatives, the inequity would not be
alleviated.

The bill I have proposed would avoid the necessity of readjusting
ceilings every few years, and would provide the evenhanded and fair
tax approach which I believe the Congress intends for all retired
workers,

The Library of Congress Economics Division has done a brief
analysis of the legislation proposed and their estimate of the total
cost would be around $500 million for federal civil service pensions.
Their analysis points out that there would be a recoupment of 25 to 50
percent of that sum after feedback effects are taken into consideration.

The average retirement benefit for federal retirces is $5,080. This
constitutes 70 percent of total income for annuitants and their families,
and 49 percent of income for survivors, With this very low avera
retirement benefit, it is easy to understand why approximately one-half
of retirees would not be affected by this bill because they have incomes
too low to have an income tax liability. However, for those who have
made savings over the years in order to provide for their senior years,
the current system results in unfair and inequitable tax treatment.

This bill has received strong support from many groups of retired
pel(isons},‘, including NARFE, National Association of Letter Carriers,
and others.

.S. 2346: A bill to amend the Internal Revenue Code of 1954 to pro-
vide a credit against tax with respect to State and local property
taxes, and for other purposes,

This bill would grant much needed tax relief to elderly persons who
have been caught in the crunch between fixed incomes and rising
property taxes during the recent severe inflationary period.
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‘The bill provides & credit against Federal income taxes of a taxpayer
who is 85 years of age in the amount equal to the sum of State and
local property taxes paid during the taxable year up to the amount
by which property taxes on the principal residence of the taxpayer
exceeds the property taxes paid on a principal residence prior to the
65th birthday of the taxpayer. .

For those taxgayers who are 85 years of afe and who do not pay
property taxes but who lease their principal residence, an amount
equal to the applicable gercenta of such individual’s rental payment
increase following the 65th birthday of the taxpayer.

The applicable percentage in the case of senior citizens who are
renters means the percentage certified to the Secretary or his delegate
by the Governor of the State in which the principal residence of the
taxpayer is located. The Governor will determine the applicable per-
centage for his State by computing the average percentage of rental
payments paid by individuals for rental within the State which is
attributable to the sum of local and State property taxes imposed on
the owner of property. The applicable percentage for the State may
not be less than 18 percent or more than 30 percent. . .

This bill would address the problem of the elderly retired family
who is increasingly being forced to move out of his own home or his
rented home because of inflated property taxes and inflated rent. These
senior citizens are often forced to move to substandard housing. The
Advisory Coinmission on Intergovernmental Relations has compiled
statistics to show that homeowners over the age of 65 pay an avemﬁe
of 8.1 percent of their income for prod)ert taxes—almost twice the
4.1 percent that the nonelderly fmy. f these homeowners over 65,
there are 1.8 million with annual incomes of $2,000 or less who pay
groperty taxes of 15.8 percent of their meager income. One in ever

ve homeowners over 85 are in this lowest incomgogrou . Two-thirds
of all elderly homeowners have incomes under $6,000 and pay an aver-
age of 6.2 percent of that income to property taxes.

This is not a minor problem and not a temporary one, Those persons
who have planned ahead for retirement are not prepared for increases
in living costs which inflation has thrust upon them, When increascs
in taxes add to that burden, the result is often tragedy.

.. 2695: A bill to amend the Internal Revenue Code of 1954 to pro-
vide a tax credit with respect to housing senior citizens in the principal
residence of the taxpayer.

This bill would provide a tax credit of $250 to each taxpayer who
houses a citizen over 81 vears of age within the taxpayer’s prin-
cipal place of residence. The credit will apply in addition to the cur-
rent dependency deduction to which a taxpayer is entitled if he pro-
vides over half of the support for a parent or other elderly relative, in
the cases where that is applicable,

The credit may not exceed the liability for tax of the taxpayer, and
no credit will be allowed with respect to an individual if the taxpayer
is allowed a deduction under section 162 or 212 with respect to ex-

nses he incurs in connection with providing lodging for such an
individual, b :

The thrust of this legislation is to encourage maintenance of older
persons within the home, and to halt the segregation of the clderly in
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warehousing nursing homes or substandard housing. For the middle
income family this small tax advantage would in many cases make it
possible to maintain an elderly relative within the home in spite of
the additional cost for care. . )

The resources which senior citizens have to offer to the social fabric
within the home are very great, and are more and more often being
wasted as elderly members of the community are forced to live alone
or away from family and the J;eneral community. .

Our current shortage of adequate nursing homes is a major concern
of many Members of Congress. Building and staffing these facilities
1S & great cost to commnunities, States, and to the Federal Government.
Helping a family to keep a senior member at home rather than in a
nursing home will be much cheaper and better way to assist in the
care and reasonable provision for the elderly. .

The use of a credit rather than n deduction to accomplish the pur-

oses of this bill will be much more equitable, and will make it possi-
le for citizens in the lower middle income bracket to benefit from this
legislation.

Congressman James Scheuer of New York has introduced a parallel
bill in the House of Representatives and has had very good support
from other Members of the House.

The Economics Division of the Library of Congress has made a
revenue estimate of S. 2695, which indicates the following .

Revenue loss would be approximately $365 million, assuming
the taxpayer was not allowed to take credit for himself or spouse,

If taxpayers 62 and over were included in the bill, revenue loss
would be increased by $1.7 million.

iII. AMENDMENT PROPOXED TO PROVIDE A CREDIT IN LIEU OF A DEDUCTION
FOR INTEREST PAID ON A MORTGAGE ON A TAXPAYER'S PRINCIPAL
RESIDENCE

S. 2082. This bill would provide encouragement for home ownership
And would increase the homes built and purchased by middle income
families, particularly those in the lower middle income bracket, by
using a credit in lieu of a deduction.

This bill, like many other tax reform amendments offered, at-
tempts to correct the regressive nature of the deduction offered on
Interest payments for a mortgage.

The deduction which Congress has provided for interest payed on
a home mortgage was intend%d to encourage home ownership and in-
crease the number of homes in the United States. Unfortunately, rapid
Increases in interest rates, the regressive nature of the deduction in
our tax system, and inflationary building cost rises have forced us into
the situation we face today: Only the families within the very top in-
come brackets can afford to purchase an average home today, and only
they can qualify for a mortgage.

he tax deduction method of providing a tax expenditure to en-
courage home ownership and homebuilding is no longer working to
our advantage, :

The bill I have ({)rcpared would provide a tax credit of 45 percent
of the interest paid on a mortgage owed by a taxpayer for his princi-
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pal residence. The dollar limitation of $2,000 would keep this tax ex-

nditure within bounds and would make it most helpful to those
In the middle income family groups which are now being shut out of
the market. ‘

It now re(}uires an annual income in excess of $25,000 to purchase
the average home being built today. However; the median family in-
come is only a little more than $12.000. Less than 20 percent of all
American families can afford to buy a home today, or are able to take
advantage of the tax deduction for interest on a mortgﬂ?z.

Library of Congress estimates for the cost of this bill would be $4.5
billion. However, secondary effects would significantly lower the total
cost of this proposal. New construction and the stimulative effect on
the economy would return enough money to the Treasury to lower
the cost of this tax plan by $2.6 billion the first year, and by $1.5 bil-
lion the second year. The real cost, therefore, would be $2 billion or
less. The econometric model indicated very little if any inflationary
Fressure from this chmage. Estimates of at least 100,000 new single:

amily homes are offered by the model, if this bill were put into law..
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STATEMENT OF SENATOR JAMES A. McCrure

In October of last year I introduced a bill—S. 2465. That bill was
desolfneq to accelerate capital formation and with it, job creation and
productivity in the private sector. At that time the o cial unemploy-
ment rate exceeded eight percent and prospects for a rapid recovery
were less bright than they are today. Despite this recent improvement
there is more not less need for tax changes which will increase the pool
of savings available for.capital formation.

During the next five years the challenge which the private sector
must face is & considerable one. Its perimeters may be stated in both
human and financial terms. Between now and 1980 we must create at
léast 12 million jobs for those who are currently unemployed and for
several million new entrants to the labor force.* In order to accomplish
this monumental task and provide for the future security of these same
jobholders, American industry must invest over this current decade
close to one trillion five hundred billion dollars ($1,500,000,000,000) as
measured in 1072 constant dollars. Stated another way, between 1975
and 1980 fixed capital investment must equal 12 percent of our pro-
jected Gross National Product. This required annual rate.of investment
in fixed capital is substantially higher than the 10.4% rate which char- -
acterized the period 1965-1970.

The .conse%l:nces of our failure to save and invest at this 12 percent
rate will be both predictable and painful. The growth in our labor
force will not be matched with a growth in job opYortunities, new
entrants will be discouraged, job habits and skills will not be learned,
income maintenance programs, entitlements and other welfare spend-
ing will increase; Federa deficits will rise rather than fall, productiv-
ity will decline and inflation will become not epidemic but epidemic as
deficits are created and monetized.

At the federal level the impact of unemployment is staggering. Each
one percent increase in the unemgloyment rate, above four percent,
results in revenue losses and expenditure increases totaling $16 billion.
For as long as unemployment rates remain at high levels budgetary
balance cannot be achieved and efforts to hold inflation in check be-
come increasingly less successful as the rate of money creation exceeds
the annual rate of production of s.and services.

The Federal Government can do little to alter the size of the labor
force or its growth, However, efforts can be made to.insure that suffi-
cient capital investment is available to create th(:]jobs which a growmg
labor force demands. That is the purpose of the Jobs Creation Act an
the tax changes which the Act requires. ~

Let me turn brieﬁ( to the subject of capital needs. We have all seen
the results of several studies of capital needs. Among them one stands
out as comﬁlete in the sense that it relates capital investment to a series
of established national goals such as full employment, rising GNP,

1 Full employment at 95 percent of labor force.
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-energy conservation, capital replacement, and a cleaner environment.
In that same context, it examines aggregate investment needs and -
relates them in dollar terms to the realization of each of our many
goalsina disa%gre ted form. The study to which I am referring was
requested by the Council of Economic Advisors and was performed
by the Bureau of Economic Analysis. The results of that research were
made generally available in December of 1975.

The ap[éroach followed by the Bureau was as follows:

1. GNP and its major components were projected through 1980.

2. The aggregate GNP projections were disaggregated by
industry group. i

3. Input-output analysis then related final industry sales to
domestic investment requirements by industry.

4. Historic capital input requirements were then adjusted by
industry to reflect the demands of environmental regulations
which currently exist.

5. Finally,investment needs were related to energy conservation
and increasip%\ enerFy independence.

The figures which resulted represent a clear challenge to this society
for they indicate that the price of a brighter future is a less profligate

resent. We cannot perpetuate an approach to our federal tax law and

ederal budget which rewards consumgtion and penalizes savings and
investment, Over 200 years ago Adam Smith in reflecting on the causes
-of the wealth of nations concluded that wealth lies not in our hoards
of precious metals but in the productive interaction of land, labor and
capital, Our material success is related not to the fact that we work
harder or longer today than we did 200 years ago but rather that we
work more productive]y with an ever-expanding capital base.

As a nation we stand at a crossroads. One road, that traveled by
Great Britain, has the immediate appeal associated with redistributing
existing wealth, but it also holds in store the ultimate gain of sharing

‘not the wealth but the resultant poverty. The other, less frequently
traveled road, promises continued progress and gradual enrichment
for all members of society. The provisions of the Jobs Creation Act
are clear directions to pursue the path which we have so successfully
traversed in the past. Their rapid implementation will reduce revenues
at the federal level only slightly and for a short period. Various esti-
mates of the revenue and employment effects of S. 2465 are available
-and I submit one of them for the record. It was undertaken by Dr.
Norman Turre and Associates, I invite the Committee to study this
submission and contact the organization responsible for it. Finally, I
would remind the Committee that while we are told that the power
“to tax is the power to destroy we must also realize that the power to tax
.ean become the power to create. It is to this creative power that the
.Jobs Creation Act is addressed.
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EconoMmic aAnD FeperaL Revenve ErrFects oF THE JoBs CREATION ACT
oF 1975

INTRODUCTION

The Jobs Creation Act of 1975, H.R. 10015, introduced by Repre-
sentative Jack Kemp (R. N.Y.), contains more than a dozen provi-
sions to reduce the bias against private saving and capital formation
in the existh;i Federal income tax. The bill, if enacted, would drasti-
cally reduce that bias. It would dramatically shift the emphasis to tax
policy toward meeting the present and prospective requirements of
the U.S. economy for a far higher rate of savings and capital forma-
tion than has been realized, on the average, over the three decades since
the end of World War I1,

The effects of the bill’s provisions on private saving and capital
formation, on employment, and on GNP would, similarly, be dramatic.
Full implementation of the proposed provisions would sharply acceler-
ate the increase in capital outlays, employment, and GNP over a three-
year transition period during which individual and business savers
would adjust their savings and investing plans and behavior to the
more nearly neutral tax environment. In the third full year after
enactment, GNP originating in the private sector of the economy
(measured in 1974 dollars) would be $248.9 bhillion greater than if’
Eeresent (i.e., 1974) tax provisions are continued. Capital outlays would

$81.1 billion greater than otherwise, Full-time equivalent employ-
ment would rise by 10.9 million jobs above levels otherwise attained.
Additional significant gains in output, employment, and capital out-
lays above postwar trend would occur following this transition period,.
although these clearly would be of smaller magnitude.

Enactment of the Jobs Creation Act would increase rather than
reduce tax revenues. Associated with the sharp increases in GNP, em-
ployment, and capital outlays in the transition period would be a sub-
stantial increase 1n the bases of the major Federal taxes. The revenue-
estimates in the summary table take into account these so-called “feed-
back” effects; the amounts shown for each provision in each year are
estimates of the revenue increases generated by the enlargement of the-
total tax base resulting from the expansion of economic activity, offset
in part by the initial reduction in effective tax rates or in particular
elements of the tax base. '

In the last transition year, there would be a net increase of $25.2'
bhillion in Federal tax revenues. Even in the first year after enactment
Federal tax revenues would increase—by an estimated $5.2 billion—-
over the amounts that would otherwise be realized.

-The principal provisions of the bill and the estimated economic-
effects of each provision are presented in the following table,
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EFFECTS OF THE JOBS CREATION ACT OF 1975
[Money amounts in billions of 1974 doilars]

increases in
Employment Capital Foders}
Proposal and years after snactment Private GNP (mnds) ou&m revenue
1. Savings tax credit of 10 percent, up to $1,000 (32,000
for Joint returns), no!p:xeoodaxpm due: ®
S 3.0 1,780 22.3 1.9
e 18 m H
2, Exclusion of domestic corporate dividends from ad- ) )
Justed gross income:
1 20.9 1,200 15.5 .8
287 1,510 16.3 3.1
35.7 1,740 12.0 5.3
9.0 520 6.3 1.6
3 15,6 %% i 3
4. Reduction of normai corporate tax rate from 22 to 20 ' ) )
percent (with no change in surlax):
| IO, eecescecsessscnne 11.0 63 1.7 1.1
e ——— A A
5. Reduction of surtax ratc from 26 to 22 percent (no )
change in normal tax rate or surtax exemption):
1 20.0 1,150 14.1 2.0
. 25.0 1,300 14.8 3.7
2.3 1,570 15.3 58
11.0 630 .7 1.1
13.7 710 8.1 2.0
1.7 860 8.4 3.2
23.9 1,370 17.4 4.3
3.7 1,660 18.2 6.8
3.9 1,940 8.9 9.4
12.9 760 1.0 2.3
22.2 1,250 7.4 1.8
28.2 1,520 1.7 1.6
55.6 3,400 16.7 8.7
70.3 4,070 1.4 1.5
8.4 4,550 18.0 142
151.4 7,180 74.6 5.2
200.5 9,020 7.9 14.6
248.9 10,910 8Ll 25.2

Note: The estimates mrﬂ to any combination of thess proposals are not necessarily equal to the sum of the individual
estim be forthcoming for provisions of the bill which are not included sbove if adequate data become

Estimates for coertain of these proposals may differ from previous sstimates for similar or identical b‘:.mposals becauss
‘Mﬂ:‘no:,mtli’;u government data and underlylng assumptions. Assumptions used in this table are consistent

Wh’n exact quantification of variables was impossible, conservative assumptions above the values of those varables
were em . A full documentation of the estimated procedura is available u&on request,

Estimales are based on changes with respect to the law in 1974 rather than the umgmz provisions enected in 1975,
Eflects for year 1 are for 1975 and assume that the proposal would have been operative since Jan, 1, 1975, Effects for
{ms 2 and 3 refer to 1976 and 1977 levels of GNP, smployment, and so forth, relative to their assumed trend valuss had

be 1974 law remained unchanged. Nots that smployment effects are not cumulative; the 40 percent AOR for Instance
would lead to an increase of 1,520,000 fuil-time squivalent .(38'”.“ in year 3 over the number of such employess in the
absance of this tax chsnge, not 760 plus 1,250 plus 1,520 1,520 equals 000,

STUMMARY OF PROCEDURE FOR ESTIMATING THE ECONOMIC AND REVENUE
EFFECTS

The analysis of the effects of the bill’s several provisions on GNP,
employment, capital formation, and Federal tax revenues begins with
a determination of the impact of the proposed tax changes on the cost
of private saving, hence the cost of capital in the private sector, The
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<hange in the cost of saving is treated as the percentage decreass in the
pretax return per dollar of saving and investment required to make
that dollar of saving and investment “worthwhile”, For this purpose,
an investment equation of the familiar discounted cash flow form is
used ; and investment is considered to be “worthwhile” if the present
‘'value of its expected after-tax cash flow over the life of the investment
is at least equal to the present value of the outlays made to acquire the
asset(s). Since changes in tax provisions obviously affect the absolute
amount and/or the present value of the after-tax cash flow, they
-change the amount of the pretax return on the investment required
for it to be “worthwhile”.

The second step in the analysis delineates and measures the private
saving and investment response to the change in the cost of capital
determined in the first step. The lower the cost of cai)ital, other things
being equal, the greater will be the amount of capital people will want
to own. An exi)hcit relationship between this change in the amount of
desired capital and the change in the cost of capital is specified, This
relationship then is used to estimate the increase in the desired stock of
-capital resultinf from the reduction in the cost of capital provided by
the tax proposal under examination.

A second relationship is specified to estimate changes in pretax re-
turns resulting from changes in the stock of capital. These two re-
lationships are then combined to estimate the increase in the amount of

.capital which equates the new required pretax return and the pretax

return which that amount of capital will actually provide. Through
step two, then, the model estimates the cffect of various tax proposals
-on the cost of capital and consequently on the stock of capital.
. The third step in the analysis is to estimate the changes in GNP and
in employment resulting from the increase in the stock of capital.
Achieving the desired increase in the stock of capital obviously re-
quires capital outlays above the amounts that otherwise would be
spent. In the period 1n which the adjustment to the tax changes occurs
assumed to be three years), these additional capital outlays sharply
increase GNP and employment. In addition, as the increases in the
stock of capital come on stream, they expand production capacity and
output. Associated with the enlarged amount of capital are additional
demands for labor services, resulting in an increase in employment, in
wages, or in both above the increases that would otherwise occur.
he final step in the analysis is to estimate the effects of the tax
changes on Federal tax revenues. Each of the provisions in the bill
would reduce one or more income tax rates or initially reduce the
amount of income to which the tax rates apply. Estimates of these
initial effects on Federal tax revenues clearly are unsatisfactory and
unrealistic, since they do riot take into account taxpayers’ responses
to the changes in the tax provisions. In addition to these initial impact
revenue effects, therefore, it is necessary to estimate the so-called “feed-
back” effects. These feedback effects are the increases in Federal tax
revenues generated by the expansion of the individual and corporation
income tax and the payroll tax bases which result from the increases
in GNP, employment, labor compensation, and returns on capital, as
estimated in step three, If initial revonue effects exceed feedback
effects, there is a net reduction in Federal tax revenues; if feedback
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effects exceed initial effects, there is an increase in Federal tax revenues.
The analysis in step four shows that each of the provisions in the bill
for which estimates were made would on balance increase rather than
reduce Federal tax revenues.

TecnNicar, Rerort, EcoNoyic AND FeperAL, REVENUE EFFECTS OF THE
JoBs CreaTION AcT oF 1975

PREFACE

The Jobs Creation Act of 1975, H.R. 10015, contains more than a
dozen measures to reduce the bias against saving in the existing Fed-
eral income tax and to stimulate output, investment, and employment.
Norman B. Ture, Inc. was asked to provide estimates of the effects
on dprivate sector GNP, capital outlays, and employment, and on
Federal revenues, from nine of the bill’s most significant provisions
taken separately and as a groug. . )

The estimates were derived from a reduced-form private saving and
investment behavior model, described in detail in this report. A model
of this character is Farticularl suited to analysis of the effects of tax
changes by virtue of the fact that its specifications focus on the effects
of such changes on the cost of saving and of capital, the principal im-

act of the tax changes proposed in the Job Creations Act of 1975.

t minimizes the estimation hazards inherent in more elaborate, multi-
sector, multi-equation econometric models, in which errors of concept,.
specifications or quantifications in one or more of the very large num--
ber of ﬁuations ordinarily used may have an untoward effect on the
estimated results. Moreover, it avoids the conceptual ambiguities and

itfalls in the specifications of multipliers and accelerators which are
important features of many of the multi-equation models. In the re-
duced-form model presented in this report, saving and investment be-
havior is specified as depending on the relative cost of consumption vs.
claims to future income, given levels of income: changes in income
levels are taken into account by estimation of their trend values and
the changes therein resulting from changes in total production capacity
in response to the proposed tax changes. In most of the multi-equation:
econometric models treat saving and investing as functions of dis-
posable income, ascribing insufficient weight or influence to changes in _
the relative cost of saving and investment.
. The model presented in this report is a general equilibrium model
in that the basic investment equation on which it relies imposes the
constraint of equal returns at the margin on private saving in all
forms. Thus, a tax provision which alters the return on saving allocated
toa particuiar outlet results in both a shift in the allocation of total
se;ving. among alternative outlets and a change in the aggregate amount
of saving,

The quantitative estimates in the report should be viewed as meas-
uring direction and order of magnitude of the effects of the specified
tax proposals. While these estimates are sensitive to alternative as-
sumptions about the values of the parameters and variables in the
model, we are confident that, as presented, they reasonably represent
the results which may be expected from implementation of the tax

proposals.
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PROCEDURB FOR ESTIMATING EFFECTS OF THE JOBS CREATION ACT OF 1978

A. Overview

The Jobs Creation Act of 1975 contains more than a dozen measured
to reduce the bias against saving in the existing Federal income tax.
and to stimulate output, investment, and employment. Norman B.
Ture, Inc. was asked to provide estimates of the effects on private
sector GNP, capital outlays, and employment, and on Federal revenues,

from 9 of the bill’s most significant provisions taken separately and as

a group.!

%rhe l<)ietails of the estimation procedure are described below for cach
alternative; a sketch of the process should clarify the discussion. First,
capital stocks, national income, gross product, and employment in the
private sector are projected through 1977 under present law using their
postwar trend rates of growth. Next, the effect of each proposal on the
cost of capital and the increase in the desired stock of capital in re-
sponse to the lowered cost of capital are calculated. This increase in the
stock of capital allows estimation of the increase in capital outlays
resulting from a proposal. Associated with the increase in the stock of
capital 18 an increase in employment, hence in national income. The
adSitional investment and higher national income together provide an
estimate of the increase in private GNP. The added GNP also increases
Federal revenues by raising the tax base; this increase is partially offset
by an initial impact revenue loss, calculated b{ apf»lying the reduction
in the tax rates or tax base to the present law levels of income. The net
effcct on Federal revenues equals the difference between these two
revenue estimates,

B. Data

It was assumed that full response to each proposal would take 3
years. This reflects the time required by taxpayers to assess the effects
of a provision on the cost of capital. to adjust their saving and invest-
ment decisions, and to plan for, order, and install new equipment and
structures,

Estimates were prepared for each of the first three years after enact-

_ ment. It was assumed that the provisions were in effect from Janua

1, 1975. Thus, year 1 refers to 1975, year 2 to 1976, and year 8 to 1977.
Present-law assumptions were based on projections of 1978 values at
their 1947-73 trend rates of growth, using the 1974 tax law. (Cha
resulting from the Tax Reduction Act of 1975 were not considered.)
No attempt was made to forecast the rate of inflation; all money
amounts are expressed in billions of 1974 dollars,

The estimates with respect to any combination of these proposals
are not necessarily equal to the sum of the individual estimates, since
some proposals overlap (8 and 9) or interact (4 and 8). Certain com-
binations (4 and 5, for instance) are additive, however.

Two approaches are available for estimating the stock of capital in
the private sector. The more straightforward and reliable method is

1 Estimates for the effect of lnem-% the celling for contributions to Individual
Retirement Accounts from ,1.600 to f2. per year and sf an alternative amortization

riod for pollution control facilities will be forthcoming iIf adequate data becomes available.
zconomic effects of two other provisions of the bill, relating to extension of time for
payment of estate tax and interests in family farming operations, were considered to be
of too small magnitude to warrant estimation.
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to add up the financial claims held by the housshold sector, pertaining
to assets in the grivate sector. Since governments do not own a share
of privately held assets in the United States, and since the agimgate
of corporate asset holdings have a counterpart in one or another set
of financial claims in the household sector, this approach should pro-
vide a complete and unduplicated accounting. According to the Ked-
eral Reserve Board, household sector private financial assets totaled
$2,302.3 billion at the end of 1978.

The alternative is to count up the value of physical stocks of eqluip-
ment, structures, and inventories. There are severe difficulties involved
in achieving a complete count and in valuing on a current basis assets
of widely varying ages and degrees of obsolescence and deterioration.
Nevertheless, estimates by the Commerce Department’s Bureau of
Economic Analysis for 1973 amount to $2,286.1 billion, remarkably
close to the Fed);ral Reserve estimate of $2,302.8 billion.

The latter figure was converted to 1974 dollars multiplying by the
ratio of 1974 to 1973 deflators for gross private domestic investment.
Values were computed through 1977 by comFounding the stock at an
annual rate of 3.8%, the postwar trend rate of growth for capital.

Private sector national income and gross product for 1973 were
converted to 1974 dollars using the ratio of 1974 to 1973 deflators for
g;oss pri}\"ate product, then extrapolated at their postwar trend rates
of growth, ’

he number of private sector full-time equivalent employees was
projected to grow at its 1947-73 trend rate of 1.2% per year. It was
assumed that the trend rate of increase in wages would not be affected
by any of the proposals and that all resulting increases in labor in-
come above the trend value would be attributable to increases in the
number of full-time equivalent employees.

C. Estimation procedure

1. Cost of capital change

The analysis begins with a determination of the decrease in the cost
of capital resulting from a tax proposal. This can be represented as
the pretax income needed to make a given investment worthwhile
under the proposal, less the Sretax income needed under present law.
An investment may be considered “worthwhile” if the present value
from the expected after-tax cash flow over the life of the investment
- equals or exceeds the initial outlay. It is assumed that the volume of
investment when adjustment to the tax change is completed is such
that the present value of the net cash flow just equals initial outlay.

For an individual, four types of investment can be distinguished :
depreciable and nondepreciable, corporate and noncorporate. An in-
vestment equation may be written for each:

1. Investment in depreciable corporate assets

Ii=(1—-t¢;) div (1 —l.)$y(l+ r)"+l.$(l +)=iD;+¢(1.12)=3ITC

+(1—14,)(1.12)~*C@
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2. Investment in depreciable noncorporate assets
= (L=t 34D+, 33U 401D (L1 TO+ (1= (112)-2CE
3. Investment in nondepreciable corporate assets
Li=(1-—t) div (1 —l.)$(1+ N-ly+ (1—1,)(1.12)-*CG
4. Investment in nondepreciable noncorporate assets
L= U=t 330+ 07+ (1= ) (1L12)2C6

where

I=amount initially invested
yf= fn'etax earnings required for each of n years to repay investment
o

D, =depreciation in year i on asset I, given depreciable life m

ITC=1nvestment credit earned in first year

CG=capital gain realized after n years

giv=dividen received by individuals as a fraction of corporate cash
ow

c=fraction of de})reciabka assets that are eligible for investment credit

r=rate at which future income is discounted to present value

t,=marginal tax rate on personal capital income

t.,=marginal tax rate on corporate income

t;=marginal tax rate on personal capital gains

These four equations may be weighted on the basis of corporate and
noncorporate ownership of depreciable and nondepreciable assets to
¥1eld2a finglle aggregate equation. Weights used were: I,=.45, I,=.25,

3.0y 14=.1.

Typical asset life was assumed to be 12 years, the average for equip-
ment eligible for the investment credit, according to unpublished
Treasury Department data. This is only one component of total asset
holdings but is intermediate in life between inventories and structures,
the other major components. Data for these components are incom-
plete or unreliable and no estimate of their average life was attempted.

It was assumed that a depreciable asset with a 12-year life which
is eligible for the 20% Asset Depreciation Range (ADR) would be
depreciated over 9.5 years at double declining balance rates with
opgimum switchover to straight line depreciation. Installation at mid-
year was assumed. Under present law, an effective investment tax
credit rate of 5%, rather than the nominal 7%, was assumed, reflect-
inf Treasury estimates of the effects of limitations of net income, use-
ful life, and the reduced credit rate for public utility property.

The amount of capital gains accrued per year were assumed to equal
the ratio of undistributed corporate profits to pretax corporate cash
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flow, an average of .220y for the years 1847-74. Capital gains were
assumed realized after the useful life of 12 years, so that realized gains
equaled 12x22y==2.64y per dollar of investment.

Dividends reported on individual income tax returns have con-
sistently averaged 17% of corporate after-tax cash flow. This frac-
tion was used for div. Approximately 70% of depreciable assets are
eligible for the investment credit, so this percentags was used for c.
A discount rate of 12% was chosen for r.

From Internal Revenue Service Statistics of Incoms data, marginal
tax rates were calculated: for personal capital income, .33; for cor-
porate income, 468 (a weighted average of the .22 rate on the 6.4%
of income that a‘fpears on returns reﬁ)orting less than $25,000 of tax-
able income, and the .48 rate for all other corporate returns) ; for
personal capital gains, .21 (one-half the marginal rate for a weighted
average of indivi(ﬁal taxable returns reporting capital gains).

Thus, under present law, the combined investment equation.

. .
I=(1 -—l,)g(l +r)iyldiv (1—t,)(.45+.2) + (.25+.1))

9.8
+ (45,4 .25:,)@(1 +1)-Dy+ (1 +r)-1(45+ .25)cITC+ (1—4) (1 +r)~1CG

=.67(6.195) y{.17(.537) (.85) +.35] + [.45(.463) +.25(.33))(.620) 1
+.893(.7)(.7) (.06) I+ (.79) (.257) (2.64) y.

This equation is solved for y under present law. For each alterna-
tive, the equation is reformulated and solved again for a new y. Then
the decrease in cost of capital equals the difference between new and
present-law y as a percent of present-law y. The reformulations are
described below under the discussion for each proposal.

£. Caypital stock change

As the quantity of capital increases, the marginal product (i.e., the
pretax return) of capital decreases. The percent increase in quantity of
copital associated with a given percent reduction in its marginal prod-
uct is the elasticity of demand for capital, es. It is widely assumed to
equal —1. The present increase in total saving, or equivalently in de-
sired total ca%ital, dK/K, which occurs in response to a given percent
reduction in the cost of capital, dy/y, depends as well on the elasticity
of supply of savings e,, that is on the percent increase in assets that
savers wish to hold for a given percent change in the return that they
receive, For this study e, is very conservatively assumed to equal 14,
implying that a 1% increass in the return on savings would elicit an
increase in the aggregate amount of saving of only 0.5%. (A less con-
servative estimate would raise all of the estimated effects.) The exact
relationship among these variables is:

dK_eqdyly _ ldy
l—eqfe. 3y



2443

That is, a given percent reduction in the cost of capital will raise the
equilibrium (post-transition) capital stock above its trend value by
one-third as great a percentage. For instance, a 6.9% reduction in the
cost of capital (as in the case of the saving tax credit) will lead to a
2.3% rise in the stock of assets. It is assumed that it takes 3 years to
achieve this increase in stock, so that by the end of 1977 the stock is
2.3% or $66.9 billion larger than the trend value of $2,910 billion which
it would attain in the absence of the Proposal. It is further assumed
that this increase will occur in 3 equal increments. Hence capital out-
lays would rise above present levels by $22.3 billion per year begin-
ning in 1975, if the provision were in effect from January 1, 1975.
Starting in 1976, there would be an additional increase in outlays to
cover replacement of the depreciable portion of the augmented net
stock. In recent years, replacement investment for depreciable assets
has averaged 4.4% of the previous year’s total net stock. Thus
additional replacement investment in 1976 would total about
.044 X 22.3=$1.0 billion, in addition to the $22.3 billion increase in the
net stock, for a total of $23.3 billion in incremental outlays in 1978,

3. GNP and employment change

Increnses in net stock raise the nation’s productive capacity and

hence its output. Associated with these increases in capacity and out-
ut are additional demands for labor services, which result in a rise
n the average wage rate, in the number of employees, or in both,

This study makes two assumptions regarding labor: (1) the shares
of GNP going respectively to labor and capital will remain constant
(an assumption which has been valid over the postwar period), and
(2) the increase in the labor share will be attributable to increases in
employment rather than to increases in the gleneral wage rate. These
conditions may be expressed notationally as follows:

(1) rK/wL=¢
(2) d(wL)/wL=dL/L,
where r=price of capital services
K=stock of capital
w=wage rate
L=number of full time equivalent employces
¢c==g constant

g Q=private GNP, then Q may be expressed as the sum of labor and capital
come:

Q=rK+wL=cwL+wL=(1+c)wL.
The percent change in private GNP, dQ/Q, is given by
dQ/Q=d (1 +c)wL/(1+c)wL=dL/L

. Private GNP will increase by the same percentage over trend as the
increase in capital and labor mnputs over their respective trends. In
addition, during the three-year transition, in which capital outlays
increase in order to raise capital stock to its new growth path, GNP is
further increased by the amount of the additional capita out’lays and
by the additional caintal consumption allowances. Employment in-
creases proportionately during this transition period.

00-516—76—pt. 6——08
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4. Revenue change

The increase in total Federal revenues was estimated as the sum of
additional tax receipts from three sources: income taxes on income
from capital (corporate profits, interest, rents, and proprietor’s in-
come) ; income and payroll taxes on labor income &'ages and sal-
aries) ; and indirect business taxes (mainly Federal excise taxes). To
determine the appropriate marginal tax rates to be applied to each
source, it was necessary to divide national income and Fedl:aral revenues
into the three categories. National income is readily divisible, but since
personal income tax and nontax receipts in the National Income Ac-
counts apply to income earned from capital as well as labor, use of a
single average tax rate would understate the rate paid by those receiv-
ing income from capital who are in higher tax brackets than the popu-
lation as a whole. Partial segregation of these capital-income recipients
i3 provided by the 1966 and 1969 editions of Statistics of Income—In-
dividual Income Tax Returns, which classifies taxpayers by major
source of income. In each of those years, the average tax rate (tax
after credits as a percent of adjusted gross income) for those whose
major source of income was capital (business or professional net
profit, partnership net profit, dividends included in adjusted gross in-
come, or net gain from sale of capital assets) was approximately 1.67
times as high for those whose major source of income was salaries and
wages.! This ratio was used to find the average tax rates on capital and
labor income, tx and t,. in the equation

T=txK+t,_L, where

T=the sum of personal tax and nontax plus contributions for social
insurance,

K=the sum of proprietors’ income, rental income of persons, and
net interest included in national income, and

L=compensation of employees.

“Personal capital-income” tax revenues, txK, were added to Federal

-corporate profits tax accruals. The sum was divided by the sum of per-

sonal capital income (K) and corporate profits to yield an overall

capital tax rate. These calculations were made for 1971~74. In that

period, the capital tax rate varied from .323 to .331 averaging .33. In

that same period, the labor tax rate climbed from .166 to .190 (re-

flecting the rise in social security rates and the effect of inflation in

pushing individuals into higher income tax brackets). By plotting

the logarithm of the labor tax rate against labor income, the labor

. tax rate was found to rise, on average, 5.7 percent for every $100 bil-

lion increase in employee compensation. The marginal rate, that is,

the rate on the increment of labor income, associated with these

changes in average rate was found to be .33. innally, an indirect busi-
ness tax rate of 0.19 (the rate in both 1973 and 1974) was applied.

The total Federal tax rate equalled the sum of these three compo-

nents, or approximately .35, i.e. .33 on both the labor and capital share,

and .019 on the total. This rate was multiplied by the increase in GNP

found above. From the resulting amount, an initial impact estimate

was subtracted to yield a net revenue figure.

1 The separation of income sources was nearly but not entirely complete. For those

;e'pr::;ltng's:‘;?‘:l'zdlgd 'alﬁ.o ':: n‘ &1 o:u so:’rtc:.ogthert ooumst lu%faledhnpproxlmuely 3
ross H @ CA o maj

source, other sources accounted for 17-19 percent of ndju.i‘t:?gros? mcomc.eom. e or
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D. Estimation procedure for specific proposals
1. Savings taz credit of 10%, up to $1,000 ($2,000 for joint returns),
not exceeding tax due .

The credit would apply to net additions to taxpayer holdings of
savings account deposits, federal government debt, investment com-
?imy shares and other corporate securities, and life insurance reserves.

oldings of these assets amounted to $1,694 billion in 1973, To find out
how much the credit would reduce the cost of capital and lead to an
increase in asset holding, it was necessary to distribute these assets by
income bracket using the Internal Revenue Service’s Statistics of
Income—1978 Preliminary Individual Income Tax Returns. This was
nccomplished by assuming that the distribution of eligible assets is
the same as the distribution of interest reported on taxable returns.
A preliminary estimate of the amount of additional saving induced
by the credit was necessary in order to find the actual decrease in the
cost of capital. Initially it was assumed that a 10% credit would lead
households to increase their stock of eligible assets by 1%, or $16.9
billion. This was added to the actual increase in assets of $88.7 bil-
lion reported in 1973. Then eligible savings for each adjusted gross
income (AGI) class were estimated by multi lyinf; reported inter-
est income in each class by the ratio of total eligible saving to total
interest income. These totals per AGI class were divided by the
number of returns, in each class to derive average saving per return in
each class (joint and nonjoint returns were handled separately).
Average tax per return was also computed for each AGI class. Then
for each class, the average amount of credit per return was calculated
and multiplied by the number of taxable returns to yield the overall
initial impact revenue loss and increase in eligible savings, The actual
decrease in cost of savings implied by this latter total proved to be
6.9%, rather than 10% as first indicated. This 6.9% decrease in cost of
capital translates to an increase of 2.3% in all types of assets.

2. Ezclusion of domestic corporate dividends from adjusted gross
income

This tax change was incorporated in the overall investment equa-
tion of part C by dropping the term (1-tp) from in front of the div-
idend term in equations 1 and 3. The resulting reduction in cost of
capital equaled 4.8%, implying a 1.86% growth in the 1977 capital
stock relative to its present-law trend value.

The implied revenue gain was offset by an initial impact loss com-
puted by multiplying the amount of dividend income in each AGI
class by the inarginal rate associated with that class and summing all
classes. This loss was reduced by 10% to remove dividends from for-
eign corporations, which would remain taxable, and to allow for the
likelihood that for taxpayers with large amounts of dividend income,
some of that income would fall in lower brackets and be taxed at
lower than the marginal rate. Dividends were distributed among AGI
classes accordmﬁ to Statistics of Income—1973 Preliminary Irdi-
vidual Income 1am Returns; tax rates per AGI class were derived
from the 1972 volume.

3. Ewclusion of $1,000 of capital gain per year
This proposal was handled by changing the final term of the invest-
ment equation from (1—t;) (1+1)-°CG to (1—.67t;) (1+r)-°CQ, re-
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flecting the fact that average capital gain per return is about $3,000,
so that approximately two-thirds of all gain would remain taxable.
The exclusion would reduce the cost of capital by 2.1%, raising 1977
stock by 0.7%. .

The implied revenue gain was reduced by an initial impact loss
equal to $1,000 per return times the number of returns reportin
capital gaing in each AGI class times the marginal tax rate associat
with each class.

3. Reduction of normal corporate tax rate from 22% to 20% (with
no change in surtax)

This proposal would lower the tax rate for all corporations by 2%
from a weighted average of 46.3% to 44.3%. Incorporating this
change in the investment equation led to a 1.2% reduction in the
overall cost of capital, and a 0.4% increase in the 1977 stock.

In calculating the resulting revenue gain, the marginal tax rate
on capital income was lowered to reflect the lower rate on corpora-
tions. Further, an initial impact loss of 2% of taxable corporate in-
come offset part of the gain.

6. Reduction of surtaw rate from 26% to £8% (no change in normal
tax rate or surtax exemption)

This provision would lower from 48 to 44% the marginal tax rate
on the 93.86% of taxable income going to corporations with taxable
income exceeding $25,000. Thus the weighted average corporate rate
would fall from 46.3% to 42.6%, indicating via the investment equa-
tion a reduction in the overall cost of capital of 2.2% and an increase
in 1977 stock of 0.7%.

Calculation of the net revenue effect involved considerations akin to
those mentioned above under proposal 4.

6. Increase in surtaz exemption from $256,000 to $100,000 (with pres-
ent normal.and surtas rates) ;
This change would lower the marginal tax rate from 48% to 22% on
the 7.4% of net income between $25,000 and $100,000 reported on cor-
porate returns with taxable income greater than $25,000. This is
equivalent to a 1.9% drop in the weighted average corporate rate.
en included in the investment equation, this yielded a 1.2% reduc-
tion in the cost of capital, the same as for proposal 4.

7. Increase in investment tax oredit from 7% with limitations to 16%
for all Seo. 1245 property

Currently, taxpayers may claim a 7% credit on Sec. 1245 property
(equipment and certain business structures), subject to limitations
on net income, useful life, and public utility ;roperty. The Treasury
estimates that these restrictions lower the effective rate to approxi-
mately 5%. The bill would remove these restrictions and raise the
rate to 15% for all taxpayers. This would be equivalent to a 5.5%
atcrﬁ-lt)hel-lé%zrd reduction in the cost of capital, and would raise 1977
stocks by 1.8%.

The implied revenue gain would be reduced by a 10% increase in the
credit applied to eligible investment which would have occurred in
the absence of the change in law. The Treasury cstimates this loss at
about $4 billion per year.
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8. Increase in Asset Depreciation Range (ADR) from 20% to 40%
This provision would permit faster write-off of depreciable assets.
The tax life for the asset used in the investment equation would be
shortened from 9.5 to 7 years, with a concomitant increase in the
annual depreciation deductions. The cost of capital would fall by

2.2%, and 1977 stock would rise by 0.7%, compared to present law

projections, ) .

rivate GNP would be boosted by higher capital consumption
allowances as well as by the higher capital outlays and national income
effects found with previous alternatives. For example, first-year
depreciation deductions for the typical asset used in the investment
equation would equal 14.3% of investment cost, rather than 10.5%.
For the portion 02 investment which would have occurred even under
present law, there would be an initial impact loss equal to the marginal
capital tax rate (.33) times the increase in depreciation deductions,

9. Optional capital recovery allowance

This proposal would speed up write-offs to 5 years for equipment
and 10 years for structures. Moreover, a full year’s capital recovery
allowance could be claimed in the first year, instead of the current half
year’s allowance. This would lower the cost of capital by 5.2%, and
raise the 1977 stock by 1.7%, relative to present law projections. Proce-
dures for-estimating effects on GNP and revenue would be the same
as those of provision 8.

10. Combined effect

Combining all of these provisions would remove domestic dividends
and up to $1,000 of capital gain per year per return from AQI, lower
the weighted average corporate tax rate from 46.3% to 89.9%, raise
the investment credit from an effective rate of 5% to 15%, and lead
to adoption of 5- and 10-year write-offs for depreciable assets. It was
assumed that all taxpayers would adopt the optional recovery allow-
ances in lieu of the increased ADR: the latter therefore, is not
incltllgegie in the following equation. The resulting investment equation
wou :

12
le= §(1+r)"y[div (1—2)(45+.2) + (1—-¢,)(.254-.1))

]
+ (.241.+.25¢.)§(1+r)"l).+ (14-r)-1(.454.25)cITC

+(1—-.67t) (1 4+r)~1CG=6.195y[.17(.61) (.65) +.67(.35))+[.45(.39)
+.25(.33))(.787) I +.893(.7) (.7) (.15) I +{1—.67(.21)}(.257) (2.64) y

This results in a 16.2% reduction in the cost of capital, and a 5.4%
increase in the 1977 stock. _

It should be noted that the combined effects are less than the sum of
the nine scparate estimates. The principal reason is that certain com-
binations, such as lower corporate tax rates and more rapid write-off
of depreciable assets, are partially offsetting.

Y**—"
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TestimoNy SuBMIiTTED BY Hon. StanpLey N. Lunping, Ao US.
ConNGRESSMAN FRrRoM THE STATE oF NEW YORK

Mr. Chairman and members of the committee: I appreciate having
this opportunity to address the subcommittee as it conducts those
vital hearings on tax reform. As the newest member of Congress, I'd
like to share with you some of the feelings and sentiments I received
from the people in New York’s 39th Congressional District during the
recent special election.

I made a promise to the people in my district: I promised to come
before this committee and represent them—the individual taxpayers
whose voice is too often not heard when Congress considers tax reform.
The corporate industries are heard. The large trade and professional
associations are heard. The traditional lobbyist interests are heard.
But for too long, the people have not been heard and the people have
something to say. ‘

As T traversed the part of New York we call the Southern Tier
during my campaign, 1 Tlickly discovered that ‘‘tax reform’’ was not
simply an “issue’”’ with the people; they have gone beyond that stage.
The peopls are demanding that their elected representatives take
strong, specific initiatives to bring about reform and they are keeping
a close watch on our Congressional performanco. ‘They are very
serious about this and I wholcheartedly support th~ir actions and
involvement.

They want basic changes in the Internal Revenue Code and they
want changes now! They are upset because the federal tax structure
has remained substantially unchanged since the enactment of the
Tax Reform Act of 1969. Payroll taxes have been increased, income
taxes have been reduced, and the investment tax credit has been
suspended, reinstated, and then increased. But the basic structure
of the income and payroll taxes, which now account for over 909, of
federal tax revenue has not been altered.

That the tax structure has been relatively stable does not mean
that it enjoys general public approvel. Many taxpayers, including
both liberals and conservatives, Democrats, Republicans and Inde-

endents, regard it as unfair, The 1969 legislation, which was enacted
in response to public pressure, was expected to be a first step in re-
forming the tax system, but no further steps have yet been enacted.
Despito the legislative impasse of the past several years, interest in
tax reform has not abated, but rather has increased to a new, mili-
tant level.

Tax reform is urged not only for economic and equity reasons, but
because the tax system has become extremely complicated. Congress
has repeatedly added new provisions to the tax laws in its effort to
balanee the competing demands of various groups. The result is an
Int,en:al Revenue Code well-nigh impenetrable to all but a few
experts.

n response to this increasing pressure from the taxpayers, the
House, late last year, passed its version of the bill now before this
committee. Although perhaps not comprehensive by everyone's
definition, the House bill does make important progress toward an
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ultimate comprehensive reform by providing for greater tax equity
by simPlifying I.R.C. provisions and administration, by eliminating
some of the most abused tax shelters and by beefing up the minimum
tax. The bill passed by the House does not represent a satisfactory
answer to the taxpayers' rightful demands for reform, but it is an
important beginning.

hile some people view any tax as an unwarranted and onerous
burden, I founs that most people recognize the need for the govern-
ment to levy taxes to raise revenues necessary to pay for government
functions. Most people also recognize that taxes play an important
stabilizing role in the econom}tI and, if properly designed, can hel
to promote economic Erowt,h. owever, the individual taxpayer will
only support an equitable system where he or she knows that everyone,
individuals and corporations alike, is paying his fair share. The people
are protesting now not against federal taxes, but against the incredible
and obvious inequity in our current tax system,

The people are protestini this unfair system and they are cheating
on their own tax returns, I bring that up because it tells us something
important. Until recently the taxpayers in this country had an ex-
tremely high compliance rate on their returns. Nobody enjoyed paying
taxes, but everyone did 1pay, and paid their full share.

The growth of loopholes and preferential treatment made available
to wealthy individuals and corporations and the refusal by Congress
to do anything about it left a justifiably bitter taste with the individual
middle income taxpayer. Today the I.R.S. estimates that approxi-
mately 709, of all tax returns are not in full compliance. These aren’t
big, fraudulent cheaters, these are people so frustrated and annoyed
by an unfair tax system that they rebel in one of the only ways tKey
can. I am not condoning or supporting cheating by any taxpayer, but
I believe we should realize what is happening, why it is happening and
that we in Congress, by restoring faith and %aimess in the tax system
can end it.

Many see the major drawback of the present tax system in its vio-
lation of two basic principles of tax equity:

First, the principle of progressive taxation—that the share of an
individual’s income taken by taxes should increase as income rises;
commonly referred to as vertical equity.

Second, the principle of horizontal equity which states that tax-
payers in similar economic circumstances should pay roughly the same
taxes, regardless of income sources.

The current U.S. tax structure, including federal, state and local
taxes has substantial redistributive effects in favor of the affluent. In
1973, 24 individuals with adjusted gross incomes of over $1,000,000
did not pay any taxes. The tax shelters and preferences almost ex-
clusively used by the wealthy—depreciation speed up, investment
credit, artificial deductions on tax shelters in real estate, farming
operations, certain oil and gas wells, and equipment cases—will cost
the Treasury and the nation’s taxpayers over $8 billion for the year
ending June 30, 1976. Perhaps the major innovation in the 1969 Tax
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Reform Act was the enactment of a tax on preference items previousl
excluded under individual and corporate income taxes. Under this
minimum wage tax, an individual was to have been taxed at the rate
of 109, on the sum of his income from tax preferences less a $30,000
exemption. It appeared that a small, but positive, step toward tax
equity had been taken. However, as a result of the loopholes in the
minimum tax, 92,000 individuals reporting tax preference income
totaling $3.1 billion paid no minimum tax at all. Similarly, 75,000
corporations, with tax preference income of $1.6 billion paid no
minimum tax at all.

These figures do not, of course, tell the whole story, they merely rep-
resent the tip of the iceberg. But they should be enough to tell us that
reform is desperately needed. The average American taxpayer already
knows it. That avega.se taxpayer may not be knowledgeable in the
use of sophisticated devices such as capital gains, accelerated de-
preciation and the investment tax credit, but he or she is very much
aware that the middle income groups are enduring a bigger share of
the tax burden as in years East and they will not tolerate this byzantine
construction of an ‘“‘equitable” tax system any longer.

Economics is not a simple subject, but our tax law is needlessly
shrouded in dense com;i]lex language that obscures its meaning and
hides its effects on public and grivate decision making. With 1,800
pages of the Internal Revenue Code and with 4,526 pages of accom-
panyin regulations, even so;l)histicated analysts must struggle to
comprehend the implications of tax policy. The code should be drasti-
ca.l’}y shortened and simplified.

he present tax system works against 85 percent of all individuals—
those with adjuste E:oss incomes of under $20,000. They get fewer
and smaller tax breaks; they pay more of the taxes which the I.R.S.
says they owe; they spend millions of dollars on commercial preparers
for tax advice that is often wrong; and they get an inferior brand of
justice from I.R.S. when differences do arise.

I believe that many of these problems could be effectively resolved
with a basic, radical change in the system. All special preferences and
credits in the tax law—loopholes—should be cast aside. In their
place, we should impose a single progressive income tax with sub-
stantially lower rates, leaving the individual’s income tax to rise as
his or her income rises. The basic result of such a change would be that
people in income brackets above $100,000 per year would pay more
taxe? than they do now and those with incomes below $20,000 would
pay less,

Although there are some middle and lower income taxpayers who
are afraid of losin'g1 the miserly deductions they now enjoy, I am
convinced that if they truly believed that we in Congress were pre-
paring a fair and comprehensive tax reform package of this type and
if they were honestly shown how grievously they fared under the
present system, they would not only support this type of change they
would demand it.

This simplification approach would have the desirable dual effect of
eliminating thousands of ambiguous regulations and loopholes from
the Internal Revenue Code and of providing a clear and fair under-
standing of each individuals tax obligation. By this one change we
could remove the veil of confusion which currently exists as the norm
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and basis for every encounter with the code by every individual tax-
aner and ensure that the “‘average’ taxpayer could prepare his or
er return competently and completely without professional assistance.

Another major equity problem for the low and middle income tax-
palYer is the payroll tax—especially the social security tax. The pay-
roll tax combines two regressive features. It takes a flat percentage of
covered earnings and sets an earning ceiling so that those with incomes
above the ceiling are not subject to additional tax payments.

Recent I.R.S. figures show that at least one-half of all American
income earners pay a higher social securit.y tax than income tax.
Viewed with this insight it is obvious that ‘‘tax reform’ proposals—
such as President Ford’s—which contemplate a slight reduction in
income taxes and a higher social security tax represent regressive
reform which will increase the hea% burden of the low and middle
income worker and will, by robbing Peter to pay Paul, have no sub-
stantive effect on the total tax dollars collected.

Between 1960 and 1974, receipts from individusl income taxes rose

by $32 billion or 36 percent. In the same period federal social security
insurance taxes and contributions rose by $30 billion or 75 percent.
(Corporate income taxes in the same period rose by $2 billion or
only 5 percent). The figures are clear and their impact obvious—those
who can least afford it are being asked to increase their already
burdensome tax payment.
- I believe the payroll tax should be revised to apply only to earnings
above a fixed minimum (Per capita, that there should be a standard
deduction of $2,000 and that the maximum taxable earnings limit
should be raised substantially.

It is also time that the tax laws be viewed as line items in the
national budget. Economically, it makes little difference whether
the Federal Government provides subsidies through direct grants
and Treasury checks or by failing to tax someone who would other-
wise be taxed. Procedurally, however the two methods of being on
the Federal take are vastly different. Appropriations are reviewed
each year by the Congress in an effort to determine whether a given
program merits further funding. Tax expenditures (loopholes and
preferences), in contrast, are rarely, if ever reviewed. In the appro-
priations process, Congress must act affirmatively to open the Treasury
‘““tap’’; but Federal dollars “spent’’ under the tax laws continue to
be spent until the Congress acts to turn the tap off. As a result, tax
expenditures are self-perpetusating, remainins on the books long
after their original justification has disappeared.

Congress should be required to review Federal tax expenditures
alrlmual y and to act affirmatively if it wishes to continue any one of
them. ‘

If active aé)proval is not given, the benefits should lapse. In this
wa{, the burden of justifying the spending of public money would be
shifted where it belongs.

Past disappointments with tax reform may be due in large part to a
failure on the part of elected officials and tax ‘‘experts’” to convey a
message to the general public. The key to action on tax reform is both
a broader public agreement on the proper distributional, or equity,
goals of society and a deeper public understanding of the contributions
that a better tax system can make to the achievement of the best
and most efficient use of the society’s available resources.
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Constructed as it must be from a complex set of trade-offs whose
dimensions are uncertain and whose ingredients inspire sharply
differing individual evaluations, a good tax system is a delicate,
ever changing work of golitical and economic partisanship. At one and
‘the sam¥ time it must be:

Simple enough to be widely understood but complex enough to
deal effectively with economic reality;

Equitable in its allocation of burdens between rich and poor but
sensitive to the potential disincentive effects of high tax rates;

Frugal in its commitment of resources to administration and com-

liance but generous in applying them in the pursuit of fairness and
justice;

Evenhanded in its treatment of similarly situated taxpayers but
alert to the social benefits attainable with well-designed tax incentives.

Obviously, tax reform is a difficult and complex 1ssue. I do not come
before you today with all the answers to the questions, but I do have
two specific points on which to conclude. The individual taxpayers
who represents the backbone of the tax system and in fact our entire
governmental process know an equitable tax system when they see
one. He or she may not be able to write all the components of such a
system, but they know one when it is put pefore them. The current
tax system fails miserably to ‘)rovide these taxpayers with the security
of an equitable and acceptable system. _

My final point is that neither I nor any individual in the country—
be he a Congressman, Senator, economist, or private taxpayer—should
feel precluded from discussing tax reform simply because he does
not know all the answers. I have outlined today some of my major
concerns for comprehensive tax reform. I have offered the types of
solutions which I support. But I am not asking this committee to take
all of my suggestions and incorporate them, and only them, into the
leiilslation you are now considering. Nor is the individual taxpayer
asking that all of his ideas be accepted in a new, comprehensive tax
reform package.

What I am asking for and what the individual taxpayer is properly
demanding is that this committee, as the appropriate body of the
Senate of the United States, not shirk from 1ts responsibility to the
people. The people know that it is time now to begin a sincere and
committed discussion of comprehensive tax reform. You, like I,
have been elected to serve the people and we will only continue to
serve and hold their trust as long as they believe that we are acting
in their best interest. This committee, along with the House Com-
mittee on Ways and Means has the resources—in your own member-
ship, in your staff, and in your ability to call expert witnesses—to
ensure a forum for discussing and drafting vitally needed tax reform
legislation. I for one believe 1t is a duty which the people deserve to
have fulfilled.

Tue NATIONAL A8SOCIATION OF LIFE UNDERWRITERS,
Washington, D.C., May 18, 1976.
RusseLr B. Long,

Chairman, Committes on Finance, U.S. Senate,

Washington, D.C. -
Dear Sexator Lona: The National Association of Life Under-

writers (NALU) is a federation of over 1,000 State and local associa-
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tions representing approximately 135,000 life and health insurance
agents, general agents and managers, and we would like to take this
gf%rtunity to express our opinions concerning certain provisions of

.R. 10612 now pending before the Senate Finance Committee.
E'mployee retirement savings

NALU strongly supports the provisions of the House bill which cor-
rect an inequity in the current laws applicable to private retirement
systems, The basic problem was aptl?' summarxzeci' in the Ways and
Means Committee report as follows, “If an employee is an active par-
ticipant in a qualified pension, et cetera, he is not allowed to make
deductible contributions to an IRA or to the plan. Even though the
benefits provided by such a plan may be less than the emploree could
provide for himself under an IRA, the em IoKee is not allowed to
make up the difference through deductible 1RA contributions or by
making deductible contributions to the plan.”

The current law has resulted in some employees withdrawing from
employer sponsored plans in order to take advantage of the new IRA’s.
Problems have also arisen for employees who are currently covered
under qualified plans from which they may not withdraw even though
in some instances they would benefit from such withdrawal and sub-

uent establishment of an IRA.

hile NALU urges that the House bill’s provisions relating to
IRA’s and LERA’s be retained, we would hope that at least one other
change in the current laws governing eligibility to participate in an
IRA would be adopted. Under IRS interpretation of present law, some
members of the Active Reserve components of the U.S. Armed Forces
are disqualified from taking the deduction for individual retirement
savings due to their participation in the Armed Forces retirement sys-
tem. Several bills have been introduced in the House which would as-
sure the active reservist that he would not be disqualified from availinﬁ
himself of the deduction from an IRA due to his accrual of “points
under the military retirement program.

The addition of this provision by the Finance Committee would
appear desirable for two reasons. First, the current law may discourage
qualified militaq:l personnel from enlisting in the U.S. military Re-
serve program thereby depriving the Armed Forces of é:otentially
valuable contributors to our system of national defense. Second, the
nature of the Armed Forces Reserve program is such that it is often
the case that the active reservist will not eventually accrue the neces-
sary amount of retirement points in order to receive any benefits from
his years of service as a reservist.

Limitation on deduction for nonbusiness tnterest

NALU is troubled by the implications for the economy implicit in
the proposed $12,000 limitation on the deduction for nonbusiness inter-
est which is incorporated in the House bill. Under this proposal, for .
the first time, a limit would be placed on the deductibility of interest
paid in connection with indebtedness incurred by a taxpayer in pur-
chasing a home or other goods and services of a personal nature.

The Ways and Means Committee in its report on this provision of
the bill stated that, “certain economic goals, such as homeownership,
should be within the reach of as many people as possible and thus the
deduction for personal interest should be continued.” However, the
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committeo also noted that, “interest on borrowing should not be de-
ductible where the loan proceeds are spent for items of a luxury na-
ture.” NALU contends that the vast majority of taxpayers taking
advantage of the current personal interest deduction are not going into

-debt to finance the purchase of luxury items.

The current inflation which is being experienced throughout the
Nation is resulting in continually increasing costs for essentials of a
personal nature such as private housing, education, automobiles, home
appliances, and insurance. In view of these increasing costs it apgcnrs
probable that the $12,000 limitation will soon begin to exert a detri-
mental impact on the economy as consumers reduce their financed per-
sonal expenditures for nonluxury items in order to avoid the unfavor-
able tax treatment which would be triggered by the $12,000 oeilinf.

Compounding the problem is the fact that the House proposal will
drastically curtail the current linfitations on deductibility of an indi-
vidual's investment indebtedness interest. The interest on funds bor-
rowed to acquire or carry an individual's investment assets will also
be limited by the new $12,000 limitation (to the extent not absorbed
by the personal interest deduction) plus the amount of the individual’s
net investinent income and long-term capital gains. Consequently, the
proposals contained in this section of the House bill will tend to ré-
duce consumer expenditures for essential goods and services as well as
dampen the incentives for individuals to take advantage of invest-
ment. opportunities which are not connected with their trade or busi-
ness. For the above reasons, NALU opposes the adoption of the un-
realistic limitation on the deduction for nonbusiness interest as it ap-
pears in the House bill.

Sick pay exclusion

NALU urges the committee members to retain the current provisions
in the Inw which provide favorable tax treatment to sick or disabled
employees. Present favorable tax treatment of sick pay wages in many
cases may result in additional inducement to employers to establi
sick pay plans for their employees as a fringe benefit. In many cases
long-term sickness and disability plans are partially or wholly funded
by insurance premiums paid by the individuals themselves. In such
cases the sick pay exclusion would offer an additional incentive to the
individual to insure that he will be able to provide for himself and his
family during periods of absence from work due to sickness or accident.

If change 1n the current law is found to be necessary in the interests
of simplification, NALU suggests the following two proposals which
would result in simplification but would also continue to encourage
the establishment and participation of individuals in sick pay |])lans.

First, the current law mandates complicated different lengths of
waiting periods for individuals based on percent of salary covered by
the emp (:i'er and dependent on whether the individual has been hos-

italized during his leave of absence. NALU recommends that simpli-

cation would be well served by the adoption of a waiting period of
‘7 days for employees generally and no waiting period for those em-
ployees who are hospitalized during their absence from work due to
gickness or accident.

Second, current law provides the amount of sick pay excluded may
not exceed $75 a week for the first 30 days and $100 a week after the
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first 30 days. As another means of achieving simplifieat’on, NALU
proposes that the maximum sick pay exclusion not exceed $200 a week
throughout the entire period during which the exclusion is available.
The proposed higher maximum amount would also reflect the effects
of inflation whicﬁ have oceurred since the passage of the original sick
pay legislation.

Separate deduction for health and accident insurance premiums

Although the House bill contemplates no change in the current
treatment of the deductibility of health and accident insurance premi-
ums, it has come to our attention that the Treasury Department is
advocating the repeal of the present allowable deduction (one-half of
premiums paid up to $150) for health and accident insurance premi-
ums,

With skyrocketing health care costs and the increasing need for
broad range health coverage for all individuals rapidly becoming the
major domestic issues, it 18 desirable that individuals continue to be
encouraﬁyed to obtain adequate health insurance coverage. IFor this
reason, NALU supports the House poxition of leaving unchanged the
present soparate deduction of accident and health insurance premiums.

In view of the inflationary trend of the economy since the original
passage of the existing limitations, in recognition of the desirability
of tax simplification, and in line with supporting the concept of en-
couraging private individuals to provide insurance for their health
care needs, NALU would additionally support the removal of the
existing limitations on the separate deductibility of health and acei-
dent insurance premiums. :

Deductions for ewpenses attributable to business use of the home

NALU opposes the provisions of the House bill which result in the
loss of deductions for an individual who may currently deduct a por-
tion of the expenses incurred in maintaining & personal residence wﬁ?ch
is also used bY the individual in his trade or business. The language of
the House bill, with minor exceptions, would prohibit such a deduction
unless the portion of the expense so incurred was associated with an
area of the home which is used exclusively, on a regular basis, as a
place of business where the homeowner/businessman maintains his
principal place of business or deals with patients, clients, or customers
in the normal course of his trade or business. ’

While we can sympathize with the administrative difficulty of veri-
fication of such a deduction by the IRS, we can find no valid reason
why any administrative difficulties should preclude the deduction of
what would otherwise be an ordinary and necessary business expense
to the taxpayer. For this reason, we urge the committee to consider the
deletion of the proposed House language with respect to this issue.

NALU appreciates the difficulty of the task with which the Senate
Finance Committee is faced in attempting to review and revise the
current House proposals and if we may be of any assistance to yon
in elaborating on the comments and suggestions which we have pre-
sented herein, please do not hesitate to let us know.

Sincerely,
Jack E. Bono.
Secretary, National Association of Life I'nderoriters.
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STATEMENT BY THoMAS J. RersE, LecistaTive DIRECTOR OF
TaxaTioN WrTlh REPRESENTATION

Mr. Chairman and members of the committee, my name is Thomas
J. Reese, and I am legislative director of Taxation With Representa-
tion, a public interest taxpayers’ lobby with almost 18,000 members,

With great reluctance, Taxation With Representation supported the
tax reform bill as passed by the House of Representatives. The bill
needs to be strengthened and any attempts to weaken it should be op-
posed. In this statement I will comment briefly on the various provi-
sions in the bill. If you would like further information on any of my
comments, z;;lease let me know.

Taw shelter provisions (title I and I1).—Fundamental tax reform
is preferable to palliatives such as the limitation on accounting losscs
(LLAL), which simply add a new layer of complexity to the tax code.
The basic keys to fundamental reform in the tax shelter area are:

(a) Realistic depreciation and depletion, which reflect actual ex-
haustion of capital assets.

(d) Capitalization of all expenditures for assets lasting more than
one year,

(c} Matching of business related income and expense through ac-
crual basis accounting.

However, it seems clear that the tax writing committees are not
ready to adopt reforms as basic as those outlined. Under these circum-
stanceshpm I8 such as LAL constitute a second best solution, pro-
vided that they are not themselves riddled with loopholes, The exem
tions in the House bill, such as the one for development wells, should
eliminated. Furthermore, LAL should apply to real estate on a per
property basis.

In addition to the ILAL proposals, there are several tax reforms
that—although less sweeping than those just outlined—would help
to make tax shelters less attractive, and would thus ease the problems
that LAL is designed to solve. Among them are: (a) Capitalization of
construction lpenod interest and taxes in the case of real estate, (J)
use of accrual basis accounting for farms grossing above a set amount,
say $100,000 per year, (¢) repeal of percentage depletion for all min-
enﬂs, and (d) capitalization of intangible drilling costs for successful
wells,

Mintmum Taz (title I1T).—Fundamental reform is preferable to
the complexity of the minimum tax. As outlined in connection with the
discussion of tax shelters above, fundamental reform means a return
to realistic depreciation and depletion, capitalization of long-term
investments, and proper matching of business income and expense. In
addition, in the context of the minimum tax, it also means: (a) Tax-
ation of unrealized capital gnins that now escape tax at death or gift,
and (d) termination of tax exempt privileges for industrial develop-
ment and pollution control bonds and introduction of a direct interest
subsidy for municipal bonds large enough to make States and localities
better off than they are now. 4

But if fundamental tax reform is unattainable, the minimum tax
constitutes a second best solution provided that it is not—as at pres-
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ent—riddled with loopholes. The House bill has taken a good step
in this direction, and the House provisions should be retained. Further-
more, the coverage of the minimum tax should be exparded to include
unrealized al()lpreciation of capital gains at death and gift, and the
interest on industrial develogment and pollution control bonds.

Taw simplification (title V).—We support revision of the tax tables
for individuals (sec. 501) and the deduction for alimony (sec. 502).

The retirement income credit (sec. 503) is acceptable, given that we
continue to exclude social security receipts from gross income, How-
ever, as was pointed out to the Was: and Means Committee on June 24,
1975, by John S. Nolan, former Deputy Assistant Secretary for Tax
Policy, a better solution is to “tax social security benefits like all other
forms of income except to the extent of an arbitrary one-third, deemned
to represent a return of the taxpayer’s own contributions to the social
security system.” As Mr. Nolan pointed out at that time, the correct
way to protect low income elderly persons from income tax is through
the low income allowance or the minimum standard deduction. Jx-
cluding social security from income complicates the tax system greatly
by creating the need for the retirement .ncome credit. It also violates
tax equity by benefiting the rich more than the poor. _

We support the change of the child care deduction to a credit (sec.
504). A credit is more equitable than a deduction, since deductions are
worth more to high income people. On the other hand, neither a deduc-
tion nor a credit do any or a person too %or to pay taxes who
are those most in need of child care assistance. To be truly equitabl
the credit should be refundable. Furthermore, we question the chil
care deduction or credit is a proper method of providing child care
assistance. Such provisions complicate tax forms and confuse tax-
payers, Would it not be better to spend the $855 million directly for
child care centers or for lowering taxes for all low income families!

Taxation With Representation opposes increasing the exclusion for
sick pay (sec. 505). We believe that the sick pay exclusion should be
repealed without any exceptions. If veterans or social security benefits
are inadequate, they should be raised. Trying to deal with such prob-
lems by use of a blunt instrument such as the sick pay exclusion means
that there will be wide disparities in the tax situation of similarly sit-
uated individuals, depending on whether they qualify for the exclu-
sion or not.

We ogupoee further increases in the moving expense deduction (sec.
508), which is principally claimed by well-off executives. In contrast,
individuals who are out of a job get no help from this deduction in
their efforts to move out of high unemployment areas.

Business related income (title VI).—The revision (sec. 601) of the
deductions for business use of homes, and rental vacation homes s a
great improvement over present law. This section should be supported.

The limitation on deductions for conventions outside of the %)nited
States (sec. 602) is so weak as to be ahnost meaningless. Deductions for
conventions outside of the United States should be disallowed unless
the foreign location is more appropriate to the purpose of the
convention. '
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We support the taxing of qualified stock options (sec. 603). The
grant. or exercise of such options produces income, often large amounts
of income, and it should be recognized for tax purposes. Existing law
sharply discriminates in favor of those who work for stock corpora-
tions, and against those who work for governments, universities, and
other groups that do not issue stock.

We do not object to section 604, which will provide uniform treat-
ment of bad debt losses, whether the loss arises from a direct loan or
from a guarantee. We strongly opposé section 605 which, in the case
of State and Federal legislators, would reverse the normal rule relating
to the tax deductibility for living expenses. Legislators, like other
taxpayers, should not be permitted to deduct such expenses unless they
are actually in travel status, away from their business home. There is
no justification, for example, for a rule that allows a Congressman to
deduct the cost of living in Washington, when ordinary taxpayers are
denied a deduction for living expenses at their normal place of busi-
ness. Furthermore, the statement that the IRS will “apply rules of
reasonableness” in determining the amount. of allowable deductions is
an open invitation to cozy incestuousness, leading to virtual elimina-
tion of Congressmen from the tax rolls. Congressmen should pay taxes
like everyone else.

Accumulation trusts (title VII).—We support this provision, al-
though it seems to us that the throwback rule should apply even if a
hencficiary has not vet become 21. .

Investment credit changes (title VII1I).—We support the applica-
tion of the investment credit for up to $100,000 of used property. But
wo do not support a 4-vear extension of the 10-percent investment
credit (sec. 801), Why should the credit be extended for 4 years when
the personal income tax credit is extended for only 1 year?

We oppose the retroactive features of a{) lying the investment credit
to movie and television films (sec. 802). ‘g do agree. however, that it
makes more sense to have the credit for films made in the United
States rather than for films shown in the United States.

SUMMARY

In summary. if energy conservation and development measures are
needed, they should be funded through direct appropriations, not tax
gimmicks, so that the costs and results of the programs can be larly
reviewed. As the Manhattan project and the Moon program demon-
strate, research projects funded throngh direct appropriations show
results, and outlays are promptly cut when the project has achieved
its ohjectives. Tn contrast, programs funded through the tax system
go on and on, and there is never any review of the results or any end
to the costs.

" In general, we believe that the Congress should leave incentive and
subsidy programs to those committees of the House that are in a posi-
tion to authorize and appropriate funds for those programs. Expendi-
tures authorized in that way will be automatically reviewed each year
to evaluate their effectiveness; there is no corresponding review of tax
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incentives. That is one reason why tax incentives are inherently
wasteful.

STATEMENT OF THE FFEDERAL Tax DivisioN OF THE AMERICAN
INsTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

H. R. 10812
SecTions CoMMENTED UPoON

TITLE I—LIMITATION ON ARTIFICIAL LOSSES
101—Limitation on artificial losses.

TITLE JI-—OTHER AMENDMENTS RELATED TO TAX SHELTERS

Section:
201—Recapture of depreciation on real property.
203—Farm excess deductions account.
204—Method of accounting for corporations engaged in farming.
205—Treatment of prepaid interest.
2086—ILimitation on the deduction for nonbunsiness interest.
207—Limitatlon of certrin losses to amount for which taxpayer is at risk.
209—Player contracts in sports enterprises.
210—Certain partnership provisions.

TITLE ITI—MINIMUM TAX FOR INDIVIDUALS

Section:
301—Minimum tax.

TITLE IV—EXTEXSIONS OF INDIVIDUAL INCOME TAX REDUCTIONS
No comments,
TITLE V—TAX BIMPLIFICATION IN THE INDIVIDUAL INCOME TAX PROVISIONS

Section:
501—Revision of individual tax tables.
502—Alimony deduction.
503—Revision of retirement income credit.
804—Child care deduction.
5053—Changes in exclusions for sick pay and certain military, etc.,, dis-
ability pensions.

TITLE VI—BUBSINESS RELATED INDIVIDUAL INCOME TAX PROVISIONS

Section:
801—Deductions for expenses attributable to business use of homes, rental

of vacation homes, etc.
602—Deductions for attending foreign conventions.

603—Qualified stock options.
604—Treatment of losses for certain nonbusiness guaranties.

TITLE V1I—ACCUMULATION TRUBTS

Section:
701—Accumulation trusts.

TITLE VIII—INVESTMENT OREDIT CHANGLKS

Section:
802—Investment credit for movie and television films.

TITLE IX-—CONTINUATION OF CHANOE IN OORPORATE TAX RATES AND INOREASE
IN BURTAX EXEMPTION

No comments,
60-516—76—pt. 6——8
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- TITLE X—OHANGES IN THE TREATMENRT OF FOREIGN INOOME
ectlon:
1011—EBExclusion for income earned abroad.
1013-1014—Provistons affecting foreign trusts.
1015—Exciee tax on transfers of property to foreign persons.
1021—Investment in U.8. property by controlled foreign corporations.
1022—Exclusion for earnings of less developed country corporations.
1023—Exclusion from subpart F of certain insurance company earnings.
1024—S8hipping profits of foreign corporations.
1031—Determination of foreign tax credit on overall basis.
1032—Recapture of foreign losses. .
1083—Qross-up of dividends from less developed country corporations in
determining the foreign tax credit.
1034—Capital gains for foreign tax credit purposes.
1041—-Nosnre:ldent allen and foreign corporation investment in the United
tates. -
1042—Changes in sec, 867 ruling requirements.
1053—China trade act corporations.

TITLE XI—AMEINDMENTS AFFECTING DI1SO
Bection:
1101—Amendments affecting DISC.

TITLE XII—ADMINIBTRATIVE PROVISIONS
Section:
1201—Income tax return preparers,
1202-—-Declaratory judgments for 501 (c) (3) organizations.
1203—Assessments in case of mathematical or clerical errors.
1207—Withholding tax on certain gambling winnings.
lzm—Pugell%l inspection of written determinations by Internal Revenue
rvice.

Soct TITLE XIH—TPOHNICAL INOOME TAX PROVISIONS

on:
1301—Tax treatment of certain cooperative housing assoclations.
1806—CQlarification of definition of produced film rents.

TITLE XIV—TREATMENT OF OERTAIN CAPITAL LOSSES; HOLDING PEZRIOD FOR CAPITAL
GAINB AND LOSSES
Bection: -
1401—Increase in the amount of ordinary income against which capital
losses may be offset.
1402—Individual carryback of capital losses.

1403—Increase !n holding period. -

Bectt TITLR XV—INDIVIDUAL RETIREMENT ACCOUNT AMENDMENTS
on :
1502—Limited employee retirement accounts.

Sect! TITLE XVI—AEAL ESTATE INVESTMENT TRUSTS
on:
1601—Deficlency dividend procedure for REITs.
1802—Trust disqualification when income tests not met.
1604—Other changes in limitations and requirements,
1605—Excise tax on certaln undistributed REIT income.

TITLE XVII—AMORBTIZATION OF CERTAIN BAILROAD GRADING AND TUNNEL HORES; TAX
TREATMENT OF CERTALN RAILROAD TIES
No comments.

Sectl TITLE XVIII—TAX CREDIT FOR ROME OARDEN TOOL EXPENSES
on: _
1801—Tax credit for home garden tool expenses.

TITLE XIX-—REPEAL AND BEVISION OF OBSOLETE, RARELY USED, PROVISIONS
General comment.
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TITLE I

LIMITATION ON ARTTFIOIAL LOSSES

SECTION 101
Present law -

At present, taxpayers are able to creats “artificial” losses through a
combination of various provisions in the law, These artificial losses
are used to shelter otherwise taxable income from the income tax.
Essentially, these provisions are:

Limited partnership provisions allowing the pass-through of
losses without the assumption of liability.

- Basis provisions which permit the taxpayer to increase his basis
by the amount of liabilities to which the property is subject.

Allowance of the cash-basis method of accounting particularly
with refard to farm operations.

Accelerated deduction provisions designed to encou taxpay-
ors to make certain types of investments deemed socially or eco-
nomically desirable by Congress. Among these are accelerated
depreciation, rapid amortization, deduction for construction
period interest and taxes, and deduction for intangible drilling
and development costs.

Under present law there are no statutory provisions restricting use
of artificial losses generated by tax shelters.

Proposed change

The proposal calls for insertion of five new sections in the Internal
Revenue Code restricting the use of such losses. These are as follows:

Sec. 466.—A.ccel deductions attributable to LAL Xroperty
will be allowed as a deduction only to the extent of related income
from the property. -

Skc. 467.— pmf)erty is defined to include real property, leased
property, and farm, film, oil and gas, and sports franchise property.

Sec. 468.—Accelerated deductions of each class of LAL property are
defined in this section.

Skc. 469.—The deferred deductions would be allowed when a dispo-
sition of LAL property is made.

Skc. 470.—Miscellaneous definitions are provided in this section.

AICPA comments

In general, we feel the LAL approach will add much unnecessa
complexity to the Internal Revenue Code. We suggest that throug
use of the concept of minimum taxable income. I), tax shelter
abuses could still be curbed without much of the complexity which
LAL would introduce. Assuming that the committes decides to
ahead with LAL as proposed in H.R. 106812, however, we offer
following specific comments.

Bill section 101(a)

Code section 466(a) (2) (A).—Since the committee reports clearly
indicate that estates and trusts are included in the LAL provisions, it
would be consistent with other sections in the bill to clearly state this
by adding after individual, “including estates and trusts.”



2162

Code section 466(a) (2) (13).—This section provides that an clecting
small business corporation is subject to the LAL provisions. Proposeﬁ
codo section 466(b) provides that each taxpayer shall maintain a de-
ferred deduction account for each class of LAL property. Presumably,
the deferred deduction account would be maintained by the Subchap-
ter S corporation (the taxpayer) and not individual sharcholders. The
deferred deductions would be based solely on the net related income
of the subchapter S corporation and an individual shareholder would
be unable to use net related income from other similar LAL property
to reduce his deferred deductions. Ma.y real estate propertics are
owned in subchapter S corporations, and it is inequitable to not treat
the properties of these corporations similar to that of a partnership,
which are allocated to each individual shareholder on an item basis.
Such treatment is accorded partnerships by proposed code section
470(d) (4) (A)~ _

Code section 466 (c)—IFor carnings and profits purposes, certain ac-
celerated deductions, i.c., accelerated depreciation, are already elimi-
nated by statute. Other accelerated deductions for construction period
interest and taxes are not presently covered in code section 312 and
these would appear to be deductible for earnings and profits, even
though disallowed as & deferred deduction. This problem will arise
in the determination of earnings and profits of a subchapter S corpo-
ration regarding the character of distributions to a shareholder.

Code section 466 (c)—Deferred deductions are allowed in later years
to the extent of the excess of net related income from such properties
over accelerated deductions in that ycar. This may create an inequi-
table situation in the subsequent year of sale of this LAL property. Net
related income under )l))roposed code section 468 &g) (2) includes a capi-
tal gain, not reduced by the code section 1202 deduction, but this (H(‘-
duction may thereby create a net operating loss in the year of sale, Such
net operating loss could be disallowed as a carryback as a result of the
capital gain deduction. Also, a net operating loss carryback, as a result
of the deferred deductions being allowed in the year of sale, could be
limited by capital gains in prior years, There should be some provision
whereby net operating losses created by the allowance of deferred
deduction accounts are not limited as to carryback and carryover either
by the code section 1202 deduction with respect to that particular
class of LALegroperty, or otherwise. Without such & provision. many
accelerated deductions will not provide a tax benefit, even where grins
are recognized in subsequent years.

Code section 467 (b)—this section speciﬁes that a deferred deduction
account shall be maintained for each “class” of property. But for some
types of LAL property, the class of property is defined in terms of a
class for each individual item of property. It is foreseeable that by
using sales between related or nonrelated parties, “dispositions” could
be timed to ad vantageously use tho resulting acceleration of recognition
of the deferred deductions. By defining “class” in such terms, timing
manipulations could become attractive tax sheltering uses for deferred
deduction accounts.

Code section 468(f)(2) SB)-—this section requires the ILAIL, basis
of player contracts to include ordinary income recognized by the trans-
feror on the transfer of a sports franchise. Proposed bill section 209
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requires notification by the transferor of any gain on the sale or dispo-
sition of a franchise, but not the breakdown of gain between ordinary
income and capital gain. These are inconsistent, and as a practical mat-
ter, when is a final determination made of the ordinary income ele-
ment on the transfer by the transferorf These transfers have been
subject to significant litigation in past years and leaves the transferce
with an unlimited statute-of-limitations problem. This might be re-
solved by requiring the transferor under proposed bill section 209 to
report to the transferee the ordinary income and capital gain portion
as reported on the transferor’s tax return for the year of sale. -

Code section 469(&2—-&1; appears that the disposition of LAL prop-
erty of a subchapter S corporation relates solely to the corporation and
not individual shareholders. Therefore, the sale by an individual
shareholder of his stock in a subchapter 5 corporation would not pro-
vide any deduction for his deferred deduction account. This treat-
ment is not consistent with that provided partnerships under proposed
code section 470(d) (4) (B).

Code section 469(d) (1) (E)—The installment sale provisions of
proposed section 469(d) (1) (E) seem to produce & distortion of in-
come over the term of the sale because there is no provision for the
amortization of the deferred deduction account, Instead, proposed code
section 469(e) (3) would treat the last payment as a “disposition.”
Thus, it appears that only at the end of the sale transaction would the
balance of deferred deductions be recognized. It is not clear if gain
realized by the installment sale would be considered “gross income
from such class.” If so, there may be no distortion. The committee
report implies this is the case and that in this way the deferred deduc-
tions are to be amortized. However, if such is the congressional intent,
then it should be set forth clearly in the proposed section. -

Code section 469(e) (% 3-—T}us section would apply to a code section
351 transfer from an individual to a corporation, and states that the
transferee increases the basis of property received by the amount of
the deferred deduction account of the transferor. This is not a deemed
disposition under proposed code section 469(c) (1), since the property
in the hands of the corporation could still be the same class as in the
hands of the transferor. It is not clear in this situation that the trans-
feror’s basis in the stock of the corporation would be increased by the
amount of the deferred deduction account not allowed as a deduction
since it is not deemed to be a disposition. If so, the transferor would
lose the deferred deductions, as well as the basis, since proposed code
sel!ftio:d 470(d) (1) requires adjustment to basis for deductions not
allowed.

Code section 470(d) (4) (B)—There appears to be a technical prob-
Jem with a distribution to a partner described in code section 751(b)
which reduces his interest in partnership property. A distribution of
cash from a partnership to a partner which reduces his partnership
interest will create a change in the partner’s interest in partnership
yroperty. Would this change in partnership interest allow a deduction

or the change in his deferred deduction account? It appears that
there needs to be an expanded definition of a disposition of a partner’s
interest in proposed code section 470(d) (4) (B). . .

0 I)%i(g)sectmn 101(c) (8)—See our comments under bill section 204

b .
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TITLE 1I
OTHER AMENDMENTS RELATED T0 TAx SHELTERS
SECTION 201—RECAPTURE OF DEPRECIATION ON REAL PROPERTY

Present law

Under current law the recapture of depreciation on the sale of real
propert{ is based on a sliding scale, the amount of recapture decreas-
ing the longer the property is held. The percentage of recapture varies:
between commercial and residential rental properties and between
depreciation taken before 1970 and that taken after 1969.

Proposed change

In the case of real estate, the bill would provide for the complete
recapture of all depreciation in excess of straight-line depreciation to-
the extent of any gain involved at the time of the sale of 310 property..
(This is the rule which currently applies in the case of commercial
property.)
AICPA comments -

We agree with this proposal on the ground that it will simplify the:
concept and the computation of recapture.

SECTION 203—FARM EXCBESS DEDUCTIONS ACCOUNT

Present law

Under present law taxpayers engaged in farming operations must
maintain an excess loss account which is essentially a cumulative sum-
mary of the excess of farm losses over income. This excess loss account
is used in determining the amount of ordinary income recapture which
must be recognized by the taxpayer on subsequent sale of farm recap-
ture property.
Proposed change -

The bill would repeal the farm excess deductions account provisions-
for net farm losses sustained after December 31, 1975.

AICPA comments -

We agree with the repeal of this provision, especially in view of the-
other provisions in the proposed legislation (bill sections 101 and 204)..

SECTION 204—METIIOD OF ACCOUNTING FOR CORPORATIONS ENGAGED

IN FARMING
Present law

Under present law, a taxpayer engaged in farming activities may
report the results of such activities for tax purposes on the cash method
of accounting, regardless of whether the taxpayer 18 & individual, a_
corporation, a trust, or an estate, This privilege was granted over 50
years ago at a time when most such operations were done by small fam-
ily owned farms, the rationale being the need for a simplified method
for these unsophisticated farmers,



2465

Proposed change :

A new provision (section 447) would be added to the Internal Reve-
nue Code. This would require all corporations, other than small family
owned corporations and subcha‘gber S corporations, and certsin part-
nerships to use the accrual method of accounting for their farm op-

erations.

AICPA comments

Bill section 204(a)—code section 447(a) (2)—It is not clear if a
second tier partnership could circumvent the statute, since a corpora-
tion may not be a partner in such partnership. It would be clear if
this section read ... “if a corporation is ‘directly or indirectly’ a partner
in such partnershig.” '

_ Code section 447 (b) (2) (8)—This section allows a family corpora-
tion to elect exception from proposed code section 447(a). By not elect-
ing, such family corporation would obtain the benefits of code section
481, by reason of bill section204(b) (2). . -

The committee reports state that both a subchapter S corporation
and a family corporation can elect to use the accrual method, but the
statute does not contain this provision for a subchapter S corporation.
Presumably, a subchapiér S corporation could change to the accrual
method of accounting under f)resent law with IRS a.rproval, but pro-
posed code section 447 would not automatically allow use of code
section 481. Proposed code section 447 (b) (2) (B) should be redesig-
nated as section 447 (b) (3), and should apply to both subchapter S and
familf corporations.

Bill section 204(b) (2) (C)—This section provides that the net ad-
justment under code section 481(a) may be taken into account over a
10-year period This conflicts with the I;)resent position of the IRS in
revised procedure 756-18 (1975-14 L.R.B. 24). It also conflicts with the
full absorption regulations (regs. sec. 1.471-11(e) (3) (i) which pro-
vide that the net adjustment may be taken into account ratably over
a period designated by the taxpayer not to exceed the lesser of 10
taxable years or the number of years the taxpayer has been on the
inventory method from which he is changing. Subparagralg()h (C)
should provide that the code section 481 :e(yustment will be taken into
account over period of years not to exceed 10 years, beginning with
the year of change. '

SECTION 205—TREATMENT OF PREPAID INTEREST

Present law -

Under present law there is considerable uncertainty as to the de-
ductibility of prepaid interest. Court decisions are made on & case-
by-case basis as are decisions of the IRS where the prepaid interest
does not cover a period of more than 12 months. No section of the
statute specifically addresses the issue.

Proposed change

The proposal would require taxpayers to capitalize any prepayment
of inte?est allocable ton:qperiod after the tax year in which the pay-
ment is8 made. This deferred interest would then be amortized over
the appropriate period.
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AICPA comments

For situations not covered by bill section 101 above, for example, the
prepayment of interest on a personal residence, we recommend that
the Internal Revenue Service’s existing position on prepaid interest as
stated in revised rule 68-643 (1968-2 C.B. 76) be enacted into law.
Additionally, we make the following specific comments.

Bill section 205 (a)—code section 461 (g) —This section may conflict
with proposed code section 447 with respect to the accrual method for
farm corporations. Such corporations are allowed a 10-year spread
of the net amount of the adjustment from the cash to accrual method
bly bill section 204(b) (2). Such net adjustment would presumably in-
clude interest from cash to accrual method. In such instance would
bill section 204(b (2; or proposed code section 461(g) apply?

Code section 461 (g)—This section is not consistent with the present
law on changes in methods of accounting. A taxpayer who has
consistently deducted interest on a loan under the cash basis, in accord-
ance with the contract or agreement, has established a method of ac-
counting under code section 446. This situation exists in many
business enterprises whether conducted in partnership or corporate
form. A change in such method for a trade or business should provide
for the application of code se« tion 481 and a 10-year spread consistent
with that allowed farm corpciations in bill section 204 (b) (2).

Bill section 205(b) (2)—This exception should be made permanent
by striking the words “before January 1. 1976.” This change would
exempt prepaid interest from disallowance where paid under a bind-
ing agreement or contract in existence on September 16, 1975, Such
treatment would be consistent with the investment interest limitations
of present code section 163(d) (8). i

SECTION 206—LIMITATION ON THFE DEDUCTION FOR NON-BUSINESS
INTEREST

Present law

Under present law there are numerous limitations on the deduction
for interest allowed under section 163. These limitations are for in-
vestment indebtedness, amounts paid in connection with insurance
contracts, interest related to tax-exempt income, carrying charges
chargeable to a capital account, and interest on transactions between
related taxpayers. None or these limitations, however, place a ceiling
on the amount of other interest which may be deducted.

Proposed change

_Under the proposal. the deduction for nonbusiness interest will be
limited to $12,000 per year. :
AICPA comments

We believe that this proposal is contrary to well-established public
policy, and that the current restrictions placed on the interest deduc-
tion as listed above are sufficient to prevent any abuse. Such a limita-

tion as the one pro here would not only be harmful to the
depressed housing industry, but would also woreen the capital shortage
facing our country.

. In any event, we suggest that interest paid on Federal and State
income tax deficiencies should not be classified as nonbusiness interest,
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but should be deductible without regard to any limitation imposed by
this section,

SECTION 207—LIMITATION OF CERTAIN LOSSES TO AMOUNT FOR WHICIH
TAXPAYFR IS AT RISK

Present law

Under Present law, as mentioned previously under bill section 101, a
taxpayer’s basis in property includes not only his cash investment,
but also any liabilities to which the property is subject. If such 2 lia-
bility is of a nonrecourse nature, the taxpayer obtains a high basis
;vithout undertaking any personal risk as far as having to repay the
oan,

Proposed change

The proposal would limit the use of such leveraging involving non-
recourse liabilities in certain types of farming and movie film tax
shelters. The bill would limit the investment with respect to which
deductions can be taken to the investments “at risk,” but would not
affect basis determination for other purposes.

AICPA comments

In general, we agrec with the proposed change with respect to the
limitation of loss to the amount the taxpayer is at risk. We would
define being at risk, however, to include the amount of any debt,
whether nonrecourse debt or not, to the extent of the fair market value
of the property. Also, we feel that the section should be applied on a
cumulative basis. )

Additionally, we note that the proposal does not define the term “at
risk.” In the committee report there is a detailed explanation. but
this is not reflected in the proposed code change. Such a definition
should be the legislative determination of Congress, rather than left to
the regulationmaking discretion of the Commission in construing con-
gressional intent.

BECTION 209—PLAYER CONTRACTS I}i SPORTS ENTERPRISES

‘ Present law -

There is nothing specific in the current law which would indicate
how much of the aggregate purchase price of & sports enterprise must
be allocated to player contracts. Because of this, substantially all of
the purchase price may be allocated to player contracts which are de-
preciable and which therefore can be used to generate large deprecia-
tion deductions.

Proposed change

In the case of sports enterprises, the bill would specify clearly the
portion of an ag]gregate amount paid to purchase a team of assets
which is allocable to player contracts. The bill specifies that the
amount allocable to player contracts by a purchaser could not exceed
the amount of the sales price allocated to such contracts by the seller.
In addition, the bill provides for complete recapture of all previously
mrec;ptu_red depreciation on the sale of a player contract or sports

nchise.
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AICPA comments

We agree with the proposal that the tax basis to a buyer for player
contracts should equa{)the tax basis of the seller increased by the gain
recognized by the seller on the transaction, since we believe that con-
ceptually this is implicit in present law and the proposed language
would simplify administration in this area.

We do not agree with the recapture proposal unless it is coupled
with grant of a right to use accelerated methods of depreciation of the
cost of the player contracts, nor do we feel that the proposed language
change fully resolves any ambiguity as to the applicability of code
section 1245 to player contracts.

BECTION 210-—CERTAIN PARTNERSHIP PROVISIONS

Present law

The four areas with respect to partnership taxation which are ad-
dressed by this section of the bill are: The additional first year de-
preciation allowance (bill section 210(a)) ; the deductibility of part-
nership organizational costs and syndication fees (bill section 210(b) ) ;
the issue of retroactive allocation of partnershi{) profits or losses to a
now partner (bill section 210(c) ) ; and partnership special aliocations
(bill section 210(d)).

With respect to the additional first year depreciation allowance
under present law the dollar limitation imposed for property acquired
by a partnership is determined on an individual partner basis. Thus
tho total additional first year depreciation taken by the members of a
partnership may well exceed that allowed a corporation.

On the issue of the deductibility of partnership organizational costs
and syndication fees, a recent Tax Court decision (Jackson E. Cagle,
Jr., 63 T.C. 88, 1974) and a revenue ruling- (Rev. Rul. 75-214, 1975~
23 IRB 9) hold that payments made by a partnership to one of its
partners are subject to the capital expenditures rules of code section
263. In spite of these pronouncements, it is still contended by many
practitioners that guarante®d payments (as distinguished from a share
of the profits) made to a partner are automatically deductible with-
out regard to code section 263.

With regard to the issue of retroactive allocations, under present
law it is not clear whether or not a retroactive allocation of partner-
ship profit or loss may be made to a new partner buying an interest in
a partnership. Because of this, it may be possible for a new partner
who buys in at the end of the partnership year to deduct expenses
which were incurred prior to his entry into the partnership.

On the last issue, that of partnership special allocations, at present
there are restrictions on the specifie allocation of an item of partner-
ship income or deduction where the allocation may be solely tax-
motivated. There is, however, no restriction on a special allocation of
the partnership’s entire net income or loss for the year.

Proposed change

Bill section 2210(a) provides that the dollar limitation on the
amount of partnership property qualifying for the additional first
year depreciation allowance shall be applied at the partnership level.
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Bill section 210(b) contains a provision to the effect that eny ex-
penditures in connection with the organization of a partnership or the
sale of an interest in a partnership would have to be capitalized. In
addition, guaranteed payments to a partner would be subject to the
capitalization test of code section 263. )

Under bill section 210(c), the retroactive allocation rules would be
clarified by calling for an allocation of partnership gains and losses
according to the partner’s varying interest during the year.

Bill section 210(d) would apply the tax avoidance rules currently .
applicable only to individual items of income or deduction to alloca-
tions of the total income or loss of the partnershir.

AICPA comments
Our comments, by each of the four subsections of bill section 210,

are as follows:
Bill section 210(a)—This section would apply the dollar limitation

_ on additional first-year depreciation at the partnership level.

Basically, the proposed legislation is inconsistent with the aggre-
gate theory generally applied to items of partnership income, deduc-
tion, credit, et cetera. It appears to be inequitable to apply the aggre-
gate theory to such items of detriment to the taxpayer as investment
interest, tax preference items, and excess farm losses and, on the other
hand, apply the entity theory to an item of tax benefit to the taxpayer
such as the additional first-year depreciation allowance.

The committee report indicates that the legislation is directed at
tax shelter partnerships, ﬁiving an example of an equipment leasing
limited partnership which obtains $160,000 in additional first-year
depreciation on a $1 million executive aircraft, comparing this to a
$2,000 allowance had the aircraft been purchased by a corporation.
We think that the example is inappropriate. As indicated above, a part-
nership generally is treated as a conduit to the partners with respect
to items of income, deduction, et cetera, rather than as a separate
taxable entity.

If Congress’s sole concern is to deny the benefits of multiple addi-
tional first-year depreciation allowances to investors in equipment
leasing partnerships, the problem is adequately covered in another
section of the Tax Reform Act, that is, the LLAL provisions affectin
equipment leasing. The committee report under section 101 of the bill
makes it clear that bonus depreciation is considered to be a part of the
accelerated deductions subject to LAL.

It should be noted that the Partnership Income Tax Revision Act of
1960 which was passed by the House as H.R. 9662 provided for the ng-
gregate theory approach in this area as follows: ‘

If any limitation on the amount of the exclusion or deductfon of any item of
income, gain, loss, or deduction affecting the computation of taxable income, or on
the amount of any credit, is expressed in terms of a fixed amount, or a percentage
of income, such limitation shall be appHed only to the partner and not to the
partnership,

The committee report on H.R. 9662 acknowledged that the regula-
tions provide that many limitations are to be aprlied at the ?artner
level. The bill provided statutory basis for this rule in the regulations.
The report stated: “To do otherwise: would permit the avoidance of
the limitations by setting up multiple partnerships.”
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Bill section 210(b) (1) and 210(b) (2) —The objective of this provi-
sion is to disallow any deduction with respect to syndication fees or
organization costs of partnerships. Our position can be summarized
as follows: The treatment of costs of organizing partnerships and rais-
ing capital of partnerships should generally %e conformed with the
treatment of similar items with respect to corporations.

Thus, we feel that : ’

1. A partnership should be permitted to amortize organization
expenses over a period of not less than 60 months:

2. The law should make it clear that disallowed amounts do not
reduce the tax basis of a partner’s interest in the partnership; and

3. Any inference that a partner may not deduct the expenses of
selling & partnership interest should be eliminated.

The bill is too restrictive with regard to never allowing a deduction
for organization costs and for the costs of promoting the sale of an
interest in partnership (hereinafter referre(f to as syndication costs)
to either the partnership or a partner and, as such, places a partner-
ship in a detrimental tax position in relation to either an individual or
a carporation.

For example, a corporation is allowed to amortize organization costs
under the provisions of code section 248. While the cost of raising
capital may not be deducted by a corporation, the stockholder who
contributes these funds to the corporation is allowed to include this
amount in his tax basis for his stock. In so doing, he claims a deduc-
tion for this cost when he sells his stock. A partner, on the other hand,
would never be allowed to deduct the cost of raising capital or syndica-
tion costs under the provisions of this bill.

The bill would also disallow a deduction to a partner for expenses
incurred in selling his interest in a partnership.

This provision i8 contrary to the general rule which allows deduc-
tions from the selling price in computing the gain or loss on the sale
of ro?erty.

ile the committee report on H.R. 10612 explains that the reason
for this provision is to disallow a current ordinary deduction for these
types of expenses, the bill entirely eliminates the deductibility of these
items.

Finally, we would like to point out that the term “syndication fees”,
which is used in the heading of the proposed new section, is nowhere
defined in the section itself.

Bill section 210(b) (3)—The objective of this provision is to make
it clear that payments which otherwise would be required to be
capitalized by the partnership cannot be deducted as guaranteed ga{-
ments under code section 707 f)c) The committee report on H.R. 10612
explains that the pur of this amendment to code section 707(c) is
to make it clear that, in determining whether a guaranteed payment is
deductible by the partnership, it must meet the same tests under code
section 162(a) as if the payment had been made to a person who is not
a member of the partnership, and the normal rules of code section 263
(relating to capital expenditures) must be taken into account.

While we agree with the rationale of this provision, we recommend
that the statutory change be made to code section 706(a) rather than
section 707 (c) to avoid an anomalous result as to the timing of the re-
porting of income by the recipient partner. Code section 706(a) pro-
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vides that the partner who receives a guaranteed payment must in-
clude it in his income based on the deduction of the partnership for
the taxable year of the partnership ending within or with the taxable
year of the ])mrtner. The partnership may deduct the capitalized pay-
ments only through a series of depreciation deductions, or upon saﬁa of
the property, or, perhaps, never (for example, if the payments were
for syndication fees). Therefore. the language of code section 706(a),
literally taken, could result in an indefinite deferral of the income by
the partner receiving the payment for services.

Another problem of including this as part of code section 707(c) is
the effect it may have on payments made to retiring pariners or &
deceased partner’s successor in interest under code section 736(a) (2).
That section provides that payments made in liquidation of the in-
terest of a retiring partner or a deceased partner shall (except as
otherwise provided) be considered as a guaranteed payment described
in code section 707(c) if the amount thereof is determined without
regard to the income of the partnership. If such payment is subject to
determination of current deductibility under the provisions of code
section 263, the partnership may not be entitled to the relief provision

nted to it presently under code section 736 (a) (2). Thus, & payment
in liquidation of a partner’s interest may have to be capitalized under
the technical language of the bill. (The committee report to H.R. 10612
notes that it is not intended to affect adversely the deductibility to the
partnership of payments described in code section 736(a) (2), but did
not stipulate a provision for avoiding this technical interpretation.)

Bill section 210(c)—The purpose of this section is to provide a
needed clarification in the law concerning “retroactive allocations.”
We concur with the proposed change. We believe, however, that the
amendment to code section 706(c) (2) (B) made by subsection (1) of
bill section 210(c) is unnecessary. The addition of the parenthetical
phrase “(by sale, exchange or otherwise)” to code section 706(c) (?&
(B) is superfluous. “Sale or exchange” is referred to prior to the wo
“reduced.” It follows that “reduced” refers to a transaction other than
a sale or exchange. '

Bill section 210(d)—this amendment would, in effect, eliminate the
general rule of code section 704(a), providing that a partner’s dis-
tributive share of income, gain, loss, deduction, or credit 18 determined
by the partnership agreement. In order for the partnership agreement
to govern, a partner would first have to establish (1) a business pur-
pose for the allocation, and (2) that no significant advoidance or
evasion of tax would result from such allocation.

As discussed further below, we believe that the proposed change
would cause an unwarranted interference by the Government in nor-
mal business relationships without any significant corollary benefit to
the Governnient in its ability to combat tax avoidance.

The reason given in the committee report for the pro change
in the law is that code section 704(b) conditions the validity of alloca-
tions of particular items of income, deduction, and so forth, upon a
lack of tax avoidance motivation; that no similar test is established
with respect to the general allocation of profits or losses under code
section 704(&} ; and that a similar condition should be imposed with
respect to the latter. )
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We believe that there is sufficient authority under present law to
disallow artificial or sham allocations, those which have no economic
substance, or those made for the principal purpose of tax avoidance.
In many cases the problem lies with interpreting what the partnership
agreement actually says. Thus, for example, if the partnership agrec-
ment states that 100 percent of partnershi losses shall be allocated to
partner A, but it is apparent from reading the entire partnershig
agreement, or through external evidence, that partner A is not at ris
for 100 percent of such losses, the allocation will not be recognized
because the substance of the partnership agreement is that such losses
are not in fact allocated to partner A. Another example would be as
follows: A and B form a partnership in which A contributes all of the
capital; B provides services, but no capital.

T'he partnership agreement provides that profit and losses will be
shared equally. However, the agreement also provides that in no event
shall B be obligated to contribute capital to the partnership; further,
that upon liquidation, A must look solelﬂ to the partnership assets for
return of his capital contribution and that B shall not be liable to A
for any deficiency. Notwithstanding the profit-and-loss allocation pro-
vision standing alone, it appears that A bears 100 percent of the risk
of loss, at least until his capital contribution has been exhausted. The
agreement is ambiguous, and therefore, a factual determination would
have to be made as to what the intention of the parties was. Such an
inquiry is not unique to partnerships. The issue of “substance versus
form” pervades the tax law—one must examine the substance of an
agreement taken as a whole. It is clear that the general rule stated in
code section 704(a)—that is, that a partner’s distributive share of
income, gain, loss, and so forth, is to be determined by the partnership
agreement—Is subject to the inquiry of what the substance of the
agreement is.

In support of the argument that the IRS is unable to combat tax
avoidance plans in partnership allocations, the committee report cited
the Kresser case. In a footnote in the case, the Court gave some support
to the petitioner’s argument that the issue of tax avoidance could not
be applied to code section 704(a), but was limited to allocations of
items under code section 704(b). However, the Court said that it did
not have to resolve that issue because it found that the allocation
in question was not bona fide. The Court cited the Court Holding Co.
case, quoting the following language therefrom: “To permit the true
nature of a transaction to be disguised by mere formalisms, which
exist solely to alter tax liabilities, would seriousl?' impair the effective
administration of the tax policies of Congress.” In other words, the
Court found sufficient authority under general principles of tax law to
negate a scheme for artificial allocations of income or loss which
lacked economic substance. We believe that the great majority of
abuses which have been effected through allocations of partnership
income or loss could be handled in a similar fashion. The lack of
]'udicial precedent in this area seems to indicate that the problem may
lie in inadequate enforcement of the law rather than a defect in the

aw.

Numerous problems would be caused by the proposed legislation.
The law reverses the existing presumption that, in genersl, partners
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deal at arm’s length and, instead, presumes that partnership alloca-
tions are made for tax avoidance purposes. Thig puts the burden upon
each partner in the partnership to establish that (1) there is a business
purpose for the allocation, and (2) no significant avoidance or evasion
of tax results from the allocation. The partner has the burden of
establishing not only that there was no tax aveidance motive, but that
there was no tax avoidance per se. A whole new set of vague con-
cepts would be introduced into the partnership tax law, such as
“permanent method of allocating taxable income” and “significant
avoidance or evasion of tax.” This legislation very likely would re-
strict partnerships from making arm’s-length allocations of profits
or losses among its partners by imposing amhiguous standards upon
such allocations even though no “tax shelter” or intention of tax
avoidance is involved. It would give the revenue agent the license
to fudge what he or she believes to be the proper allocation of profits
or losses among the partners,

The proposed statute states, in effect, that partnership profits and
losses will be allocated as follows:

1. If the affected partner can prove that the partnership allocation
has a business purpose and does not result in significant tax avoid-
ance, the partnership will be permitted to allocate profits and losses

~ asprovided in the agreement.

2. Failing such proof, profits and losses will be allocated in ac-
cordance with the partnership’s “permanent method” of allocating
taxable income. -

3. If the Eartnership does not have a “permanent method” of allo-
cating taxable income, income will be allocated in accordance with
the partnership’s interest in the partnership (determined by taking
into account all facts and circumstances). )

The committee report further restricts the ability of a partner-
ship to control its own affairs in the way it defines “permanent
method.” It states that: “A partnership will ordinarily be considered
to have a ‘permanent method’ of allocating taxable income or loss
if (1) it has consistently applied such method over a number of
years, and (2) it meets both the business purpose and significant tax
avoidance tests Krovided under the amended section 704 (b).” Thus,
a partnership which has been in existence for only 1 or 2 years could
not have a “permanent method.” Also, it would be questionable if a
partnership had a “permanent method” if the profit-and-loss alloca-
tions varied from year to year even though for a legitimate business
purpose,
One example would be annual changes in allocations among mem-
bers of & professional partnership based upon performance and other
subjective factors. Another example would be an allocation of losses
to a partner to the extent of his capital contributions (he being the
partner primarily at risk), with all qroﬁts allocated to that partner
thereafter until such time as his capital account had been restored, with
profits being allocated on some predetermined ratio thercafter. Any
method of allocating pnrtnershlgoproﬁts and losses other than the
{nost simple “50-50" split would be suspect under the proposed legis-
ation.



by

2474

The requirement that the partner receiving the allocation establish
that “no significant avoidance or evasion of * * * tax results from
such allocation” is a major departure from existing law, which states
that a provision in a partnership agreement is to be disregarded where
the principal purpose of the provision is the avoidance or evasion of
income taxes, The new provision could operate to deny allocations
where there is no intent to avoid taxes if the Commissioner makes a
subjective determination that avoidance in fact resulted. .

The examples under regulation section 1.704(b) point out situa-

~ tions in which there are valid business purposes which result in per-

missible tax avoidance because the principal purpose of the allocation
is not tax avoidance and the allocation has susbtantial economic effect.
Example (2) of that regulation allows a partner who is a resident of
a foreign country to be allocated a percentage of the profits derived
from operations conducted by him within such country even though
the percentage is greater than his distributive share of partnership
income. Although each example of a special allocation in the regula-
tions miﬁht result in substantial tax avoidance, it is permissible so
long as the principal purpose for that allocation is not the avoidance or
evasion of income taxes.

In discussing the business purpose and lack of significant tax avoid-

ance tests, the committee report states that “This dual test is intended
to incorporate all of the factors currently taken into account in testin%
an allocation under present law (regulation sec. 1.704-1(b)(2)).
Contrary to this statement in the commiittee report, the test does much
more than that; it does away with the time-honored concept of “?rin-
cipal purpose of tax avoidance” and introduces a new concept of *sig-
nificant tax avoidance.”
. What appears to be a technical defect in the proposed statute is that
in order for the partnership agreement to govern, the individual part-
ner receiving the allocation is the one who must come forward with the
burden of providing the legitimacy of the allocation. Inasmuch as each
partner will receive an allocation, apparently each partner individ-
ually would be required to make his case. This would appear to be ad-
minstratively impractical.

. The committee report starts out with the premise that any alloca-
tion which is disproportionate to the capital contributions of the part-
ners is a “special allocation” and that special allocations are used to
avoid taxes. In other words, the committee report seems to take the
view that any time allocations of income deviate proportionatelv from
capital contributions they are abnormal and thereby suspect. We be-

lieve that this view is erroneous and would put in jeopardy any part=__

nership in which a partner is compensated for services through a share
of profits. Any partner thus compensated for services would, under the
proposed legislation, have the burden of establishing not only that his
motives were pure but, probably, also that his share of profits repre-
sented reasonable compensation for services performed and the part-
ners havzi‘\g contributed the capital were reasonably compensated
therefor. The burden of proof would be upon the partner to establish
the fairness of the allocation. This could have an especially significant
impact upon professional partnerships where it is common to have
discretionary subjective allocations among partners based upon per-
formance, seniority, and other factors.
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If it is folt that the existing law is not adequate to cope with tax
avoidance schemes in partnerships, we believe that remedial legislation
should be limited to a provision which would have the effect of dis-
regarding any provision in a partnership agreement concerning a
partner’s distributive share of income, gain, loss, deduction or credit
which has as its principal purpose the avoidance of taxes.

It would be far preferable to deal with the problem of partnership
allocations throulg the administrative and judicial systems than to
introduce a set of new and ill-defined concepts which could throw the
law into a state of confusion, The existing legislation in this area has
been in the code since 1954, Nevertheless, there have been only a hand-
ful of cases in this over-20-year period attacking tax avoidance part-
nership allocations, Furthermore, the IRS has been successful where
it has sought judicial redress. To insert new and more vague require-
ments in the code we feel would be a step backward in the tax ad-
ministration process.

TITLE III

v——
MiNn1yuar TAx FOR INDIVIDUALS

BECTION 301—MINIMUM TAX
Present law
The minimum tax under present law is an addition to the regular
income tax. Basically, it is 10 percent of the sum of the items of tax
preference, less a $30,000 exemption and less regular taxes paid for
the year and certain taxes paid carryovers. The items of tax preference
are:

1. Excessinvestment interest.

2. Excess depreciation on real property.

. 3. Excess depreciation on personal property subject to a net
ease. - )

4. Rapid amortization of pollution control facilities.

5. Rapid amortization of railroad rolling stock.

6. Excess of fair market value over the option price on exercise
of stock options,

7. Certain bad debt deductions for financial institutions,

8. Percentage depletion in excess of basis,

9. Fifty porcent of long-term capital gains. )

10. Rapid amortization of on-the-job training and child care
facilities.

Proposed change
The followinﬁ changes to the minimum tax would be made by this
section of the bill: »

Increase the tax rate to 14 percent.

Lower the exemption from $30,000 to $20,000, subject to a phase
out if preference income exceeds $20,000 to & point where there
should be no exemption at a preference income level of $40,000.

Limit the deduction for regular taxes paid to one-half of regular

taxes.
Add as a tax rmference item certain intangible drilling costs
on oil and gas wells.

dd as a tax preference item all itemized deductions in excess
of 70 percent of adjusted gross income,
69-516—76—pt. 6——7
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AICPA comments

The general comments we made under bill section 101 that we prefer
use of the minimum taxable income concept to curb the abuse of shelter-
ing certain types of income, would equally apply here.

TITLE V

Tax SIMPLIFICATION IN THE INDIVIDUGAL INcoME Tax Provisions

SECTION 501—REVISION OF INDIVIDUAL TAX TABLES

Present law

Under present law, taxpayers having adjusted gross income of
less than $10,000 ($15,000 for 1975) and not itemizing deductions must
use the optional tax tables {provldcd by the IRS. Individuals who
itemize deductions or have adjusted gross income in excess of $10,000
(£15,000 for 1975) must use the rate schedules. These tax tables are
a source of considerable taxpayer error.

Proposed change

The Bill would base the tax tables on taxable income rather than
adjusted gross income and extend their applicability to taxable in-
comes up to $20,000. Thus, all taxpayers with taxable income of less
than £20,000 wonld com*)ute their taxable income by subtracting the
amount of their personal exemptions and deductions from their gross
income, and then merely look up their tax in the tables.

AIOPA comments
We agree with the proposal to revise and simplify the tax tables,

SECTION 502—ALIMONY DEDUCTION
Present law
Under present law the deduction for alimony paid is allowed only
if the taxpayer itemizes his deductions. :

Proposed change

The deduction of alimony payments would be moved from an
itemized deduction to a deduction from gross income to arrive at
adjusted gross income.

AICPA comments

Although we recognize that there may be problems in having too
many items as deductions for adjusted gross income, since alimony
represents a type of income sharing and 1s reported as income by the
recipient, we endorse this proposal.

BECTION 503—REVISION OF RETIREMENT INCOME CREDIT

Dresent law

A tax credit for retirement income is available to certain retired
taxpayers. A taxpayer’s retirement income credit is 15 percent of the
smaller of (1) the retirement income he receives during the taxable
year, or (2) $1,524 ($2,286 in the case of spouses computing credit on
combined income) less the sum of nontaxable pensions and annuities,
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including social security, and current earned income. If a taxpayer is
under 62, the $1,524 figure in (2) above must be reduced by earned
income in excess of $900. If a taxpayer is 62 or older but under 72, the
" appropriate figure in (2) above is reduced by 50 percent of the earned
income in excess of $1,200, but not in excess of $1,700, and by 100 per-
cent of the earned income over $1,700. Earned income causes no reduc-
tion if the taxpayer is 72 or older. .
For a taxpayer under 65, retirement income includes only a pension
or annuity from a public retirement system. The retirement income of
a taxpayer who is 65 years or older includes taxable pensions, annu-
ities, interest, dividends, and gross rents (to the extent they are not
earned income), but not royalties.
. Wages, salaries, and other forms of earned income are not retirement

mcome.

Proposed change

The bill restructures the present retirement income credit and con-
verts it to a tax credit for the elderly, available to all taxpayers age 65
or over re%‘ardless of whether they have retirement income or earned
income. The maximum amount on which the credit is computed is
increased to $2,500 for single persons age 65 or over (or for married
couples filing joint returns where only one spouse is age 65 or over)
and to $3,750 for married couples filing joint returns where both
spouses are age 65 or over. ‘

These maximum amounts for computing the credit are reduced, as
under present law, by social security benefits and other exempt pen-
sion income. The bil{ however, eliminates the earnings cutback and
provides an income phaseout based on adjusted gross income (rather
than just carned incomef above $7,500 for single persons and $10,000
for married couples to limit the benefits to low- and middle-income
elderly tixpayers. Under this phaseout the maximum amount on
which the credit is comE(t)lted is reduced by $1 for each $2 of adjusted
gross income (AGI) above the indicated AGI levels. )

The bill eliminates the provisions of present law that limit the credit
based on the amount of a taxpayer’s retirement income; thus, the
credit will also be allowed for earned income,

In addition, the bill eliminates the requirement that to be eligible
for the credit, the taxpayer must have met the test of earning $600 a
year for 10 years. Further, the variation in treatment of married cou-
pllps .depizgdmg on whether they are separately eligible for the credit is
eliminated.

AICPA comments

The proposed change simplifies the application of the credit and
limits it to lower and middle-income taxpayers. We approve of this
approach, -

' S8ECTION 504—CHILD CARE DEDUCTION
Present law '

Under present law expenses incurred for employment-related house-
hold services, child care, disabled dependent or spouse care may be
deducted as an itemized deduction. The maximum deduction is $400
a month, but if the taxpayer’s adjusted gross income exceed $35,000
(combined with the spouse’s, if married), the allowable expenses must
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be reduced by one-half of the amount over $35,000. To qualify for the
deduction, four requirements are imposed: -
1. The taxpayer must have been gainfully employed during the
period the expenses were incurred ; .
2. The taxpayer must have maintained a household that in-
cluded one or more qualifying individuals; )
3. The expenditures must have been necessary to enable the
5. taxpayer to be gainfully employed ; and
4, The payments for the service must have been to other than
relatives (except cousins) or dependent members of the tax-
payer’s household.
For married individuals, both must have been gainfully employed
(unlesge ogtla ec‘lvas disabled) substantially full-time and a joint return
must . -

Proposed change

The bill replaced the itemized deduction for household and de-
pendent care expenses with a nonrefundable income tax credit. Tax-
payers with qualified expenses may claim a credit against tax for
20 percent of the expenses incurred (up to certain limits) for the
~care of a child under age 15 or-for an incapacitated dependent or
spouss, in order to enable the taxpayer to work. The income limit of
$35,000 beyond which the deduction is phased out is to be removed.

The bill also extends the credit to married couples, where the hus-
band or wife, or both, work part time, and the deduction also is to be
made available to married couples where one is a full-time student
and the other spouse works, ~ ‘

AICPA comments

The proposed change broadens the application of the section, and,
as subsequently modified, raises the income level at which the deduc-
tion starts to phase out. We approve of such changes.

S8ECTION 505—CHANGES IN EXCLUSIONS FOR SICK PAY AND CERTAIN
MILITARY, ET CETERA, DISABILITY PENSIONS

Present law

An employee may exclude from income amounts received under
a wage continuation plan for a period during which he is absent from
work on account of personal injuries or sickness. A fter a 30-day period
the maximum exclusion is $100 per week. There is no limit on the
severity of accident or sickness which will qualify.

Proposed change

The sick pay exclusion would be repealed generally under the bill.
The exclusion for disability income would be available to taxpayers
under age 85 who are permanently and totally disabled (after that
age they will be eligible for the revised elderly credit). The maximum
amount of income that may be excluded will remain at $100 a week.
The maximum amount excludable is reduced on a dollar-for-dollar
basis by the taxpayer’s adjusted %ross income (including the disability
income) in_ excess of $15,000. For this purpose, permanently and
totally disabled means inability to engage in any substantial gainful

e
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activity by reason of any medically determinable physical or mental
impairment which can be ex to result in death or which has
lasted or can be expected to last for a continuous period of not less
than 12 months,

AIOPA comvments ‘ :

This provision applies the sick pay exclusion provisions to disability
retirement payments, but limits the utilization of this provision to
lower income taxpayers. The recent change in the regulations apply-
ing the exclusion to disabilit& payments until mandatory retirement
age is reached has clarified the present law. We oppose this change
on the ground that there seems no purpose served by the added limita-
tion this section would insert.

TITLE VI
Business Reratep INpivipuvanl Income Tax Provisions

SECTION 601—DEDUCTIONS FOR EXPENSES ATTRIBUTABLE TO BUSINESS USB
OF HOMES, RENTAL OF VACATION HOMES, ET CETERA

Business Use of Residence
Present law

Current law in this area is found in administrative rulings and
court decisions, the two of which are at odds on certain aspects. The
Internal Revenue Service’s ﬁosition is to allow the deduction only if
maintaining an office in the home is required as a condition of the tax-
pagrer_’s emcf)loyment. On the other hand, court decisions have permit-
ted the deduction if the office in home is “appropriate and helpful” to
the taxpayer in his position of employment.

Proposed change :

In general, the bill provides that a-taxpayer will not be permitted
to deduct any expenses attributable to the use of his home for business
purposes. An exception is made if a portion of the home is used ex-
clusively on a regular basis as:

1. The taxpayer’s principal place of business;

2. A place of business which is used by patients, clients, or cus-
tomers in meeting or dealing with the taxpayer in the normal
cause of his trade or business; or

3. As rental property.

AICPA comments

We feel that the proposal ag to business use of a home is an over-re-
action, and that present law is sufficient to deal with any abuses which
may arise. It is 1ne%uitable to punish all taxsa ers whose homes are’
an adjunct to their business for exaggerated deductions claimed by a
few. To the extent that the congressional reaction is in response to
IRS defeats in the Tax Court, we feel that an examination of those
cases does not indicate that the courts have awarded any unjustified
deductions to the taxpayers involved. The burden of proof that the
deduction claimed is an ordinary and neceesarly business expense, and
that the amounts arrived at are reasonable, still rests on the taxpayer.
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Rental of Vacation Homes
Present law
Under present law, section 183 of the Internal Revenue Code g)rlo-
the
allowable trade or business deduction (such as degl‘eciation, mainte-
nance, and utilities) cannot exceed the amount of the gross income
derived from the activity. The determination of whether an activity
is engaged in for profit is made by reference to objective standards
taking into account all the facts and circumstances of each case. There
is a presumption that a taxpayer is engaged in an activity for profit
if in 2 of the last 5 taxable years the activity actually produced a
})roﬁt. This provision was intended to cover the rental of vacation
1omes used for personal purposes.

Proposed change

If a vacation home is used by a taxpayer for personal purposes for
the greater of 14 days or 5 percent of the actual business use, then
section 183 limitations will be applicable whether-or not the presump-
tion under present law would otherwise apply. This means that the
allocable deductions for trade or business or the {)roduction of income
relating to the vacation home, which would be allowed if the activity
were engaged in for profit, are not to exceed the gross income from
the business use of the vacation home,

If the vacation home is used for less than 14 days or less than 5
percent of the actual business use, then this limitation will not be
applicable and the allocable expenses will be allowed even if such ex-
penses exceed the gross income from the business usc.

These special rules will not apply if the vacation home results in
& profit for the year or if there is no personal use of the vacation home
during the year.

AICPA comments

Although we generally favor the proposal as to vacation homes, on
the ground that this is a potential abuse arca and that the approach
being taken is as ﬁood as any alternative that ivould be reasonably ob-
jective in its application, we feel the administrative rules should be
adequate for this particular problem.

SECTION 602-—DEDUCTIONS FOR ATTENDING FOREIGN CONVENTIONS

Present law

With regard to expenses incurred attending foreign conventions, the -
general test of deductibility presently used by the IRS is whether the
meeting is primarily related to the taxpayer’s business or whether it is
primarily personal in nature. With regard to the actual travel ex-
penses, code section 274(c) requires an allocation between business and
personal if the trip is for a period of more than 1 week or the per-
sonal portion is more than 25 percent,

Proposed change

Under the bill no deduction would be allowed for expenses paid in
attending more than two foreign conventions in any vear. With respect
to the two allowed conventions, the bill limits the deduction which may
ba taken hoth for travel and subsistence expenses,
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AICPA comments

We agree in general with the proposed change, but we would like to
point out a few problems we noted in the specific proposal language.

The reference in pro’posed code section 274(h)(2) to “the lowest
coach or economy rate” would seem to produce a result contrary to
congressional intent if taken literally. For foreign travel, the rate
structure is such that trips of different length produce different coach
rates—with the most expensive being a trip for less than 8 days.
In addition, the coach rate can be even less when ground packages of
certain amount are purchased and/or tickets are purchased far enough
in advance. It seems to us that “lowest” should be replaced by such a
word as “standard” or be defined for this purpose. 1f defined, the defi-
nition might be “the lowest rate available without advance reservation,
without -the incurrence of any specific minitnum amount of other
chzu'geis’, and without regard to the length of time outside the United
States, .

Wo are also concerned with the language “during the calendar month
in which such convention begins,” because it seems to impose an undue

“restriction on any expense for a convention where a rate increase takes

place during the month the convention is held. Thus, if a convention
begins on December 19 but an airline rate increase took place on
December 2, the taxpayer would be allowed to deduct only the lowest
rate charged during December even though there was no way he could
actually travel at that rate. We would suggest deleting the quoted
phrase, and substituting “at the time at which such convention begins.”
SECTION (03—QUALIFIED STOCK OPTIONS
Present law

Under present law, a qualified stock option is not treated as income
when it is granted or when it is exercised. In addition, when the stock
acquired under the option is sold or exchanged by the employee, the
difference between the option price and the amount received by the
employee is generally treated as long-term capital gain or loss,

Proposed change

The bill provides that in the future, qualified stock options will be
subject to the rules of section 83 of the Internal Revenue Code (which
applies today in the case of most nonqualified options granted after
June 1969). Generally, the value of the option would constitute ordi-
navy income to the employee.if it had a readily ascertainable fair mar-
ket value at the time it was granted (and was not nontransferable and
subject to a substantial risk of forfeiture). If the option did not have a
readily ascertainable valne, it would not constitute ordinary income at
the time it was granted, but when the option was exercised the spread
between the option price and the value of the stock would constitute
ordinary income to t_ge employee.

AICPA comments

We feel that the above proposal would constitute a favorable amend-
ment to the tax law. While taxing the compensatory portion of stock
options; taxpayers will still be allowed the favored capital gains treat-
ment for taking the market risks subsequent to their being taxed for
this compensation element.



2482

SECTION 604—TREATMENT OF LOSSES FOR CERTAIN NONBUSINESS
' GUARANTIES )
Present law .

Presently, an individual taxpayer’s “nonbusiness” bad debts are
treated as short-term capital losses which is not as advantageous as a
deduction for an ordinary loss. On the other hand, however, if the
individual’s loss results from a situation where he only guaranteed the
debt of another individual, he can treat the loss as a business bad debt
under certain circumstances.

Proposed change

Under the bill when a taxpayer has a loss arising from the guarantee
of a loan he will receive the same treatment as where he has a loss from
a loan which he makes directly.

AICPA comments

We disagree with this proposal. With the acute capital shortage this
country faces now and for the future, expansion rather than contrac-
tion of the tax incentives for noncorporate financing or noncorporate
business would seem desirable. We a that it is anomalous to treat
a guarantee more favorable than a direct loan, but we believe that the
solution is to allow the business bad debt deduction for the loan rather
than to deny it to the guarantor. -

TITLE VII
AccomuraTioN TrUsTS

S8ECTION 701
Present law ’

At present, an accumulation distribution from a trust is taxed under
one of two alternate methods—the exact method or the shortcut
method. The shortcut method was designed to simplify the otherwise
complex computations under the exact method. However, in discharge
of their fiduciary obligation to pay the lowest {ax, trustees at present
have to first compute the tax under both methods. In addition, the
capital gains throwback rule, which was enacted in 1969, has proven
to be more complex than was expected.

Proposed change

Under the bill there is only a single method for computing the tax
on accumulation distributions, which is a variation of the present
shortcut method. In addition, the capital gains throwback rule is re-
pealed cslmd other changes to the taxation of accumulation distributions
are made,

ATCPA comments

We support the adoption of legislation simplifying the taxation of
distributions of accumulated income and gains by trusts. We recognize
in bill section 701 an enlightened effort to relieve the undue administra-
tivo burdens falling upon both taxpayer and the Internal Revenue
Service under the exceedingly complex provisions of the unlimited
throwback rule. Such complexity stands in the way of an even-handed,
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knowledgeable application of the tax law. Furihermore, it is obliga-
tory for records to be retained for extensive periods of time; far longer
than is required for enforcement of other areas of taxation. Thus, the
throwback provisions will prove to be unworkable in an ever-growing
number of situations.

However, we believe that bill section 701, by failing to address cer-
tain aspects of the rule, perpetuates a situation which Jacks simplicity,
certainty, and equity.

It has been our position that the ggplicability of the throwback rule
should be limited to a 10-year period. We believe that the isolation of
funds in & trust for 10 years 1s a sufficient detriment to prevent the
abuse sought to be eliminated by the throwback rule in most cases. The
placing of a time limitation upon the throwback rule, twice that op-
erable before 1970, would greatly simplify an extraordinarily compli-
cated area of the tax law, and would relieve the onerous duties placed
upon taxpayers, fiduciaries, and the Internal Revenue Service. The
modified shortcut rule does not cure the inherent problems of an un-
limited throwback rule. It continues to have reference to the records
of the unlimited past.

We offer the following specific comments with regard to the pro-
posed legislation.

Bill section 701(a)—in general, we support a simplified single
method of computing tax on accumulation £stributions. The proposal
changes the computation in the following significant ways:

1. The choice of determining the tax by use of the “exact” or “short-
cut” method, whichever produced the lesser tax, is eliminated.

2. The shortcut method is modified to cover a 5-year period, less
those years producing the highest and lowest taxable incomes; and the
shortcut method would become the only allowable tax computation.

8. The income deemed distributed is added to the taxable income of
the beneficiary, rather than to gross income; but & new limitation is
imposed : the taxable income before the distribution shall be deemed
not to be less than zero.

4. Refunds are denied for the excess of tax previously paid by the
t}l;ust on the distributed income over the tax payable by tﬁe beneficiary
thereon. -

'We concur in the change to a single method of computing the addi-
tional tax, and in the manner in which the shortcut method has been
modified to eliminate from the averaging process the highest and
lowest income years. We recognize that the elimination of a choice of
methods could increase the tax burden on some taxpayers, but we feel
this is outweighed by the administrative simplicity, certainty, and
consistency which would result, : .

However, where lower bracket beneficiaries and those with business -
losses are involved, more overall tax than is reasonable may be paid
hecause of the proposed new floor on taxable income at zero and the
denial of refunds to the beneficiaries. The fair objective of the throw-
back rule is to equate the overall tax paid with the tax which would
have been payable if the income had been distributed to the beneficiary
upon its receipt by the trust. Obviously, the shortcut method could
operate for or against the taxpayer depending upon the fluctuations
and trend in his personal income during the years of trust accumula-
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tions. We do not believe that the zero floor and no refund rules, which
may have been intended as safeguards to the revenue-producing integ-
rity of the shortcut method, but which nullify its impartial operation,
are necessary. Nor do we feel that they are desirable in view of the like-
lihood that, in most cases where they will come into play, excessive
taxes will be the end result. We believe that abuses of the trust form are
adequately safeguarded against by the multiple trust rule, which
prohibits the utilization as a credit of taxes paid by a third trust.
Accordin%ly, we suggest that the zero taxable income floor and no
refund rules be deleted from the bill. _

In one instance, where substantial foreign taxes are paid on income
earned by the trust, the adoption of the new shortcut method can cause
an inequity which should be cured. The consequence of the addition
of “an amount” to the beneficiary’s taxable income is to obscure tlic
character of the income previously taxed in the _trust and passed
through to the beneficiary. If foreign income does not maintain its
character, the foreign tax credit will not be available. Consequently,
the beneficiary of a trust having income {from foreign sources may
pay a double tax upon an accumulation distribution. The appeal of
simplicity is great; however, no method should impose confiscatory
taxation upon some taxpayers. Accordingly, we suggest that the pro-
posed shortcut method be revised merely to insure that the foreign
character of the income earned during the 3 years which enter into
the computations may be taken into account by a taxpayer in measuring
the tax liability under bill section 701 ().

The bill provides that the multiple trust rule eliminating tax credits
shall not apply if a distribution of accumulated income 1s less than
$1,000. We believe that this is a sensible deminimus rule. It is a concept
which should be applied more extensively—to those situations where
little, if any, tax abuse is present and, therefore, where application of
throwback is an unavailing administrative burden for both taxpayer
and Internal Revenue Service. Accordingly, we propose adoption of &
deminimus rule under which throwback will not be required if the
aggregate undistributed income of all trusts of which the taxpayer is
the beneficiary does not exceed $1,000. This will eliminate throwback
from the concerns of many small trusts where technical advice is not
normally obtained, and where the professional assistance necessary
to cope with its operation would be inordinately costly.

Bill section 701 (b)—the bill provides that the throwback rule will
not ap{)]y to accumulations before the birth of the beneficiary or
before he reaches 21 years of age. This exception does not apply in the
case of distributions under the multiple trust (three or more trusts)
rule. It is our opinion that the minority exception is a desirable pro-
vision which will simplify the operation of the tax law by greatly
reducing the number of instances where throwback applies, and
ty%ically where little abuse could be present. _

ill section 701(c)—the caption of bill section 701(c) includes the
term “accounting income,” but the text refers only to “income”. We
suggest that the former be nsed, and that the term should be clarified
in substance as follows: “accounting income as determined under the
State lawapplicable to the trust.”

Bill section 701(d)—the captial gains throwback provision is in-
congruously complex in light of its modest goal of retaxing income
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which, as a matter of tax i)olicy, receivcs favorable treatment. The
repeal of this provision will be substantial progress toward simpli-
fication of the tax law. Bill section 701(e), commented upon below,
fills the void which might otherwise have been created by repeal of
capital gain throwback.

ill section 701(e)—the intent of this provision, as recited in the
report of the Ways and Means Committee, is to prevent abuse of trusts
by the transfer of appreciated property thereto to take advantage of
a lower rate of tax when the property is sold. It operates by establish-
ing a 2-year holding perio& (without tacking on the transferor’s
holding period) in order to realize long-term capital gain. It applies
to assets acquired by the trust if the fair market value exceeds the price
paid by the trust. The bill creates what may be unintended technical
problems.

The section should, but does not, contain a {)rovision making it in-
operative where any gain will be taxed directly to the transferor un-
der grantor trust rules. Secondly, the limitation on the gain to which
the modification of the holding period rules applies should be meas-
ured by the unrealized appreciation transferred from grantor to trust.
It is the transfer over of that element of the value of the property
which is the abuse cited in the committee report. Instead, the limita-
tion is the entire gift to the trust, regardless of the extent of the trans-
feror’s unrealized gain (or absence thereof). So, for example, if, as is
usually the case, a trust receives an outright gift of property from a
grantor who hagpens to have a basis equal to its value, then subsequent
gains recognized during the 2-year period will be deemed short term.
Wo recommend technical changes in bill section 701(e), which will
properly limit its application: it should not apply to grantor trusts;
nor to appreciation realized after receipt of the subject property.

In view of the favorable tax treatment accorded capital gains, a
serious policy question exists as to whether the transfer of appreciated
property to a single trust is an abuse requiring modification of the
holding period. The tax saving is limited to a maximum of approxi-
mately $15,000, regardless of the amount of the gain and assuming the
grantor is in the highest tax bracket. Trusts serve an age-old, legiti-
mate function in social and economic planning. The tax saving com-
pared with the value of the property transferred is relatively minor
where a single trust is created. It is the tax benefit derivable from the
creation of multiple trusts, where one would suffice to accomplish finan-
cial planning, that amounts to sbuse. We urge reconsideration of the
provision, and a decision to limit the application of the holding pe-
riod provisions to situations where multiple trusts are created by the
transfer of appreciated property. :

TITLE VIII
INvEsTMENT CREDIT CHANGES

SECTION 802—INVESTMENT CREDIT FOR MOVIE AND TELEVISION FILMS

Present law .
Prior to 1971, it was not clear whether the investment credit was
available for movie or television films. One court held that movie films
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were tangible personal property eligible for the investment credit. In
the Revenue Act of 1971, it was made clear that motion pictures and
television films were to be treated as tangible personal property which
is eligible for the investment credit. However, there remain important
unsettled issues, such as how to determine useful life, the basis on
which the credit is computed, and how to determine whether use is
predominantly within the United States.

Proposed change

The bill would provide different methods to deal with the problems
of the proper treatment of the investment credit for motion pictures
tfmtd television films with respect to the past and with respect to the

uture.

For the past, one of two alternatives would be available. The first
method available for the past is what in most respects has been the IRS
litigation position. Taxpayers under this method would be eligible to
receive credit for their films if it is demonstrated on a film-by-film basis
that the film satisfied both the useful life requirement and the require-
ment that there must be no predominant foreign use. Under the sec-
ond altemnative, & taxpayer may elect to take an investment credit on
the basis of 40 percent of the cost of all of his films without regard to
the estimated useful life of the film for purposes of depreciation and
also without regard to whether the film is shown predominantly out-
side of the United States.

For future years, taxpayers could elect to take an investment credit
on a two-thirds basis for all films, instead of determining useful life
on a film-by-film basis. '

The bill also provides that the investment credit should be available
in the case of films to the persons who bear the risk of loss if the film
is not a successful picture. This rule applies under any of the alterna-
tives set forth above.

AICPA comments ‘

We take no position on the proposed rules for determining the in-
vestment credit for movie and television films. It is our feeling that
sgeciﬁc operating details attempting to apply the %eneral provisions of
the tax law to specific industries are more properly a subject for reg-
ulations and revenue procedures, and not for legislation, and it would
be our preference that this problem be resolved in that way.

TITLE X
CHANGES IN THE TREATMENT or ForeieN INcoa®
SECTION 1011—EXCLUSION FOR INCOME EARNED ABROAD

Present law

Present law permits U.S. citizens living or residing abroad to ex-
clude from income $20,000 ($25,000 in certain cases) of their income
earned abroad.

Proposed change

The bill would phase out this provision over a 4-year period. In
recognition of certain additional expenses which are incurred by U.S.
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citizens living and working abroad, however, the bill provides a de-
duction for certain tuition expenses of dependents of such taxpayers,
subject to a $100 per month per dependent limitation,

AICPA comments -

We feel that the earned income exclusion should be retained to
eliminate the inequities that would result if U.S. taxpayers residing
abroad are required to ufay the higher of the U.S. tex rate and the
foreign tax rate, It should be n that substantially all countries no
longer tax an individual when he transfers his residence to another
country, i.e., their tax system is based on a residence rather than citi-
zenship concept. The present U.S. tax rules do not go that far, but
at least %ive some recognition to the fact that an individual will be
residing for a period of time outside the United States and therefore
wil'{1 be living under substantially different economic and social
conditions, -

S8ECTIONS 1013 AND 1014—PROVISIONS AFFECTING FOREIGN TRUSTS

Present law

Originally, foreign trusts were created by U.S. persons to avoid
taxation of capital gains. Such gains were not taxed when realized
because the trust was beyond the taxing jurisdiction of the United
States. When the gains eventually were distributed, they passed tax-
fres to the beneficiary.

In 1962, in recognition of the proliferation of this device, Congress
revised the code to make foreign trusts less attractive: capital gains
became a part of distributable net income (code sec. 643(a) (6) (C));
and the throwback rule was made unlimited (the 5-year throwback
rule remained applicable to domestic trusts). As a result, the capital
gains eventually were taxed to the beneficiary.

The relative advantage of foreign trusts emerged once again in
1969. The Tax Reform Act extended the unlimited throwback rule
to domestic trusts, and capital gains throwback was initiated. At
present, the foreign trust is clearly preferable to the domestic trust
1n the appropriate circumstances.-

If the foreign trust is not engaged in a trade or business within
the United States, and if the trustee is not physically present for 183
days or more during the taxable year, there are attractive opportuni-
ties for tax deferral. The foreign trust may invest, for example, in
U.S. securities. Dividends and interest would be subi'ect to withhold-
ing tax at 30 percent or lower treaty rate, if applicable. Capital gains,
though the sale or exchange takes place in domestic markets, ave im-
mune from U.S. taxation until they are distributed.

Foreign trusts have appeal where the family can: (1) forego the
use of the assets for an extended period; (2) invest primarily for
appreciation rather than income; (3) bear the expense of travel to
the foreign situs (Bermuda, the Bahamas, the Cayman Islands, etc.—
locations which recognize trusts, because they derive their legal sys-
tems from the English common law) for execution of the trust instru-
ment (a procedure ur, by cautious practitioners); and (4) can
afford the sophisticated tax adviser who will design the suitable for-
eign trust vehicle. '
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Proposed change

Sections 1013 and 1014 of the bill would effectively curb the use of
foreign trusts for tax avoidance purposes. The U.S. person who
transfers property to a foreign trust which has or acquires a U.S.
beneficiary will be treated as the owner of the trust property, and
thus will %e taxed currently on its income and gains, Annual returns
will have to be filed by such persons. i

Where settlers are not taxed currently (where the foreign trust is
not created by a U.S. person), the tax under the throwback rules on
amounts of accumulated income distributed to the U.S. beneficiary
will be supplemented by a 6-percent nondeductible surcharge.

AICPA comments

We support the removal of tax incentives for the creation of foreign
trusts. We believe that the methods employed in bill sections 1013
and 1014 would attain that goal. We do, however, offer suggestions
for modification of the provisions where we view them as being un-
duly harsh.

The application of grantor trust rules to trusts created by United
States persons nullifies the trusts for tax purposes, and ignores the
actuality of the surrender of economic benefit by the settlor. We con-
sidered and rejected as an alternative the taxation of income, whether
or not distributed, to the beneficiaries. We concluded that, as a rule

‘of universal application, that taxing method would fail. Trusts which

permit the trustees to sprinkle and accumulate income, and trusts
where the identification of specific beneficiaries from among a class
awaits future events would be beyond the reach of the rule. Nonethe-
less, the abuse—deferral of taxation—can be interdicted without in-
flexible severity. If the terms of the governing instrument preclude
deferral, why should the draconian approach of imputing income and
gains to the settlor be taken with respect to the trust ¢

Accordingly, we suggest that the grantor trust provisions of bill
section 1013 be used with appropriate restraint, confined to circum-
stances where the abuses must be curbed. The beneficiaries should
be taxed under the present rules, if the instrument requires the
trustee to distribute income and gains annually. The grantor trust
rules should be invoked where the trustee instrument does not contain
that requirement.

The 6 percent surcharge imposed by bill section 1014 is intended
to negate the benefits of tax deferral in instances where the income
of the trust was not taxed to the settlor under the provisions discussed
above. It will apply to the U.S. beneficiary of a foreign trust created
by a foreign settlor.

The theoretical benefits of tax deferral, the interest-free loan from
the U.S. Treasury, are dubious. In recent years, the borrowing of
funds for investment purposes more often than not generated losses.
But, money has its price, and a charge for deferral is justifiable.
Nonetheless, the form of charge and the rate selected should render
justice. R

Proponents of surcharge contend that it applies more fairly than
a deductible interest charge. We accept that proposition in the context
of the throwback rule. However, if interest 1s to be abandoned as the
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price for the use of money, then the charge should be reflective of
recent investment occurrences, From that perspective the 6 percent
rate, when converted into a pretax interest rate in a wide range of
brackets, is excessively high. We believe that the surcharge should be
reduced to 3, or at most 4, percent. ‘

SECTION 1015—EXCISE TAX ON TRANSFERS OF PROPERTY TO FOREIGN
PERSONS
Present law '

Under present regulations, a transfer of appreciated stock or secu-
rities to a foreign corporation, trust or partnership is subject to a 2714-
percent excise tax unless it is established before the transfer that tax
avoidance is not one of the principal purposes of the transfer or the
transferee is an organization exempt from income tax under code
sections 501 to 504. Then, after the tax is paid, if the transfer is
shgwr:i to the IRS to be free of tax avoidance, the taxpayer gets a
refund.

Proposed change

The bill (Frovides for a 85-percent excise tax on the transfer of all
appreciated property to a foreign corporation, trust or partnership,.

~-AICPA comments

The extension of this excise tax to all appreciated property trans-
fers will work a hardship on people who are engaged in international
trade. The purpose of code sections 1491 and 1492 is to tax a transfer
where there is a donative intent on the part of the transferor. With
U.S. businessmen and-gorporations entering into more joint ventures
abroad in partnership form, including limited liability companies
treated as partnerships, it seems an undue burden for them to have
to pay a tax on the transfer if they don’t get a ruling, and then to
have to claim a refund if the income from the property transferred
to the partnership is going to be subject to U.S. tax in any event. We,
therefore, suggest a provision to the following effect: That transfers
made without donative intent by persons engaged in a trade or busi-
ness to a foreign partnership will not be subject to code section 1491.

SECTION 1021—-INVESTMENT IN U.S..PROPERTY BY CONTROLLED
FOREIGN CORPORATIONS '
Present law

. Under present law an investment in U.S. property by a controlled
foreign cor}’)oration (CFC) is treated as a taxable distribution to the
corporation’s U.S. shareholders. The type of property which is classed
gsﬁa eg.S. investment for this purpose is presently very broadly

efined. , ‘

Proposed change

_ Bill section 1021 amends code section 956, so as to limit the defini-
tion of “U.S. property” for purposes of determining which invest-
ments by a CFC will create subpart F income, After the amendment,
“U.S. property” would be limited to investments in shares and obliga-
tions of a U.S. shareholder of the CFC and in taré%ible property
which is leased to or used by a U.S. shareholder of the CFC.
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AICPA comments -~

. This section takes a step in what we believe to be the right direc-
tion by limiting the scope of code section 956 to agf)ly only in cases
of certain CFC transactions with U.S. entities. However, we feel
that this proposal is still too stringent and that bona-fide leasing
transactions, such as leasing of equipment to a related U.S. entity,
should not subject to CFC’s earnings to current U.S. tax. We strongly
urge that consideration be given to the repeal of code section 956 in
its entirety. It appears that the objectives of this section, in its pro-
poséd amended form, can be met through use of the existing statute
(for example, section 482) and judicial decisions (such as those finding
constructive dividends).

Given the proposed change in its present form, however, we make
the followingsspeciﬁc comment. The language of bill section 1021(b),
which amends the attribution rules of code section 958(b), is some-
what confusing. It is intended to modify the code section 958(b)
attribution rules so as to permit the attribution to U.S. persons of
stock owned by foreign persons. This is accomplished by makin
paragraph (4) of section 958(b), which normally prevents such
attribution, inapplicable. It is intended, however, that a special rule
be provided so as to prevent the attribution of shares of a CFC to
a wholly owned U.S. subsidiary thereof except where the U.S. sub-
sidiary has a “significant part of its assets” consisting of U.S. property.
This term “significant part” is, of course, susceptible to broad interpre-
tation. We sugfest that some percentage measure be substituted in
the statute in lieu of this term. In the interest of improving the
language of the statute and incorporating the above sugﬁfestion, the
last full sentence of paragraph B of bill section 1021 coul changed
to read as follows:

Paragraph (4) shall ont apply for purposes of section 956(b) (1), but section
818(a) (3) shall not be applied for purposes of section 936(b) (1) to treat a
domestie corporation as a U.S. shareholder of a controlled forelgn corporation
if all of the stock of the domestic corporation is owned directly by the con-
trolled foreign corporation and less than (a stated percentage) of the adjusted

basis of the assets of the domestic corporation consists of U.S. property (within
the meaning of section 966 (b) (1) ).

SECTION 1022—EXCLUSION FOR EARNINGS OF LESS DEVELOPED COUNTRY
, CORPORATIONS
Present law
Present law contains an exception to the rules providing for divi-
dend treatment on the sale of stock of a subsidiary if that subsidiary
can be classified a less developed country corporation.

Proposed change -

Bill section 1022 repeals the less developed country exception from
the ordinary income treatment provided by code section 1248 for
earnings accumulated while a CFC was a less developed country cor-
poration where the stock sold or exchanged was owned for a contin-
uous period of at least 10 years. '

The repeal provision permits the continued application of the
exception with respect to those earnings of a CFC which were accu-
mulated during any taxable year beginning before January 1, 1976.
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However, in addition to continuing the application of the exception
to those previously eligible pre-1976 earnings; namely, in those cases:
where the shares were held for 10 years, the exception is made appli-
cable also in those circumstances where the shares have been owned.
for less than 10 years. The effect will be to subject to capital gains
tax all of those gains attributable to pre-1976 earnings without regard
to holding perio%i.

AICPA comments

This appears to be a retroactive amendment of the code in that it.
would prevent the application of section 1248 ordinarf' income treat—~
ment in circumstances where a tatxPa)'er mlfght have planned for such
treatment and intended to accomplish his planned result by disposing:
of the shares prior to the expiration of the 10-year holding period.

If it is desired to liberalize the application of the previous exception.
by extending it to taxpayers who have held shares for less than 10
years, we suggest that this result be accomplished by providing tax-
payers with an option to have the exception either applied or not ap-
plied, at his election, where the holding period is less than 10 years as.
of January 1,1976.

SECTION 1023—EXCLUSION FROM SUBPART F OF CERTAIN INSURANCE
COMPANY EARNINGS -
Present law

Under present law, foreign personal holding company income is:
subject to current taxation. An exception to the definition of foreign
personal holding company income is made, however, for certain income
of a foreign insurance company from its investment of unearned.
premiums or reserves.

_Proposed change -

This section of the bill amends code section 954(c) to provide a.
controlled foreign corporation which is a casualty insurance com-
pany with an additional exception from the definition of foreign
personal holding company income for dividends, interest, gains, et
cetera, attributsﬁ)le to investments of assets equal to one-third of’
the CFC insurance company’s premiums earned on insurance contracts..

AICPA convments

This is a very Jiberal exclusion from subpart F and will probably
result in the ordinary CFC insurance company generating no foreign
personal holding company income, by definition. We suggest only
one technical comment. The parenthetical reference “as defined in
section 832(b) (4)” should follow the phrase “premiums earned on
jnsurance contracts” rather than the phrase “taxable year.”

SECTION 1024—SHIPPING FROFITS OF FOREIGN CORPORATIONS

Present law
At present one of the categories of income subject to current taxa-
tion under subpart F is income derived from the use of an aircraft or
vessel in foreign commerce, except to the extent the profits are re-
invested in shipping assets.
69-516—76—pt. 6——8"
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Proposed change

Bill section 1024 amends the recently enacted base company ship-
ping rules by providing that if “substantially all” the property of
a corporation consists o% aircraft or vessels used in foreign commerce,
the property will be considered to be subject to any unsecured liability
of the corporation which is evidenced by a written obligation and
payments on such liabilities will be considered reinvestments in ship-
ping assets.

AICPA convments

Our only comment here relates to the use of the vague phrase “sub-
stantially all.” It would seem better advised to provide a percentage
measure in the statute if the framers of the statute have in mind some
concept of what would constitute “substantially all.”

SECTION 1031—DETERMINATION OF FOREIGN TAX CREDIT ON OVERALL BASIS

Present law
Under present law there are two alternate limitations on the amount
of foreign tax credit which can be claimed: the overall limitation and

the per-country limitation.

Proposed change
The bill would repeal the per-country limitation, leaving only the
overall limitation to apply.

AICPA comments

We agree in general with the repeal of the per-country limitation
and the requirement that all taxpayers use the overall limitation in
computing their foreign tax credit. ]

In the committee report, it was reco%nized that the adoption of
the overall limitation method may seriously affect the consolidated tax
liability of an affiliated group, and it was anticipated that the Com-
missioner would permit such companies to discontinue ﬁlinﬁ consoli-
dated returns, It is suggested, because of the adverse impact the overall
limitation will have on many taxpayers, that blanket permission be
given to all affiliated groups to discontinue filing consolidated returns
upon enactment of the bill.

We would like to point out that proposed code section 904(e) (4) (B)
provides that under the transitional rules for carryovers, amounts
reduced by the overall limitation are reduced in proportion to the
taxes paid or accrued . . . The committes report states that the reduc-
tion is on the basis of “the ratio of the credits allowable,” and an
example given illustrates the reduction on the basis of the credits
rather than the taxes. It is suggested that this inconsistency be
corrected.

The retention of the per-country limitation in the case of income-
and losses from Puerto Rico and other possessions is found in bill
section 1031(c) under “Effective Dates.” It is not clear how this pro-
vision will be worked into the code. )

SECTION 1032—RECAPTURE OF FOREIGN LOSSES

Present law
Repeal of the per-country limitation, as provided in bill section
1031, will prevent a taxpayer who has foreign losses from reducing
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his U.8. tax on U.S. income if the taxpayer also has foreign income
equal to or greater than the amount of losses. In the situation where
overall foreign losses exceed foreign income, however, the excess of
these losses can still reduce the tax on U.S. income. In this latter case,
if a taxpayer later receives foreign income on which he obtains a for-
eign tax credit, the taxpayer will have received the benefit of having
recluced his U.S. income for the loss year while not paying a U.S. tax
for the later profitable year.
Proposed change

This provision of the Bill requires that where a loss from foreign
operations reduces U.S. tax on U.S. source income, the tax benefit
derived from the deduction of these losses will be recaptured by the
Ut':liteg States when the company subsequently derives income from
abroad.

AICPA comments
It is our opinion that this provision, when considered in conjunction
with the repeal of the per-country limitation on the foreign tax credit,
will primarily apply to U.S. taxpayers with limited foreign opera-
tions or those who are undergoing the startup costs of engaging in
international trade. This provision will thus discourage U.S. taxpay-
ers with a minimum of foreign source income from investing in inter-
national operations where substantial startup losses are anticipated.

We question whether requiring both a recharacterization of forei
source income as domestic source income, and a denial as availaglr:a
credit the foreign income taxes imposed on such income, is necessary
to achieve the stated goals. When considered in conjunction with the
other provisions of the bill, it is arguable that either an income
recharacterization or a credit denial (but not both) should suffice.
The introduction of both concepts further complicates the Internal
Revenue Code.

We believe it would be more appropriate to amend section 367 of
the code to require a recapture of losses previously deducted when
property is transferred to a foreign corporation in a transaction which
18 not taxed because of a 367 ruling, rather than have such a provision
buried in the foreign tax credit provision, as proposed in the bill.

[

SECTION 1033—GRO0SS UP OF DIVIDENDS FROM LESS DEVELOPED COUNTRY
CORPORATIONS IN DETERMINING THE FOREIGN TAX CREDIT

Present law

Under present law, the amount of dividend from a less developed
country corporation included in income by the recipient domestic cor-
poration is not increase (that is, grossed up) by the amount of
taxes which the domestic corporation receiving the dividend is deemed
to have paid to the foreign government. Instead the amount of taxes
is reduced by the ratio of the foreign taxes paid by the less developed
country corporation to its pretax profits. The failure to gross up the
dividend by the amount 0? the foreign taxes that are deemed paid
results, in effect, in a double allowance for foreign taxes because of the
fact that the amount paid in foreign taxes not only is allowed as a
credit in computing the U.S. tax of the corporation receiving the
dividend, but also is allowed as a deduction (since the dividends can
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‘only be paid out of income remaining after payment of the foreign

tax).
Proposed change

Dividends received by U.S. shareholders from less developed country
corporations are to be “grossed up” by the amount of taxes paid in
the less developed country both for purposes of computing U.S.
income and for purposes of computing the U.S. foreign tax credit
applicable to that income, )

AICPA comments

The present rule for computing deemed paid foreign taxes in con-
nection with dividends from less develope(f country corporations, in
some circumstances, operates to the disadvantage of an investor when
compared with the result that would be achieved under a gross up rule.
There are a number of ways that this disadvantage could be elim-
inated. In the interest of simplicity, we recommend that the matter be
resolved by allowing the recipient of a dividend from a less developed
country corporation to elect either the general gross up rule or the
less developed country corporation rule.

With regard to the special transition rule provided in the bill, we-
would ordinarily agree that a 2-year grace period would be sufficient.
However, such a period may not be long enough for this purpose since
many less developed countries will prevent the withdrawal of all
accumulated earnings in such a brief period of time. We squest that
either a longer fixed period of time be permitted or, in the alternative,.
that an indefinite period of time be allowed upon a showing by the
affected taxpayer that he could not have withdrawn as a dividend the
accumulated earnings of his less developed country corporation dur-
in% the 2-year grace period.

n addition to amending code section 902, section 343 of the bill
makes various other conforming amendments to appropriate sections -
to the Internal Revenue Code, including a conforming amendment to
section 960 which provides rules for the computation of deemed paid
credits in connection with imputed dividends taxable under subpart
F. We suggest that since section 960 is being conformed to section 902
for this purpose, an additional amendment be made to section 960 at
this time to conform it in all respects with section 902 and most par-
ticularly by providing therein for the same treatment in connection
with impubeg dividends as is govided under section 902(b) (2) in
connection with actual dividen .

SECTION 1034—CAPITAL GAINS FOR FOREIGN TAX CREDIT PURPOSES

Presgent law

Presently most countries impose little tax on sales of personal prop-
erty by foreigners if the sales are not connected with a trade or busi-
ness. This system permits taxpayers to plan sales of their personal
property in such a way that the income from the sale results in little
or no additional foreign taxes, yet the amount of foreign taxes they
can use as a credit against their U.S. tax liability is increased.

Proposed change

The bill provides specific rules for determining the extent to which
income from the sale or exchange of capital assets from sources outside
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the United States is to be included in the limiting fraction in calculat-
ing the foreign tax credit limitation.

AICPA comments

- Bill section 1034 proposes to amend code section 904(b) to deal
with capital gains in the computation of the foreign tax credit. One
problem the provision is designed to overcome results from the fact
that capital gains realized by a corporation are subject to a lower
rate of tax than ordinary income. (The.similar problem with respect
to individuals is intentionally ignored.) The provision deals with this
problem by decreasing, for code section 904(a) purposes, foreign
source capital gains. %owever, no comparable adjustment is made
to U.S. source capital gains. Although present law favors the taxpayer
with foréign source capital gain, a taxpayer with U.S. source capital
%ains is at a disadvantage. The congressional intent can be achieved
y either adjusting both the U.S. and foreign source capital gains or by
providing a separate code section 904 calculation on capital gains,

SECTION 1041—NONRESIDENT ALIEN AND FOREIGN CORPORATION
INVESTMENT IN THE UNITED STATES

Present law

Under (i)resent law a 30-percent withholding tax is imposed on divi-
dends and interest received from U.S. investments by forei%n g)ersons.
A temporary exemption exists for foreign deposits held in U.S. banks.

Proposed change

Interest and dividends paid by a U.S. person are generally to be
- exempt from U.S. tax if received by a nonresident alien individual or
a foreign corporation. This exemption would not be available if the
income is effectively connected with a U.S. business or if the payor is
owned by foreign persons,

AICPA comments :

In general, we believe the objective of the changes made by this sec-
tion is a desirable one. We do question the failure of the section to
include the area of equity capital, however. We believe it would be
in the best interests of the United States for the exemption to app}{v
" not only to interest income but to dividend income and thus not artifi-
cially distort the capital structure of our businesses because of the
income tax concerns of the foreign investors. i

In addition to our general comments, we offer the following com-
ments regarding specific matters: .

Investment by controlled foreign corporations.—We question the
logic of encouraging the investment of funds held outside of the
United States by controlled foreign corporations (CF(C’s) through
section 1022 of the bill but not allow the interest on such obligations
to be exempt from U.S. tax. If it is desirable to encourage such in-
vestments by CFC’s, it seems logical that the encouragement should
not be undercut by treating the interest income on such investment
differently than interest income paid to other foreign investors. It
should be remembered that the interest income may well be taxable
subpart F income under section 951 of the code.

onstructive ownership and attribution rules.—While under U.S.
tax principles i is very logical to apply the concepts of tracing owner-
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ship and constructive ownership in determining the flexibility of in-
come to investments made in the United States, the same principles are
almost impossible to apply to investments made from outside of the
United States. Under El]l sections 1041(a) and 1041(b), the lifting
of the exemption when the investor owns more than 10 percent of the
corporation or foreign investors in total own moie than 50 percent
of the corporation creates provisions which, as a practical matter, are
unworkable.

Ownership by foreigners of U.S. securities can easily be disguised
so that it is impossible for the U.S. borrower to identify who is the
specific owner, much less identify the relationship of that owner to
another owner through trusts, partnerships, estates, et cetera. Attri-
bution rules will largely be ineffective since the borrower will not be
in a position to obtain the necessary information to identify the re-
lationships of the debt owners involved. Foreign investors will basi-
cally not understand such requirements and will consider them to be
an intrusion on their privacy when asked to provide information to
establish whether such a relationship exists. Under circumstances,
since the borrower may not be able to establish the relationship,
either he will be at risk in not withholding a tax or it will be necessary
for the U.S. Treasury to grant a blanket exemption when informa-
tion is not available. If the burden is put on the borrower to establish
the nonexistence of such a relationship, this will only discourage the
lender from providing his funds.

A further point relating to this area involves the question of
whether particular foreign entities are comparable to specific legal
entities under U.S. tax law. For example. the provisions of bill sec-
tions 1041(a) and 1041(b) apply to “stock owned in a corporation.”
The laws of many countries establish entities which could he con-
strued to be corporations for U.S. tax purposes but which do not have
stock as evidence of ownership and which in fact may not be corpora-
tions for U.S. tax purposes. Some countries have entities which they
call trusts but which are totally different from the concept of trusts
under the U.S. legal system, and thus the effect of their existence on
ownership relationships will be very difficult to identify.

It is our su%gestion that the provisions in this area not attempt to
restrict the allowance of the exemption in situations where identity
of ownership is beyond the practical control of the U.S. Government
and the U.S. business involved.

. Provision regarding exchange of information.—Bill section 1041(d)
involves questions similar to those discussed above regarding the
applicability of the exemption. While it is logical to give the Treasury
the authority to deny the exemption in certain circumstances, there
are practical questions which arise under such a provision. If the
intent is to rely on the exchange of information for identification
of the interest recipents, what result will lie if there is no tax treaty
which would require such information to be furnished? In such a
circumstance, is the borrower not able to take advantage of the
exemption to reduce his interest cost? Similarly, we question the
effectiveness of such an exchange of information since it is our under-
standing that, as a general matter, there has been limited exchange
of information under existing treaties which have been in existence
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for many years. Under those circumstances, we question whether the
authority to revoke such an exemption would increase the effective-
ness of this information exchange in the future. This provision may
only discourage foreign investors from making investments.

T'echnical wording—1It is our suggestion that the wording deter-
mining interest qualification under bill sections 1041 (a) and 1041(b)
be the same as the wording used in code section 861(a) (1) relating
to source of income. This would eliminate many questions as to which
interest is intended to be covered by this provision and avoid the
need to define such things as “United States person,” “agency,” or
“instrumentality,” and so forth.

Estate tax.—With regard to the estate tax exemption under bill
section 1041 (e), the same comments relating to equity capital invest-
ments made above are appropriate for estate tax exemption consider-
ations. It has been our experience that foreign investors have been
sufficiently concerned over the risk of U.S. estate tax that particular
investments have been peculiarly structured in order to avoid the
risk of the tax applying. We believe it is as much in the interest of
the United States to encourage equity investments by an estate tax
exemption as it is in our interest to encourage such investments in
the form of debt obligations. We believe the exemption should be
broadened to include equity investments. -

S8ECTION 1042—CHANGES IN S8ECTION 367 RULING REQUIREMENTS

Present law

In order to reduce the possibility of tax avoidance through a trans-
fer of assets to foreign corporations, code section 367 provides for
full recognition of any gain within an otherwise tax-free reorganiza-
tion involving a foreign corporation, unless the Service is first satis-
fied that the plan is not for the purpose of tax avoidance.

Proposed change

The bill provides for a liberalization of code section 367 and, ac-
cordingly, establishes separate rules for three different categories of
transactions:

1. With respect to transfers of property out of the United States
the requircment of an advance ruling is replaced by a requirement
that the taxpayer file a request for clearance with the Internal Revenue
Service within 183 days after the beginning of the exchange. In addi-
tion, the bill provides that the Secretary may designate by regulations
those transactions which do not require the filing of a ruling request.
It is contemplated that the transactions so designated will be clear-
cut situations where significant tax avoidance possibilities do not
exist or where the amount of any code section 367 toll charge can
be readily ascertained without a ruling request.

2. With respect to other transfers including transfers into the
United States and those which are between foreign corporations, a
ruling is not required ; however, the Secretary is to provide regulations
setting forth the extent to which a foreign corporation will not be
treated as a corporation as he deems to be necessary or appropriate
to prevent the avoidance of Federal income taxes.
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3. Rules are established regarding Tax Court review of Revenue

‘Service negative opinions or no action decisions relating to requested

rulings under code section 367.

The bill does not change present law which provides that a code
-section 355 distribution of stocks or securities is treated as an exchange,
whether or not it is an exchange. Also, a transfer of property to a
foreign corporation as a contribution of capital by persons having
at least 80 ¥ercent voting control would continue to be treated as an
-exchange of property in return for the equivalent value of stock of
the corporation.

In addition to amending code 367, certain dispositions of stock of
foreign corporations previously exempt from tax under code section
1248 because of other tax-free sections are to become subject to taxation
under this section. Thus, such events as dividends paid in the stock of
-a foreign corporation or stock sold or distributed to noncorporate
shareholders in liquidation would trigger the taxation of previously
untaxed section 1248 earnings.

AICPA Comments

Wae feel that while it is necessary to protect against tax avoidance
transfers to foreign corporations, the elimination of the requirement
to obtain code section 367 rulings in advance is a positive step in the
direction of eliminating tax provisions which delay or impede appro-
priate business transactions. Taxpayers should be in a position to
determine the tax effects of a given transaction from the statute
and regulations rather than be subject to delay involved in obtaining
an _Internal Revenue Service determination in advance.

Code section 367 as amended by the bill, however, still leaves a
great deal of discretion in the hands of the Commissioner of Internal
Revenue. We recommend that in the following cases a 367 ruling
not be required :

1. Any transfer between or among foreign corporations where the

foreign corporations are—
(a) Controlled more than 50 percent both before and after
the transfer by the same U.S. person, and '
(5) Incorporated within the same country.

2. Any reorganization involving two foreign corporations which
3;?’ not controlled by U.S. shareholders as defined in code section

3. Any change in status of a foreign corporate entity from one form
-of entity to another. * :

There may be other examples for which there are equally good
reasons why code section 367 should not be applicable, but these three
take care of the situations where it is obvious that tax avoidance is
not involved.,

The bill is retroactive with respect to exchanges in any taxable year
beginning after Deceinber 31, 1982, which involve solely foreign
-corporations. However, many of the transactions which might other-
wise be granted relief under the retroactive provision will have
occurred in statute-barred years. The bill does not provide for waiv-
ing the statute of limitations in such instances. It is our opinion that
# provision waiving the statute of limitations would be a consistent
-extension of the overall liberalization in this area.
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- The provision establishing review authority of the Tax Court does

not apply unless the exchange (regarding which a ruling is required)
has begun. In such circumstance the taxpayer is forced to enter into
a potentially taxable transaction and hope to be victorious in the Tax
Court. The taxpayer’s risk is great. This relief provision should not
be limited to transactions already in process but should relate also to-
prospective exchanges.

S8ECTION 10853—CHINA TRADE ACT CORPORATIONS

Present law

At present a corporation qualifying as a China Trade Act Corpora-
tion may, upon meeting certain requirements, be allowed a special
deduction which can completely eliminate its income subject to tax.

Proposed change - A
The special China Trade Act Corporation provisions would be:
repealed by the bill.

AICPA comvments 4

The amendments as written are in line with our understanding of
them, as outlined in the Ways and Means Committee’s summary, and
wo find the provisions to be technically correct as drafted, with one
exception. Section 1053 (d) &2& of the bill should be revised to read:
“Section 1504(b) is amen by striking out paragraph (5) and
redesignating paragraphs (6) and §7) as paragrc(ziphs (6) and (6).”

The underlined words appear to have been inadvertently omitted.

TITLE XI
Amexnun_xrs Arrecring DISC

SECTION 1101
Present law
At present the profits generated by a DISC are taxed, not to the
DISC, but to its shareholders when distributed. Each DISC is deemed,
hov;iever, to have distributed an amount equal to 50 percent of its
profits.

Proposed change

Under the bill, the tax deferral benefits of a DISC are to be com-
puted on an incremental basis. In connection with this, a new category
of deemed distributions from a DISC to its shareholders is added. In
addition, the bill would amend the definition of qualifying “export
property” by restricting the exclusion from qualification of natural-
resources property to only those which are eligible for percentage
depletion. This change modifies the provision contained in the 1975
Tax Reduction Act. The Ways and Means Committee reports indicate
that the original provision may have had the unintended result of
excluding from qualifying property that property the supply of which
is neither inexhaustible nor renewable, The proposed restriction, aimed
primarily at oil and gas, is accomplished by a change of the reference
to depletion from section 611 of the code (which includes cost deple-
tion) to sections 613 and 613A which cover percentage depletion.
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The 1975 Tax Reduction Act also excluded from qualification prop-
erty the export of which is prohibited or curtailed under the Export
Administration Act of 1969 (50 U.S.C. 2403(b) ). However, the Tax
Reduction Act in its final form omitted a qrovision which was in the
1louse bill SH.R. 17488) covering the exclusion of agricultural and
horticultural commnodities and products.

In this bill Congress intends to exclude agriculture and horti-
cultural property if in “short supply.” Under its provisions a product
is “not in short supply” when marketing quotas are in effect either for
the year of sale or have been in effect for 2 of the 5 years preceding the
vear of sale (proposed code section 993 (c) (2) (D) (ii) ), or, if the Sec-
retary of the Treasury determines a commodity or product to be in
excess of normal supply for that taxable year.

AICPA comments

If the purpose of this provision is (as is believed to be the case) to

revent agricultural, et cetera property in short supply from qualify-
ing, this amendment is not necessary. Present law (code section 993(c)
(3)) grants the President authovity to exclude from the category of

ualifying property export property which he determines is not in suf-

cient supply to meet domestic requirements. According, since DISC
treatment of certain ﬁ)rodlicts can be terminated at any time, it appears
appropriate to keep the definition of export property flexible to provide
for circumstances when property is no longer scarce. Moreover, the
provision in this bill (proposed code section 993(c) (2) (D) (ii)) may
create a conflict with existing code section 993(c) (3) in a case where,
for example, a commodity has had marketing quotas in 2 out of the
5 preceding years, thus qualifying for DISC treatment, but which is
in s(hr;r(t s)upp]y and the President so designates it under code section
093 (c) (3). ‘

The bill also terminates DISC benefits for military goods. Some
doubt may be raised here abont the enforceability of the exception
provision for “military” goods to be used solely for “nonmilitary”
purposes.

Tax benefits for DISC’s are to be reduced for taxable vears after
1075 by allowing DISC benefits only to the extent that the DISC’s
gross export receipts for the taxable year exceed 75 percent of the ex-
port receipts of the base period (“adjusted base period gross receipts”).
Technically. the reduction of benefits is accomplished by adding a new
category of deemed distribution from a DISC to its shareholders.
These amounts are deemed distributed to the shareholder of the DISC
first, that is. prior to the computation of the deemed distribution of
one-half of DISC taxable income provided under present law.

The bill provides that the Secretary should, by regulations, issue
rules for annualization in the case of short taxable years. The com-
mitteo report indicates that short taxable years in the base period
should “generally” be annualized. Tt is believed that annualization of
a short taxable yvear in the base period would penalize o DISC which
was in existence for a part year. and would be inconsistent with the
troqt-n]\ent of a DISC not in existence for a year (or years) in the base
period.

The new rules contain an exception for “small DISC's” (those hav-
ing taxable income of $100,000 or less for the taxable year). The excep-
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tion is phased out on a 2-for-1 basis in the case of taxable income over
$100,000, so that a DISC having $150,000 taxable income has no de-
ferral, unless it has an increase in export receipts over its adjusted
base period gross receipts. ,

Analyzing these rules, the apparent effect is that small DISC’s
having less than $100,000 taxable income are not encouraged to in-
crease export sales, but merely to retain taxable income below the $100,-
000 level, and DISC’s with taxable income of between $100,000 and
$150,000 have no incentive to increase export sales beyond a certain
point. For example, a DISC having $120,000 taxable income is en-
titled to the same deferral benefit whether it earned the $120,000 after a
100 percent or 200 percent or even a 300-percent increase in export
sales, i.e., it is not encouraged to increase export sales beyond the 100-
percent increase in this example, 4

A substantially less complex formula, one which is more in harmony
with the new DISC rules, could be provided by defining small DISCs
to include those DISC’s which during their base period had ad-
justed taxable income of $100,000 or less. The new rules, in har-
mony with the other proposed provisions of the bill relating to the de-
termination of base-period years, should not apply to such small
DISC until taxable income for a new base period first exceeds $100.0¢0

In addition to simplicity, this method would clearly provide an in-
centive for small DISC’s to increase exports in the future, but particu-
larly during the next 5 years, durinﬁ which the base period, and their
status as a small DISC, remains unchanged.

TITLE XII
ADMINISTRATIVE Provisions

SECTION 1201—INCOME TAX RETURN PREPARERS

Present law :
Presently there is no regulatory provision relating to tax return
preparers in the code. -

Proposcd change

Numerous specific provisions would be enacted to permit the IRS
to more cffectively regulate tax return preparers. These are explained
below, along with our specific comment on each provision.

AICPA comments

The basic provisions of H.R. 10612 with regard to income tax re-
turn preparers. and our comments thereon, are as follows:

1. Each prepared return, statement or other document must con-
tain the identification number of the return preparer and other data
suflicient to identify the preparer.

Comment.—We agree that identification of return preparers is vital
to the IRS's efficient oversight of this area.

2. Each preparement muct furnish to taxpavers a copy of the return
or claim for refund prepared by the tax return preparer.at the time
the return is presented for the taxpayer’s signature.

Comment.—We agree with requiring retwining preparers to furnish
copies of the returns to the taxpayers.
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8. Each return preparer or every person employing a tax return
preparer must file an annual report listing the name, address, identi-
fication number, and place of work of each preparer they employ. This.
report is to be filed by July 31 for a 12-month period ending June 30.

Comment.—We agree with this proposal as an effective and uncom-
plicated way to regulate the perfgrmance of commercial tax return
preparers. Utilizing its computer capability, the IRS could process
the information returns to identify all returns prepared by a particu-
lar tax return preparer. This would enable the IRS to determine
whether the returns were done in a competent manner and whether
any “pattern of abuse” exists. In addition, this filing requirement
would have the pchhological effect of impressing on tax return pre-
parers that a workable enforcement procedure is in effect and that -
1mproper prartices could easily be detected.

4. Each return preparer or employer of return preparers must re-
tain for three years either a list of taxpayers for whom returns were
prepared or copies of their returns and claims for refund. .

Comment.—Tax return preparers should be required to make copies
of all returns they prepare and retain them for at least 3 years. We
snggest, however, that safeguards be imposed to-prevent the IRS from
con uctinfg “fishing expeditions.”

5. Penalties are provided for negligence or fraud on the part of the
tax return preparer. A $100 penalty is provided for negligent or inten-
tionel disregard of Internal Revenue Service rules or regulations by a
tax return preparer. A $500 penalty is provided for a willful attempt
to evade, defeat or understate any tax by a tax return preparer.

Comment.—Negligence penalties should be imposed on persons who
prepare returns for compensation. The burden of proof, however,
should be on the Service as distinguished from the burden on the
taxpayer in negligence cases. Unless the burdein of proof is on the
Service, preparers could be placed in a very tenuous position because
of the many uncertainties that exist in our tax system.

6. In order to prohibit a tax return preparer from continuing to
prepare returns when it is determined that he has engaged in im-
proper conduct, with respect to the preparation of tax returns, an in-
junctive proceeding could be brought against such a preparer.

Comment.—The Service should have authorization to obtain judi-
cial injunctions to prevent future preparation of tax returns for com-
pensation in cases of consistent or willful preparation of false or defi-
cient returns. :

7. The Internal Revenue Service would he authorized to provide
the names, addresses, and taxpaver identifying numbers of preparers
to State authorities charged with enforcing State provisions regulat-
ing tax return preparers.

Comment—This provision relates to the hroader issne of making
tax return information available to various State agencies. This sub-
ject is also encompassed in the recommendations made by the Admin-
istrative- Conference of the United States which were released in
December 1975, Since the matter is currently under consideration by
the Privacy Protection Studv Clommission. we sugeest that it mav be
appropriate to defer legislation on this point until the Commission
concludes its study.
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SECTION 1202—DECLARATORY JUDGMENTS FOR 501(C) (3) ORGANIZATIONS

Present law

Because of the present usual long delay in obtaining a court test
of any adverse determination by the IRS, an exerhpt organization
may suffer substantially from the lack of contributions during the
time its exempt status is pending.

Proposed change

The bill provides a procedure whereby an exempt organization
may ask the Tax Court or a district court for a declaratory judgment
as to its status and classification under section 501(c) (3) of the In-
ternal Revenue Code. Under this procedure, if the IRS makes an
adverse determination with regard to the initial qualification or the
continuing qualification of the organization as a “public charity,” or
as a private foundation, the organization may petition the court for
a declaratory judgment.

AICPA comments

This section appears to be appropriate and in line with recent legis-
lation on pension plans and their exempt trusts. However, the pro-
vision-which delays implementation for 1 year after date of enactment,
would not seem necessary. These provisions should be made available
at the earliest possible date.

SECTION 1203—ASSESSMENTS IN CASE OF MATHEMATICAL OR CLERICAL
ERRORS

Present law

Presently, where the IRS finds a mathematical error appearing on
a tax return the normal requirements of a notice of deficiency prior
to an assessment are waived. Questions have been raised, however, as
to whether the Service has overextended its use of this mathematical
error summary assessment power.

Proposed change R

The bill sets forth a precise definition of “mathematical error”
and in addition provides greater protection for taxpayers who wish
to contest IRS summary assessments in mathematical error cases.

AICPA comments
We are in favor of the change because of the fact that-it gives
taxpayers rights where previously the Service could proceed

summarily.

—

BECTION 1207—WITHHOLDING TAX ON CERTAIN GAMBLING WINNINGS

Present law
Certain wagering income is subject to reporting by the gambling
facility on form 1099, and several problems have arisen in this area.

Proposed change

The bill would replace the present information reporting rules
covering race track, keno, and bingo winnings by requiring with-
holding of 20 percent of the winnings at the time of payment. In
the case of wagering transactions, this would apply to winners if the
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payout is more than $1,000 and is based on betting odds of 300 to 1
or higher. This withholding would also apply to winnings of more
than $1,000 from wagering pools and lotteries.

AICPA comments
This proposed amendment to code section 3402 would try to make
tax collectors out of certain gambling facilities. We have no objection
to this, but we do have reservations as to their ability and willingness
to %erform. This may be a statute which is not or cannot be complied
:1\1{1 , or enforced without a tremendous expenditure of effort and
ollars.

SECTION 1212—PUBLIG INSPECTION OF WRITTEN DETERMINATIONS BY
) INTFRNAL REVENUE SERVICE
Present law

Private ruling letters are issued by the National Office of the Internal
Revenue Service in resronse to formal written requests submitted by
taxpayers, and generally relate to transactions which are still in pro-
posed form and yet to be consummated. The private ruling letter
briefly summarizes a specific set of facts describing a proposed trans-
action, and sets forth ruling paragraphs detuiling the tax consequences
which flow from the transaction.

Technical advice memorandums are issued by the National Oflice
u%)on request by district directors in connection with the examination
of taxpayers returns or claims for credit or refund. As in the case of
private ruling letters, technical advice memorandums interpret and
as)ply the tax laws to specific sets of facts, but always involve com-
bleted transactions with respect to which tax returns have already
{)evn filed by specific taxpayers.

Both private ruling letters and technical advice memorandums
conld be considered part of a taxpayer’s tax return information which
should be exempt from disclosure, but both have been the subject of
recent litigation involving requests to compel Internal Revenue Service
disclosure of these documents under the Freedom of Information Act.

Praposed change
Under this section of the bill, private rulings and technical advice
memorandums would generally be made available for public inspection.

AICPA comments -

We believe that legislation is necessary to insure that the mandates
of the Freedom of Information Act are invoked without infringing
upon the fundamental rights of taxpayers to have remain confidential
their tax return information submitted to the Internal Revenue Serv-
ice.

While we support the general concepts of section 1212, we believe
the legislation would be improved if it incorporated the recommenda-
tions included in a memorandum of understanding of March 4, 1976,
arrived at by representatives of the Internal Revenue Service, the
ABA Tax Section, the AICPA, the Public Citizen Litigation Group.
and Tax Analystsand Advocates on this proposal for public inspection
of rulings and related documents.
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TITLIE XIII
TecuxicaL Income Tax ProvisioNs

SECTION 1301—TAX TREATMENT OF CERTAIN COOPERATIVE HOUSING
ABSOCIATIONS

Present law

The litigation on the subject of tax-exempt status for homeowner
associations and condominium housing associations has produced a rule
which makes it extremely difficult for such organizations to qualify
as tax-cxempt. This is in spite of the fact that they are not profit-
oriented but instead are organized solely for the exclusive benefit of the
homeowners.

Proposed change

The bill provides that in the case of cooperative housing corpora-
tions, condominium management associations, and residential real
estate management associations, only the nonexempt function income is
to be taxable. IXxempt function income is defined to include member-
ship dues, and fees and assessments from the tenant-shareholders or
the owners of the housing units.

AICPA comments

The AICPA isin general agreement with providing a tax exemption
for cooperative housing corporations, condominium management as-
sociations and residential real estate management associations. We are
also in agreement with the proposal for taxing “the unrelated business
income” of such organizations. .

The definition of income for the purposes of measuring the tax in
proposed code section 528(d) and for defining a “cooperative housing
association” in subdivision (c) of proposed section 528 should be
clarified, however, so as to exclude special capital improvement assess-
ments of the type covered by Revenue Ruling 74-563 (19742 C.B.
88). This ruling provides that special capital improvement assessments
represent contri&ttions to the capital of the corporation.

SECTION 1305—CLARIFICATION OF DEFINITION OF PRODUCED FILM RENTS

Present law

Under present law the IRS has taken the position that an interest
in a film, for purposes of the definition of produced film rents in the
Eersonal holding com{)any provisions of the code, must be a deprecia-

le interest. If a production company has only a profit participation
after a picture is completed and released, but legally does not have
an ownership interest sufficient to claim depreciation, some revenue
agents have treated all of the company's income as personal service
contract income under section 543(a) (7) of present Yaw.

Proposed change

In order to avoid ambiguities. the bill amends present law regard-
ing personal holding company income to set forth more clearly the
nature of the qualifying “interest” in a film. In the case of a producer
who actively participates in producing a film, the term “produced
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film rents” will include an interest in the proceeds or profits from the
film, but only to the extent that this interest is attributable to active
participation in production activities.

AICPA comments

The change to broaden the definition of produced film rents for per-
sonal holding company tax purposes is a change desired by the in-
dustry. It is a clarification of existing law which removes ar implica-
tion that a producer must have a depreciable interest in a film to
qualify for section 543 (a) (5). :

_ TITLE XIV

TrReaTMENT OF CErTAIN Carrtan Losses; Horoixa PEriop For
CapitAL GAINS AND Losses

SECTION 1401—INCREASE IN THE AMOUNT OF ORDINARY INCOME AGAINST
. WHICH CAPITAL LOSSES MAY BE OFFSET

Present law
Currently an individual may offset a maximum 0£-$1,000 of or-
dinary income with his capital losses.

Proposed change

The bill would increase the amount of ordinary income against
which net capital losses can be offset from $1,000 to $4,000. This in-
crease would ge phased in over & 3-year period.

AICPA comments
We favor the increase of the present $1,000 to $4,000 and would
favor a further increase to $5,000.

SECTION 1402—INDIVIDUAL CARRYBACK OF CAPITAL LOSSES

Present law

Individuals presently may only carry forward unused capital losses.
Corporations, on the other hand, carry back a capital loss 3 years and
then forward if not used up.

Proposed change

The bill would give individuals with losses in excess of $30,0Q0 the
option of treating their net losses as corporations currently do. Thus,
such individuals could elect a three-year carryback of capital losses
against capital gains (but without a deduction for losses against ordi-
nary income) and a carryforward of unused capital losses. Individuals
who use the carryback option would have to recompute their tax for
the prior years to which the losses are carried back.

AICFPA comments

We favor allowing a 3-year capital loss carryback to individuals,
although we would grefer that the $30,000 of loss required before any
excess can be carried back be either reduced or made a condition pre-
cedent to a carryback but not a limitation on the amount that can be
carried back.
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SECTION 1408—INCREASE IN HOLDING PERIOD
Present law

Currently the cutoff which determines whether & gain or loss on the
sale of & capital asset is short term or long term is 6 months,

Proposed ohange

The bill would ch the holding period cutoff to 1 year instead of
the present 6 months. The change would be phased in over a 3-year
period so that the holding period would be 8 months in the first year,
10 months in the second, year, and 1 year thereafter.

AICPA comments

We agree with this suggestion, but only if it is tied in with an increase
in the present 50 percent long-term capital gain deduction. Such an in-
crease was proposed by the Ways and Means Committee in its draft
tax reform package of 1974,

TITLE XV
INDIVIDUAL RETIREMENT ACCOUNT AMENDMENTS

SECTION 1502—LIMITED EMPLOYEE RETIREMENT ACCOUNTS

Present law
At present, if an employee is an active participant in a qualified pen-
_sion plan, he is not allowed to make deductible contributions to an IRA
or to the plan. Even though the benefits provided by such a plan may be
less than the employee could provide for himself under an IRA, the
employee is not allowed to make 1‘11[) the difference through deductible
IRA contributions or by making deductible contributions to the plan.

Proposed change

In order to permit employees in this situation to provide for their
own retirement out of before-tax funds, the bill makes two major
changes in this area: (1) an active participant in a nongovernmental
plan or annuity contract will be permitted to make contributions to an
IRA for himself, and (2) an active participant in a nongovernmental
qualified plan which was in existence on the day ERISA was enacted
is to be permitted to deduct employee contributions to that plan. The
IRA limits on deductions continue to apply, but they are to be reduced
by the amount of employer contributions allocable to the employee.

AICPA comments

The use of LERA’s, IRA’s, and other voluntary employee contri-
bution vehicles will add additional burdens of increasing complexity
to the administration of participants’ accounts. The same desired
result, a single $1,500 deductible contribution, could be more simply
obtained by permitting employees to elect not to be covered by their
employers’ plan, provided that code section 410(b), relating to broad
coverage requirements, were amended to permit employees covered by
IRA’s to be classified as those who have engaged in good faith collec-

tive bargaining as provided in-eede section 410(b) (2) (A).
We fail to see whg Xarticipants in pre-ERISA plans are permitted
to contribute to LERA’s, but participants in post-ERISA plans must
. 60-516—76—pt. 6—9 '
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establish TRA’s in order to secure a deduction for voluntary contribu-
tions. This discriminates against the post-ERISA participant since
his plan cannot take advantage of existing portfolio management,
It is suggested in the committee report that the need for creation of
LERA’s is most acute for plans established before enactment of
IERISA, since those plans were designed without taking IRA’s into
account. Nevertheless, this need would still exist for post-ERISA
plans having the same low contribution and bencfit structure. Thus, it
1s our opinion that there is no real economic-or other substantive reason
for such dichotomy of pre- and post-ERIS.A plans.

TITLE XVI
ReaL EstaTe INvESTMENT TrUsTs

SECTION 1601—DEFICIENCY DIVIDEND PROCEDGRE FOR REIT'S

Present law

Under present law if, upon audit, a REIT fails to meet the income
distribution requirements 1t will lose its qualification as a REIT.

Proposed change

‘The bill establishes a deficiency dividend procedure which would
allow a REIT that fails to meet the income distribution requirements
upon an audit by the IRS to make-a late distribution to its share-
holders to avoid disqualification. This procedure would only be avail-
able if the REIT initially missed the 90-percent distribution require-
ment for reasonable cause. The REIT would be subject to interest
and penalties on the amount of the adjustment.

AICPA comments

We agree in general with this concept, but suggest clarification be
made of the “reasonable cause” requirement.

SECTION 1602—TRUST DISQUALIFICATION WHEN INCOME TESTS NOT MET

Present law

Under present law a REIT will lose its qualification as such if it
fails to meet. all of the income tests.
Proposed change

A REIT that fails to meet the income source test upon audit by
the IRS would not be disqualified but would be allowed to pay tax on
the amount by which it failed to meet the source tests. This provision
would be available only if the REIT initially had reasonable ground
to believe and did believe that it met the income source tests.
AICPA comments

We agree in general with this concept.

SECTION 1604—OTHER CHANGES IN LIMITATIONS AND REQUIREMENTS

Present law

Under present law REIT’s are restricted in the types of income
which they may receive and still remain qualified as a REIT. A leeway
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is provided that up to 10 percent of REIT income may be of the
nonqualified type. Also, under present law, a REIT must be operated
either as a trust or association, but not as a corporation.

Proposed change

Certain types of income which customarily are earned in a real estate
business which do not presently qualify under the income source test
for REIT are to be treated as qualifying income. These include ()
certain rents from personal property leased together with real prop-
erty; (b) charges for services customarily furnished in connection
with the rental of real property whether or not such charges are sep-
arately stated; and (¢) commitment fees received for entering into
agreements to make loans secured by real property. Since in view of
these and other changes a significant portion of income is to be re-
moved from the category of nonqualified income, the income source
requirements are increased so that nonqualified income could be only
5 percent of gross income (rather than the present 10 percent). Also a
(lzorplorate tax will be imposed on nonqualified income at the REIT
evel,

A REIT would be permitted to operate in corporate form. (Under
present law a REIT must operate as a trust or association. )

AICPA comments
We agree in general with these concepts.

SECTION 1605-—EXCIS8E TAX ON CERTAIN UNDISTRIBUTED REIT INCOME

Present law
None.

Proposed change

In view of the proposed deficiency dividend procedure, the hill
would enconrage prompt dividend distributions by modifying the pres-

ent rule dealing with dividends paid by a REIT after the close of the
taxable year to require a 3-percent charge on the amount by which a
REIT actually distributes less than 75 percent of its income in the
year received. Also, a new REIT would be required to be on a calendar
year,
AICPA comments

We agree in general with this concept.

TITLE XVIII
Tax Creprr ror HoME GArbEN Toor ExPENsEs

S8ECTION 1801—TAX CREDIT FOR HOME GARDEN TOOL EXPENSES

Present law
None.

Proposed change

Under the proposal, taxpayers would be entitled to take a 7 percent
credit for the cost (limited to $100) of tools and equipment primarily
for use in a home garden. .
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AICPA comments '

We question the commonsense of this section of the bill in terms of
the administrative feasibility and costs of such a provision.

TITLE XIX
RereanL Anp RevisioN oF OBsoLeTe, RareLy Usep, Provisions

GENERAL COMMENT

We are in favor of the congressional objective of repealing obsolete
or seldom-used sections of the Internal Revenue Code and of simplify-
ing words throughout the tax law. We, therefore, are in agreement
with the proposeg changes made by this title. .

mtbm—— -

INDEPENDENT BusiNess AssocTaTioN or WISCONSIN,
Milwaukee, Wis., April 21, 1976.
Senator Russerr Long,

Chairman, Senate Finance Committee,
U.S. Senate, )
Washington, D.C.

DEeAr SENATOR Lona : On behalf of the members of the Independent
Business Association of Wisconsin, and the 78,000 small- and medium-
sized businesses int the State of Wisconsin, we reaffirm our support for
]HR] 10612 and urge Senate consideration of this important tax reform

egmslation.

We firmly believe that meaningful tax reform is vital to the growth
and stability of all small, growing independent enterprises in our Na-
tion. Our members have been actively seeking corporate-tax legislation
that would allow greater retention of earnings.

The only avenue to growth for a small independent business is
through retained earnin%s. Unlike large publicly owned busin
these companies are unable to raise capital through public offerings o
their stock. Nor are they able to borrow at the interest rate available
to the large corporations.

Our organization will be presenting further information demon-
strating tﬁe need for tax reform for small business during “The Wash-
ington Presentation,” on May 11, 1976. We would be pleased to have
you attend our luncheon presentation. ‘

Sincerel
¥ BruNo J. MAUER, President.

STATEMENT OF THE AMERICAN CoUNCIL FOorR CAPITAL FORMATION

Mr. Chairman and members of the committee, the American Coun-
cil for Capital Formation is grateful for the opportunity to present
its views to this committee. The goals of the council are supported by
some 1,600 individuals and businesses that believe a higher rate of
capital formation is essential to the future well-being of this Nation,
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Introduction

This testimony consists of three parts: a bricf review of the avail-
able evidence which indicates that the United States will be facing a
severe capital shortage unless we eliminate the biag in our tax laws
against capital formation, a summary of recommendations for reduc-
ing the bias in our tax laws against capital formation, and finally, a
discussion of the negative effects on capital formation of the existin
ti,ggigive minimum tax and of the minimum tax proposal in H.R.

The Problem of Inadequate Capital Formation

Serious studies of our long-term capital outlook, by the Brookings
Institution, Data Resources, Inc., the ?J.S. Department of Commerce
and others, all agree that the demand for capital in the years ahea
will be incrcasinﬁ at a much greater rate than we have experienced in
the recent past. By the best estimates available, the United States will
need the incredible sum of $4.5 trillion in new capital funds in the next
10 years—three times the $1.5 trillion of the past decade. The Depart-
ment of Commerce has concluded that private fixed investment must
increase from the 10.4 percent of GNP that characterized the 1965-74
period to 12 percent of GNP between now and 1980, if we are to have
a capital stock sufficient to promote full employment, control pollution,
and maximize development of our domestic energy resources.

It has been recognized by cconomists, at least since the days of Adam
Smith, that in order for a society to grow and prosper it must accumu-
late capital and channel it into productive investment. In other words,
a.society must consume somewhat less than it produces and use those
savings to create capital goods which in turn increase productivity.
The main source of our Nation’s prosperity has been our willingness
and ability to save and produce productive capital.

Since 1960, however, the United States has had the lowest level of
capital investment among the major industrialized countries. Signifi-
cantly, among these nations, only the United Kingdom has shown a
productivity growth rate slower than that of the United States. Ja-
pan’s rate of investment and productivity growth rate have been triple
aur own; the rates in Germany, France, and Canada are all substan-
tially higher than ours,

All of these nations give more favorable tax treatment to capital in-
vestment than do we. Productive investment is the major factor pro-
moting increases in productivity. If through continued underinvest-
ment, we lose the ability to compete effectively with other industrial-
ized nations, we will suffer & further loss of markets and jobse to com-
petitor countrics, and a decline of our world political, economic, and
military positions. , )

The U.S. Treasury estimates that to reach full employment we will
need to create almost 20 million new jobs by 1985—7 million more than
wo created during the past décade. Dr. Henry Wallich, of the Federal
Reserve Board, and others have concluded that as a result of in-
adequate Past investment, the United Statee is already experiencing
an overall shortage of capital with respect to jobs. Under this condi-
tion, which we have experienced in the recent past, there are not
enough jobs to provide full employment even when 1ndustry is op-
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erating close to capacity. Capital capacity falls short of labor force
capacity. Obviously, therefore, labor has fully as much interest as
business in rémedying this serious condition.

Increasing investment is the fundamental factor in creating jobs.
Yet, unfortunately, our capital-to-labor ratio for new workers is de-
clining, while most of the European countries and Japan have been
rapidly increasing their capital investment per worker ratio. Prof.
Paul W. McCracken, former Chairman of the Council of Economic
Advisers, has concluded that the amount of nonresidential capital
formation per person added to the labor force in the United States
during the 1970’s has declined by 22 percent from the levels reported in
the 1956 to 1966 decade.

During the period from 1947 to 1067, the shares of U.S. income go-
ing to labor in the form of wages and salaries and to capital in the
form of before-tax profits, interest, and rents remained basically con-
stant, with approximately 70 percent to labor and 30 percent to capi-
tal. Since 1967, however, there has been a significant decline in the
capital share, with labor getting & much larger share, and in the pre-
tax rate of return to business capital. The estimated pretax rate of re-
turn on invested capital of nonfinancial corporations has declined from
about 14 percent in 1967 to about 8 percent in 1974,

The process of business adjusting to lower returns to capital results
in a decline in capital formation until the stock of capital shrinks
relative to labor. As capital becomes less abundant relative to labor,
its rate of return rises, But as a result, we end up with less capital rela-
tive to labor, which in tourn diminishes the productivity of labor. Di-
minished labor productivity, in turn, causes a lower wage rate in real
terms, which results in a decline in real economic growth, thus reduc-
ing new job formation.,

In other words, without increased capital formatioh, increased pro-
ductivity will be stifled, real economic growth will diminish, and fewer
jobs will be created.

During 1973 and the early part of 1974, the U.S. economy suffered
major shortages in many basic industries including chemicals, steel,
paper, and fertilizer. These shortages served to exacerbate inflationary

ressures and hinder growth in the economy. This lack of sufficient
industrial capacity was a result of inadequate prior investment which
caused a capital shortage in the affected industries.

The Council of Economic Advisers has noted several inhibiting
factors which may cause business to fail to provide adequate new in-
vestment to avoid future shortages. For example, actual rates of re-
turn on business investments have lagged, in recent years, as a result
of such things as increased costs resulting from environmental and
safety regulations. These factors force husinessmen te increase their
“investment risk” premiums, in turn reducing the number of accept-
able investments.

Also, the Council refers to the fact that general price inflation has
raised corporate taxes by a greater proportion than the before-tax
return on fixed capital. ‘This has occurred because inflation-induced
inventory profits have boosted the tax base. In addition, inflation has
gauiagxl the real value of historical cost depreciation allowances to

ecline,
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-In addition, the Council points out that the increase in corporate
debt-equity ratios has partially resulted from the tax treatment of
interest as deductible expense. This has made debt financing particu-
larly attractive during inflationary periods, thus increasing {))usiness
financing risks in turn increasing the cutoff rate of return on many
new projects,

- Finally, the Council argues that fiscal policies have been biased
against private investment by emphasizing the stimulation of con-
sumption through Federal tax an(f ex mﬁture policies rather than
investment. When these policies have led to inflation, monetary re-
straint has been imposed which has led to incomplete capital forma-
tion through the business cycle.

Quite clearly, therefore, the bias in our tax laws agrinst capital
formation must be eliminated to insure sufficient productive capacity
to create full employment and reduce inflation-producing shortages.

Recommendations

1. Elimination of double taxation of corporate dividends.—Cur-
rently, corporate profits are taxed at the corporate level, and then
taxed again when they are distributed to shareholders.

We must begin to eliminate the two-tier tax on corporate profits
and tax business income only once ; major European nations and Japan
are moving in this direction. Integration of corporate and personal
taxes would do much to eliminate the bias toward debt financing and
against equity financing. The corporate tax is ultimately paid by con-
sumers in higher prices and/or by stockholders. In the final analysis,
corporations do not pay taxes, they are merely a form of doing busi-
ness—people pay taxes.

2. Permanently extend the investment tas credit (ITC) at a 12-
percent level, remove restrictions relative to earnings, and make it
fully “refundable,”—That is, grant it as a cash rebate to businesses
which earn nothing or too little to realize the full benefits of the credit.

There is wide agreement that the credit has been a valuable device
for reducing the cost and increasing the supply of capital and, in so
doing, providing jobs and material supplies which reduce inflationary
F{ressums. The President’s Advisory Council on Labor-Management

elations unanimously endorsed a 12-percent ITC in early 1975.

3. Provide for fairer and more realistic depreciation allowances.—
Depreciation allowances under the tax code do not reflect the true cost
of capital replacement. The United States has the most restrictive
depreciation allowance provisions of almost any major industrial coun-
try. A more realistic approach would be to permit business to “catch
up” by depreciating assets at a rate which reflects the impact of infla-
tion rather than original cost.

4. More equitable capital gains tax rates.—Taxes on capital gnins
in the United States are among the highest in the world. This bias
against capital formation could be reduced by taxing a smaller portion
of the gain the longer the asset is held, partly to offset the impact of
inflation. Such an approach would help free up locked in capital. en-
courage new investment. and treat long-term investors and small bus-
inessmen more equitably. Capital should not be included as a “pref-
erence item” under any minimum tax,
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5. Provide taw incentives for stock ownership.—A plan allowing
taxpayers to defer tax payments or providing for tax credits for in-
come 1nvested in common stocks up to some limit would have & number
of desirable benefits. Such a plan would encourage additional savings
and investment in productive equity markets, thus stimulating business
expansion, which in turn will (i)rovido new jobs and greater material
well-being. The program would have the desirable socially stabilizing
benefits of expanding ownership of American enterprise to many more
citizens and providing additional motivation and reward for individ-
ual nest egg savings. :

6. Provide taw deferment for dividend reinvestment.—Deferral of
personal taxes on corporate dividends immediately reinvested in the
same business would probably cost little in terms of revenue in the
short run—and practically none in the long run—but at the same time
provide a significant incentive to increasing the equity funds that a
debt-heavy corporate structure so badly needs. Even though now tax-
able, the dividend reinvestment plans now offered by a number of
companies attract a relatively large amount of funds. Tax deferment
should increase that amount significantly.

These recommendations are not intended to be exhaustive nor can
they be achieved overnight. They are, however, goals that we should
move toward in an effort to shift our tax system from its current bias
for consumption toward emphasis on new capital formation to help
insure our long-term economic well-being.

The problems of the “minimum tax”

Conoeptuallgé the minimum tax is a paradox. The present minimum
tax camo into being as part of the Tax Reform Act of 1969. It imposes
a special 10-percent tax on so-called preference income, which is de-
fined as the value of certain income tax deductions, including accel-
erated depreciation, charitable contributions, depletion allowances,
certain interest deductions, and capital gains.

These ggce:emnco income provisions were intentionally placed in the
tax code use it was felt to be socially and/or economically desirable
to encourage certain types of behavior on the part of individunls and
businesses. But the result of the existing minimum tax is to penalize
individuals and busincsses for successfully operating in a manner
which the tax code recognized as being socially and/or economically
desirable.

The justification for some type of minimum tax is that everyone
ought to pay some Federal taxes regardless of how beneficial his spend-
ing and investment practices might be. In reality, the present minimum
tax is an additional tax that unguly penalizes the use of incentives (or
preferences). Moreover, tho grl?)oeed minimum tax amendment, &8s
contained in the House-passed H.R. 10612, would make the situation
even worse by eliminatl:f; the existing deduction for “other taxes
paid.” Such a tex, in actuality, is simply an added tax on already taxed
iricome.

The imposition of the existing minimum tax on s corporation is
especially undesirable. To the extent that such a tax reduces corporate
profits, it makes it more difficult for business to provide jobs at rea-
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sonable rates of pay. The corporate minimum tax also reduces the
rate of return to stockholders, thus discouraging additional equity
investment. Furthermore, the additional tax increases the pressure on
the corporation to raise prices in order to cover its costs.

Another highly questionable impact of the additive minimum tax
results from the inclusion of capital gains as a preference item. As
previously noted, U.S. capital gains taxes are already higher than
those of virtually all other industrialized nations. The existing capi-
tal gains tax tends to lock in investment and discourage capital for-
mation, yet the minimum tax proposed in H.R. 10612 would increase
this already excessive tax even further. When one realizes that a sub-
stantial part of most capital gains results from inflation, and in no
sense represents an increase in real wealth, the capital-destroyiu%
aspect of such a tax is readily apparent. Given the crisis in capita
formation and the resulting well-established justification for reduced
taxes on capital gains—to promote savings and investment over con-
sumption, to encourage necessary risk taking, to reflect higher replace-
- ment costs resulting from inflation, and to prevent the lock in of invest-
ment capital in nonproductive enterprises—sound and prudent eco-
nomic policy supports the removal of capital gains from the additive
minimum tax.

If a minimum tax is believed to be necessary, a fairer, more effective,
and less complicated means of achieving such & goal can be accom-
plished by using a “minimum taxable income” approach. In essence,
the MTI would be an “alternative tax,” whereby the beneficiary of cer-
tain deductions, preferential rates and/or exemptions would calcu-
late tax liability in two ways, and pay the higher of the two. Again
however, the “untaxed” portion of capital gains should not be included
even in the “MTI" a proach.

Such an alternative tax method would result in a true minimum
tax on economic income and would treat all income alike for purposes
of the additional tax assessment. It would not, however, impose unfair
additional taxes on income which has already been taxed at high rates,
nor would it be heavily biased inst capital formation, as is the
additive minimum tax proposed ir[x“g.R. 10612,

Finally, the alternative M'TI approach could be substituted for the
need for complex “limitations on artificial losses” provisions. The pro-
posed LLAL provisions are believed by many tax professionals to be
unworkably complex and in all likelihood Wiﬁ have an adverse impact
on many economic activities which by no means can be characterized as
“tax sheltors.” The basic purpose of LAL can be more effectively, more -
equitably, and more simp{;r handled by enacting MTI.

In conclusion, it is realized that some have argued that MTI would
not bring in as much revenue as the existing additive minimum tax
provisions. This is debatable. In any event, the issue of an additive
versus an alternative tax ought not to be decided on the basis of a rela-
tively amall amount of money (in terms of total Federal Government
recoipts), but rather on the basis of whatever is workable and consist-
ent with national needs for a higher rate of savings and capital
investment.
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STATEMENT OF THE ELECTRONIC INDUSTRIES ABSSOCIATION

The Electronic Industries Association is the national association
representin% the $35 billion electronics industry. Our members com-
prise manufacturers of a broad range of products from the smallest
component to large systems for defense and space, Our industrir rep-
resents a leading edge of technology and innovation and, as such, has
a vitxlu)l 1inberest in the continued expansion of the American production
capability.

he axenouncement of these hearings contained a request for state-
ments on three subjects—growing capital needs, creation of new jobs,
and noninflationary economic growth. The comments we are submit-
ting are based on the premise that these three items are inextricably
joined in terms of a basic need to assure adequate growth capital for
the expansion of industry’s capacity in the United States.

There is sometimes a temptation when viewing tax reform and its
effects on industry to think solely in terms of the impacts on corporate
profits, or thoserf‘;eneﬁts to industry which may be derived through
the tax system. It must be made clear, however, that a discussion of a
tax structure which will provide adequate expansion capital is one of
defining a most basic and necessary process through which productive
assets can he introduced into the very foundation of our economy.
Capital, quite simply, creates the necessary room and opportunity to
expand our industrial base, In the $35 billion electronics industry, this
base is estimated to almost double in size in the next several years.
Without a sound tax policy which encourages proper amounts of capi-
tal infusion, the electronics industry, and other industries, will simply
not be able to meet the demands of the market in the near future.

Having stated this-basic rationale for capital—namely, the base
upon which expansion can be predicated—it is important to not lose
sight of some very important secondary effects which derive from
assuring sufficient capital, These include replacement and moderniza-
tion of existing capital assets, providing the means to make the United
States energy self-sufficient, and permitting development of full-scale
measures to alleviate environmental concerns.

One important additional point must be stressed in establishinﬁ the
overall importance of sufficient capital investment to industry. This is
the creation of new jobs. To the degree that Federal tax policy is struc-
tured to assure adequate incentives to attract investment of equity
capital for the expansion of our economy, one can easily find a direct
correlation between that investment of capital and the number of new
jobs which can be made available. In electronics, for instance, it is
estimated that an initial capital investment of $25,000 is necessary
to create each new job, The converse is, of course, true. A restriction
of equity capital inevitably forces industry into a gosture in which the
creation of new jobs is diminished or even reversed. To the extent that
tax policy can be structured to result in the creation of new jobs, there
would be less inclination toward the more counterproductive measures
of seeking public service jobs to eliminate unemployment.

Having stated the need for a policy which encourages the expansion
of capital investment, it would be helpful to compare that need against
current conditions. This will provide some index of the necessity for
the Congress to act in the interests of the overall U.S. economy. The
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recent erosion of business profits has caused business to raise more and
more of its needed expansion money from éxternal sources. Profits,
of course, are one of the prime sources of funds for capital expansion.
Simultaneously, however, the inflationary forces at work have pro-
vided little incentive under the current tax laws for the investment
of funds in capital equipment, machinery, or other depreciable assets.
It is important here to distinguish between a tax policy which frees
up equity capital for investment and the current situation we find
ourselves in where the capital necessary for expansion is not coming
from profits or from et}luity capital, but rather from debt-finance
sources. Debt capital, while providing at best for limited expansion,
does not result in the creation of new jobs, This is so since the capital
is available only at much higher costs with no correlation on rates of
return. ‘”

Given the compelling needs for capital expansion and present eco-
nomic trends in the country, it scems obvious that the Congress must
move swiftly and constructively to provide the proper incentives
within the tax structure to attract new equity capital—and also to slow
the inflationary forces.

We urge the Congress to act on & package of tax reform which
wanld serve to restore a capital-conscious tax policy. This in turn will
assure the creation of new jobs and provide the ways and means to
fully address energy, environmental, and safety concerns insofar as
the solutions require capital assets.

1. Congress should institute a ;}rogram for the phaseout of double
taxation of corporate earnings. The current policy of taxing both
corporate earnings and distributed dividends creates a disincentive
to Investment by double taxation of the benefits which could be
derived from investing capital for industrial expansion.

2. The current temporary increase in the investment tax credit to
10 percent should be made permanent. In fact, many have called for
an additional increase to 12 percent based on current economic con-
ditions. The investment tax credit alone is a viable inducement to the
attraction of needed investment capital. However, we have been faced
in recent years with an unusual de, of uncertainty regarding the
status of the investment tax credit. This has worked against investor
confidence. Therefore, not only is it important to make the credit per-
manent, but also for the Congress to do it in such a way that investors
may rely with certainty on its permanence.

3. Congress should revise depreciation schedules in such a way so as
to recognize “replacement costs” rather than perpetuating the present
rolicy grounded in the use of original costs in asset depreciation rates.
The current useful life gl‘ovision is simply anachronistic given today’s
inflationary pressures. This has resulted in far too little internal cap-
ital formation. :

4. There should be a phascout of capital gains tax on depreciable
investments.

As a final thought, we have recently heard much discussion putting
forth a shortsighted view that one answer to expansion and current
economic conditions is to expand consumption. We submit that one of
the negative imbalances at work at this time is a strong shift of capital
{rom expansion to consumption. To the extent that consumption is
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disproportionately utilizing large amounts of available moneys, we
urge rejection of any such notion that increased consumption offers a
solution to the problems we have discussed. Rather, Federal tax policy
should be properly restructured so as to reverse this trend by enhanc-
ing the attractiveness of investment in industrial expansion by avail-
able sources of equity capital.

STATEMENT OF PATRICK HEALY, SECRETARY, NATIONAL MILE
Propucers FEDERATION

The National Milk Producers Federation, on behalf of its member
dairy cooperative marketing associations across the Nation and their
dairy-farmer members, appreciates the opportunity to discuss several
tax 1ssues of great significance to dairy farmers.

We will direct our comments today toward two specific issues: The
tax status of cooperative marketing associations under the Internal
Revenue Code; and the need for revision of our estate tax laws.

WHAT ARE COOPERATIVES?

Agricultural cooperatives are organizations of farmers who have
banded together in an effort to improve their economic lot. They are a
basic form of self-help in which farmers seek to solve their own
problems, improve the quality and services of their produce, and try
to obtain improved returns for the labor and investment required to
produce the Nation’s food and fiber.

They are entirely voluntary. No farmer needs to join a cooperative
or to remain a member unless he wishes to do so. In practically every
case, membership is open. Any farmer who wishes to avail himself of
the services of the cooperative and to participate in it is welcome to do
s0.
Some dairy cooperative associations are bargaining associations
through shich farmers can bargain as a group for the sale of milk to
processing and distributing plants. Without such associations, farm-
ers have no bargaining power and are in the position of having to take

“whatever price the dairy companies may choose to pay for their milk.

Cooperatives also check weights and butterfat tests of the milk sold by
their members, thus eliminating the possibility of false or inacourate
tests and weights. ’ ‘ )

Other dairy cooperatives are manufacturing units. These are groups
of farmers who, instead of selli_ng their milk as a raw agricultural prod-
uct, have organized cooperatively to manufacture it, on a cost gams R
in their own plants. built with their own capital, in order to obtain &
better return by selling it in the form of finished dairy products.

Cooperatives also purchase for their members, on a cost basis, sup-
plies and equipment needed in the operation of their farm.

OONGRESSIONAL APPROVAL OF COOPERATIVES

There is a long history of conﬁ'reasxonal action o encourage farmers
to improve their own positions through the organization and operstion
of cooperatives. The policy and intent of Congress in this respect has
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been well established by many enactments. These would include the
Capper-Volstead Act of 1922, the Agricultural Marketing Act in 1929,
numerous provisions relating to cooperatives which were enacted dur-
ing the 1930’s, and other legislation relating to cooperatives includin
a major rewriting and strengthening of the Farm Credit Act passe§
by Congress in 1971. :

In 1929, Congress said, “It is the policy of Congress to promote the

~establishment of a farm marketing system of producer-owned and
roducer-controlled cooporative associations.” Congressional support
or cooperatives was reaflirmed in the enactment of the Agricultural
Fair Practices Act in 1968 in the following statement:

Because agricultural products.are produced by numerous individual farmers.
the marketing and bargaining position of individual farmers will be adversely
affected unless they are free to join together voluntarlly in cooperative organiza-
tions as authorized by law. Interference with this right is contrary to the public
interest and adversely affects interstate commerce,

That cooperatives have justified the confidence placed in them by
Congress is amply attested by the fact that this policy of encourage-
ment has been consistently maintained for more than 50 years.

COOPERATIVES HELP FARMERS

Cooperatives have rendered valuable service to agriculture. Through
them, farmers have provided services for themselves where needed
services were not otherwise available,

They have kept processing and marketing margins in line by proc-
essing and marketing their own produce in their own plants when
the margins charged%y others were ,txcessive. More importantly, co-
operatives assure their members a continuing market for their produc-
tion. In the case of a commodity such as milk, the importance of this
cannot be overstatcd. In the same manner, when prices charged for
feed, fertilizer, farr: cquipment, and other production needs have been
excessive, farmers ':ave set up their own purchasing operations.

Even in arcas where there are no cooperative plants, the fact that
farmers can set up their own plant if processing margins become ex-
cessive serves as a strong influence to keep these margins within rea-
sonable bounds,

Farmers have not organized cooperatives for the fun of it. In most
cases, they have been driven to do so either because the services they
need are not available or because excessive profits were being taken at
their expense or reliable markets are lacking. Unless there is a very real
need for farmers to organize, the setting up of a new cooperative is
quito likely to fail.

COOPERATIVES ARE IMPORTANT TO CONSUMERS

Although farmers’ cooperatives have been reasonably successful in
the field of agriculture, they have neither achieved nor sought unrea-
sonably high prices. Controls against undue enhancement of prices are

rovided in section 2 of the Capper-Volstead Act. In actual practice,
1t has never been necessary to use this section. In addition, coopera-
tive marketin{g associations are subject to the same constraints under
our antitrust laws as are faced by ordinary business firms.
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This country is so large, and its agricultural resources are so great
that cooperatives could not unduly enhance prices even if they desired
to do so. However, cooperatives have not sought unduly high prices.
They have taken the position that prices should be at levels which re-
flect & fair return to the farmer, taking into account his labor and the
investment and risk involved. -

Consumers have no right to enjoy food at prices which do not pro-
vide reasonable compensation to farmers, any more than they have a
right to enjoy industrial products made with sweatshop labor. Hourly
returns for the labor of dairy farm operators, as reported by the De-
partment of Agriculture, have been far below $1 per hour in many of
the past years. In 1968, the USDA reported hourly returns for dairy
farmers In three test areas to be $1.07, $1.08, and $0.91 (Agriculture
Information Bulletin No. 230, September 1968). Increased prices for
milk in recent years have not substantially changed this picture.

Cooperatives perform a valuable service to consumers by keeping
processing margins under reasonable control. Furthermore, coopera-
tives are an important and vital factor in the production of the abun-
dant supplies of high quality food which this country enjoys.

TAXATION OF COOPERATIVES

Throughout the years, there has been considerable debate and con-
troversy over the tax status of farmer cooperatives. Some, in an effort
to discredit cooperatives or to cast them in an unfavorable light, have
charged that cooperatives are businesses operating under a complete
tax exemption. This is untrue and arises in part from a misunderstand-
ing of the nature of the cooperative, its functions and its operations.

Businesses operated by individuals, Fartnerships, cooperatives, and
small business corporations are taxed alike in that only one level of tax
is imposed on earnings. This tax is paid by the individual, the part-
ners, the members of the cooperative, or the stockholders.

It must be constantly borne in mind that the cooperative is the
farmer. In its operations in the market, the cooperative functions in
behalf of its farmer members. The policies it pursues are those laid
down by the farmers who own and use the cooperative. The coopera-
tive’s operations are performed on a cost basis with all net benefits real-
ized from the operation of the cooperative passed back to the individual
farmer in proportion to his patronage.

The onlv tax benefits available to cooperatives which are not equal-
ly available to other business entities are the special benefits provided
by Congress for agricultural cooperatives. These benefits are limited
to a deduction for stock dividends and a deduction for incidental in-
come allocated to patrons. Exemption from a double tax results from
the method of operation and not from the law. Any business operated
could contract in advance to perform a service for patrons at cost,

" less necessary expenses, as cooperatives do. If it did so, each of these
types of business enterprises would be subject to only one level of tax
just as cooperatives are. .

Only a farmer cooperative can qualify for the tax exemption. The
cooperative must do at least 50 percent of its business with its own
farmer members. This applies to both marketing and purchasing. co-
operatives. Both members and nonmembers must be treated alike.
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Any net savings or earnings must be distributed to all patrons on the
basis of their patronage, without regard to whether they may or may
not be members of the cooperative.

The earnings arising from the operation of a cooperative must he
passed back to its patrons, and the patrons are taxed currently and
at the full amount. This tax is charged currently without deferment.
This is true whether the farmers elect to receive their savings in cash
or allow them to be retained as capital funds of the cooperative.

It must be borne in mind that .the cooperative is an extension of
the farmer’s activity. On the farm, he is a producer of food and fiber.
When he joins with his fellow producers to organize and operate a co-
operative marketing association, he is extending his farm activities
into the market, but is doing so under carefully prescribed limits which
detail the scope of the activities, the types of products handled, and
the degree of non-member activity which the organization might have,

The present tax status of cooperatives has served to bring the earn-
ings ofp cooperatives under Federal taxation, to the extent that they
are a part of the individual farmer’s income. It cannot be argued that
this income escapes taxation. The system has worked well from the
standpoint of equity and must be continued.

An aspect of the cooperative taxation issue that is often overlooked
is the impact changes would have on the cooperative’s ability to
maintain its capital structure. The largest single source of capital rep-
resented in the plant and equipment of cooperatives is the retained
member earnings. Umlerp&icies established by their boards of di-
rectors and membership, cooperatives rotate this equity on an estab-
lished schedule. :

This unique situation places the cooperative in a difficult situation,
In essence, 1t means that the portion of its basic capital structure that
arises from retained earnings must be constantly renewed. A removal
of the present tax treatment of cvcoperatives would, for many, render
this capital generation process impossible. By doing this, the farmer
would effectively be denied the capability of using the cooperative as
a marketing tool. This would be a severe blow to agriculture and to
the consumer, as well, since it would mean the loss of one of the strong-
est competitive elements in agricultural markets today.

ESTATE TAXES

As others have pointed out, there has been no significant modifica-
tion of estate tax laws since 1942, so the current review is timely.
Agriculture in particular has changed dramatically during the inter-
vening 34 years. Our comments will be addressed entirely to the im-
pact of estate taxes on agriculture and modifications which we endose.

Two primary factors have contributed to the need to review the
handling of agricultural estates—inflation and increasing farm sizes.

In 1942 the average farm, including buildings, was valued at $34
an acre. Today it is valued at $340 an acre—10 times its 1942 value.

During that same period the average U.S. farm has more than
doubled 1in size, increasing from 182 to 385 acres,

Combining these figures results in an average farm value more than
20 times what it was in 1942, It has gone from $6,100 to $131,300.
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This is only the value of the farm. It does not include such personal
property items as machinery, livestock, feed or supplies which are an
Integral part of the farm operation.

In 1942, even in the most intensive type of agriculture, these per-
sonal property items plus the farm value of $6,100 would not reach
the $60,000 estate tax exen:ption level. In other words there was no
type of farming in which the average farmer would have paid an estate
tax if all of his assets were farm related.

By 1976 this has changed substantially. The University of Min-
nesota has provided figures from their farm-business summary. This
data is for a 240-acre farm with a dairy herd of 35 to 44 cows, a size’
which appears to be average for Minnesota. Jn submitting this they
have taken 1974 data from their records and updated it to 1976.

On this prototype Minnesota dairy farm values have been deter-
mined as follows:

LANA e cmcemcmeccccececesce—eememeemmecam——e—————e $04, 000
Buildings, excluding dwelling e 51, 000
Personal Property cceeeeemcceccccccceccceconcsmcccemcccencescane———" 70, 000

POtAl e c e am—c e e m e e ——————————————— 215, 000

making the farm total $235,000. It is this set of figures which we wi
use in commenting on various proposals.

One of our biggest concerns has been the negative impact of existing
estate tax laws on the continued existence of family farm units.

Asshown in detail later in this testimony the tax on an average dairy
farm worth $235,000 is presently $40,200, over 25 percent of the value
of the estate. This is a financial burden often beyond the ability of the
family member operating the farm to pay, much as he may desire to
continue to operate the farm. As an alternative he finds himself forced
to sell off a portion of the farm, leaving him with a less-efficient smaller
unit. Or he finds it necessary to sell the entire farm to a neighboring
operation and his farm, as an operating unit, ceases to exist.

Such changes in estate tax law as are developed by your committee
should be designed to overcome this forced-sale aspect of present law
and encourage, where practical, the continued existence and operation
of family farm units.

President Ford, recognizing the agricultural estate problem, has
publicly announced two proposals.

The first of these is an ins{allment payment approach, with no in-
terest for the first 5 years and a 4-percent interest rate for another 20
years, applicable in full to farm-type (and other) estates up to $300,-
000 and with reduced benefits on estates up to $600,000.

‘While this ]pro could be beneficial we have some doubts on the
practical ap? ication of it and so expressed ourselves in a letter to
Secretary of the Treasury William Simon on January 80. A copy of
our letter is attached as a part of this statement. The committee’s at-
tention is invited to the specific points we have raised, as they can be

~ helpful in drafting legislation to imi)lement the President’s Wl'
Secretary Simon responded to our letter on February 25. e he
recognized the points we raised he also indicated that the safeguards
in present law, which many farmers consider too rigid to make this
program practical, would continue to apply.

To this we have arbitrarily added a $20,000 value for the dwellingl,
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While we recognize the need for IRS to have a reasonable ability to

collect taxes by this means, we believe a “rule of reason” should pre-
vail in order that the program may serve its intended gurpose. Unless
it has sufficient flexibility to permit changes prompted by advancing
techdnology a deferred payment approach might do more harm than
good.
The dairy industry offers a good illustration-of this type of change.
Twenty-five years ago nearly all of the Nation’s milk went to market
in milk cans. Today most of it is handled in bulk cooling tanks at the
farm and then transferred to tank trucks to be moved to market. Along
with the farm tanks have come milking parlors and pipeline milkers,
Theso changes have greatly improved milk quality, so all have
benefited.

We ask that any legislation covering installment payment of farm
estato taxes be such that this type of change will not be inhibited.

President Ford has also advocated increasing the estate tax exemp-
tion from $60,000 to $150,000, phased in over the next 5 years.

While we endorse the concept of increasing the estate tax exemption,
we believe he does not go far enough—and is taking too long to do it.

We recommend that any change in this exemption be made effective
immediately. YWhen one realizes that no change has been made for 34
years we see no logic in waiting longer to establish the level which,
through the legislative process, is now determined to be proper.

While an exemption of $150,000 is a decided improvement over the
Eresent $60,000 level, it would still leave a substantial tax to be paid

y the average Minnesota dairy farmer mentioned earlier. A large
number of bills being considered by your committee would raise the
exemption to $200,000. We endorse this figure.

Using our Minnesota d%i&g’ farm figures we have computed the Fed-
eral estate tax with a $60,000, a $150,000, and a $200,000 exemption. In
so doing we have subtracted $10,000 in each case for such deductible
items as funeral expenses, estate settlement costs, etc.

Exsmption level
$60, 000 $150, 0CO $200, 000

Estate valul. . ... .. ieiiiiiiiieiiiciiiniacciececnaccanccecnrnone $235, 000 $235, CCO $235, 000
Lossdoductibles. .....cccouniiiaiciiiaiicictcnaracecacsnnncnanas ~10, 000 ~10, 000 —10, 000
(L T N 225, 000 225, 000 225,000
Less basic oxempHon. ... oo iiciiieiaiiceeeraacacnancacanan —60, 000 —150, 000 —200, 000
Taxableestate. ... .. ..o i ricieceinanaa 165, C00 15, 000 25, 000+
Foderalestate tax. ... ... oo iiaenaas 40,200 . 13,700 2, 300

It is noted that under the President’s proposal this average farm
would still pay a substantial amount, $13,700, 1n taxes. For each $3,600
the value increases above these figures at least an additional $1,000
would be due. Tax totals at this level would be difficult for the average
farmer to pay.

If & $200,000 exemption is a?(plied the tax is $2,300. Along with this,
however, the lower rate brackets which apply would result in $500
additional tax on the next $3,600 and the progressive rate increase
above t}mt amount is far less steep than under the President’s
proposal.

69-516—76—pt. 6——10
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‘We also urge adoption of a built-in adjuster, based on the Consumer
Price Index, to keep the exemption up to date with inflation and chang-
ing economic conditions. X

Other proposals before the committes would increase the marital
deduction. We note that increasing the basic exemption to $150,000 or
to $200,000 would permit the farm in the illustration we are using
to pass to the wife without payment of estate tax. To nssure that thig
occurs we believe an even greater” marital exemption should be
permitted.

Particularly we urge this where the wife is an active participant in
the operation of the farm. Presently IRS has held that only proven
financial contributions by the wife can be subtracted in determining
the net estate.

We urge consideration of the active participation by the wife in
the operation of the farm as a contribution by her to the overall farm
value and therefore to be excluded from taxation. Many dairy farms,
beeause of the amount of labor involved, are in practice husband-wife
partnerships. For estate purposes they should be so treated.

The last major proposal before your committee is to have agricul-
tural property, when it has been and continues to be used for farning,
appraised on its agricultural rather than some other potentinl use.
"This we support. »

1t is tragic to have family farmns, some of which have been in one
family for many years, broken up because it has been determined that
they could command a higher sales price if converted to a shopping
center, & subdivision or some other nonagricultural use. As long as the
family desires to continue to operate this as a farm it should be
appraised on its farm value and the estate tax determined accordingly.

As we visit with the dairy farmers of our member association we
find them deeply concerned about present estate taxes and what these
could mean to their farms. We commend the Committee on Finance for
these hearings. Wo urge prompt action on your part in developing an
equitable program which will assure the continued existence of the
family-farm type agriculture so prevalent in the United States.

Namoxarn MiLk Propucers FEDERATION,
Washington, D.C.,January 30, 1976.
Hon. WirLtam E. Srvoxn, , :
Secretary of the T'reasury,
Department of the T'reasury,
Washington, D.C.

DEAR MR. SkcreTary: The National Milk Producers Federation is
composed of most of the dairy cooperatives in the United States. We,
therefore, have an active interest in legislation which affects the
dairy farmer members of these cooperatives, most of whom are family-
farm operators.

We have evaluated the President’s proposal to extend the time of
payment for such estates to 25 years with liberal interest terms. We
commend the President for recognizing a serious existing problem.

Estate taxation presents a major problem for farm operators
throughout the Nation. At the present time, they are faced with a
situation where many family farms are sold, in whole or in part, in
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order to permit payment of these taxes. This inhibits the orderly
transfer of ownership within a family and actually contributes to an
increasing concentration of ownership of agricultural land. Some
estimates Place the amount of agricultural land transferred for the
purpose of meeting estate tax liabilities as high as 25 percent.

The proposal advanced by the President can be helpful in meeting
this problem. To fully address the question, we do feel that it should
encompass a degree of tax relief in addition to the increased ability

to defer. taxpayiments. A, number of proposals have been put forward

which would increase the estate tax exemption from $60,000 to $200,000
while providing for valuation of agricultural land for agricultural
urposes. Inclusion of these features 1n reform of our estate tax system,
m addition to the deferred payment plan, would yield substantial
benefits by permitting continued maintenance of family-type units.
This is essentinl to continuing and advancing the productivity of
agriculture.

There are some points which need to be kept in mind as legislative
language is developed to implement President Ford's proposal, if
it is to provide a meaningful step toward improving the ability to

* maintain family-farm units.

Presently, as you are aware, there is a procedure where, under
certain’ circumstances, estate taxes can be paid over a 10-year period.
It is our understanding that this procedure is inhibited by the fact
that the estate must post a bond for up to twice the outstanding
amount. Additionally, the administrator of the estate is held per-
sonally liable for these taxes, WWe recognize that the Internal Revenue
Service must have some reasonable ability to collect, but the present
limitations seem far too severe and need to be modified.

This raises an extremely serious question as to who, under your
proposal, is considered the actual owner of the property for the 23
years after the creation of the estate. During this period, does it con-
tinue to be an estate? Or does title vest with the heir who has assumed
operation of the farm? If the latter is the case, what lien rights does
IRS have against one man's property to collect the debt of another?

Under present law. it is our understanding that the estate tax obliga-
tion must be paid before a property can be sold. Presumably, this is
necessary to clear title before transfer.

Assuming that this same interpretation applies to the proposal
(that the property continues to be owned by the estate untirthe tax
is paid), what incentive is there for the heir (or heirs) to make im-
provements on the property { We are sure it is not the intent to freeze
siich a pmrox'ty to the point that it cannot keep up with the chang-
ing technology. If that were to occur, your proposal could do more
‘harm than good.

Other questions also arise. What opportunity would there be to sell
all or a part of the property during this 25-year period { What would
h.npp?on if their heir who is operating the farm were to die during that
tnne

In summary. any proposal which is developed must not be so rigid
in its desire to assure that the tax is paid that it hampers the orderly
operation of the property as a family-farm operation.

Sincerely,
Patrick B. HeaLy, Secreta:y.
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AMERICAN LAND DEVELOPMENT ASSOCIATION,
Washington, D.C., April 20, 1976.
Hon. Russern B. Loxg,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEear SEvaTor Lona: The American Land Development Associa-
tion (ALDA), for the many cogent reasons listed herein, very strongly
opposes two provisions of H.R. 10612 as it passed the House. The first
would impose an arbitrary ceiling on the deductibility of nonbusiness
interest. The second would impose severe requirements that a tax-

ayer would have to mect before a taxpayer would be allowed to

eauct the legitimate expenses incurred with respect to a vacation
home. Both of these provisions, if enacted into law, would have a very
serious adverse impact on the building industry and on employment
levels in the construction trades. To the extent there are existing
abuses, they can be handled administratively under existing law with-
out the necessity for enactment of such harsh measures.

Limitation on Nonbusiness Interest Expense Deductions -

Section 206 of H.R. 10612 would place a ceiling of $12.000 on ger-
sonal interest expense that may be deducted in any taxable year. The
same provision would place savere limitations on the amount of de-
ductible interest on investment indebtedness although it is not the
}E‘urposo of this letter to address itself to that aspect of section 206.

he imposition of a ceiling on personal interest expense expressed in
a numerical figure is unjust and discriminatory. In an era when the
purchasing power of the dollar continues to shrink, the resort to-
a dollar figure is arbitrary and capricious. The personal interest ex-
pense figure taken as an itemized deduction had acmittedly increased
year after year. However, much of this is due to inflation and the fact
that mortgage interest rates are 2 to 3 points higher than the tradi-
tional level of 8 percent. It is well known that a comparable home
conld be purchased in 1960 for less than half the amount that would
have to be expended today. The steadily rising price of homes, town-
houses, and condominiums has slowed somewhat due to the current
economic conditions. However, there is nothing to indicate that the
long-range picture will be any different than it has been over the past
decade or so. Under these circumstances, the imposition of a oei?ing'
on personal interest expense would discriminate against newer fam-
;]lies that aro striving for the American dream—to own their own

ome,

The provision is clearly contrary to longstanding congressional
intent to allow personal interest expense as a legitimate itemized
deduction. If section 208 becomes law. 1t would establish an undesirable:
precedent for disallowing other justifiable deductions such as those for
charitable contributions.

The provision strikes directly at homeowners and would-be home-
owners since the major component of personal interest deduction con-
sists of mortgage interest. This is clearly inconsistent with the con-
gressional intention of encouraging family homeownership. The pro-
vision would clearly make it more costly to acquire and own a home:
and in that sense it is inconsistent with the tax credit for the purchase
of a new home which Congress enacted last year.



2527

The view is expressed by those who support section 206 that there
are not that many homeowners or would-be homeowners who would
have mortgage interest expense of $12,000 or more. But as indicated,
more and more taxpayers continue to fall into this category as the
prices of new homes, townhouses, and condominiwmns continue to
rise. And even if mortgage interest is not that high, there are other
personal interest expenses which could easily increase personal in-
terest expenditures to a point that exceeds $12,000. I'or example, many
middle-class families are undertaking substantial loans to finance
college education for their children. And it isn't unusual to incur loans
to cover unexpected medical and dental expenses. Then there are the
usual other types of consumer loans incurred to buy automobiles and
household effects. ,

No matter how the interest expense costs are derived, once they ex-
ceed the (rroposcd ceiling, they effectively increase the tax liability
of the individual. To the extent this occurs, it reduces the capability
of the individual to own or acquire a home,

Taxpayers, if this proposed ceiling is enacted, would thereafter have
to live with the uncertainty of knowing that if Congress has arbitrar-
ily set a ceiling of $12,000, it would at some point legislate a lower
ceiling or wipe out the deduction for personal interest expenses alto-
gether. The proposed ceiling could be a crushing burden to taxpayers
who are gresently legally obligatcd to pay interest on outstanding
loans. And the uncertainty could cause taxpayers to be hesitant about
making major purchases, including homes, and thus concomitantly
obligating themselves to incur loans that would be necessitated by the
purchase. This uncertainty is bound to have a seriously dampening
effect on the economy.

Furthermore, section 208 is discriminatory in that it would limib
the amount of deductible interest to individual taxpayers, but place
" no similar limitation on corporations or other business enterprises.

The provision would also make for many new administrative com-
plications and carry with it added tax litigation. One of the original
reasons Congress was disposed to allow interest as a deduction even
where incurred for nonbusiness reasons is that it frequently is diffi-
cult to draw the line between loans incurred for business and invest-
ment purposes and those incurred for personal reasons. According to
the-committee report, a loan would be considered to have been made
for personal reasons and hence the interest would be subject to the
ceiling where the proceeds of the loan are used for “ﬁersonal pur
to provide the taxpayers with a standard of living which is clearly out
of the ordinary.” It appears that if the provision is enacted. Congress
would place the burden on the IRS of ascertaining on a case-by-case
basis what is the established living standard for each American. Thus
TRS wonld have this problem in addition to the very sticky one of
deciding in close cascs whether the loan has been incurred for an in-
vestment or business purpose a8 opposed to personal pur If on-
acted, it would take years for the IRS to dm&nd promulgate regula-
tions that would establish guidelines so that taxpayers would know
whether they had to observe the ceiling on deductible interest or could
ignore it. Thus, to include section 206