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companied by Eugene Rinta, executive counefl. oo oo,
Kuhn, Bowle, commissioner of baseball . .
Laguarta, Julio S., chairman, legislative committee, National Association of
Realtors; accompanied by Gil Thurm, staff legislative counsel, and
EdwlnlL. Kahn, of Arent, Fox, Kintner, Plotkin & Kahn, speclal tax
COUNBRL et m e ———————————————————————
Lane, Ms, Laura, Farm Journal, Philadelphia, Pa. . oo

Lawrence, Don, president, National Apartment Association, accompanied -

by John C. Williamson, general counsel ... oo
Lederer, Robert F., executive vice president, American Association of
Nurserymen, Inc., accompanied by Jobn Manwell . e
Leisenring, B. B., Jr., chairman, tax committee, National Coal Association,
hecompanied by Robert F. Stauffer, general counsel, and Larry Zalkin,
treasurer, Westmoreland Coal Co. e
Iibin, Jerome B., Sutherland, Asbill & Brennan_ . ___.____
Little, Thomas L chairman of the board, First National Retlrement Sys-
tems, Inc., accompanled by F. Jerome Shea, president, and Rufus 8.
Watts, technlcal vice president _ - e
Lovell, Malcolm R., Jr.,, presid2nt, Rubber Manufacturers Association,
accompanied by Edward Wright, vice president of economic affairs of
American Rubber Manufracturers Association_ . ______
Machinery and Allied Products Institute, Charles W. Stewart, president,
accompanied by Frank Holman, staff counsel. e
Maer, Claude M., Jr., Natlonal Livestock Tax Committee, accompanied
by Flynn Stewart, member; Henry Matthiessen, Jr., former president,
American Hereford Assoclation; William McMillan, executive vice presi-
dent,_National Cattlemen’s Association; and Bill Jones, executive vice
president, National Livestock Feeders Association. ... _________
Manufacturing Chemists Association, F. Perry Wilson, chairman of the
board, Union Carbide Corp. oo mcceemmmmmme
Marcus, Burton S., Committee on American Movie Production........_.
Matson, Robert, chairman, Committee on State Taxation, Council of State
Chambers of Commerce, accompanied by William R. Brow'n. secretary
and assoclate research director. - e
McDermott, Francis O., partner, Chicago law firm of Hopkins, Sutter,
Mulroy. Davis & Cromarﬂe .........................................
McLean, Warner H., tax director, Hilton Hotels Corp_ oo ____
McLellan, Robert, vice president for international government relations,
FMC Corp., accompanied by Robert Moody, tax counsel, FMC Corp-__..
McMullen, Robert L., president, American Soclety of Travel Agents, Inc,,
accompanied by Glen A. Wilkinson, general counsel to ASTA______.___
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 ..........................
Metropolitan Life Insurance Co., Dr. Charles Moeller, Jr., senior vice presi-
dent and economist. .o cemnecmmmmcace—em————————
Midwest Task Force for Beef Exports, Inc, Hon. Jules W. Burbach,
president o e eccmemcem e mcecccm—————
Moeller, Dr. Charles, Jr., senior vice president and economist, Metropolitan
Life INSUrance CoOeomeceeccccccc e ccccnccmccmcimcmmeme——e———————
Motor Vehicle Manufacturers Assoclation, Peter Grlakivlch director- ...
Moving Picture Machine Operators Union of the International Alliance,
Steve D'Inzillo, New York business representative . - oo
Nathan, Robert R., Robert R. Nathan Associates, Inc., on behalf of Small
Producers for Energy Independence oo o
National Apartment Association, Don Lawrence, president, accompanied
by John C. Willlamson, genergal counsel. v oo
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National Association of Home Builders, John C. Hart, president, accom-
panied by Ieonard L. Silverstein, tax counsel, and Carl A. 8. Coan,
Jr., legistative COULBEl . e e e —————

Natlonal Assoclation of Manufacturers, Roland M. Bixler, chairman, com-
mittee on tAXAtlON oo o e —————

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

National Association of Retired Federal Employees, Charles Merin and
Judith Park, legislative asgistants..........

N:})téun:n Association of ‘theater Uwners, Paul Roth chairman orf the

AT e e ——— = o o e e e e e e e

National Association of Wholesaler-mstributors. W. Lee Gosnell, director
of government relations .. o e ————

National Cattlemen’s Association, William McMillan, executive vice
president ___ . _______ —— e m e a e mcme e mm e e ———————

National Coal Association, E, B. Lelsenring, Jr., chairman, tax committee,
accompanied by Robert Stauffer, general counsel and Larry Zalkin,
treasurer, Westmoreland Coal CoO. oo

National Conference of Motion Picture and Television Unions, Sam
Robert, coordinator. e — e ————————

National Dividend Plan, Dr. Martin Gainsbrugh, economic consultant,
accompanied by Hal Short, consultant to the NDPa e oo cccceeeeee

National Forelgn Trade Council, Inc.,, Robert M, Norris, president,
accompantied vy :

Raymongd A. Schroder, chairman, tax committee;

. Wesley N. Fach, vice president, tax-legal division. ..o .

National Housing Partnerships, Sidney Freidberg, executive vice president
and general counsel, and member executive committee, Ad Hoc Coalition
for Low and Moderate Income Housing . oo oo

National Housing Rehabilitation Association, A. Carleton Dukess, chair-
AN e — e ———————————————

N%tlonal Livestock Feeders Association, Bill Jones, executive vice presi-
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National Livestock Tax Committee, Claude M. Maer, Jroo oo ..

National Machine Tool Builders' Association, J. B. Perkins, president, Hill
Acme Co., accompanied by James A. Gray, executive vice president, and
James H. Mack, public affairs director o o oo

National Realty Committee, A. Albert Walsh, president, accompanied by
Alan J. B. Aronsohn NRC tax counsel. .o oo

National Rural Housing Coa'ition, Cushing Dolheare, executive secretary...

National Savings & Loan League, Gilbert G. Roessner, past president..._

National Urban Coalition, M. Car]l Holman, president...-eeceocacomaoaoe

Natural Resources Group of the Cencral Bank of Denver, Allen Thomas,
vice president. . e m———————

Needham, James J., chairman of the board, the New York Stock Exchange,
accompanied by Donald L. Calvin, vice presldent, NYSE, and Dr. Willlam
C. Freund, vice president and chief economist, NYSBE. . vvervemcea--

New York State Bar Assoclation, 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. William
O. Freund, vice president and chief economist, NYSE. ..o cncumncan

Nolan, Kathleen, national president, Screen Actors Guild- . _._.__

Nolan, Willlam J., Jr., chairman, Committee on Taxation, United States

Council of the International Chamber of Commerce, INCac oo cucaaas
Norman B. Ture, Inc.,, Norman B, Ture, president. o avaencanan
Norris, Robert M., president National Foreign Trade Council Inc., ac-

companied by :

Raymond A. Schroder, chairman, Tax Committee ;

- Wesley N. Fach vice president, tax-legal division. oo ccuaucaas

Pace, Norma, senior vice president, American Paper Institute, accom-
panied by Neil Wissin, director of taxes, Weyerhaeuser CO-vcuu---
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Northrup, King & Co., LeRoy Johnson, corporate tax counsel, accom
panied by Wayne Underwood, international marketing director, ASTA..
O'Connor, James J., executive vice president, Commonwealth Edison Co.,
__ on behalf of Edison Electric Institute, accompanied by Reid Thompson,
chairman of the board and president, Potomac Electric Power Co., and
Al Noltz, Commonwealth Edison of ChiCag0.m v eomccccececemccaeenn
Panel consisting of :
Bowie Kuhn, commissioner of baseball, accompanied by Walter J.
Rockler and James P. Fitzpatrick;
Robert O. 8wados, 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 Assoclation . ..o ..
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 Plcture and
Television Unions and National Conference of Motion Picture and
Television Unions and vice president of Local 52;

Pa(n)n Roth, chairman of the board, National Association of Theater

wners ;

Steve 'D'Inzillo, New York business representative, Moving Picture
Machine Operators Union of the International Alliance;

Alan J. Hirschfteld, president and chief executive officer, Columbia
Pictures Industries, Inc.; and

Kathleen Nolan, national president, Screen Actors Guild-_ . _____

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

8 mcmamcr—ena—em———e———— ‘ - ——— - -

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-
fdent, Truck Traller Manufacturers Assoclation. oo e

Panel consisting of: Stephen Alles, president, Association of American
Railroads, accompanied by John P. Fishwick, president and chief execu-
tive officer, Norfolk & Western Rallway Co.; Dr. William J. Harrls, Jr.,
vice president, research and test department, Association of American
Rallroads; W. Graham Claytor, Jr., chief executive officer, Southern
Rallway System, and F. B. Barnett, chairman, board of directors and
chief executive officer, Union Pacific Raflroad e ccccccaaecae

Panel consisting of: :

Dr. Willlam Perrault, president, National Assoclation of State Lot-
teries; Edward Powers, executive director, New Hampshire Sweep-
stakes Commission; John Wincherter, executive director, Connecti-
cut State Lottery, and vice president, National Assoclation of State
Lotteries; and Ralph ¥. Batch, director, Illinois State Lottery.----

Paragon Resources, Inc., James C. Templeton, president. ...t coaao
Parker, Foster, president, Brown & Root, accompanied by Prof. Michael E.
Conroy, University of Texas at Austin. . _ oo onm el
Penick, William C., chairman, Federal tax division, American Institute of
Certified Public Accountante. ... e e ccecccmccmc e n——————
Penn Central Transportation Oo., Robert W. Blanchette, chairman of the
trustees, accompanied by Newman T. Halvorson, Jr., counsel.. ...
Perkins, J. B., president, Hill Acme Co. accompanied by James A Gray,
executive vice president, National Machine Tool Builders’ Assoclation,
and James H. Mack, public affairs director, NMTBA. .« ccccaccmccvunaa
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of the Bar of the City of New YorKo o 703
Reading Co., Alfred W. Hesse, chief executive officer and acting president,

accompanled by Ernest S. Christian of Patton, Boggs & Blow. .o 2851
Riddell, James W., of Dawson, Riddell, Taylor, Davis & Holroyd, and H.

Lawrence Fox ot Pepper, Hamilton & Scheets, on behalf of the Ad Hoe

Committee on Family Foundations. ..o 2204
Rovert, Sam, coordinator, New York Conterence of Motion J’lcture and

Television Unions and National Conference of Motion Picture and Tele-

vision Unions and vice president of Local 82— - oo meeas 661
Rodgers, T. Howard, president, Domestic Petroleum Council, and presi-

dent of Santa Fe Natural Resources, INCoo oo 761
Roessner, Gilbert G., president, City Federal Savings & Loan Association,

Elizabeth, N.J., and past president of the National Savings & Loan

League, accompanied by Henry Carrington, executive vice president of

the league, and Leonard Silverstein, tax consultant to the league...... 2058
Roth, Paul, chairman of the board, National Association of Theater

OWNerS mcccccccaarccccccccmcramacc——- mmemmesmceem—me————— 661
Royal, Mrs. Lloyd, Springfleld, Nebr_ .o mmncccicamcccciccccmecan 1959
Sauereisen Cement Co., Phil F. Sauereisen, president ... 1063
Schacht, Ronald 8., National Basketball League o oo ocemee 609
Schoefller, Robert W., president, American Machine Tool Distributors’

Association, accompanied by James C. Kelléy, executive vice president.. 1847
8cott, Tom, Jr., chairman, legislative committee, U.S. League of Savings

Associations, accompanied by William Prather and John Saplenza.... 2042
Screen Actors Guild, Kathleen Nolan, national president. ... 661
Security Industry Association, Virgil H. Sherrill, chairman, governing

councll, accompanied by Edward I. O'Brien, president, and James W.

Walker, Jr., executive vice president. oo eeeccecmaeeeaes 1825
Seghers, Paul D., president, International Tax Institute, Incoea o __.__. 1167
Sherrili, Virgil H,, chairman, governing council, Securities Industry Asso-

ciation, accompan!ed by Edward I. O'Brien. president, and James w.

Walker, Jr., executive vice president. oo cecmemc e 1825
Sickinger, Ms. Audrey, Cato, WiBo oo ecece e 1959
Simmons, Sherwin P., chairman, section of taxation, American Bar Asso-

clation, accompanied by Lipman Redman, vice chalrman, government re-

lations, and John 8. Nolan, chairman, committee on implementing recom-

mendations oo e ccccccccccccccccccmcmmccamca—————— 2295
Singer, Andrew, on behalf of the National Footbald League ... 609
Slick, W. T., Jr., senior vice president, Exxon Co., U.8.A., on behalf of Amer-

fcan Petroleum Institute oo e mic e 795, 3934
Small Producers for Energy Independence, Robert R. Nathan, Robert R.

Nathan AsS0CiAteB. e ccccccacacacccacccrcncccccccmcnnmecnmacaanan 851
Southeastern Council on Foundations, Charles A. Bundy, trustee........ 2194
Special Committee for U.S. Exports, David Garfleld, chairman, and vice

chairman, Ingersoll-RANA. o coccccacccecccccncmcmccacacccnccaceean 1083
Stanley, Timothy W., president, International Economic Policy Associa-

H O e e ccc e e e n e a—————————————————————————————— - 2308
Stearns, Luther, president, Connecticut Farm Bureau Association, Inc... 1918
Stewart, Charles W., president, Machinery and Allied Products Institute,

accompanied by Frank Holman, staff counsel...acecmaacacccancacaas 1257
Stobaugh, Prof. Robert B., Harvard Business 8chooOl.cccemccncccncaaaa. 1187
Stone, Hon, Richard, a U.S. S8enator from the State of Florida.......... 812
Strichman, George A., chairman, Ad Hoc Committwtor an Effective In-

vestment Tax Credlt, accompanied by Willlam K, Condrell, general 1789
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8weet, Berkley C., president, Truck Body & Equipment Association, accom-

gansled by James A. Hackney 1II, chairman, tax committee, Hackney
L) e e e e e e e e e e e e e

Tax Council, Paul L. Dillingham, director and chairman of the tax policy
committee, and vice president and director of taxes, the Coca-Cola Co.
Of AtIaNtA, QA e mmcc e ce—— e ———————

Tax Reform Research Group, Robert M. Brandon, director. e uecceccaa_o

Temple, Phillip T., Preeau & Teitell, accompanied by Emerson Ward, M.D.,
chairman of the board of development Mayo Clinic, on behaif of the
Amelrican Assoclation of Presidents of Independent Colleges and Uni-
versities ... e e e cccccmcccccmcccccccccm—cem———————

Templeton, James C., president Paragon Resources, INCo oo oo cvmnma

Texaco, Inc., Wlltord R. Young, vice chairman of the board of directors and
general counsel .................................................

Theatrical Stage Employees and Moving Picture Machine Operators of
the United States and Canada, Walter Diehl, international president..

Thomas, Allen, vice president, Natural Resources Group of the (,entral
Bank of Denver. . e cccccemccccmccmemm el e 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, InC.__ oo oo

Tollefson, Donald A., Coalition for the Public Good, accompanied by Wil-
Ham PeniCK v dec e mccccm e cn—————

Truck Body & Equipment Association, Berkley C. Sweet, president, ac-
comp:néed by James A. Hackney 1II, chairman, tax committee, Hack-
ney O e e e mm e — e —————mem— e m e ——————————————

Truck Trailer Manufacturers Assoclation, Charles J. Calvin, president.._

Ture, Norman B., president, Norman B, Ture, INCae o ccmcaacaaon

United States Counell of the International Chamber of Commerce, Inc.,
William J. Nolan, Jr., chairman, Committee on Taxation.._.._._....__

U.S. Independent Telephone Association, John J. Douglas, executive vice
president, General Telephone & Electronies Corp_ v mcncannsn

U.S. League of Savings Associations, Tom Scott, Jr., chairman, legislative
committee, accompanied by William Prather and John Sapienza___..___

Varner, Durwood B., president, University of Nebraska, accompanied by
Julian Levi, chalrmau. committee on taxation, American Council on
EAucation e ccccecmcccccciccncenecccc—ama— e ———————

Vogel, Ms. Jo Ann, Catd, WIS e e

Walker, Dr.-Charls E., president, Charls E. Walker Associates, on behalf
of the Business Ronndtable, accompanied by David O. Williams, Jr.,
tax counsel, Bethlehem Steel Corp., and Albert E. Germain, tax counsel,
Aluminum Co. of America oo e erceccacc e eeaa

Walsh, Albert A., president, National Realty Committee, accompanied by
Alan J. B. Aronsohn, NRC tax counsel .. o meameeee

Weller, Ralph, chairman, Otis Elevator Co., on behalf of Emergency Com-
mittee for American Trade oo eccccccm e —————e

Wilson, F. Perry, chairman of the board, Union Carbide Corp., on behalf of
Manufacturing Chemists Assoclatlon. oo

Winchester, John, executive director, Connecticut State Lottery.._.._....

Winter, Walker, member of the board of directors, chairman, taxation
committee, Chamber of Commerce of the United States, accompanied by
Robert R. Statham, director, tax and finance section; and Walter A.
Slowlnsk! member of the chamber’s taxation and international commit-
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Wood, ‘C. V., Jr., chairman, The Committee of Publicly Owned Companies,
ccompanied by V. B, Pettlgrew e
Woodbury, Wallace R., chairman, tax subcommittee of the International
Council of Shopping Centers. .o
Young, Wilford R., vice chairman of the board of directors and general
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“STATEMENT BY SENATOR JAMES B. Prarson

Mr. Chairman, I wish to take this oportunity to state my views re-
garding.the use of the investment tax credit to encourage rural devel-
opment and balanced national growth. Specifically I propose that an
additional 3-percent investment tax credit be made available to those
job-creating industries locating in rural nonmetropolitan areas and
1In certain core city areas which are experiencing a severe loss of jobs
and population.

Last year I introduced the Balanced Growth Tax Credit Act of
1975—S. 1594. T intend to offer a slightly modified version of S. 1594
as an amendment to H.R. 10612. T believe that the investment tax credit
can be used to influence economic growth patterns. I am convinced
that the effort to achieve a more balanced economic population growth
is a legitimate and worthwhile national goal.

Over the past several years there have been many expressions of
concern in the Congress and across the country about the imbalance in
the distribution of our Nation's population; that too many of our
people are concentrated in too few metropolitan agglomerations. Many
of us have argued that this tilt in the population balance away from
the countryside and the small town toward the large cities is economi-
cally inefficient, environmentally unsound, and socially undesirable.
And we have argued that this imbalance will worsen unless steps are
taken to counter it.

Congress has formally recognized the problem and declared a com-
mitment to policies of rural-urban balance. Title X of the Agricultural
Act of 1970 states:

The Congress commits itself to a sound balance between rural and urban
America. The Congress considers this balance so essential to the peace, prosperity
and welfare of all our citizens that the highest priority must be given to the
1evitalization and development of rural areas.

And title VII of the Housing and Urban Development Act of 1970
declares:

The Congress finds that the rapid growth of urban population and uneven
expansion of urban development in the United States, together with a decline
in farm population, slower growth in rural areas. and migration to the cities, has
created an imbalance between the Nation’s needs and resources and seriously
threatens our physical environment and that the economic and soclal develop-

ment of the Natlon, the proper conservation of our natural resources and the
achievement of satisfactory living standards depend upon the sound, orderly,

-and more balanced development of all areas of the Natfon.

These are bold declarations. I believe the intent they embody is
sound ; that the achievement of a more rational, balanced growth is
essential to the Nation’s health and welfare.

Yet the gap between these broad declarations and the concrete pro-
grams to achieve them is enormous. We did adopt the Rural Develop-
ment Act of 1972. This was a significant legislative achievement, al-
though the implementation of this act has been far from satisfactory.

(2913)
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And in the Housing and Community Development Act of 1974 we
adopted several measures, particularly in the area of housing which
will further the cause of rural development. There have been other
actions favorable to the cause of rural development, at least indirectly.
But all in all the record of concrete action is painfully disappointing.

Mr. Chairman, given the nature of owr Federal system and our aver-
sion to centralized planning, it is not likely that we will ever imple-
ment & comprehensive, unified balanced growth policy as such.

It is not likely that we will, at least in the near future, emulate the
rather comprehensive balanced growth policies that many of the Euro-
pean countries have already adopted. But certainly we can and must
take additional steps to advance the cause of balanced growth. The
legislation I propose today is one such step, a step which I believe is
timely and essential.

Specifically, I propose that section 801 of H.R. 10612, be amended
to provide an additional 3-percent investment.tax credit for job-creat-
ing industries locating in designated “balanced growth areas”. That is,
qualified investments would receive a tax credit of 13 percent from day
of enactment to January 1, 1981, and a 10-percent tax credit thereafter.

Mr. Chairman, the special investment tax credit provided for in
this bill applies to the manufacturing, processing, assembling, and dis-
tribution of personal property only. It does not apply to retailing,
extractive industries, and agriculture.

Mr. Chairman, this proposal defines two types of balanced growth
areas. First, are the nonmetropolitan, or rural counties. These are
counties which are not a part of a standard metropolitan statistical
area, which for the most part means they do not contain a city of over
50,000 people. There is one exception. Nonmetropolitan areas within

20 miles of cities of over 250,000 would be excluded.

Second, certain portions of urban counties which are suffering a
serious decline in population could be designated as eligible balanced
growth areas. This provision is made in recognition of the fact that
while the primary problem is an imbalance between metropolitan and
nonmetropolitan America, there is also a growing imbalance within
some of our metropolitan communities. The movement of jobs from
the central cities to the suburbs has created a great economic imbalance
which needs to be addressed.

In summary, most nonmetropolitan areas and some metropolitan
areas are potentially eligible for designation as balanced growth areas
and, therefore, job-creating industries locating in these areas would
be eligible for the special balanced growth tax credit.

One very important provision of this legislation involves State gov-
ernments in the decisionmaking process as to how the system of bal-
anced growth tax credits is to be used.

Specifically, areas which meet the definitions provided for in this
legislation will not actually become eligible until thev are formally
designated as balanced- growth areas by the individual State
governments,

In other words, the State would have the option of designating all,
some. or none of the areas within its boundaries which meet the defini-
tional standards of the legislation. T would anticipate that some States
would designate all potential balanced growth areas to be eligible.
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Other States which have already developed some land use and balanced
growth planning mechanisms would be selective and would designate
only certain areas to be eligible for balanced growth tax credit. And,
it might be, that some States would decide not to participate in the
program at all.

In any case, this gives to the States an important responsibility.
It would, I believe, provide an important stimulus to the development
of land use and economic growth planning within each State. And,
certainly, it would encourage a greater diafog between the State gov-
ernments and the local communities. In this connection, this legisla-
tion provides that States shall designate the eligible balanced growth
areas consistent with the State’s goals of balanced growth and land
use and imaccordance with the expressed desires of the affected local
communities.

One further comment in regard to the possible designation of bal-
anced growth areas in metropolitan communities. If a county in a
standard metropolitan statistical area has shown a net decline in
population over the past 5 years, portions or all of that county may be
desi%nated as a balanced growth area. However, the State in designat-
ing balanced growth areas within metropolitan areas may not desig-
nate metropolitan balanced growth areas which contain a total popu-
lation greater than the total population contained in designated non-
metropolitan balanced growth areas.

Over the years that I have advanced this proposal, I have found
broad-based public support for this concept. At one time or another
the use of tax incentives to encourage more dispersed population and
economic ﬁrowth patterns has been endorsed by such varied organi-
zations and groups as the Advisory Commission on Intergovernmental
Relations, the National Governors Conference. the National Advisory
Commission on Rural Poverty, the National Advisory Commission on
Civil Disorders, and many other groups and individuals interested in-
rural development and balanced national growth. One of the most
recent and persuasive endorsements comes from the Science Advisory
Panel to the Committee on Public Works of the House of
Representatives. -

This broad-based support has been manifested in the fact that pro-
posals similar to the one I introduce today have twice, in 1969 and 1971,
passed the Senate.

Mr. Chairman, later this year the tax-writing committees in both
Houses will undertake comprehensive hearings on general tax reform.
This will provide the proper forum for a fuﬁsand detailed considera-
tion of the use of tax credits to stimulate the rural development and -
balanced national growth. A full hearing of the issues involved may
result in suggestions to modify the specifics of the bill I introduce
today. On the other hand, I am fully convinced that a full and fair
hearing of this issue will generate widespread support for the general
proposition that the goal of rural development is a desirable one and
that tax incentives can be used effectively to advance that goal.

Mr. Chairman, this proposal builds on the established principle
that investment tax cregits can be used to stimulate the development
of new jobs. It proposes to use this tool to encourage the development
of new jobs in areas which will contribute to the goal of balanced na-
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tional growth. And, of particular importance, it brings the States into
the decisionmaking process. This proi)mal provides them a powerful
new tool that they can use to shape the growth patterns within their
boundaries. Thus, while contributing to the goal of balanced national
growth, this legislation I believe, also, would help to strengthen our
Federal system.

STATEMENT OF THE A8s0CIATION OF MEDIA PRODUCERS

The Association of Media Producers is a professional and trade
association representing producers and distributors of educational
media and companies offering services to the educational media in-
dustry. Educational media includes motion pictures, filmstrips, film
loops, and video programs. The materials produced by our member
companies are an integral part of all aspects of educational develop-
ment. Educators have come to rely upon the learning resources Rro-
duced bfv the educational media industry and continue to demand these
materials.

The Association of Meédia Producers’ interest in H.R. 10612 focuses
on the investment tax credit in the case of movie and television film.

Under the present law certain taxpayers are entitled to receive an
investment tax credit for tangible personal property, often referred to
as section 38 property produced by the taxpayer. Several years ago a
court decision established that films are tangible personal property
and as such are entitled to the investment credit; the Revenue Act of
1971 subsequently confirmed the court’s decision. '

However, recent action by the House of Representatives has ex-
cluded certain kinds of film materials because they are primarily
topical in nature and have a useful life of less than 3 years. In H.R.
10612, section 802(K) (b) states, “ * * * the term qualified film means
any motion picture film, or videotape created primarily for use as
public entertainment. Such term does not include any film or tape the
market for which is primarily topical or transitory in nature.”

Educational media are not topical or transitory in nature. Quite the
contrary. Educational media typically have a life which far exceeds 3
vears. {Infortunately, the specific reference to qualified films as those

~designed primarily for public entertainment effectively excludes edu-

cﬁtional media from eligibility for the tax credit currently permitted
them, .

The investment in educational films, filmstrips. and videotapes is a
high-risk decision. An educational film, for example, may take several
years to develop from the planning stages—research and writing—to
the actual filming and marketing. These materials are desiened to
serve either curriculum or supplementary educational needs. They are
not presold, and, like entertainment motion pictures, they require
vigorous advertising, promotion, and marketing programs to return
the investor’s risk capital. ’

Because of the manner in which educational media are used in the
schools, and because of the rather limited market for these materials,
rarely could an'educational media producer afford to create a product
with a useful life of less than 3 years. While schools usually purchase
textbooks on the basis of one per pupil, for example, educational film
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materials are more likely sold on the basis of one or two ({rer school dis-
trict. The very unique character of the marketplace anc
tion patterns for egucational media forces a delay on investment re-
turns of from 2 to 4 years. Generally, it will take at least 7 years for
an educational film to return approximately 95 percent of its revenue
otential, and a large proportion of educational films have a useful
Fife of 10 to 20 years. To withdraw a film from the market in less than
3 years would result in substantial loss to the producers. In addition,
scKools could not afford to purchase these materials if their value were
limited to 3 years of use. As it is, a significant portion of educational
media is purchased by schools with Federal funds under the Ele-
mentary and Secondary Education Act. )
In addition to the investment risk taken by educational media
producers, it should be noted that most of these producers are very
small companies with annual sales of less than $1 million. Because of
their small size, it is harder for them to secure capital for their invest-
ment since credit is harder to obtain. The costs of producing educa-
tional media have risen rapidly over the past few years, and the con-
tinued escalation of these costs has created problems for both pro-
ducers and school purchasers. Quite obviously, the unavailability of
the investment credit could drastically affect most educational pro-
ducers. Some would go out of business, and others would be forced to
sharply cutback production and increase prices. In these instances,
there would be a decline in employment, since the need for researchers,
script writers, filmmnkers. and the like weuld be ratably reduced. This
cffect on the schools should not be underestimated because instrue-
tional materials are an integral part of educational curriculum.
With respect to subject matter, and whether or not educational films
can be considered topical or transitory in nature, the distinguishing
feature of which media is topical or transitory depends upon the
original purpose for which it was produced. In this regard, a news
program, or a documentary about a current event produced originally
for television, or an industrial training film all may be products which
have extremely short lives. In the case of an industrial training film,
this may or may not be true depending upon the original purpose for
which it was intended. For example, a manufacturer has a film made
on how to use a particular product. but that product is constantly
modified. In this case, the film would have to be continually revised to
reflect changes made in the primary product itself. A television news
program or a documentary concerning current affairs falls into the

- samo category; these films are more easily described as topical or

transitory.

. However, as stated previously, educational media does not lend
itself to such a description: the expense of film production, the result-
Ing expense of films purchased by schools, the limited resources of
schools for such purchases, and the small size of the production com-
panies are factors which obviate production of educational media
with useful lives of less than 7 years.

The Internal Revenue Service, as a result of litigation and the 1971
law, does not dispute the fact that film qualifies as personal tangible
property for purposes of the investment credit. Nor does it dispute
the viability of educational films versus entertainment films for credit

~

the distribu- -
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eligibility. The issues of dispute center on what constitutes “useful”
dominant foreign use of a film. These issues, which the Tax Reform
Act will attempt to resolve, have been raised by IRS with both enter-
tainment filmmakers and educational filmmakers. Not since the Court
ruling and the 1971 Revenue Act has there been an effort to disqualify -
a film from eligibility for the credit on the basis of subject matter. It
was during deliberations of the House Ways and Means Committee
on H.R. 10812, that subject matter became an issue."

It may be that this issue was raised in an attempt to clarify the
“useful life” problem. H.R. 10612 would permit taxpayers to claim
two-thirds of a full credit for all of their films regardless of the useful
life of any particular film. Although a film with a useful life of less
than 3 years, if judged separately, would not be eligible for the
credit—under present law—filmmakers who produce only films with
a useful life of less than 3 years would be eligible for a two-thirds
credit under the new rule, when previously they could not take & credit
at all. In this regard, the committee’s attempt to exclude TV news
shows or tapes of sports events is understandable. However, educa-
tional media do not fall into this category.

For this reason, we believe that a lack of understanding about the
characteristics of educational media led to labeling such media as
transitory or topical in nature. Clearly, this does not correspond with
surveys of large school districts which reveal that even with more
funds than are available in smaller districts, 75 percent to 80 percent
of the film materials used in the larger districts are over 5 years old.

At no time do we contend that entertainment films are topical or
transitory in nature. However, there is no question about the fact that
educational media should be included in the category of “qualified
films” and should receive the same investment credit as accrues to
the entertainment films.

With this in mind we propose that H.R. 10612 be amended by adding
the following as an additional phrase of the first sentence under sec-
tion 48(k) (1) (B) as added by section 802(a) of the bill: “or for-lis-
tribution to any organization described in Section 170(b) ((1) (A) (i),
(ii). (iii).or (v).”

It may be that the inclusion of this language would require addi-
tional conforming amendments. The Finance Committee may wish to
refer to code section 461(a) (6), which would be added by section 101
of the bill, and code section 464. which would be added by section 207
of the bill.

The Association of Media Producers strongly urges the Senate Fi-
nance Committee to correct the inequity contained in H.R. 10612 and
to include educational film materials as items eligible for the invest-
ment tax credit.

STATEME.\'T BY Macimi~Nery DeALERs NATIONAL ASSOCTATION
I. INTRODUCTION

This statement is submitted by the Machinery Dealers National As-
sociation (MDNA), which is a national trade association composed of
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350 small business companies who have joined together to promote
the growth of the used machine tool industry and the modernization
of the businesses who are dependent on used machinery. MDNA is
speaking on behalf of the 115,000 metalworking firms in the United
tates, each of which employ fewer than 100 persons. These small busi-
nesses represent 87 percent of the firms in the metalworking industry
and operate approximately 40 percent. of the machine tools in use.
MDNA strongly supports proposals to expand the application of
the investment tax credit. We believe. however, that tax equity for
modernization of small business demands that the application of the
investment tax credit also be expanded with respect to used machine
tools as well as new capital equipment. Specifically, MDNA requests
that the present $100.000 limitation on the value of used property eli-
gible for the credit be eliminated to cover the increased prices of capital
equipment.
Apart from the expanded application of the investment tax credit
to used section 38 property, MDNA supports the following proposals:
(a) the permanent availability of an investment tax credit of equal
size for new and used capital equipment to encourage capital formation
in the United States;
(b) additional first-year depreciation allowances for small businesses
under section 179 of the code;
$C) an increase in the corporate surtax exemption to $100,000; and
d) an expansion of the asset depreciation range from 20 percent to

40 percent.

I, WHY EXPAND THE INVESTMENT TAX CREDIT FOR USED CAPITAL

EQUIPMENT?

The purpose of the investment tax credit is to stimulate capital in-
vestment. By investing in used machinery and equipment four bene-
ficial results are obtained :

(a) the competitive position of small businesses who are dependent
upon used machinery for plant modernization is improved ;

(b) such a credit stimulates employment in the most labor-intensive
portion of the capital cquipment industry ;

(¢) the short-run inflationary impact of the credit is avoided: and

(d) the position of the U.S. balance of trade is improved.

The competitive position of small busincsses

It is recognized that the impact of the current recession has been
particularly devastating for small businesses due to their inability to
ride out the pressures of recession as well as their larger competitors.
The buyers of used machines, which tend to be medium and small en-
terprises, have been particularly hard hit by the current combination
of recession, inflation. and high interest rates in the U.S. economy.
The primary purchasers of used machines include small motor manu-
facturers of automotive accessories. These companies rely heavily on
the credit to permit them to compete with large corporations possess-
ing mass producing. mass marketing. and broad financial capabilities.
Large corporations buy new machine tools that are either highly au-
tomated multi-operation machines or numerically-controlled equip-



2920

ment. Increasing the investment credit for new equipment, then, helps

rimarily the largest enterprises who need the credit the least ; increas-
ing the investment credit for used equipment helps primarily small
business enterprises competing in fields dominated by a handful of
giant corporations. When one thinks of the computer industry, for ex-
ample, the name IBM immediately comes to mind, yet there are 65 firins
with assets under $1 million also making various-types of computers.
The metal can field has 93 firms in the small assets brackets fighting to
remain competitive with three dominant corporations. There are 111 of
the same small asset group competing against 5 giants in the farm im-
plement industry. The above examples are merely illustrative of the
difficulties confronting small businesses in heavily concentrated mar-
kets in the U.S. economy.

Full modernization of a plant, or development of a production line,
requires the purchase of multiple pieces of machinery. The small
businessman simply cannot afford to purchase new capital equipment
costing from $100,000 to $1 million. By liberalizing the investment
credit for used machinery, the Government would be taking a long
step toward eliminating the corporate caste system it has heretofore
fostered, and would provide meaningful support for the small and
medium sized manufacturer who wishes to grow and compets in a
free and open market.

An ewpanded investment credit for used machinery would be job

creating for the economy

A tax credit should stimulate employment for the economy as well
as stimulate investment. This is a particularly important objective
at the present time, with unemployment in the Nation’s economy at
the 7.5-percent mark. The investment credit for used machinery has a
uniquely job-creating impact on the economy, because the purchasers
of used machinery are obtaining machinery that is less complex than
the new multioperation machines or numerically controlled equipment
purchased by large corporations. Large lplants, for example, have 86
percent of the automatic assembly machines and 90 percent of the
special way-type and transfer machines in the United States—(see
appendix A.! The objective of the latter sophisticated, automated
equipment is to reduce the size of the work force re(1uired to complete
a task; the used machines that are purchased. on the other hand, re-
quire men or women to operate them, not control stations. As the in-
vestment credit encourages the medium or small company to purchase
machines, it also works to increase employment in a direct relation-
ship to their expansion program.

The investment credit and inflation

The investment credit is, in the long run. antiinflationary, because
it operates to produce more supplies for consumer demand. In the
short run, however, the credit has an inflationary impact with respect
to new capital equipment due to increases in the prices of scarce
supplies required to produce the equipment and a substantial lag in
the impact of the credit in causing more supplies to be produced.

! American Machinist, Oct. 20, 1978, at p. 156. -
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While endorsing the efficacy of the credit as a potent tool for stimulat-
ing capital investment, Klein and Taubman have pointed out that
many decisions to invest in production equipment require up to two
years to implement, and in the case of plant facilities, the lags are
much longer, usually extending from 12 to 36 months.? The investment
credit for used property, on the other hand, avoids the inflationa
impact of the credit. First, since used machines by definition are al-
ready built, there is no immediate inflationary impact from the bid-
ding up of materials to build the needed equipment. Secondly, since
used machines are simpler to install, and typically immediately ready
for installation, there is virtually no lag in producing additional
supplies for the economy. ’
Thus, while the investment credit is essential for new ethuipment, it
is also critical for used property and greatly assists the Nation’s

economy. '

The credit and the U.S. balance of trade

Due to the energy crisis, the U.S. balance of trade is facing a pro-
longed period of being in deficit. The outflow last year alone for pe-
troleum was $25 billion. In this context, it is essential to reduce the
negative aspect of the capital eﬁuipment trade account. This can be
done if the credit for used machinery is expanded, since used U.S.
machine tools do not compete with new domestic machine tools, but
compete in the areas of quality, price, size, and power with foreign
machine tools. The growth of the foreign machine tool influx is dem-
onstrated by the increase in imports from $25 million in 1961—pre-
investment credit—to $216 million in 1974, or from 2 percent of the
domestic market in 1961 to 10.6 percent in 1974, Stated another way,
sales of foreign machine tools have increased by a factor of 10 since
the initiation of the investment tax credit, while sales of used U.S.
equipment have increased only by a factor of 3. The adverse effect on
the 11.S. balance of trade is obvious.

The used domestic machine market is placed at a decided competi-
tive disadvantage with comparable foreign machinery which qualifies
for the full tax credit on unlimited capital purchases. MDNA does not
ask for preferential treatment but rather asks only for equal treatment
in the marketplace.

III. THE LIMITATION ON USED PROPERTY SHOULD BE ELIMINATED

The investment tax credit began in 1962 as an effort to stimulate
modernization of plant and facilities. In recognition of the need for all
business, including small business, to modernize, the House Ways and
Means Committee in 1962 qualified certain used property for the in-
vestment tax credit with the following explanation:®

The bill, by limiting the credit principally to property which is new in use,
will limit the investment stimulant primarily to provision for new productive

3 Lawrence R. Klein and Paul Taubman, “Estimating Effects Within a Complete Econo-
metric Model.” in "Tax Incentives and Capital Sgending.” ed., Gary Fromm (The Brook-
inga Institution : Washington, D.C., 1971), at pp. 239, 240.

3 H. Rept. No. 1944, 88th Cong., 2d sess. (1964).
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facilities. However, because of the great dependence of small business on used
property, a limited credit is also made available. ‘

The investment credit allowed to used property in 1962 was limited
to $50,000 annually with no provision for a carry-back or carry-for-
ward. This limitation was inadequate and arbitrary at the time, a fact
that was rvecognized by the House Select Committee on Small Busi-
ness in 1964 when it reported and recommended that: ¢

On the other hand, the House Small Business Committee, in its final report
of the 87th Congress, pointed out that the limitations of $50,000 for purchase of
used property in any one year and to property with a useful life of at least 4
years, excludes many businessmen from the operation of the 7-percent tax credit.
It was recommended that changes in these limitations be considered by the ap-
propriate legislative committee so as to permit the investment credit to be used
to a greater extent by small business.

The inadequacy of the $50,000 limitation was recognized by the Sen-
ate Finance Committee in 1975, when it recommended the complete
elimination of the limitation on used property eligible for the invest-
ment credit. Under the House bill, the limitation would have been in-
creased from $50,000 to $75,000. The two Chambers compromised by
agreeing to a $100,000 limitation on the amount of used property eligi-
ble for the investment tax credit.

The inadequacy of the $100,000 limitation agreed upon in 1975 is
even more evident today due to increased inflationary pressures and
improvement in technology in the used capital equipment industry.
In an effort to quantify the increased costs of used machine tools be-
{ween the years 1962 and 1975, MDNA has made an extensive survey
of the prices of used capital equipment as advertised in the Industrial
Machinery News. This survey was based upon a sampling of 40 repre-
sentative items including cylindrical grinders, turret lathes, centerless
grinders, toolroom and production milling machines, shapers, engine
lathes, radial drills, vertical turret lathes, automatic screw machines,
gear hobbers, presses, and sawing machines. In each case, MDNA com-
pared the 1962 market price of a used machine tool manufactured be-
tween the years 1940 and 1945 with the 1975 used market price of the .
same model machine—or its successive model—-produced by the same
manufacturer between the years 1951 and 1957. Our survey—see ap-
pendix B, attached—indicates that prices of used machine tools in
January 1973, were 231 percent higher than those of the equivalent
machinery as advertised in 1962. Accordingly, the limitation on the
investment credit for used equipment should be eliminated to take ac-
count of the impact of increased prices in the used equipment market.

" The revenue impact of the elimination of the limitation on used prop-

erty eligible for the credit would be minimal; based on estimates sup-
plied bv the Treasurv Department and accepted by the Senate Fi-
nance Committee in 1975, the removal of the limitation would produce
a revenue loss of substantially less than the $90 million projected in
1975 by the Congress. The $100.000 limitation agreed upon in 1975 by
the Congress is a step in the right direction, but is inadequate to meet
the capital equipment needs of small businesses in the United States.

¢1d.
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1V. CONSIDERATION. SHOULD BE GIVEN TO A FIVE-YEAR CARRY FORWARD FOR
ELIGIBLE USED PROPERTY IF THE LIMITATION ON S8UCH PROPERTY IS NOT
REMOVED

If the limitation on eligible used property is not removed, then con-
sideration should be given to the enactment of a 5-year carry forward
for such property. New property has an investment credit carry back

.to-each of the 3 taxable years preceding the unused credit year, and

an investment credit to each of the 7 taxable years following the un-
used credit year for unused credits. Used property has no correlative
carryback or carryover provisions. Equity also demands carryforward
provisions for eligible used property if the $100,000 limitation on used
property qualifying for the credit is not eliminated. Such a carryover
period should be of at least a 5-year duration. Qur proposal would not
result in the revenue losses that would be associated with the applica-
tion of carryback provisions. Thus, let us assume that $150,000 of used
equipment is purchased in a given taxable year. Under MDNA’s
proposals:

(a) $100,000 of the used property would qualify for the credit in the
year of purchase (assuming the current limitation level is kept) ; and

(b) there would be a carryforward of $50,000 toward the $100,000
limitation for the next year.

V. SUMMARY

MDNA strongly supports the proposals made to increase the appli-
cation of the investment tax credit. We urge, however, that additional
consideration be given to techniques to increase the effectiveness of
the credit for purchases of used equipment. Such purchases assist small
businesses, create jobs, eliminate the short-term inflationary impact
of the credit, and assist the U.S. balance of trade. Specifically, MDNA
urges the elimination of the limitation for eligible used property, and
enactment of an investment tax credit of equal size for new and used
capital equipment on a permanent basis.

MDNA is fully prepared and willing to assist the Treasury De-
partment, or the staff of this committee, in any way to resolve this
serious problem facing small business in the United States.

PraNT-s12zE ANALYSIS: SMALL Prants Pray Key Rore

SMALL PLANTS HAVE HIGHER CONCENTRATION OF EQUIPMENT AND DO
BETTER JOB OF KEEPING THEIR MACHINES UP TO DATE; LARGE PLANTS,
HOWEVER, LEAD IN SOME MACHINE TYPES

A plant-size factor was again used in calculations on the 11th in- .
ventory. Such a factor was used for the first time in 1968 and has made
possible the development of data showing the relationship between
plant size and machine-tool holdings.

Plants are classified in three size groups: under 50 employees, 50 to
99 employees, and 100 or more. These divisions were chosen originally
because they provided suitable dividing lines for statistical purposes.



2024

It was believed that there was an essentially homogeneous relationship
between the number of employees and the equipment in these groups.
The primary purpose of the plant-size factor was to keep large plants,
from which a larger percentage return was anticipated, from unduly
biasing the results.

Further, it was thought that small plants have a higher concentration
of machine tools in relation to employees than large plants (as indeed
they do} ~It was also learned when this division was first made that the
small plants have newer equipment than the larger ones.

Both relationships are confirmed in the 11th Inventory. The plant-
size data are summarized on the facing page, where the number of
units of each major type of equipment is shown in each plant-size
group along with the percentage of units under 10 and over 20 years
old in each case.

Biggest plants are oldest

A special run was made this time of the plants with more than
1,000 emplovees to see if they differed substantially from the plants
with 100 to 1,000 employees. The program did not permit doing this
for individual machine types, but it was done for metalcutting as a
whole, metalforming as a whole, joining, and “other equipment.”

In the case of metalcutting machines, 37 percent of the machines are
less than 10 years old, both in the smallest plants and in those with 50
to 99 employees. The percentage of young machines drops to 31 per-
cent in plants with 100 or more employees. It drops to 30 percent in
the plants with 1,000 and more employees.

At the other end of the life span. 23 percent of the metalcutting
machines are more than 20 years old in the two smallest plant-size
groups. The percentage of machines more than 20 years old rises to
32 percent in plants with more than 100 employees and to 37 percent in
plants with more than 1.000. :

Plants with more than 1,000 employees thus have a little less new
equipment but are holding on to more of their 20-year-old machines.
- With metalforming machines, the percentage under 10 years is 31
percent in the smallest plants, 29 percent in the next size, 30 percent
in the plants with more than 100 workers, and also 30 percent in those
with more than 1,000 workers. This does not indicate any clear size-
related trend.

However, in the case of metalforming machines more than 20 years
old, the proportion is 26 percent in the smallest size group, 28 percent
in the next larger size, 30 percent in the next size, and 33 percent in
the largest plants. : ~

For joining equipment, the percentages under 10 years old are (from
small plants to large) 54, 50, 52, and 49. Again, a clear trend toward
less modern equipment in the larger plants. At the other end of the
scale, the percentage of joining equipment over 20 years old is 11 per-
cent 1n the smallest plants. drops to only 9 percent in the plants with
50-99 employees, then jumps to 12 percent in the plants with 100 or
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, more workers and to 16 percent in the plants with 1,000 workers or
more. ,,

The trends are similar with “other equipment,” covered in the fourth
major section of this study. The percent of units under 10 years old,
which is 49 percent for plants with more than 100 employees drops to
45 percent for the plants with more than 1,000 employees. Conversely.
the 15 percent of units more than 20 years old in the 100 worker and
up plants jumps up to 20 percent in the plants with more than 1,000
employees.

Small-plant concentration

In the metalworking universe used for the 11th inventory, there are
105,000 plants with less than 50 employees. They employ 1 million peo-
ple. These {)lants have 9 percent of the employees. They also have 32
percent of the metalcutting machine tools; 25 percent of the metalform-
ing machines, 22 percent of the joining equipment, and 20 percent of
the other equipment.

In the medium group, the plants with 50 to 99 workers, there are
10,000 plants with 661.000 employees. This is 6 percent of the workers
in metalworking. These plants have 11 percent of the metalcutting and
joining equipment, 12 percent of the metalforming equipment, and
9 percent of the other equipment.

The group with the largest plants, those with 100 or more employees,
includes nearly 17.000 plants with 9.3 million employees. This 1s 85
percent of the workers in metalworking. These plants have 57 percent
of the metalcutting machines, 63 percent of the metalforming ma-
chines, 67 percent of the joining equipment, and 71 percent of the other
equipment.

These generalizations do not apply in every case. The large plants
have 86 percent of the automatic assembly machines, and 66 percent
of these machines are less than 10 years old against only 61 percent
young in the smaller plants.

The large plants have 90 percent of the special way-type and transfer
machines, but the limited number of these machines in the plants of
the smallest size have a lower average age; 67 percent are less than
10 vears against 55 percent in the large plants.

Broaching machines, planers, gearcutting equipment. mechanical
presses, and forging machines are all categories in which the machines
are somewhat more concentrated in large plants, though in no case is it
in proportion to employment, and the percentage of these machines
under 10 years old is higher in the large plants than in the smaller
ones. However. in all these categories. the equipment averages much
older than it does for most other types of machines.

The final exception is riveting machines. which, in the large plants.
are younger than average, with 40 percent being under 10 years old,
and these plants have 73 percent of the machines.

In all the other categories. the general rule holds true: The percent-
age of voung machines is much higher in the smaller plants,

With turning machines, the percentage under 10 vears old is 32 per-
cent in the small plants but only 29 percent in the large ones.

e~ -
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7. Summary of 11th Inventory by plant size

(based on number o employees)

Under 50 emp. 50-99 emp.

100 of more omp. Total
% of equip.

. Yetsl Undér Over Tolal Under Over Yolsl Under Over Toldl Under Over Inplants with

Trpe of equipment units t0yr. 20yr.  units 10yr. 20 yr. units 19yr. 20yr. units 10yr. 20yr. 100 and over
Tolal metaiculting machines TI448 TR NN W20 TR 23N 16333 NN AN 2382203 UM% M [ 1]
Turmng machines 10060 32 . ] 83,880 32 0 270840 20 3 U7 B 3t 8s
Soring machines 12804 Nn asee X 0 MAD 2 B 84168 N 2 [ ]
Oriling machines 18340 33 Fi] 82,113 38 12 200072 40 435,715 20 2 [ 14
Milling machines 105168 M 19 NN @ 22 uL” » 280,139 38 : ] 2
N B 2 142 18 $ 22186 18 L] 1“8 7 s o
Specisl waytype & trensier machines "0 7 4 “s «“ 19 1343 88 " 14854 &8 1" ]
Xt Dly i 1302 & 1,153 &S s 14838 68 9 17290 €8 S [}
Tepping machines 31222 ® 18 4648 o 1“4 17973 N % BV B _n 40
Threedng machines 8217 8 £ .67 » n 8851 23 k14 15748 26 » 8
machines 3193 20 @ 12 » n 10308 24 1 14820 24 » »
Planing machines A 4 2 "y 2 2 3N & ] 812 8 . ] 82
Shaping mechines 10501 10 se 207 @ “ 13337 9 0 848 8 s 84
Comour sawing & Ning mechines e N 20 238 X 24 12400 27 E 24 nSMU N % 83
Cutoft B sewing machines 71029 4« 15 By O 13 $He XM F14 1837 » 4 (]}
Grinding 140530 & 19 50942 4% 10 f. AT % 40800 38 ] ]
Homing machings 2 2. JIY W T 2007 &7 10 10477 40 " 20123 47 13 82
Lapping machines 3570 %% 8 1211 87 14 8539 43 20 13320 4 14 “
? e h 773 N R 10618 40 " 62025 27 110216 2 1] ”
Gearcutting & Enishing mechines a7 10 4 350 47 0MN: 20 % a7 24 n 18
Elnctrical machining units 3870 &t t "7 W - [ 1220 -] 2 "nare n 2 87
Other metaicutting machines " ] s @ 19 14407 9 ] 15659 7 2
Totel metaltorming mochines ’ "3.31‘ 3 20 HAS 0 3 HsAls N » 19297 3 »n [ ]
Bending & 1orming machines-power 32434 M 2 13456 M 24 8240t RN 2% 03 XN 24 33
y &p e p “wnr « 19 7418 &4 10 54888 40 n T899 41 20 n
Mechanics! presses-power 034 28 3 34100 22 N 188837 28 » 200979 23 3 (1]
Punchung § shearing machines-dower 28,724 36 2% 1 3N 27 49158 N 3 8908 » $S
Forging machines . 4702 2¢ 42 M n 4 19224 @ 2247 24 4 "
Wirs 403 matal+ibdon formers 739% %0 n 4017 N o 14T 2¢ 24 20315 28 EN ) 88
Riveting machines 9800 3B 18 5084 0 1 40807 & 18 85381 3¢ \14 n
Other metaltarming svachines 7684 3 19 347 & 3127 N ) 38767 M n ]
Tolal machine lools [ 2o F I LI 3 342088 85' "o 3 ”. 30455080 ] 2]
Total jolning equipment C 110263 &4 1] 728 ' ] 130300 52 02 800 82 1t “
Eleciric arcweiding equipment 0267 50 1 ] 42482 S4 14 240291 8S 10 ;W00 S8 | J [ ]
Electric welding squipment 20173 32 H] 11 N 18 72801 4% 1" 1004952 19 ™
Gas weiding or brazing machines 2150 & 4 87 SO [ ] 9,114 30 ? 8467 68 14 33
Flama cutting machines 4051 %0 12 2008 & 10 7942 &8 3 1985 & 12 [ 1)
Metalsing equipment 184 2 40 S8 2 2811 18 [ ] wnr n 4 [
Brazing machines ),ee 3 1) “ws 47 12 3044 48 10 8593 4¢ 19 14
Total other squipment - 74430 58 1" N7 6 1 200473 49 13 309 § " n
Plastic motding machines $408 N $ 2388 6. "M 24102 ¢ [ ] 33953 @ [ b 24
Discasting machines 1" 87 7 1043 48 ? 326 49 10 Ha2e & ] 4
L Yon & wing machi 12179 ¢S ] A1 &0 4 @517 %0 14 0"arn2 4 12 n
Heat-iresting squipment ’ 1088 « 17 3380 48 " s4582 33 24 70,768 37 ] n
Baking § Crying ovens - 10680 48 n" 487 S 7 4182 & 13 8577 4 17 "
Cleaning & finishung equipment 32268 ST 1 16208 58 L 97039 82 12 148013 84 " ]
Tolal oquipment 1415,7118 30 1 43008 39 21 2392178 3¢ 7 3 7 ot

-

Source: Americon Machinist 11 wentery
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8. How meta!worklng equioment ages

Metsicutiing machine lools
Tuming machines®
Boring machines®
Dritfing machines
Miliing machines
Tapping machines
Threading machines (exc. pipe end boI)
Mulfunction machines
Special way-type machines
Automnatic assembly machines
Broaching machines :
Planing machines
Shaping machines
Contour sawing and filing machines
Cutof! and sawing machines
Grinding machines
Honing and lapping machines

and buffing machines
‘Gear-culting and finishing machines
Electrical machining units

Metsttorming machine tools
Bending and torming machines
Hydraulic presses

Pnsumatic presses

Mechanical presses
Punching and shearing machines
Forging machines

Wire and matal-ribbon formers
Riveting machines (not portadle)

Equipment other than machine tools
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For drilling machines, it is 35 percent in the small plants and only
25 percent in the large.

For milling machines, it is 43 percent for the young machines in

_the small plants and only 33 percent in the large.

Grinding machines are 41 percent less than 10 in the small plants,
only 33 percent less than 10 in the large plants.

Among the newest types of machines, the large plants have only
57 percent of the electrical machining units. Of these, 73 percent. are
less than 10 years old. In the smaller plants, the percentage of ma-
chines less than 10 years old rises to 81 percent in the plants with less
than 50 workers and to 84 percent in the plants with 50 to 99 workers.

It seems likely that in many cases the particular machines installed
in large plants may be larger and more expensive than those.of the
same type in small plants. Thus, the division of investment in terms
of value will not be the same in every case as it is in units. Some
indication of this may be gained from a study of the individual
machine types within each category. A larger proportion of profile
mills than of vertical ram-type mills, for example, will be found in
the large plants. :

But even when allowances are made for this, the evidence is conclu-
sive that plants with less than 100 employees are equipped with sub-
stantially more modern machine tools than are plants with more than
100 employees. -

And consider the case of multifunction machines. These are the
modern, expensive. sophisticated machining centers. Plants with more
than 100 employees have 63 percent of the multifunction machines.
and 75 percent of them are less than 10 years old. However, plants
with 50 to 99 employees have 10 percent of the multifunction machines.
and 76 percent of them are under 10 years old. Finally, the plants
with less than 50 workers—plants that have only 9 percent of the
employees—have 27 percent of the multifunction machines, and 83
percent. of these machines are less than 10 years old.

And on all types of NC machines and equipment covered by the
inventory. the division by plant size is 72 percent for the plants with
more than 100 workers, 6 percent for those with 50 to 99 employees,
and 22 percent. for the plants with less than 50 employees.

The distribution of equipment between plants with more than 100
workers and those with less is the same as it was in the 10th inventory
in 1968. However. in the plants with under 100 workers, the smaller
group now includes 9 percent of the total workers, whereas it was 8
percent 5 years ago. These plants now have 32 percent of the
metalcutting machines instead of the 30 percent they had then. They
now have only 25 percent of the metalforming machines. They had
28 percent in 1968,
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APPENDIX 8

195 1940

) ) 1975/ 1962/
Used capital equipment 1957 1945
Landis 6 $4, 950 $1, 000
WASN 6,250 3,250
Cinn 10 12, 500 3,500
Cinn No 11,95 3,950
K&T N 24, 500 9,750
Cinn 2&-inshaper.. . L iiiiiiiiieceoeans 4,950 2,250
K& T 3Kunivmill . i iiiiieeereeeeeaana. 13, 500 6, 450
L L L T 14,750 6,950
8 &S No. 2 vert mill 4,250 2,950
W &S No. 5turret. . 9,95 2,500
J &L No. 4 turret._ .. 10,950 4,95
W&S No. 3turret. . 6, 950 3,250
W&S No. JAturret. ... .. eee . 37,500 2,950
Gisholt No, 2L turret. . ... ... et 17, 500 2,850
Ginn Ro. 3vertmill. ... i 22, 500 6,450
Cinn No. Svert mill. . ... 34, 500 9,450
K& T N0 AK PLmill.. ..o iiiiiiiiiiieraaanreaaaeaanans 24,500 9,750
Cinn No, 448 simplex mill...... .. ... . i iiiiiiiiiiiciiiinne. 14, 500 3,950
Gisholt No. S turret. ... iiiiiiiiiiiiiana.. 4,950 4,95
Monarch iL ft x 30-in lathe. . . S, 950 2,750
Cinn 2-24 simplex mill..... 11, 500 3,500
B&SNo.50.0.gr...._... 7,950 2,750
Kent-Owens No. 2-20 mill....... ... L. L lliiiiiiieee. 4,950 1,650
Cinn No. 1-18plainprod mill...... ... . ... ... 5, 950 975
Cinn No. 2 centerless Br. ... ... ... i iiciiiiieiaenaaaana, 12, 500 3,950
Cinn-Bickford 5 ft 13 in radial drit} 19, 500 6. 500
Bullard 36 in VTL. .. 29, 500 5,250
S No. 26 automatic. 15, 500 5,95%
B8-C No. A gear hob 13,750 1,95
Cinn 10 in x 18 in PL 0D g 7,950 1,650
DoAN 16 in b3 3,950 950
Cinn No. 2 centerless. . - 12,500 3,475
B&SNO 26 automatic. . ... .. it iiiieiiiiiieiiiaaeaeiaaaaaaaann 15, 500 4,950
B &S No.OOGautomatic. ... . . ... . iiiiiiiiciiiiiiiiieiaeaiaan... 5,850 2,450
B&S No. 06 automatic. . ... ittt ieraeaeaaanaeaaanan 1,950 2,95
B-CNo.3gearhobber... ... .. .. il 5, 950 2,95
Cinn No. 2 centerless.. . . 10,950 4,950
B &S No. 00G automatic. 11,950 5,025
Bullard 36 in VTL_.____.._ 32, 500 4,950
Bliss No. 21 OBF...... 3,95 850
L PO SPPPPE Tt 527, 550 159,475

STaTEMENT oF J. W. Vax Gorkoym, PresipeNT, Traxs Untox Core.,
ILaNcoLNsHIRE, ILL.

CAPITAL INFORMATION AND INVESTMENT TAX CREDIT

Two major tax incentives have been created to encourage business-
men to invest in capital equipment: (1) Accelerated depreciation. (2)
Investment tax credit.

In our company, and in many others. the way in which these incen-
tives function actually creates a disincentive and has discouraged us
from building or acquiring capital equipment. Now Congress has in-
creased the investmnent tax credit and, instead of helping us, this
increase will discourage us even more, so far as additional investment
is concerned. I wish to explain why this has happened and to support
the Trtleasury Departiment’s proposal made in 1974 for correcting this
anomaly.

69-516 O - 18 < pt.7 = 4
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Trans Union Corp. has been in existence since 1891. It owns over
$500 million of various assets which it leases to a broad spectrum of
users. For example, it owns some 37,000 railway cars which it leases
to petroleum, chemical, fertilizer, and food companies. It owns irri-

ation systems that are leased to farmers, medical equipment leased to

ospitals, ships leased to offshore drilling suppliers, and many other
types of equipment. In a recent period of 18 months ending in June
1975, Trans Union invested almost $200 million in the construction
and acquisition of these various types of capital equipment.

The guidelines for accelerated depreciation®were adopted in 1962,
and, in liberalized form, given express statutory sanction by Congress
in 1971. These depreciation incentives permitted a faster writeoff of
capital assets for tax purposes and thereby permitted a postponement
in the payment of income taxes. This increased the cash flow from the
assets and reduced the cost of owning them.

The essential point is this: This saving in the cost of ownership was
Frorpptly dpa. on to our lessees by a reduction in rental rates. The
easing industry is highly sensitive to cash flows and very highly com-
petitive. Changes in cash flows due to changes in tax laws quickly find
their way into the rental rates.

When the investment tax credit was created, the same thing oc-
curred. The rental rate structure of the industry quickly adjusted-to
reflect the economic benefits of the ITC. We did not retain those bene-
fits; we passed them on in the form of lower rental rates.

The ITC, however, can only be used to the extent that it offsets one-
half of a company’s income tax. This means that to obtain the full
economic benefit of the ITC, a company’s net taxable income generally
must be somewhat greater than four times the ITC itself. We are
unable to meet that requirement and, therefore, we cannot use all of
the ITC that we generate. Nevertheless, the rents we charge are based
on the assumption that we can use the entire credit. and when we can’t,
our return on the assets involved is reduced to a point that discourages
further investment therein.

There can be several reasons why a taxpayer's taxable income is too
low to use all of the ITC. In our industry, and in particular in our
company, it results largely from our very rapid growth and our
heavy investment in capital equipment in recent years. )

The rents we receive for our leased equipment are never sufficient
to show a taxable profit in the early years of an asset’s life because
of the accelerated depreciation and the heavy interest costs in those
early years. As to any particular picce of leased equipment, a taxable
loss is produced for several years after its construction or acquisition.
Ia ordinary times, however, our older equipment provides enough
taxable income to permit.us to use the ITC. Recently, however, we
had added enormously to our leased equipment and this has given us
an unusually large investmert in new equipment as compared to older
equipment. This unbalanced condition of our investment will make it
im ible for us to use the ITC that we have produced.

Mis situation is also exacerbated by our shipping operation. En-
couraged by Congress to buy ships in the United States we had three
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large vessels built here and took delivery in 1974 and 1975. They pro-
duced additional ITC but their depreciation and interest charges will
greatly exceed their net operating revenues, for tax purposes, thereby
producing more negative taxable Income in the next several years.

If the ITC generated in 1 year cannot be used immediately, it can
be carried forward for 7 years. This does not help us sufficiently be-
cause, if our growth continues, even at a reduced pace, it is now clear
that we will%re unable to use all of the credit even in the extended
period. Furthermore, when receipt of the credit is delayed, its benefit
1s reduced, and a deiay of 7 years would mean a loss of half of the
economic benefit,

We are also permitted to pass the entire credit on to the lessee under
certain circumstances, and we do this whenever we can. Unfortunately,
many of our lessees are also unable to use the ITC. They insist that
we retain it and provide them with a lower rental rate.

It might at first seem unreasonable for us to complain of our inabil-
itg to use the ITC if we are presently paying little or no taxes because
of our heavy depreciation and interest charFes. However, it must be
remembered thiat the economic benefit of both the higher depreciation
and the ITC have already been passed on to our lessees. The rental
rates we charge are based on the assumption that we can use both the
accelerated depreciation and the ITC. If we only obtain one of them,
then our costs are out of line with our revenues and we incur a disin-
centive to build and lease the equipment we supply to American busi-
ness. We cannot change the ingustrv’s rental rates and we simply do
not obtain sufficient income if the ITC is denied us. Because of the
tax law we are put at a competitive disadvantage with lessors who are
in & position to use the ITC to the fullest.

The point is especially important now that the ITC has been in-
creased. It means that rental rates may drop even further because of
an assumed drop in ownership costs and this will create a greater
disincentive to us and to many in our industry. These companies can-
not use the I'TC they have already generated under the old lower rate,
and the increase will merely bring pressure on the rental rates without
any offsetting benefit. This will definitely discourage further invest-
ment and thereby do just the opposite of what Congress intended by
the increase.

SOLUTION

In 1974 the Treasury Department, apparently recognizing the dis-
crimination against taxpayvers with little or no taxable income and in
favor of highly profitable enterprises, proposed a simple solution to
this problem. The Treasury recommended that if a taxpayer was
unable to use his I'TC for 3 years after it was generated, then he would
receive a cash refund from the Treasury for the unused portion. This
would certainly be a great improvement over the present limitations.
The taxpayer would lose over 20 percent of the benefit by having to
wait 3 years for his credit, but it would assure him that he would
ultimately receive it. We could live with this proposal. but, obviously,
an even greater incentive would be provided ii the credit were paid
shortly after the year in which it was earned. -
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WrsTERN UNroN TeLEGRAPH Co.,
Washington, D.C., April 1, 1978.
Hon. RusseLL B. Long,
Chairman, Committee on Finance, U.S. Senate,
Dirksen Senate Office Building, Washington, D.C.

Dear MR. CHaiRMAN: 1 shall appreciate having the attached
statement incorporated into the record of the current 'hearings on
tax reform and extension and revision in present tax reduction pro-
visions (including H.R. 10612) relating to the subject of Tax Treat-
ment of Public Utilities and Capital Formation. )

The Tax Reduction Act of 1975 temporarily eliminated the dis-
crimination against public utilities by providing a uniform 10%
investment tax credit for all industries, including public utilities,
during the period January 22, 1975, through December 31, 1976.

We urge the enactment of further legislation eliminating the dual
rate investment tax credit system and establishing for the future a

ermanent single uniform investment tax credit applicable to all
industries, both public utilities (including telegraph companies) and
nonpublic utilities alike.
Very truly yours,
Ricrarp L. CALLAGHAN.
Attachment, ‘

STATEMENT OF THE WESTERN Ux1oN TerLearaprx Co.
INVESTMENT TAX CREDIT

When the investment tax credit was originally enacted, public
utilities were placed together in a special class that was granted
only a 3 percent rather than the general 7 percent investment tax
credit. Upon the restoration of the investment tax credit in 1971, the
credit was increased to 4 percent for this special class.

Thus, prior to the Tax Reduction Act of 1975, the investment tax
credit was 4 percent for public utilities and 7 percent for all other
industries.

The 1975 Act increased the investment tax credit to 10 percent for
all industries, including public utilities. This uniform 10 percent credit
will remain in effect for only a limited period of time however; in the
absence of new legislation, the former 7 percent and 4 percent credits
will again become effective with respect to property acquired or placed
in service after December 31, 1976.

A return to the dual rate system of investment tax credit where-
under the 4 percent credit provided for public utilities is 43 percent
less than the 7 percent credit provided for all other industries would
be unfair and inequitable to the public utilities. The discriminatory
feature of the dual rate system was recognized by the House Com-
mittee on Ways and Means and by the Senate Finance Committee
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during their consideration of the Tax Reduction Act of 1975, the
reports of both Committees stating that:

“Under existing law, a 4-percent investir ent credit is provided for most public
utilities, as compared to the 7-percent investment credit which applies generally.
This lower investment credit for public utilities discriminales against investment
in utilities and impedes such investment at a time when the public utilities need
large amounts of capital to build up their capacity to meet the growth in demand
for their services.”

The 1975 Act temporarily cured this discrimination by providing a
sinizlc uniform 10 percent investment tax credit for all industries,
including public utilities, during the period January 22, 1975, through
December 31, 1976.

The cure should now be made permanent by the enactment of
further legislation eliminating the dual rate investment tax credit
system and establishing for the future a permanent single uniform
investment tax credit applicable to all industries, both public utilities
(including telegraph companies) and nonpublic utilities alike. There is
no rational basis for granting, for example, a higher investment tax
credit to a manufacturing company than to a telegraph company.
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‘ PALL J. NERNEY
POCIDEN

TRANSPORTATION ASSOCIATION OF AMERICA

SUTE 07« 1100 17TH STREET, NW.+  WASHINGTON, D.C. 20036+ (202) 296-2470

March 10, 1976

Honorable Russell B. Long
Chairwan

Committee on Pinance
United States Senate
Washington, D,C. 20510

Dear Mr. Chairman:

1 understand that your Committee will begin consideration on
March 17 of H.R. 10612, the tax reform proposal passed by the House,.

Certain provisions of this legislation pertaining to the ianvest-
ment tax credit are of very considersble interest to the Transportation
Association of America (TAA) and its members. 1In their behalf, I would
1ike to offer soms pertinent observations on thie question,

TAA is & national non-profit organisation whose membership includes
not only carriers of all modes of transportation (air, motor, rail, water,
pipeline and fruight forwarder), but also users of the services of those
carriers and investors in the transportation industry, The purpose of
TAA 18 to act as a forum wherein the diverse views of thess several ian-
terests may be reconciled on issues of major transportation importance
for the good of the industry as a whole. A list of the TAA Board of
Directors {s enclosed for your information.”

In its present form, H.R. 10612 would extend for a period of four
years the temporary increase, to 10%, in the investment tax credit. TAA

.strongly supports this proposal as the minimum relief that should be’

granted in this ares, but also wishes to urge that consideration be given

to further relief, Specifically, we note that, in consideratiomn last year
of H.R. 6860, energy-related legislation, it vas proposed to increase the
basic favestment tax credit applicable to snergy-intensive areas of economic
activity to 12%, with an additional 1% credit available for those companies
vhich offer employee stock option plans, We believe there was a good deal
of merit in this proposal, and urge that it be carefully studied for possible

inclusion in the tax package being developed by your Committee,

As you are no doubt sware, the transportation industry is curremtly
facing & serfous problem in capital formation., During the past 25 years
there has been a steady decline in cepital investment in the transportation
industry relative to i{nvestmsnt in other sconomic sectors; expenditures
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Honorable Russell B, Long
March 10, 1976
Page Two

for new plant and equipment {n transportation during 1974 (the last year
for vhich we have full data) amounted to under 6% of the total U,S, in-
vestment level, which is -sbout half of transportation's 1950 share of
iavestment dollars. Over this same span of years the railroads have
seen their share of U.S. capital investment decline even more steeply,
from 5.8% in 1950 to 2,3% in 1974,

Present indications are that current capital investment in transpor-
tation must be very nearly doubled if the industry's needs are to be met
with for the balance of this decade. I am enclosing for your information
a tabulation of estimated annual capital requirements of the transportation
industry over the period 1975-1979, together with figures demonstrating the
actual outlays in the 1970-1974 period, Bven fgnoring inflation, it appears
that transportation carriers must average nearly $10 billion in constant
1973 dollars for the balance of this decade in order to fully mest their
capital needs; their actual 1970-1974 investment averaged only about $5.4
billion annually in the same constant 1973 dollars. Not & single mode of
transportation was able, during 1970-1974, to generate investment equal to
its 1975-1979 level of need, .

Given these facts, it is very clear that the ability of the transporta-
tion industry to meet ite capital requirements - and thus assure its ability
to continue to respond adequately and efficiently to the nation's ever-
increasing demand for transportation service - is in significant part depend-
ent on the tax status of ite investment program. We believe the seriousness
of the problems being encountered by the transportation industry in this area
fully varrants an increase in the investment tax credit to 12%, as was con-
templated in H,R, 6860, ’

There is one other area upon which we wish to touch. This concerns the
status of the tax credits which have been earned by industry, but which,
by virtue of other financial problems encountered by particular companies,
have remained unused and are now about to expire,

It is our understanding that more than half of all such expiring credits
were earned within the transportation sector of the economy. This again

vividly points up both the capital-intensivity of transportation as an industry
and the serfous economic problems the industry is encountering., It is for this

reason that this Association has adopted a policy that such earned, but unused
and expiring, investment credits should de treated as refundadble overpayments
of tax,

It 4s {ronfic that current tax laws should serve to discourage capital
investment by precisely those companies which need the most - that {s,
companies encountering serious financisl difficulties. In order to provide

S



F

2932d

Honorable Russell B. Long
March 10, 1976
Page Three

adequate, efficient and economical transportation service to a nation
which depends upon that service, transportation carriers must constantly
revitalize thefr operations with fresh infusions of capital investment.
Certain major carriers, especially in the rail and air sectors, are
currently either bankrupt or verging upon bankruptcy. If these carriers
are to continue to meet the public demaand for transportation service, and
to resuscitate their own ailing financial structures, they must be in a
position to generate substantial capital investment. Yet current tax
policy serves to discourage their doing 8o, by denying them the relief
that is accorded their more prosperous brethen.

Not only as a matter of simple equity, but also in recognition of
the extraordinarily urgent needs of these fnsolvent and marginal carriers,
we believe they are entitled to the same relief that is accorded other com-
panies in our economy. In our view, it is both unreasonable and counter-
productive to deny any transportation carriers use of investment tax credit
provisions of the law simply because that carrier does not earn sufficient
profits to enable it to make full use of earned investment credits. The
critical public interest role of the t ransportation industry demands, in
our opinion, that every possible incentive be accorded transportation
carriers to meet their investment needs, and we believe current tax law
should be amended to extend that {ncentive as broadly as possible.

For these reasons, we urge that you and your Committee give full
consideration to incorporation of the described amendments in any tax
legislation that is reported to the Senate for action.

Thank you very mucli for your interest and attention. We would like
to request that this letter be made a part of the permanent record of
hearings on this legislation.

Sincerely,

s WA

PT/dk

Enclosures (2)
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ESTIMATED ANNUAL CAPITAL REQUIREMENTS
OF PUBLIC INTERCITY CARRIERS

, 1975-1979
(Millions of Constant 1973 Dollars)

Annual Outlays

Replacement Expansion Total 1970-1974
Railroads 2,742 1,067 3,809 2,062
Airlines 1,021 1,106 2,127 ~1,439
Motor Carriers 1,565 579 2,144 1,079
Oil Pipelines 133 1,205 1,338 467
Water Carriers 207 203 410 315
Intercity Bus Lines __ 80 1Y 90 __ 80

TOTALS 5,748 4,170 9,918 5,442
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STATEMENT oF THE CounciL For FiNaNcIAL Aip To EpucatioN
TAX REVISION

The Council for Financial Aid to Education is concerned about the
likelihood that private, voluntary financial support of American insti-
tutions of higher education will be reduced substantially as a result
of legislation that would weaken the tax incentives of in(ﬁviduals and
c;)rporations to make gifts, grants, and bequests to the colleges of their
choice.

The voluntary support of higher education is a critical factor in the
financial structure of both pub%ic and private institutions; the urgent
need, therefore, is for more voluntary support, not less. Yet the incen-
tives for voluntary giving to higher education are in danger of being
seriously weakened by various legislative proposals that would di-
rectly or indirectly impinge on the way in which the contributions
deduction operates.

The concern of the council is set forth fully in its publication “Vol-
untarism, Tax Reform. and Higher Education.” 1975 edition, a copy
of which is attached hereto and incorporated into this statement.

The contributions deduction should not be compared with other
personal deductions. Charitable giving results from voluntary and
discretionary decisions on the part of the taxpayer which are not moti-
vated by personal financial gain. Other tax deductions normally pro-
vide the taxpayer with some tax relief for involuntary expenditures or
provide him with a partial offset to some expenses for which he receives
a benefit. Charitable contributions constitute a voluntary transfer of
income from the taxpaver to nonprofit organizations. organizations
which perform vital and essential services to our society. The volun-
tary support of higher education is an income transfer of precisely
this kind. since our colleges and universities are providing educational,
research. and other public service functions of immeasurable value to
the Nation. In sum. the contributions deduction is not a tax shelter, not
a tax avoidance gimmick. not a loophole; rather it is an incentive
to taxpavers to increase the share of their incomes which they allocate
to activities that are very much in the national interest.

Taxpayers do react to such incentives and are’ sensitive to the
charitable deduction and to economic circumstances when they make
their decisions about philanthronic giving. This is especially true of
voluntary giving to educational institutions. An authoritative source
of information in this area is the “Survev of Voluntary Support of
Edueation” conducted by the Council for Financial Aid to Education
for the past 20 vears. This annual survey is now cosponsored by the
Council for Advancement and Support of Education and the National
Association of Independent Schools. Advance data from the most
recent survey, covering the academic year 1974-75. is submitted to this

(2935)
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committee at this time as evidence of the amounts, sources, and pur-
poses of the voluntary support of educational institutions, and as evi-
dence of the sensitivity of certain groups of donors to incentives for
providing such support.

As indicated on table 8, the two categories of individual donors,
alumni and nonalumni, reduced their educational support about 6
percent in 1973-74 and by an equal amount in 1974-75. Since the two
categories of individual donors taken together account for about half
of the total amount of voluntary support, the 12 percent decrease since
1972-73 is a matter of consequence. The survey also reveals that nearly
all of this decline was accounted for by reduced giving for capital
purposes, including endowments. Since capital support is provided
primarily by large contributions in the form of appreciated property.
1t is believed that the decrease was due to the prolonged and deep
decline in the securities markets during 1973-74 and 1974-75.

Such sensitivity to the economic climate by major contributors to
the institutions of higher education is illustrative of the way in which
individuals react to changes in their incentives to give. There is no
doubt that they would react in a similar way to any weakening of the
tax incentives for educational and charitable giving.

The Committee for Economic Development issued in October 1973, a
policy statement titled, “The Management and Financing of Col-
leges.” One of their recommendationsis:

We urge that the existing tax incentives for voluntary support of higher edu-
cation be maintained and, to the extent not incompatible with other objectives,
expanded in order to strengthen the base of financial support of all colleges and
universities.

The council endorses fully this statement. More specifically, it
respectfully urges this committee, in considering various proposals for
a minimum tax, to exclude the charitable contributions deduction from
such legislation, so that the existing tax incentives for voluntary
philanthropy are preserved.

TABLE 1.—SURVEY OF VOLUNTARY SUPPORY, 1974-75; TOTAL SUPPORYT, ALL INSTITUTIONS REPORTING
[Dollar amounts in thousands)

1973-141 1974-15
Percent
Number Amount Number Amount change
Major private universities. ... ................. 69 $703, 106 69 $648, 477 -7.8
Private men's colleges........ 12 23, 906 13 17, 860 -25.3
Private women’s colleges n 67, 761 80 64, 460 -4.9
Private coeducational colleges. . ................ 465 458,916 453 426,579 -1.1
Professional and specisischools. . .............. 52 88, 202 54 69, 327 -21.4
Total, privete deyr... ... ... 875 i, 341,291 669 1,226,703 -8.6
Public institutions (d-yr). ... ..ccooveennnnn... 206 386, 161 207 430,831 +11.6
Yolal, eyr e 881 1,728, 052 876 1,657,534 -4.1
Junior eollom, .............................. 107 18,799 110 17,009 -9.5
Grandtotel. ... ... 988 1,745, 851 986 1,674,543 -4.1
Average perinstitution. ... .. .. ........... 1,768 ... ....... 1,698 ~4,0

1 Figures shown differ slightly from those rublisliod in the 1973-74 sutvey report; 5 institutions have been reclassified
and the amount of support reported by them in 1973-74 has been allocated to the class in which they reported in 1974-75.
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TABLE 2.—SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, 827 INSTITUTIONS IN 2 SURVEYS
[Dollar amounts in thousands)

- Percent
Number 1973-74 1924-75 change
Maj 'r private universities. ... ... ..........coeeo.... 68 $700, 037 $645, 069 -1.9
Pr vate men’s colmos ............................... 11 22,106 17, 3% -21.3
Private women's colleges_ . .. ... ................. I 62, 836 62, 200 -1.0
Private coeducational colleges. .. ... .. ... ........ 3% 406, 506 399, 620 -1.7
Professional and special schools....................... 45 79,130 65, 144 -12.7
Total, grivm A-yr 591 1,270, 615 1,189, £¢23 —6.4
Public institutions (4-yr). ... ... ..o iaeeaoo.. 160 334,856 366, 3 +9.4
Total, Ayl e ceeiaeaaaan 751 1, 605, 471 1,555, 780 -3.1
Juniorcolleges. ............covveiiiiiiiiiaaaaan 76 14, 986 13,708 -8.5
Grandtota). ... e 827 1, 620, 457 1,569, 488 -3.1

Total support of this group as percent of all institutions
nport?ng ......... ’ pp ..................................... 92.8 93.7 e

TABLE 3.-~SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, BY SOURCE, ALL INSTITUTIONS
REPCRTING )

[Doltar amounts in thousands}

1973-74 1974-75
Percent
Amount  Percent Amount  Percent change
Foundations. .. ... ... ... .ciiiiiiciiinaaa. $416, 924 23.9 $384, 500 23.0 -1.8
Nonalumni individuals. . ....................... 433, .8 , 23.9 -1.8
L T $ 22.7 317,316 2.5 -4.9
Business corporations._ ... ... ................. 276,192 15.8 75, 905 16.5 -1
Religious denominations. _ ... ... ... ........ 90, 511 5.2 87,694 5.2 -3.1
1 132, 870 1.6 149, 254 8.9 12.3
Total e 1,746, 851 100. 0 1,674,543 100.0 -4.1
Memo: All individuals. .................. 830, 355 4.5 777,190 “.4 -6.4
TS L 267,123 32.2 212,842 21.5 -20.0
Deferred gifts. ... .. .. ... ... ...l 56, 904 6.9 61, 220 1.9 1.6
Other gifts by living donors..................... 506, 328 60.9 502, 128 64.6 -.8

TABLE 4.—SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, BY SOURCE, 827 INSTITUTIONS IN
SURVEYS

{Dollar amounts in thousands}

1973-74 1974-175

Percent
Amount  Percent Amount  Percent change
Foundations. ... . . .....ooiiiimiiiiiiaaaat $392, 715 24.2 $362, 756 23.1 -1.6
Nonalumni individuals. . ... ... ... ... .. 402, 086 24.8 375, 9% 24,0 -6.5
Alumnl. o iiiiiiiiiaaaaa - 380,872 23.5 362, 189 2.1 -4.9
Business corporations .. ... ... .. ... _...... 250,932 15.5 256, 881 16.4 +2.4
Retigioys denominations. . ... ... ........... 75, 504 4.2 79, 374 5.1 +5.1
Ol eanennnennaaaenaas caseasarenans 118, 348 7.3 132,293 8.3 +11.8
L (7 ] P 1, 620, 457 100.0 1, 569, 438 100.0 -3.1

Total su of this group as percent of all in- .
sﬁluﬁgmorqm‘n'! ....................................... 92.8 ... 9.7 el
Memo: All individuals. ... ... ... .. ... 782,958 ... _..... 738,185 .. ....... -5.7

89-518 O - 76 = pt. T =5 -
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TABLE 5.—SURVEY OF VOLUNTARY SUPPORT, 1974-75; SUPPORT RECEIVED FROM INDIVIDUALS IN THE FORM
OF BEQUESTS, ALL INSTITUTIONS REPORTING

[Dollar smounts in thousands)

Percent
1973-74 1974-15 change
Major private universities. . . ] $141, 677 $11, 779 -1
Private men's colleges. _.... 2,826 2,98 +5.0
Private women's colleges. .. 13,958 10, 358 ~25.6
Private coeducational colle 61,219 49, 885 -18.5
Professional and special s 13,064 4,620 —64.6
 Total, private d-yr .. .. iiiiiiiiiiiiiiiiiiaaan 232,74 179, 637 ~22.8
Public institutions (&-yr). .. ... . iiiiiiiaaeas 33,026 32,123 -2.7
L1 U 265,770 211,760 -20.3
Junior colleges............. 1,353 2,082 +53.9
Grand total 267,123 213,842 -20.0
Bequests as a percentage of total voluntary support received by all
OSEHULOnS e e o o YUY Suppon twee oy . 15.3 12.8 o

TABLE 6.—SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, 8Y PURPOSE, ALL INSTITUTIONS
REPORTING

[Dollar amounts in thousands}

1973-74 1974-75
Percent
- Amount  Percent Amount  Percent change
Unrestricted. ... ... ..o iiieiiianiiann. $579, 995 33.2 $540, 218 2.3 -6.9
Physical plant. .. ... i 302,336 1.3 258, 669 15.4 -14.4
Research. .. . ... iiiiiiiiiiieaaeee 221,957 13.0 251, 252 15.0 +10.2
Student aid. ... ... .. iiiiiiiiaiaa. 227,832 13.0 222,675 13.3 -2.3
Facuity compensation........ ereeeeieeneanena. 107. 480 6.2 104, 833 6.3 -2.5
Other it 301, 251 12.2 29, 896 1.7 -15
B (.17 1, 746, 851 100.0 1,674,543 100.0 —-4.1
Current. . . . . iiiiiiieiiiiiinan. 969, 031 55.5 1,019, 241 60.9 +5.2
(o2 711 ¢ PR 177,820 “u.s 654, 802 39.1 ~15.8

TABLE 7.—SURVEY OF VOLUNTARY SUPPORT, 1974-75—ESTIMATED TOTAL SUPPORT RELATIVE TO ENROLLMENT
AND PURCHASING POWER

Percent
All higher education change,
1969-70 to

1969-70 1970-71 1971-72 1972-73 1973-74 1974-15  1874-15

Total estimated support (millions .- $1,780 81,860 $2,020 , 240 $2,240 $2,160 +21.3
Earoliment (thousands)........ ) . 8,005 581 8,949 9215 9,602 ?0. 22U +21.7
Support per student. .. ... R ©7 ) 17 2% 3§23 fa1 -50
o el TN B N R S
U per student in |7 T -30.
Tornl expenditures (billions). . ._......._..... 4.7 $21.1 .2 1.4 5.0 $40.2 +62.8
Total expenditures per student...._.......... $3, 090 , 160 §3,260 , 400 , 645 g. 930 +21.2
Tolal expenditures per student in 1967 dotlars.. $2,730 660  $2,640 630 $2,600 $2,540 -1.0

Estimated su a3 perceatage of expen-
dimros.....pﬁf.‘ ..... ” ..... " ....... " 1.2 6.8 6.9 1.1 6.3 5S4 ........

TABLE 8.—~SURVEY OF VOLUNTARY SUPPORT, 1974-75—ESTIMATED TOTAL SUPPORT BY SOURCE
[In miftions)]

Percent change, 1974-75

versus—
1972-73 1973-14 1974-75 1973-14 1972-713
Foundations. . ... ... ... ... ......eiiiiean... 524 $35 $497 -1.1 -5.2
Nonalumni individuals.. ... ... ................ ‘600 ‘556 516 -1.2 -14.0
[T . 536 509 486 -4.5 -3.3
Business corporations. .. ...._...c..eiiiiiannn... 320 354 357 +.8 +11.6
Religious denominstions. .............. e 99 116 112 -3.4 +13.1
L0 LT 161 170 192 +12.9 +19.3
Ve Total voluntary support.................... 2,200 2,240 2,160 -36 =36
mo:
Allindividuals. ....... . ..., 1,13 1, 065 1,002 -5.9 -11.8
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The Counchi for Financial Aid to Education (CFAE) is
a non-profit service organization established in 1952
through the eflorts of five prominent businessmen:
Frank W. Abrams, Irving S. Olds, Walter P. Paepcke,
Henning W. Prentis, Jr., and Alfred P. Sloan, Jr. It
was originally supported by four major foundations:
the Carnegie Corporation of New York; the Ford
Foundation; the Rockefeller Foundation; and the
Alfred P. Sloan Foundation. It is now financed by
over 350 leading corporations. CFAE’s purpose is to
encourage the widest possible voluntary support of
institutions of higher learning, especially by business.
It promotes, but neither solicits nor disburses, funds
for higher education. Its unique program consists of
studies in educational philanthropy, both business and
college oriented; a corporation and academic consul-
tation service; publications divectly useful to corporate
contributions officers; a national public service adver-
tising campaign utilizing the now familiar theme of
“Give to the College of Your Choice. Now.”; informa-
tional publications to broaden the base of college sup-
port; national key city and key industry leadership
meetings for business executives; and periodic sym-
posiums for corporate and college administrators.
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Charity is not a leophole . ..
“4 loophole is an ambiguity oy omission in a
"statute that permits evasion of the intent
of the statute.”
— Welbster

Synopsis

The voluntary contribution of time, effort, and money is one of the hallmarks of
American society. This concept, which stands in opposition to an exclusive reliance
on government for the achievement of social goals, has heen vital in the establish-
ment and preservation of many treasured American institutions.

In particular, voluntary initiative and voluntary support have been of funda-
mental importance in the establishment and development of the system of higher
cducation in the United States. Much of the superior quality of higher education is
due to its diversity and its freedom from outside control. Voluntary financial support
is one of the vital factors responsible for the independence of educational institu-
tions, public and private alike.

However, voluntarism is now being challenged through the consideration of
several proposals for changing the present tax treatment of private philanthropy.
Those who advocate such changes do so in part on grounds of political philosophy
and in part on grounds of equity. Some argue that the contributions deduction en-
courages taxpayers to spend money that rightfully belongs to the public treasury,
and others hold that the “benefits” of the deduction favor the wealthy vis-a-vis all
other taxpayers.

The first of these views is contrary to the fundamental beliefs which gave rise
to the system of voluntary action for the public good; the second argument reflects
a misinterpretation of the operation of the tax inceatives for educational and chari-
table contributions and a lack of understanding of who it is that benefits from such
voluntary giving.

Among the proposals for altering the tax treatment of charitable gifts are:

1. a reduction in the contribution deduction for gifts of appreciated property,

2. a limitation on the estate tax charitable deduction,

3. a minimum income tax that cflectively reduces the maximum contributions
deduction (and in some cases eliminates it entirely) for certain high-income
taxpayers.

Although these proposals are advanced in the name of greater tax equity, their
principal effect would be not to enhance tax equity but to reduce the flow of volun-
tary philanthropy.

The importance of tax incentives in the growth of voluntary support of higher
education is indicated by the historical record. Private gifts and grants to colleges
and universities increased from $23 million in 1909-10 to more than $2.2 billion in
1973.74. The initial upsurge in educational philanthropy prior to 1929-30 coincided
with the adoption of the income tax and the charitable contributions deduction, and
the extraordinary growth since 1939-40 has taken place against a background of
relatively high tax rates,

Since 1965-68 the rate of growth of voluntary support has been only about half
the prior postwar level. The upward push on institutionzl costs from inflation and
growing enrollment has been greater in the last eight years than previously; this in
combination with a slowing of income growth has produced a widespread financial
crisis among colleges and universities. The proposals for tax reform, therefore,
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would be seriously damaging to higher education since the need now is for more
private support, not less.

Voluntarism should be encouraged, not discouraged. Philanthropy has served
as an effective instrument of public policy in channelling private funds to education
and other desirable areas, and it has helped to preserve the pluralistic society that
is so greatly valued in the United States. Any decrease in the tax incentives for chari-
table giving will lead to reduced private support of the institutions of higher educa-
tion, thus endangering their solvency and their capacity to serve society. The sub-
stitution of additional government appropriations for philanthropic support is hoth
unlikely and undesirable. Reliance on public funding for a disproportionate share
of academic income would weaken the values inherent in diversity, jeopardize the
freedom and independence of the institutions of higher education, and attenuate
the quality and effectiveness of educational programs.

The achievements of higher education in contributing to the progress and wel-
fare of American society have been made possible in large part by the voluntary
initiatives of countless individuals who have given their money to support the col-
leges of their choice. It is imperative that voluntary support should continue to be
encouraged by public policy, and that the provisions of the Internal Revenue Code

which provide tax incentives for such support should be maintained and
strengthened.
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l. The Challenge to Voluntarism Summarized

One of the characteristics of American society that has so clearly distinguished it
from othet societies is its reliance on individual initiative and voluntary action in
the achievement of national goals. Unlike the autocratic societies of the past and the
collective societies of the present, in which a central authority makes all the deci-
sions that relate to ends and means, American society has held fast to the notion that
it is the aggregate of its citizens, functioning individually and cooperatively, that
determine objectives and the appropriate ways for reaching them. This character-
istic, the propensity for voluntary responsibility and voluntary action, has never
quite been matched by any other society in modern times.

Voluntary responsibility and voluntary action inevitably include the practice
of free-will giving to charitable endeavors in response to perceived need. Volunta-
rism in this sense has become a basic part of American heritage and the American
system of free enterprise, and like that heritage and that system it is uniquely Amer-
ican. In no other country has voluntarism taken root and flourished as it has in the
United States; in no other country has private philanthropy for the public good be-
come such a vital part of the national culture and such a deeply-ingrained custom
as it has in the United States.

As with other elements of culture and other customs, there is a tendency to
take voluntarism for granted and to forget the fact that it has been at the foundation
of many of the country’s most important and valued institutions. Voluntarism has
been responsible for the creation and maintenance of churches, schools, colleges,
hospitals, libraries, museums, and the performing arts; voluntarism has given rise
to the private health and welfare systems and many other functions and services
that are now such an integral part of American civilization and culture,

Tax Reform and Charitable Gifts

Despite its obvious contributions to this country’s growth and greatness, this unique
system of voluntarism is now being challenged through several proposals for “tax
reform” which would fundamentally alter the tax treatment of charitable gifts and
contributions. These proposals would, in effect, penalize those who voluntarily sup-
port education and other philanthropic activities. As Dr. Jonas Salk, of polio vaccine
fame, stated recently in testimony before the House Ways and Means Committee,

“...1come before you...as a scientist who has been enabled through the Amer-
ican system of private philanthropy to carry out his work in @ manner that
would not have been possible had this system not existed. A rather paradoxical
situation is deceloping in which the system that has been responsible for the
success of this country in the war against disease is in the process of being weak-
ened and destroyed.” . . “The paradox to which I refer is the contemplation of
legislation to reduce incentive [for private giving] at a time when Federal fund-
ing. .. is being diminished.”

Voluntarism, as a part of the American free enterprise system, now involves
in one way or another the wealth, the interest, and the personal service of over 70
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million people. Although it developed long before the Federal income, gift, and
estate taxes came into being, it has for more than a half a century been stimulated
and encouraged by those provisions of the tax laws which explicitly recognize that
the donor makes a personal sacrifice and contributes to the general welfare when
he provides financial support to the philanthropy of his choice. In enacting these
provisions, the Congress took into account the incentive effects on voluntary giving
and endorsed the view that the citizen has an obligation to support charitable, reli-
gious, and educational causes. As they are now written, the tax laws do not bestow
any financial benefits on the donors of voluntary funds, rather they eliminate some
of the penalties which would otherwise bear on philanthropically-minded taxpayers.

As Norman A. Sugarman, a private attorney and former official of the Internal
Revenue Service, said in his testimony to the House Ways and Means Committee
on behalf of the Council of Jewish Federations and Welfare Funds, “Charity is not
a loophole Charitable contributions are voluntary and discretionary, and should
not be lumped with other deductions with which they have no relationship in regard
to character or policy.” “The need exists,” he continued, “for greater participation,
at all levels, in the support of voluntary philanthropy. The tax laws should encour-
age all people to meet this need rather than discourage their support of voluntary
philanthropy.”

The Basis for the Challenge

The attack on voluntarism comes from a number of sources, the most important of
which are those who object to the tax treatment of philanthropy on grounds of poli-
tical philosophy. They view the tax savings involved in the contributions deduction
as an expenditure of what would otherwise be public revenue, without the appro-
priate legislative debate and administrative control. Under the existing law, it is
said, the taxpayers may spend funds that rightly belong to the public treasury, and
this enables individuals and corporations to direct the use of “public” funds accord-
ing to their own inclinations, preferences, or whims, and often in ways that are
inconsistent with national priorities. As such, this argument reflects the belief that
all functions and services that are in some sense “public” should be carried out by
government, a view that runs counter to the fundamental philosophy which gave
rise to and fostered the concept of voluntarism.

There are others who have attacked voluntarism indirectly, and often uninten-
tionally, in the mistaken belief that a taxpayer derives some finencial benefit from
the provisions which encourage philanthropic giving, and that the size of the bene-
fit is greater for wealthy persons than it is for those in the middle and lower income
brackets. This view reflects the notion that while it is equitable to tax increasing in-
comes at increasing rates, it is somehow inequitable to allow a commensurate tax
reduction for that part of income given to charity.

Some are simply unaware or unconvinced of the vast and irreversible changes
to American culture and living patterns that would occur if the traditions of volun-
tarism were to he weakened or eliminated. Others, in their zeal for additional Fed-
eral and state funding for vital programs, have lost sight of the crucially important
role of private giving in the maintenance of a free society. Whatever the views of
those who actively seek to change the tax treatment of philanthropic giving, or of
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those who would passively allow such changes to occur, the net result of these tax
proposals, if enacted, would be catastrophic for American social organization and
life. The voluntary society as it is known today might well disappear. In its place
would arise an expansion in the power and responsibility of government, an increas-
ing centralization of authority, and a further enlargement of bureaucratic control
over many elements of social activity.

Itis clear that changes in the tax laws affecting the incentives for voluntary giv-
ing would have an impact far beyond the flow of philanthropic funds between indi-
viduals and corporations on the one hand and the legion of voluntary agencies,
organizations, and institutions on the other. Although total giving in 1972 is
estimated to have exceeded $22 billion, of which $2.02 billion went to higher educa-
tion, these figures represent only the contributions of money and property. Great
numbers of people, 70 million or more, give of their energy and time, as well as their
money, on behalf of human needs. Volunteer service is often inspired by and tied
to the financial support provided by individual and corporate donors. The dollar
value of these volunteer services is incalculable. It follows, therefore, that the dis-
couragement of charitable contributions could have a chilling effect upon all aspects
of voluntarism.

The Congress has, for more than 50 years, provided a succession of new provi-
sions in the tax laws aimed at giving further encouragement to private philanthropy
for the public good. The Administration has endorsed the view that these provisions
should not now be replaced by deterrents to voluntary giving. In a statement pre-
sented to the House Ways and Means Committee on April 30, 1973, George P.
Schultz, Secretary of the Treasury, said:

“We urge that you do nothing which will jeopardize the vitality of our volun-
tary charities, which depend heavily on gifts and bequests. These organizations
are an important influence for diversity and a bulwark against over-reliance on
big government. The tax privileges extended to these institutions were purged
of abuse in 1969, and we believe the existing deductions for charitable gifts and
bequests are an appropriate way to encourage these institutions. We believe
the public accepts them as fair.”

Voluntarism and Higher Education
Although voluntarism impinges upon nearly every field of human endeavor, it has
been, and is, particularly epplicable and especially important to higher education.
Voluntary action was chiefly responsible for the establishment of almost all Ameri-
can colleges and universities until the Civil War. In the last hundred years volun-
tary action and voluntary support preserved, maintained, and strengthened both
private and public institutions of higher education. And voluntary financial support
currently provides a vital part of the critical resources that are needed by all colleges
and universities in the United States. This source of funds has been a major factor
in the development of American higher education and in elevating it to a position
of excellence.

The Committee for Economic Development, in a recent policy statement,’

V The Management and Financing of Colleges, New York, N.Y., October 1973,
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noted that °... . the flow of private support is essential to the diversity, strength, and
vitality of the nation’s colleges and universities. It provides a means of achieving
the high degree of independence and freedom indispensable to the attainment and
preservation of superior quality in education. We therefore conclude that the en-
couragement of private support is very much in the national interest.” The state-
ment concluded with the following recommendation: “We urge that the existing
tax incentives for voluntary support of higher education be maintained and, to the
extent not incompatible with other objectives, expanded in order to strengthen the
base of financial support of all colleges and universities.”

In view of the historical relationship betwéen voluntarism and higher educa-
tion, and because of the importance of voluntary support to colleges and universities
and their students, the current proposals for revising the provisions of the tax laws
that affect the contributions deduction are potentially of far.reaching consequence
to higher education and to American society.

10
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Il. How Proposed Tax Reform-Threatens
Voluntarism, Particularly with Respect
to Higher Education

It is clear that the long-standing public policy of encouraging private philanthropy
through tax incentives is now being seriously questioned, and that some of the pro-
visions of the tax la'vs which give expression to this policy are in danger of being
modified or eliminates1. Many proposals have been put forth for changing the pro-
visions of the present law regarding the tax treatment of charitable gifts, and some
of these proposals have been embodied in proposed legislation. These developments
merit close scrutiny.

Tax Complexity and Equity
The history of the Internal Revenue Code is one of increasing complexity. The Act

“of 1954, as amended to include 1974 legislation, is a ponderous document. Its pro-

visions deal with income taxes, employment taxes, estate and gift taxes, excise taxes,
and many questions of administration and procedure. Scattered throughout the
Code are innumerable definitions and cross-references, the principal purpose of
which is to make the law as precise as possible in the context of the complexities of
modern economic life. As written, the Code is now so long and complicated that it
is doubtful whether any one human being could comprehend it fully.

The increase in the complexity of the Code reflects the social, political, and
economic changes that have taken place since the Sixteenth Amendment was
adopted in 1913. The income tax itself was initially adopted as a means of securing
an adequate revenue for the Federal government, and it reBected a widely-held
belief that “income” was an appropriate measure of the taxpayer’s ability to pay.
The approach to income taxation, however, recognized that the tax should not be
applied to gross income, but to some concept of taxable income which allows for
certain exclusions and deductions. As time passed, the definition of income itself
became increasingly complex, and the exclusions and deductions were re-defined
and enlarged in order to provide fully for the special circumstances affecting vari-
ous groups of taxpayers. Many other provisions were added to implement particular
public policies that had nothing whatever to do with taxation as a means of obtain-
ing revenue.

A disproportionate part of the complexity of the Code is contained in the legis-
lation that was enacted after 1939, the reason being that tax rates, which had been
relatively low, were sharply increased during the early forties. The continuation of
relatively high rates in the post-war years generated urgent concerns with the
question of tax equity. Taxpayers® incentives to minimize their taxes also gave rise
to numerous tax avoidance arrangements, many of which became the subjects of
tax revision because of the undesirable features involved and the amounts of in-
come that were escaping taxation.

11
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Tax Simplification and Reform

The increase in the complexity of the Code and the proliferation of special provi-
sions ultimately generated interest in tax simplification and tax reform. In the late
sixties, for example, it became known that a2 number of high-income persons had
so arranged their affairs that they paid little or no tax; in some cases this resulted
from the fact that the income was derived from tax-exempt sougces, in other cases
the taxpayers had qualified for the unlimited charitable deduction and had made
sufficient contributions that no taxable income remained, and in yet other cases
other special provisions of the tax law were involved. In addition, many specialists
in tax law and tax policy recommended simplifying and restructvring many of the
complex provisions of the Code.

Public interest in an overhaul of the tax structure, and the concerns of legisla-
tors with respect to the questions of tax abuse, tax complexity, and tax equity, ulti-
mately led to a major effort at tax reform in 1969. Even though the Tax Reform Act
of 1969 did make a number of significant changes in some of the key provisions of
the Code, it did not materially revise the structure of the law. Indeed, it made the
law even more complex through the addition of special provisions relating to pri-
vate foundations and the creation of new forms of preferential income subject to
differential tax treatment. Interest in the question of tax reform did not diminish
as a result of this Act; on the contrary, tax critics advocated even more strongly the
need for a thorough overhaul of the entire tax system.

The Views of the Tax Critics

In its broadest form, the attack on the charitable contributions deduction and
other provisions of the Code is part of a general objection to the use of tax incentives
to implement various elements of public policy. The argument is that all the special
exemptions, deductions, and tax credits, including the provisions relating to chari-
table giving, are really nothing more than government subsidies of certain activities
which are determined outside the normal appropriations process. Some $91 billion
in such “tax expenditures” were identified in fiscal year 1974, including nearly $5 bil-
lion due to the deductibility of charitable contributions.

In weighing tax expenditures versus direct budget appropriations, the tax cri-
tics contend, among other things, that tax incentives permit windfalls by paying
taxpayers for doing what they would do anyway, and that tax incentives are in-
equitable in that they are worth more to the high-income taxpayer than the low-
income taxpayer. These objections have become most appealing, and the charitable
contributions deduction has been attacked principally on these grounds.

Most of the tax critics regard the special income exclusions, the preferential
forms of income, and the personal deductions as “loopholes” through which some
persons manage to avoid paying their “fair share” of taxes. In this context, the chari-
table contributions deduction, and particularly the provisions regarding gifts of
appreciated property, is typically attacked as a “loophole” on the grounds that the
deduction bestows an economic benefit on high-income taxpayers that exceeds the
benefit available to low-income taxpayers. They would advocate, as an alternative,
either a system of Federal matching grants in which the amount of the matching
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payment would be independent of the taxpayer’s tax rate, or a system of tax credits
in which the amount of the credit would be equal for all taxpayers.

The arguments advanced by the tax reformers rest on a premise that does not
accord with the traditional political philosophy of American society. They view any
exclusion from income taxation, and particularly the personal deduction for chari-
table gifts, as though it were a largesse bestowed on the taxpayer by the government
for doing something that is largely a matter of personal choice. They argue that this
“special favor” is unwarranted as a matter of propriety and equity. They view phil-
anthropic gifts as a form of discretionary spending, like other personal consumption
outlays, to be made out of income remaining after taxes. On this interpretation, no
taxpayer should have the privilege of making a charitable gift, tax-free.

That this view is contrary to the traditional American concept, which holds that
a person should not be taxed on that part of his income given for philanthropic pur-
poses, is amply demonstrated by the continuity of past legislation reaffirming and
expanding the tax incentive for charitable giving.

Congressional Interest in Tax Reform

Congressional interest in further tax reform has heen evidenced repeatedly since
1971. It was a major issue in the 1972 elections, and the plaiforms of both major
political parties contained strong statements favoring tax equity and tax simplifica-
tion. Many candidates took positive positions on the tax reform issue as a matter
of high priority, and several have since urged numerous specific revisions of the
Code. Some of the proposals affecting the charitable contributions deduction are
identical to those considered and rejected during the debates on the Tax Reform
Act of 1969.

The House Ways and Means Committee held public hearings on the subject
of tax reform during the spring of 1973. While those hearings covered all areas of
the Internal Revenue Code, the Committee expressed particular interest in 20 major
subjects, including estate and gift tax revision (“ . .. changes in the unlimited
charitable deduction . . . ”) and the income tax treatment of foundations and charita-
ble contributions.

After the hearings, the Committee turned its attention to other subjects, and
it took no action on tax reform until late spring, 1974. Along with other questions,
many of the specific proposals which would affect the tax incentives for charitable
giving were given serious consideration during the “mark-up” sessions held during
the summer and fall. Although the final bill did not contain any changes in the tax
lav that would have had an adverse effect on the contributions deduction, it was
not reported out to the floor of the House and the 93rd Congress adjourned without
enacting any major tax legislation.

Tax reform was again a political issue during the 1974 Congressional elections,
and many candidates made it the major element in their appeals to the voters. The
outcome of the election has materially altered the prospects for tax legislation in
1975-76. A significant number of new, young, reformed-minded legislators were
voted info office, and as a consequence of their influence the operational structure
of the House, including the committee system, was substantially altered. In par-
ticular, the Committee on Ways and Means was expanded to 37 members, and it
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was reorganized for the first time into small sub-committees to deal with the major
areas of Committee responsibility. The entire Ways and Means Committee, how-
ever, constitutes the Sub-committee on Taxation, and it has announced a firm inten-
tion of reporting out a tax reform bill in 1975. In addition, the 75 “freshman”
Democrats in the House have established a study group on tax reform, and this is
widely taken as a sign of the determination of the Congress to accomplish funda-
mental reforms of the tax structure before the end of the 94th Congress in 1976.

As of early June, 1975, there was some uncertainty about the Ways and Means
Committee’s timetable for tax reform. Plans were pending for some three weeks
of additional hearings, but the opening session continued to be postponed under
the pressure of other business. While it is likely that a comprehensive package of
tax reforra will not emerge until 1978, it is very possible that some small tax reform
bills will be completed and sent to the floor of the House in the fall of 1975 and
that one or more of such bills will have some impact on the tax incentives for
charitable giving.

The prospects for legislative action affecting the charitable contributions de-
duction hinge to some extent on the report and recommendations of the Commission
on Private Philanthropy and Public Needs (the Filer Commission) which are
expected to be published in the fall of 1975. This group, composed of private
citizens, was formed in late summer of 1973 with the cooperation of the Secretary
of the Treasury and the Chairman of the House Ways and Means Committee.
Among its purposes, the Filer Commission is examining the role of private philan-
thropy in American life and the structure and operation of the tax incentives for
charitable giving. In its brief existence, it has commissioned a large number of
study papers, surveys, statistical analyses, and other projects, many of which bear
on the various proposals for tax reform affecting the charitable contributions
deduction.

Proposals for Tax Reform Affecting Cifts to Higher Education
In the past three or four years, a large number of specific proposals for tax reform
have been drawn up and many of them have been embodied in proposed legislation.
Among the proposals which would directly alter the structure of present tax incen-
tives for private philanthropy are:

1. repeal of the charitable contributions deduction,

2. substitution of a tax credit for the charitable contributions deduction or for
all personal deductions,

3. reduction of the allowable deduction for charitable gifts of long-term appre-
ciated property by one-half the amount of appreciation,

4. inclusion of the unrealized appreciation in gifts of property as an item of
preference income for the minimum tax,

5. restriction of the contributions deduction to amounts in excess of some
percentage of adjusted gross income, or “floor”,

8. limitation on the estate tax charitable deduction to 50% of the adjusted gross
estate, and

7. taxation of unrcalized appreciation of property at death without exception
for property bequeathed to charity.

In addition, there are several proposals which would have indirect effects on
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the operation of the contributions deduction. One such proposal would put a limit
on the total of items designated as “tax preferences”. To the extent that any part
of charitable contributions, such as gifts of appreciated property, might be desig-
nated as preference income, the limitation would have the effect of reducing the
tax incentive for charitable giving in those cases where taxpayers have large
amounts of other tax preference income. Somewhat akin to this is the Treasury's
Minimum Taxable Income proposal {see below ).

An illustration of the way in which some of these measures have been woven
into proposed legislation is contained in a bill introduced by Rep. James C. Corman
(D-Calif.) early in 1975. In addition to many sweeping and complex changes
affecting other parts of the tax law, there are several provisions in this bill that
would greatly weaken the tax incentives for charitable giving. It repeals all personal
exemptions and deductions, including the deduction for charitable contributions,
from adjusted gross income and substitutes for them a tax credit equal to 24% of the
total of personal exemptions and deductions. It repeals the preferential tax treat-
ment of long-term capital gains, thereby making all capital gains taxable as ordinary
income. Although it provides for an adjustment to the tax basis of appreciated
property to give recognition to the fact that some of the appreciation is due merely
to inflation, it limits the deduction for gifts of appreciated property to the amount
of the adjusted basis rather than the fair market value at the time of gift. It adds
five new items to the list of items of tax preference income and it reduces the
allowable deductions from the total of tax preferences in the calculation of the
minimum tax. It imposes a gift tax on the interest transferred to charity in certain
cases where a donor makes a transfer of property to a charity and a third party at
the same time. And it limits the estate tax charitable deduction to 50% of the ad-
justed gross estate.

In the light of this bill and other indications of continuing Congressional
interest, much importance attaches to those proposals that are likely to be given
serious consideration by the tax-writing committees. Included are those proposals
that would alter the income tax treatment of gifts of appreciated property and the
estate tax treatment of charitable bequests, and those praposals designed to ensure
that all individuals should pay some minimum tax regardiess of exclusions and
deductions (Minimum Taxable Income proposals). All these subjects merit close
examination, in part because they have been singled out by tax critics as provisions
for which reform is most urgent and necessary, and in part because they affect such
a large part of the flow of voluntary support to the institutions of higher education.

Gifts of Appreciated Property

Under the present law, a taxpayer may make a charitable gift in the form of prop-
erty other than cash. If the property is a capital asset (other than inventory) that
the taxpayer has held for more than six months, then he may claim the fair market
value of the gift for his contributions deduction, even if the property has a fair
market value in excess of its cost (or other tax “basis™). This is a typical situation
in instances where charitable gifts of a substantial size are involved. And such gifts,
although small in number, represent a very significant share of the total amount of

2 HR 1040, the ‘““Tax Equity Act of 1975.”
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l;xjividual giving, particularly in support of higher education, as will be shown
ow, -

According to the critics, the tax treatment of gifts of appreciated property to
charity constitutes a particularly egregious inequity in the tax law. The alleged in-
equity arises from the belief that the taxpayers who have appreciated property, and
who are thus in a position to take advantage of this option, are those in the top in-
come brackets. These individuals, it is said, not only get the “benefit” of a reduction
in taxes on their ordinary incomes, which is taxed at the highest end of the rate
structure, they also avoid paying taxes on the capital gains which would have been
due if they had sold their properties instead of given them to charity. Further, it
is claimed that in practice such gifts typically involve property for which the tax
basis (or cost) is very low, perhaps even zero, and that in such cases it is possible
“to make money by giving it away.” -

The question is a matter of fundamental importance to the entire voluntary
sector and especially to higher education. There are really two separate issues in-
volved, (1) whether the argument of the tax critics is technically valid, and if so
under what conditions, and (2) whether the provisions of the present law serve
the public interest to such an extent as to outweigh the revenue “loss™ to the Treas-
ury and other similar considerations.

It is probably true that most charitable gifts in the form of appreciated property
are made by taxpayers in the upper brackets. It does not follow, however, that the
law discriminates against the lower income taxpayers or that it is in any other way
inequitable. Although charitable gifts do reduce the taxes paid by donors, there is
no financial gain to the individual taxpayers as a result; rather, there is typically a
reduction in the donors’ wealth that is larger than their tax “savings.” This excess,
as well as the tax savings proper, accrues to the benefit of charitable donees. In
short, the diversion of tax revenues from the Treasury goes not to the taxpayers but
to philanthropy, and hence to the public good.

The purpose of this provision of the Code is simply to encourage voluntary
giving in the public interest, and this particular tax incentive is responsible for a
very large portion of gifts by individuals to higher education and other charitable
recipients. Since the benefits of voluntary giving-accrue to the charitable and educa-
tional institutions rather than to the taxpayers who make the gifts, there can be no
economic discrimination or inequity in favor of the wealthy in this arrangement.®

The assertion that it is possible to make money by giving it away depends upon
a specific assumption about the taxpavers’ alternatives. The tax critics take the posi-
tion that wealthy persons typically must sell long-term capital gain property in
order to raise the cash they need to pay the taxes due on their ordinary income.
Using a hypothetical case in which such property has a zero basis, and in which the
taxpayer’s tax rates are at a maximum, it is then shown that by giving the property
to charity the total Federal tax “savings™ can exceed the fair market value of the
property itself by about 5%.

3 Since voluntarism is an alternative to reliance on govemment, charitable gifts mav be thought of as a volun-
tary tax which, like the progressine income tax iself, results in a redistribution of income from the rich to the poor.
Most charitable giving directly or indirectly benefits the low and middle mcome segments of society more than
the wealthy. Therefore, by stimulating the wealthy to give more, this provision in the tax law results in a benefi-
cial ducrinination in fsvor cf the low-income taxpayers and those whose incomes are 3o low they pay no tanes
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While such cases may conceivably exist, the extreme technical requirements
would make them very 1are. Furthermore, it is highly questionable whether indi-
vidual taxpayers must make a choice only between the sale or the gift of their
property. High income taxpayers typically do not usc appreciated assets to pay the
taxes due on ordinary income, so they are not forced to sell long-term capital gain
property for this particular reason. The alternative and more relevant choice, then,
is for them either to give the property away or to retain it. In the overwhelming
majority of cases, it will cost the taxpayer more to make the gift and save something
in taxes than not to make the gift and save nothing in taxes. That is. the individual
will be worse off, in the sense that his net wealth will be less, after he inakes a chari-
table gift than he would be if he were to keep his property. This is true even beyond
the reduction in net wealth, for by making a gift in the form of securities, real estate,
or other income-producing property the taxpayer also gives up the future income
that he would enjoy if he kept the property in his possession.

The principal proposal for tax reform in this area is To reduce the amount of
the charitable deduction by one-half of the unrealized appreciation on the property.
The taxpayer would still have some incentive to make contributions in the form of
appreciated property, but instead of taking 100% of the fair market value of the
property as a deduction, he would take the fair market value of the property less
50% of the unrealized appreciation as his deduction. One of the provisions in the
Tax Reform Act of 1969 made this change with respect to the deduction for gifts
of appreciated property to private foundations.® While the extension of this rule
to gifts of appreciated property to public charities would remove the remote possi-
bility that a taxpayer might “make money by giving it away” (assuming that his
only alternative is to sell the property ), it would also greatly reduce the incentives
for making such gifts. A reduction in the incentives for voluntary giving would re-
duce the fRow of individual contributions to educational and charitable recipients,
and the loss of contributions income to the voluntary sector would exceed by an
astronomical margin any conceivable gain that might accrue from the change as a
matter of “equity.”

In terms of the public interest, the provisions of the present law have in fact
resulted in a Row of charitable and educational gifts in the form of appreciated
property that is substantial in amount and important in impact. The testimony on
this particular point at the public hearings on tax reform in April, 1973, brought out
repeatedly that, for the agencies and organizations in health, education, welfare,
and other voluntary fields, these kinds of gifts are particularly vital as a component
of total contributions income.

In the case of higher education, it is estimated that gifts of appreciated prop-
erty account for abaut one-fourth of total voluntary support from all sources. In
1971-72, for example, roughly $500 million out of the estimated tota} of $2.02 billion
of voluntary support from all sources consisted of gifts of property other than cash.
With respect to gifts and bequests from individuals, contributions in the form of
propetrty make up about 45% of the total, and more than 60% of the total for gifts
of $5,000 or more.* Corporate gifts of appreciated property are much less important

¢ An exception & provided in the case of foundatins making quahified distributions ol such gifts within a
specified time limit,

% Jubian H. Levi and Sheldon Elliot Steinbach, Pattcrns of Giving to Higher Education 1T, Washington, D.C..
American Council on Education.
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in the context of total corporate support of higher education, yet they involve tens
of millions of dollars worth of assets of significant value to the recipient institutions.

It is clear that the present tax treatment of gifts of appreciated property has re-
sulted in a very considerable tax incentive for charitable giving on the part of those
who have such property, and that gifts in this form constitute an important part
of the total voluntary support of higher education. The proposed change in the
tax law amounts to the imposition of a tax on the donor by reason of his having
made the gift. If they wish, taxpayers can avoid this tax by simply not making gifts.
It is probable, therefore, that the proposed legislation, if enacted, would very
drastically reduce the flow of large gifts in the form of appreciated property. And
since the property not contributed is merely retained by the taxpayer, the capital
gains would continue to be unrealized.® ,

Under these circumstances, it is difficult to envision how the public interest
would be served by the proposal with respect to gifts of appreciated property. There
would be little or no increase in tax revenuc to the government, yet there would
almost certainly be a large decrease in the voluntary support of higher education
and other public charities. In view of the increasing financial difficulties of colleges
and universities, such a decrease in voluntary support could well make the differ-
ence between survival and extinction for some institutions. It would clearly reduce
the quality of education at most institutions, public and private alike, or increase
the burden of governmental support of higher education, or both.

Charitable Bequests '

Udder the present estate tax law, there is no ceiling on the amount of a charitable
bequest which may be deducted from the gross value of the estate for tax purposes.
One may, therefore, bequeath his entire estate to charitable recipients, in which
case the taxable estate would be zero and no estate tax liability would arise. Any
part of the estate may be taken as a charitable deduction in arriving at the taxable
estate, and the gift may be in the form of either a specific bequest or a residual
bequest.

In recent years there has been a significant upsurge in the total amount of char-
itable bequests. In 1950, for example, they amounted to $274 million; by 1960 they
had risen to $951 million, and by 1972 they had reached an estimated level of more
than $2.7 billion. The factors accounting for this ten-fold increase include (a) an
increase in the number of estates of taxable size, (b) an increase in the total value
of estates for which tax returns have been filed, and (c) the fact that charitable
bequests have been rising as a percentage of total estates. Much of this reflects the
fact that increasing proportions of the population are reaching the senior age groups
in a state of economic independence and affluence. In addition, there is the effect of
inflation on the value of property vis-a-vis the constant exclusions and deductions
in the estate tax law.

This dramatic rise in the total amount of charitable bequests has served to call
attention to instances in which wealthy persons bequeath very large fortunes to
both private foundations and public charities. The question posed by the tax eritics

& Under the present law, such gains may never be taxed as such. For estate tax purposes, the “value at time of

death” is normally used for all of a decedent’s property, and the tax is based on the gross estate, so valued, less
certain deductions.
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in this area is essentially one of political philosophy, with overtones not of equity
but ethics. They feel that no one should have the right to leave as much as 100% of
a large estate to a favorite charity, tax frec; that every estate in excess of some arbi-
trary size should provide some income to the public Treasury, regardless of how it
is distributed. They propose, therefore, that there should be a limitation on the con- -
tributions deduction for estate tax purposes, and that the limitation should be 50%
of the adjusted gross estate. The regular rates of tax would apply to the remaining
taxable estate even if the entire balance were left to charitable beneficiaries.

Since all estates are ultimately liquidated, it is clear that charitable and edu-
cational beneficiaries would bear the full burden of such a change in the estate
tax law, even though it is the decedents’ estates that actually make the tax payments.
The proposal therefore amounts to a recommendation for a tax on charity, since it
would have no other effect than to divert some part of the flow of bequests from
charitable agencies and organizations to the Treasury.

The impact of such a change on the voluntary support of higher education and
other philanthropies would be severe. As indicated above, total annual bequests
to charitable beneficiaries are now about $2.7 billion and rising. This source of
funds, therefore, accounts for roughly 14% of voluntary giving by individuals to
the philanthropic sector of society. As for higher education, bequests account for
between one-fourth and one-third of voluntary support by individuals, and the
total in recent years has been in excess of $300 million annually.

A very high fraction of the bequests received by colleges and universities is
designated for endowment and other capital purposes. The proposed change in the
estate tax law, therefore, would not have as large and immediate an impact on oper-
ating budgets as would the proposed changes in the income tax law. However, such
a change would have a long-run impact in that it would slow the growth of endow-
ment funds and thus slow the growth of endowment income which is an important
part of the operating budget for many of the institutions of higher education.

The total endowments of all colleges and universities amounted to about $15°
billion in market value at the end of academic year 1971-72. The annual increase
averaged about $500 million in the preceding five years. Bequests, therefore, consti-
tute an important source of the grewth of endowment funds. The income from
endowment funds is an important part of the operating budgets of most private, and
many public, colleges and universities. The growth of endowments, and the accom-
panying increase of endowment income, is a factor that is essential to the ability of
the institutions of higher education to meet the rising costs due to inflation and ex-
panding enrollment. It would be tragic if the !aw were changed so that this source
of endowment principal were significantly restricted; the percentage increase in the
annual revenues of the Treasury would be insignificant, while the decrease in the
annual flow of voluntary support to the institutions of higher education would be
appreciable.

The Minimum Taxable Income Proposal .

One source of the interest in tax reform is the widespread belief that there are many
loopholes in the present tax law which enable persons with high incomes to escape
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their “fair share” of total taxes. There are, in fact, many provisions in the Internal
Revenue Code which either give preferential treatment to income earned in certain
ways or which allow special exclusions and deductions to certain groups of tax-
payers. It is, indeed, possible for a person to enjoy a very high mcome and yet pay
little or no income tax on that income.

The provisions in the tax law which make this possible were enacted to achieve
various purposes which Congress thought desirable at the time. For example, the
percentage depletion allowance granted to the producers of mineral resources was
adopted for the express purpose of giving encouragement to the search for and the
development of these resources. In other cases, the provisions were thought neces-
sary to correct inequities that had developed with the passage of time. And, as
with ]ong -term capital gains, the preferential tax treatment of some kinds of “in-
come” arose from a genuine belief that it is not ordinary income and should not be
taxed as such; other examples of unusual types of income would include the “bar-
gain element of a stock option at the time of exercise,” and certain income earned
outside the United States.

Some taxpayers are able to utilize these and other provisions of the tax law so
as to eliminate most or all of their taxable income and thus be liable for little or no
tax. There are three alternative tax reform proposals designed to prevent this and
to insure that most individuals would be forced to pay some minimum amount of
income tax, regardless of the sources of that income and regardless of the exclusions
and deductions that the taxpayer might legitimately claim.

The Administration’s “Minimum Taxable Income™ proposal (MTI), as it is
now structured, would have an important impact on voluntarism because it does
not distinguish between charitable contributions and other personal deductions.
Instead, charitable contributions are lumped in with all other personal deductions,
such as medical expenses, taxes, interest payments, and casualty losses, and the
total of all such deductions would, in effect, be subject to a limitation of 50% of

income. "
The effect of this proposal, therefore, is to reduce the maximum allowable de-

duction for charitable contributions below the present 50% of adjusted gross income.
The amount of the reduction would vary from case to case, but for numerous tax-
payers the allowable deduction for charitable gifts would become zero. In a great
many instances, therefore, this proposal would penalize philanthropic giving.

In these circumstances, donors would be discouraged from making any gifts
beyond a variable limit. Contributions would be deductible only to the extent of
the difference between 50% of income and the total of all other deductions. Conse-
- quently, many taxpayers will reduce their giving in order to avoid the implicit tax
penalty.

Although the concept of the MTI has many desirable features as an expression
of policy, the absence of any special provision for the encouragement of charitable
giving is contrary to the long-standing public attitude on this subject. Charitable
contributions should not be treated the same as other personal deductions, because
they result from voluntary and discretionary decisions on the part of the taxpayer
which are not motivated by financial gain, but rather by the desire to help worthy

? Under the MTI p P 1, this is “expsnded adjusted gross i * defined as ldtuned gross income plus
four items of pref less p 1e pri and & * lo\vmmlooc
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causes which need such help. Alt other deductions either provide the taxpayer with
some tax relief for involuntary costs { e.g. medical expenses and casualty losses) or
provide him with a partial offset to some expenses for which he receives a benefit
(e.g. local taxes and interest payments on borrowed money ).

Philanthrapic giving is a form of voluntary tax; ® it would be consistent with
the purpose of the MTI to treat charitable contributions as payments for public
purposes in lieu of taxes.

The current MTI proposal would reduce charitable giving in another way.
It contains no provision for a carryover of any excess deductions. Large contribu-
tions, which under the preserit law qualify for a five-year carryover for any amounts
in excess of the permitted maximum, would be discouraged because any excess
would be lost forever as a tax deduction. While large gifts are relatively few in
number, they account for a disproportionate share of the voluntary support of higher
educatior. In 197071, for example, gifts of $5,000 or more represented only 5% of
the number of gift transactions, yet they accounted for 75% of all voluntary support
received by the institutions of higher education.®

According to Treasury estimates, only about 130,000 out of the 35 million tax-
payers who itemize their deductions would be affected by the MTI proposal, and
the total contributions of this group of taxpayers is estimated currently at 3800
million. The loss in charitable contributions from the MTI rule would, according
to the Treasury, be in the neighborhood of $300-500 million, depending on how
these taxpayers react to the reduction in their tax incentive.

What the Treasury did not estimate is the impact that this loss in contributions
would have on charitable ber.eficiaries. Were it all to fall on higher education, for
example, it would represent a decrease of between 157 and 25% in the total of volun-
tary support. It is hard to believe that this kind of a result could be considered to
be in the public interest in any way.

Another proposal, similarly designed to force high-income taxpayers to pay
some minimum tax, is a modification of the provision adopted in the Tax Reform
Act of 1969 that imposes, as an additional tax, a minimum tax on those individuals
who have substantial amounts of “preference” income. This proposal would include
as an item of preference income the excess of the taxpayer’s total personal deduc-
tions over 80% (or 75%) of his adjusted gross income. This means that a taxpayer
who would otherwise entirely escape taxation by reason of having deductions equal
to his adjusted gross income would have to pay a preference tax on a minimum of
20% (or 25%) of his adjusted gross income regardless of the nature of those de-
ductions. .

A third approach to minimum taxation was developed in the course of the
Ways and Means Committee’s consideration of tax reform legislation in 1974. This

“compromise” proposal, like the MTI proposal itself, involves an alternate tax
rather than an additional tax as is the case with the present tax on preference in-
come. Urder the ongmal concept, individuals would compute a minimum tax
based on their “cconomic™ income, defined as adjusted gross income plus a number
of items of tax preference and less three deductible items. One of the permitted

8 Government entities a.2 frst on the list of eligihle recipients in the definition of “charitable contributions."

See Section 170(c l)ohheIRC of 1954, as amended.
9 Le¥i and Steinbach, pp. 10-11.
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deductions would be charitable contributions, but only to the extent of cash gifts
plus cost (or other basis) of gifts of appreciated property. In subsequent debate
the Committee decided to permit the full deduction for all charitable gifts, includ-
ing the fair market value of gifts of appreciated property. As indicated previously,
however, the final bill was not acted upon by the House.

The three proposals taken together illustrate how difficult it is to resolve the
conflict between two principles of tax policy. It is possible to continue the present
tax incentives for private philanthropy. but only if the policy of encouraging char-
itable giving takes precedence over the policy of requiring every taxpayer to pay
some tax. Likewise, it is possible to structure the tax system so that every taxpayer
pays at least some tax, but only if it is acceptable as a matter of policy that this be
accomplished at some cost in terms of voluntary philanthropy.

Other Proposals

The preceding discussion dealt with the tax reform proposals that are of the most
immediate significance to higher education, both because of their potential impact
and because of the serious attention being given to them by the tax-writing com-
mittees. Other suggestions have been advanced from time to time which also would
have an important impact on the voluntary support of higher edycation.

One of these is the proposal for a threshold or floor, typically 3% of adjusted
gross income, below which po charitable contributions would be deductible. While
this is said to represent an cffort at tax simplification, it would penalize charitable
giving by the majority of taxpayers. In 1970, for example, about 29 million taxpayers
out of the 35 million who itemized their deductions were in the income groups in
which the average charitable contribution amounted to less than 3% of income. The
threshold proposal, therefore, would affect the multitude of small contributions
that are so vital to the voluntary sector. While the small gift is less important than
the large gift to higher education, the total of voluntary support received as small
gifts constitutes a significant share of all support, and the removal of this particular °
tax incentive would seriously impinge on the effectiveness of college and university
fund raising.

Another proposal would impose a tax on the unrealized appreciation of long-
term property at the time of death, without making any exception for property
bequeathed to charitable institutions. Under this proposal, virtually every estate
would be reduced in size by the amount of the tax, so that the amounts available
for distribution to all beneficiaries, including educational and charitable institu-
tions, would also he reduced. Such a tax would clearly impose a burden on the
taxpayer in planning for charitable bequests in the context of his total estate and
his preferred disposition. Since about two-thirds of the value of estates bequeathed
to colleges and universities is in the form of property, the indirect impact of such a
tax on the voluntary support of higher education could be very significant. Here
again, the proposal would effectively reduce voluntary giving without increasing
substantially the tax revenue to the Treasury and without affecting in any way the
fairness of the tax laws as they apply to different income groups.

Finally, it has been propused to eliminate the.charitable contributions deduc-
tion entirely and to substitute in its place a tax credit equal to some arbitrary per-
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centage of the total amount of the taxpayer's gifts. The taxpayer would not deduct
his charitable contributions from his income prior to calculating his tax, rather he
would calculate his tax without taking his contributions into account and then off-
set some fraction of his contributions against the amount of the tax due. The recom-
mended percentages for the tax credit have varied from 27% to 50%, and there are
several variations on the basic proposal in terms of other personal expenditures that
might be included.

The proponents of the tax credit proposal assert that it would enhance tax
equity. It is argued that the present deduction arrangement is unfair because the
Treasury “subsidizes” the small contributor less per dollar of gift than the large
contributor. This diferential “subsidy” arises because the progressive tax rate
structure necessarily results in a larger tax “saving” for a gift deduction by a high-
income taxpayer than for one by a low-income taxpayer. The tax credit would be
more fair, it is said, because this “subsidy” would be equal, per dollar of gift, for
all taxpayers. -

The argument is faulty in many ways.'® Among other things, it reflects the view
that while it is equitable to tax income according to a progressive rate structure, it
is somehow inequitable to untax that income according to the same rate structure
when it is voluntarily given by the taxpayer for a philanthropic purpose.

Even if the argument were valid, however, the tax credit proposal is by no
means a desirable alternative to the present arrangement. In theory, it would be
possible to substitute a tax credit for the charitable deduction and to set the per-
centage at such a level that the increased contributions of the lower income tax-
payers would precisely offset the decreased contributions of the high income tax-
payers. While the result would be no change in the total amount of philanthropic
giving, there would be a very marked change in the distribution of this total among
all the recipient agencies and institutions.

Recent econometric studies have indicated clearly that any such change in the
distribution of total giving would involve a very significant shift away from the
voluntary support of education toward the support of other fields of charitable
activity. It is estimated, for example, that for a tax credit of 25% there would be
little or no change in total charitable giving, but a decrease of roughly one-fourth
in the amount of such giving to educational institutions. To be neutral in terms of
the impact on higher education, the tax credit would probably have to be set at a
level between 35% and 40%; at such a level the amount of total charitable giving
would rise as much as 50% above the dollar total resulting from the present system,
and the cost to the Treasury would be so high as to make such a change politically
impossible.

Moreover, fund-raising activities would become more complex and less effi-
cient. There would be a decline in the number and importance of large gifts-and an
increase in the number of small gifts. Charitable solicitation, therefore, would face
an increase in the fund-raising cost per dollar of contributions received, thus widen-
ing the gap between what the donors give and the donees receive. Such a develop-
ment would clearly be undesirable.

10 A complete discussion of the equity question would he much too lengthy for this paper. A technical memo-
randum on the jubject will be made available by the Council for Financial Ald to Education and provided to the
interested reader upon request.
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Ill. The Importance of Voluntarism
to Higher Education

Almost all of the proposals for changing the tax laws with respect to the charitable
contributions deduction would, if adopted, have the effect of discouraging the vol-
untary support of higher education. This is especially true for those proposals which
are being given any serious consideration. In view of the other financial problems
of academia, any diminution of voluntary support could hardly come at a more in-
opportune time. What higher education needs now is more support, not less.

In the past 25 years, higher education has undergone a marked transformation
as a social institution and its influence has become deeper and more widely diffused
than ever before. It no longer provides education primarily for the small segment
of society able to afford the costs involved, rather it provides educational oppor-
tunities of an extraordinarily diverse character to a substantial proportion of the
population. It is no longer concerned principally with the traditional programs cen-
tered on the liberal arts and the professions, rather it is concerned with the totality
of educational needs for a technological society characterized by social and eco-
nomic mobility. It is no longer a collection of “ivory towers” isolated from the main-
stream of American life, rather it is a far-flung enterprise intimately concerned with
and involved in human welfare and the social issues of the day. It is no longer sim-
ply a community of scholars dedicated to teaching and to expanding the frontiers
of knowledge, rather it is an aggregation of centers of learning and scholarship,
deeply involved with the nature of man and his relation to his environment. In short,
it has hecome a highly-organized instrument for the achievement of many national
goals. In this context, voluntarism has come to have a profound effect on the destiny
of both the individual and society.

The Importance of Voluntary Support

The voluntary support of colleges and universities has become much more impor-
tant than its numerical magnitude would indicate. Private gifts and grants to higher
education, which were less than $200 million in the mid-1940's, reached a level in
excess of $2.2 billion in 1973-74. This latter figure represents only 6.3% of the total
expenditures (operating and capital) of all colleges and universities combined, yet
the function of voluntary support is so unique that it exerts a disproportionate in-
fluence on the capacity of higher education to serve society.

For the private colleges and universities, which account for nearly 60% of
the number of institutions, such support is clearly vital to solvency and survival.
These schools traditionally rely on private support to meet a substantial share of
their operating budgets and virtually all of their capital requirements. It is thus a
source of income basic to the ability of private institutions to be free and indepen-
dent of political authority, and to provide diversity to the system of higher
education.

For the public colleges and universities, voluntary support has been essential
to their ability to offer education of high quality. Gifts and grants from private
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sources often provide the “vital margin for excellence.” Since appropriatiéns from
state and local government hudgets are necessarily determined in the context of
total tax revenue and the entire complex of competing demands for such funds,
the allocations to the institutions of higher education tend to be limited to the most
essential functions. There is seldom any extra money for the marginal activities and
programs that make the difference between mediocrity and superiority in educa-
tion.!" Private gifts and grants thus provide the public colleges and universities with
additional leeway for experimentation, for going beyond the minimum educational
effort, and for providing the additional services which are being increasingly de-
manded of all higher education, public and private alike.

In larger terms, voluntary support provides the underpinnings for a diversity
in higher education that is vital to the independence of all colleges and universities
in carrying out their high purposes. Such independence is indispensable to the pres:
ervation and extension of educational quality.

The excellence of higher education in the United States is in Jarge measure
due to its exceptional diversity. There are now more than 2,700 colleges and univer-
sities, some public, some private. They differ enormously in size and structure, and
they offer a broad range of programs oriented toward an extensive array of educa-
tional objectives. Some are national institutions, independent in outlook from the
part of the country in which they are located; others are local in orientation, closely
identified with the peaple and problems of their particular communities. Their
constituencies are as varied as the institutions themselves, some serving primarily
the members of a religious denomination, others serving special minority groups,
and still others are aimed at serving the needs of a cross-section of the population.
Some are highly specialized, organized to serve the particular needs of agriculture,
the arts, science and technology, religion, medicine, the law, and even education
itself. Others are more generalized, with curricula which span a varicty of disciplines.

This diversity among the institutions of higher education is a reflection of the
pluralistic society of which they are a part. It has arisen because of the pluralism
which has been so important in the evolution of all American institutions, political
and economic as well as social. Higher education as it exists today was unplanned.
It developed at first through the individual initiative of countless educators and
philanthropists who perceived a need for particular kinds of colleges and universi-
ties in particular places at particular times, and who gave of themselves and their
resources that the institutions might be formed, maintained, and expanded. In the
past hundred years, public authorities at all levels of government have also come
to perceive and value the benefits which accrue to the nation and to all its subdi-
visions from the broadest possible base of educated citizenry. In this way the great
state universities, land-grant colleges, community colleges, and other public insti-
tutions have been added to the higher educational establishment to serve the needs
of the growing society. Many of these institutions bear the stamp of voluntarism in

1 “Legislators do not look with favor on the eatras that will make the diffcrence between adequacy and ex-
cellence. 11 public institutions are to steive for exceptionsl performance, they are forced to look to private funds
to Lift theni above the commonplace or the mediocre. ‘Those public institutions that have achiesed greatness have
done 30 with the helh and encourngement of prisate resources and private leadership.”

Howard R. Bowen, President, Univensity of lowa, speaking to businessmen in Dallas, Texas, at a CFAE lunch-
con mecting, March 7, 1969. .
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Table I
Private Gifts and Grants Received by Colleges and Universities
(millions of dollars)
1909.10  1919-20  1929-30  1939-40 194950  1953-54 195758  1961-62 196566
Current Funds:
Educational and General 38 18 262 408 1187 1913 3250 4508 651.1
Less: Contributed Servicest 79 178 250 374 468 60.0°
“38 76 262 327 1109 1663 2876 042 5911
Student Aid® 16.8 328 570 86.6
Total current funds 36 K73 T262 327 1109 183.1 3204 4612 6771
Capital Funds:
Physical plant funds 84 79 514 227 728 103.9 1572 2285 366.1
8 Physical plant assetsc 290 499 73.0
Endowment funds 628 100.1 1927 2302 282.2
Student loan funds 12 515 635 363 { 15 19 32 85 104
Other capital funds 2.5 4.5 78 19.8 34.5
Total capital funds 196 594 1149 590 139.4 2104 389.9 5349 766.2
Total gifts and grants 232 67.0 1411 917 240.3 3935 710.3 9961 ' 14439
* Not separately collected until 1931-32. '
* Not separately collected until 1953-54.
¢ Not separately collected until 1957-38.
* Estimated by Division of Rescarch, CFAE
S, : U.S., Dx of Health, Education, and Welfare, Ofice of Education: Digest of Educational

statistics (1971 Edition), Table 129, p. 100: Surveys of ‘Financial Statistics of Institutions of Migher
Educstion (1957-58 to 1965-66); Biennisl Survey of Education in the United States (1949-30 to
1955-38).
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addition to their sponsorship by state and local governments. Private financial sup-
port has been an important source of income for many of these institutions, and in
numerous instances the buildings, grounds, and other physical facilities were do-
nated by interested and concerned individuals.

The voluntary contribution of money, time, and energy was responsible for
the founding of higher education in the United States, and voluntarism in all its
dimensions has been a key element in its development for more than 300 vears.

The Early History of Voluntary Support

During the Colonial period private gifts were the dominant source of funds for
higher education. Among the nine colleges founded before the Revolutionary War,
only one received any substantial assistance from governmental sources; the other
eight were established and maintained almost entirely by philanthropists. The sur-
vival and growth of these institutions during the seventeenth and eighteenth cen-
turies was possible only because of a continuous flow of gifts and bequests for
operating funds and physical facilities.

During the period from 1780 to 1880, it is estimated that as many as a thousand
colleges were organized. Most of these institutons were founded by clergymen and
supported by local congregations, and their continuance depended directly on their
success in raising money. Despite the efforts of many dedicated individuals and
the frequency with which appeals for support were directed to the urban centers
in the northern and eastern areas, only a small number of these colleges survived as
permanent institutions. While it was voluntary giving at the local level that made
this boom in new colleges possible, it was philanthropy in its wider dimension that
determined which institutions should be maintained and encouraged to grow.

In the years following the Civil War the flow of voluntary support overshad-
owed all earlier gifts-to higher education. Individual benefactors made single gifts
measured in millions of dollars, whereas contributions previously had been reckoned
in thousands. Many of the older colleges, including those founded in the Colonial
period, were transformed into major universities as a result of large gifts from phil-
anthropically-minded citizens. In perhaps two dozen instances, multi-million dollar
gifts were responsible for the establishment of new universities as going concerns;
these institutions Rourished and grew as a result both of large endowments provided
by their founders and of continuing support which was attracted to these new cen-
ters of learning. This period also saw the creation and development of many of the
state universities and land-grant colleges, most of which received financial support

-from private citizens as well as from the Congress and the state legislatures.

’

The Period After 1910

In 1889-90, the U.S. Office of Education began to compile some information pertain-
ing to the income and property of colleges and universities. For 1909-10 and later
years, the published data included basic figures on the annual level of private gifts
and grants, and with the passage of time this information became more detailed and
more comprehensive. Summary data from this source, covering the period from
1909-10 to 1965-686, are shown in Table I.

These figures reveal an extraordinary growth in the overall total of private gifts
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and grants received by colleges and universities. From $23.2 million in 1909-10, the
total of voluntary support of higher education rose to more than $1.4 billion in
1965-66. This increase represents a growth rate of 7.7% per year, on the average.

It is very probable that this rate of growth exceeded that of the period before
1909-10 and that the acceleration in the growth of voluntary support is related to
the tax laws and their treatment of private philanthropy.

As indicated in Table I, the rise of voluntary support after 1909-10 was by no
means uniform. Between 1909-10 and 1929-30, the average growth rate was 9.4% a
year. This was followed by the decade of the Great Depression when private gifts
and grants fell by a third. After 1939-40, however, voluntary support resumed its
upward course, and for the 28-year period ending 1965-66 the growth rate averaged
11.2% a year. For the entire period, the growth of voluntary support exceeded that of
the national economy and that of higher education itself.

The rapid growth of educational philanthropy after 1909-10 coincided with
the enactment of the income tax and the adoption of the contributions deduction.
The jump in the growth rate following 1939-40 occurred immediately after the up-
ward shift in income tax rates at the onset of World War II. There can be little doubt
that these relatively high rates of growth were due in no small part to the effect of
tax incentives. In 1964 and 1985 there was a reduction in tax rates, and since then
the growth of voluntary support of higher education has slowed appreciably.

Voluntary Support Since 1965-66

The only consistent information on overall educational philanthropy since 1965-66
is that compiled in the annual Survey of Voluntary Support of Education.'? Although
these Surveys are less comprehensive than those conducted by the U.S. Office of
Education, the participating institutions have consistently accounted for about 85%
of the private gifts and grants received by the entire higher educational community.
Estimated totals for all colleges and universities are shown in Table II.

It is clear that the growth of voluntary support has been slower in the period
since 1965-66 than it was in previous years. For the eight years ending 1973-74, the
estimated totals show an average annual increase of only 5.7% as compared to the
growth rate of 11.2% during the period from 1939-40 to 1965-68. With the exception
of 1968-69, the percentage increases in every year since 1965-66 have been smaller
than the average growth rate in the prior period.

This decrease in the rate of growth of voluntary support is one of the causes of
the financial crisis that has overwhelmed higher education in recent years. Between
1965-66 and 1973-74, college and university expenditures increased at an average
rate of 11% per year, which is about the same as the rate of increase between 1949-50
and 1965-68. The factors responsible for the earlier growth of institutional expen-
ditures — increasing enrollment and rising costs per student — continued through-
out most of this recent period, and in addition the rate of inflation accelerated.
Although the growth of expenditures has begun to moderate with the slowing in
the rise of enrollment, it remains high by historical standards.

12 For 1968-67 and later years, the U.S.O.E. figures are either inconsistent with earlier definitions or marrower
in coverage. Since 1967-68, for example, only fragmentary dats on capital funds have been compiled.
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Table IT

Estimated Total Voluntary Support Received by Colleges and Universities
{millions of dollars)

1965-66 1966-67 1967-68 1968-69 1969-70 1970-71 1971-72 1972-73 1971-74

Current

Opcrations 875 710 800 870 960 1,050 1,110 1,230 1.300
Capital i

Purposes® 765 770 800 930 820 810 910 1010 940
Total 1,440 1.480 1,600 1,800 1780 18680 2,020 2240 2,240

® Includes ifts for endowment, whether earmarked o placed there at institutions’ discretion.
Source: Council for Financial Aid to Fducation, Voluntary Support of Education (various dates).

The decline in the growth rate of voluntary support in the last eight years,
therefore, has resulted in a significant decrease in the relative importance of educa-
tional philanthropy as a percentage of total institutional expenditures, from 9.5% in
1965-66 to 6.3% in 1973-74. The difference between these two figures implics a “loss”
of more than $1.1 billion of gift income in 1973-74 as compared to what voluntary
support would have been had it continucd to grow at its earlier rate of increase.
This sum is equal to nearly $400,000 per institution, a figure that could easily
have spelled the difference betwcen a serious deficit and a balanced budget for
many small and medium-sized colleges.

In view of the impact of inflation and growing enrollment, this estimated “loss”
in voluntary support has an even greater significance. The data shown on Table III
indicate clearly the character of this development. Prior to 1949-50, the growth of

Table II
Voluntary Support of Higher Education in Relation to Inflation and Enrollment
Voluntary Voluntary Voluntary
Support Consumer Support Support per
{millions of Price Index  (millions of Total Student
current (1947-49 1947-49 Enrollment (1947-49
dollars) = 1008 dollars) (thousands)® dollars)
1909-10 23 38.4 60 355 169
1949-50 240 102.3 235 2,859 88
1965-68 1,440 138.8 1,053 5,526 191
1971.72 2,020 1759 1,148 8,118 141
1972-73 2,240 1843 1,218 8,265 147
1973-74 2,240 200.3 1,118 8,520 131
Average annual
percentage change:
1909-10 to 1949-50 6.0 _ 25 335 52 -16
1949-50 to 1965-66 11.9 18 98 47 50
1965-68 1o 1973-74 5.7 49 08 58 —4.6

Sources:

s U.S. Bureau of the Census, Historical Sta tics of the United States, Colonial Times to 1957, Washington,
D.C., 1960, Series E113, E158, E1359, pp. 125-127; Economic Report of the President, Washington, D.C., 1975;
data converted to 1947-49 base by Division of Retearch, CFAE.

S U.S, Department of Health, Fducation and Welfarc, Office of Education' Digest of Educational Statistics
(1971 Edition), Table 103, p. 77; Projections of Educational Statistics (1974 Edition), Table 6; resident and
extension degiec-credit enroliment for 1865-86 and later years, extension students excluded for prior years. Non-
degree-credit enrollment, which was about 900,000 in 1973.74, is not included.

~
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educational philanthropy had not kept pace with the combination of rising prices
and growing enrollment, with the result that support per student, in constant prices,
decreased by about 50% in the forty years after 1909-10. Between 1949-50 and 1965-
66 the situation was reversed, and real support per student made up all the lost
ground and more. Concurrent with the slowing in the growth of voluntary support
between 1965-66 and 1973-74, however, there was an acceleration in the rate of
inflation and an acceleration in the growth of enrollment. As a result, voluntary
support per student, adjusted for inflation, decreased nearly 5% per year, on the
average, and in 1973-74 reached a level more than 22% below that of 1909-10.

This development indicates clearly that there is an urgent need for a further
encouragement of educational philanthropy, not the kind of discouragement that
would result from some of the proposals for the tax reform.

As aresult of the decrease in the growth of voluntary support and other sources
of income, and the continued upward pressure on costs, many institutions of higher
education have encountered budgetary deficits. The academic community as a whole
has entered a period of severe financial stress. The character and extent of this
firancial crisis has been well-documented elsewhere,’? and nced not be repeated
here in detail. It should be pointed out, however, that educational expenditures
grew at an unprecedented rate throughout the fifties and the sixties, and that this
growth avas made possible by a favorable combination of political and economic
factors and public attitudes. At the same time, the upward push on the costs of
higher education reflected factors that were largely beyond the control of the col-
leges and universities.

Al this is now changed. Virtually all the sources of college and university in-
come have encountered resistance to further growth, and some of the factors which
have tended to increase the costs of education have now begun to moderate. Colleges
and universities themselves have taken many of the necessary steps to improve their
management procedures and to economize on their use of the available resources.
Much has been done in this area and much yet remains to be done, but there is some
chance that the institutions of higher education will be able to maintain a viable
degree of financial stability in the years ahead.

Their success in this area, however, will depend directly on the continuation of
1 favorable climate for voluntary support. In this regard, perhaps the most critical
single factor of all is the character of public policy with respect to the tax incentives
for philanthropy.

13 R, H. Atwell and C. W, Atwell, Adrusiments of the Major National Unitersities to Budgctary Distress. (3972).

G. Hudgins, et al. Pcoples Colleges n Trouble (A Financial Profile of the Nation's State Universities and Land-
Grant Colleges), (1970).

W. W. Jellema, The Red and the Black (Special Preliminary Report on the Financial Status of Private Institutions
of Higher Leaming), (1971), and Redder and Much Redder, (1971).

Earl F. Cheit, The New Depression in Higher Education (A Study of Financial Conditions at 41 Colleges and
Univernties), Carnegie Commission on Higher Educstion. (1971), and The New Depression in Higher Educes-
tion — Two Ycars Later, (1973). In his latter book, Professor Cheit states “that {financial ) stability is fragfle,
for it is the product of unususl cuts in expenditure growth and is based in pan on favorsble assumptions sbout
external conditrons ~ inflation, enrollments, private support, and public policy at the state and federsl Jevels.
ClculY. then, it would not take much to destroy the stability and ‘force the fastitutions on & downward course
again.”
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IV. The Future of Voluntarism
in Higher Education

There do exist some provisions of the Internal Revenue Code that are in need of
revision. However, those related to the charitable contributions deduction have
already been purged of abuse. Philanthropy needs more, not less, encouragement.
The charitable deduction has been a continuing fixture of the tax law for over 55
years; it has withstood the test of changing conditions, through prosperity and
depression, through peace and war;.and through very substantial changes in the -
relationship between the individual and society. It has served effectively as an
instrument of public policy in channelling voluntary initiative and voluntary funds
into a host of socially-desirable philanthropic activities, thus helping to preserve
some of the fundamental tenets of American character and political philosophy.

It is a fact, however, that at a time when philanthropic needs are growing the
charitable contributions deduction and several related provisions of the tax Jaw -~---——
have come under attack. All of the tax reform proposals which deal with charitable
contributions, although designed to achieve other goals, would have the effect of
reducing the incentives for philanthropic giving. If enacted into law, such proposals
would be certain to result in a decrease of the voluntary support of higher education
and other charitable activities. The cost to society of this result is likely to be much
greater than any benefits that, might be achieved in other directions.

Potential Consequences of Tax Reform

Americans have long had impulses toward generosity that are independent of any
tax considerations; philanthropy was a thriving institution before the income and
estate taxes came into being. However, the encouragement to voluntary action in
the public good which arose from the adoption of the present tax structure has
resulted in an upward shift in the levels of giving, and the effects of this change are
now built into the economic structure of higher education and other voluntary
sectors. The predictable downward shift in giving habits that would result from
reduced tax incentives for philanthropy will inevitably do violence to the fragile
solvency of all charitable institutions. The probable magnitude of this effect, under
present conditions, is likely to destroy much of the cherished pluralism in Ameri-
can life.

Higher education, in particular, will suffer many undesirable changes. At a
minimum, there will be a retrenchment of educational programs and other services
at many colleges and universities. Among other things, this will involve significant
reductions in educational opportunity for substantial numbers of young people who
have only recently begun to have any real hope of obtaining a college education.
It will also involve some decrease in the quality of education available to those
who can continue to attend college. In the extreme, the loss of voluntary support
could lead to widespread insolvency among the private institutions of higher educa-
tion, with all the resultant dislocations of students, faculties, and institutional re-
sources. The losses to society implicit in such developments are incalculable,
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Substitution of Government Support Unlikely and Undesirable

It is often argued that any reduction in institutional income as a result of decreased
private giving could be replaced by additional governmental appropriations, either
through existing programs or through entirely new legislation. Such a development
is possible, but it would require significant changes in public policy that are un-
likely in the context of national priorities and undesirable in the climate of opinion
that continues to favor a pluralistic society. Moreover, since many of the private
institutions of higher education are church-controlled, the constitutional principle
of separation of church and state, as embodied in the First Amendment, would bar
any general appropriations to these colleges and universities from governmental
sources.

Even if there should be a willingness to substitute Treasury funds for private
funds in the financial structure of higher education, there is an important allocation
question. The distribution of funds to the institutions of higher education by public
authority is typically on a formula basis, and such formulae are inevitably arbitrary
and rigid. By contrast, the allocation of voluntary support is determined by the de-
cisions of many individual and corporate donors who determine their own alloca-
tions on the basis of perceived needs and opportunities.

The recipients and the purposes of private gifts and grants are thus determined
by millions of private decisions, each of which reflects the preferences of the indi-
vidual giver as to the uses to which his money should be put. Such preferences,
molded in the light of individual knowledge of particular educational institutions
and educational priorities, constitute a rich composite of the value standards of an
important segment of the population. The sum of many private decisions with re-
spect to the distribution of resources to higher education is inherently preferable,
in a free society, to the rigid allocations dictated by any formulae, just as in a free
economy the sum of the market decisions of producers and consumers is preferable
to the arbitrary dictates of any centralized authority.

Aside from these considerations, the substitution of additional government
support for any part of the existing private support is undesirable by reason of the
potentially adverse impact on the character and quality of higher education. Any
increase above the present 50% share of total governmental funding in the income
structure of the institutions of higher education implies that public authority
would become dominant in the direction of educational effort. The concentration
of the financial support of higher education in government hands necessarily leads
to the concentration of influence and control in educational matters, and such au-
thority would all too easily be dictated by political and other non-educational con-
siderations.

Any rise in the importance of governmental funds would weaken the values
which are today inherent in the diversity of college and university funding. In due
course, there would be a decline in the freedom and independence of educational
institutions to determine their own policies and programs. The communities of
-mme structure of all institutions of higher education combined has been relatively stable in recent
years. Geners! appropriations, support for rescarch and other programs, and student-ald funds provided by Fed-
eral, state, and local govemments cowstitute rourhly 50% of the total. Income eamed by colleges and universities
for themselves from tuition, fees, room and board payments, and the revenues of academic departments and enter-

prises account for about 40%. Private gifts and grants and the income from endowment investments make up the
remaining 10%.
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interests that now direct the activities of colleges and universities would necessarily
become subservient to the monolithic interests of governmental bureaucracy. Uni-
formity would replace diversity in educational programs and institutional services,
rigidity would replace flexibility in educational policy, and the latitude for innova-
tion and experimentation in educational matters would be severely constricted.
Colleges and universities would become less responsive to the interests of their
students, their supporters, and their communities. :

Ultimately there would be an erosion of the capacity of higher education to
maintain and extend its contributions to American society. Economic and social
progréss would be jeopardized, and the vital dynamics of American political life
would be seriously impaired. Much of the strength of the United States as a leader
in world affairs might well suffer as a direct consequence of this eventuality.

The achievements of higher education in coutributing to the welfare of Ameri-
can society have been made possible in large part by the voluntary initiative of
countless individuals who have given their time, their talent, and their money to
support the colleges of their choice. It is imperative that voluntary support should
continue to be encouraged by public policy, and that the provisions of the Internal
Revenue Code which provide tax incentives for such support should be maintained
and strengthened.
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WEBSTER, K1LCULLEN & CHAMBERLAIN,
Washington, D.O., April 21, 1976,
Hon, RusseLL Lona, '
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.
Dear Mr. Long: This letter represents a written statement on behalf

-of Sand Sﬁrings Home, Sand Springs, Okla., urging the committee’s

action on H.R. 5815, a provision dealing with the classification of cer-
tain charitable organizations under section 509 of the Internal Reve-
nuc Code. An original and five copies are supplied for the committee’s
information.

1. INTRODUCTION

In a release dated December 21, 1973, Mr. Al Ullman, acting chair-
man of the Committee on Ways-and-Means, requested comments on a
number of tax bills which had been introduced in the House. Among
them was H.R. 2258—93d Congress, 1st session—which would have
amended section 509 of the Internal Revenue Code to provide that a
charitable organization operated, supervised, or controlled by or in
connection with an organization described in section 501(c) (8) or
(10)—fraternal beneficiary associations including Masons and Shrin-
ers—would be classified as other than a private foundation. On
April 13,1973, representatives of-Sand-Springs Home appeared before
the House Ways and Means Committee and testified in support of
H.R. 2258. Written comments were also submitted in support of the
bill. See, public hearings before the Committee on Ways and Means,
House of Representatives, 93d Congress, 1st. session, on the subject
of general tax reform, pages 6518 to 6528. , _

n a bill report datec? December 10, 1973, copy enclosed, the Treasury
Department approved H.R. 2258 with the added suggestion that its
relief be expanded.
~ On September 25, 1974, the Committee on Ways and Means ap-
proved H.R. 2258 in executive session, and ordered it reported. The
?i‘&d Congress adjourned before the bill was actually reported to the

ouse.

In the 94th Cm}%ress, H.R. 5815 was introduced on April 9, 1975, and
it is identical to H.R. 2258—93d Congress, No n_egvhearin%s have yet
been scheduled by the Ways and Means Committee on this bill, or any
other, dealing with public charities or foundations. It is understood
that Mr. Ullman wiﬁ deal with these matters as part of “Phase II”
tax reform plan.

In a telegram dated March 30, 1976, due to the number of witnesses,
Sand Springs Home was not able to provide oral testimony on H.R.
5815 to the Committe on Finance. It was, however, invited to submit
a written statement for the record and this letter is for that purpose.

II. THE PROBLEM IN BRIEF

The 1969 Tax Reform Act caused the classification of the Sand
Springs Home as a private foundation because virtually all its income
is derived from its endowment. Its endowment is adequate for its
support and the home does not need public funds. A counterpart orga-
nization, with a similar source of support is not treated as a private
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foundation if controlled by publicly supported section 501(c) (3),
(4), (8), or (8) organizations—charities, civic leagues, labor unions,
or business leagues. Since 1925, the Sand Sprin ome has been con-
trolled by a board of trustees appointed by the Oklahoma grand master
of the Ancient Free and Accepted Masons, a fraternal beneficiary
society described in section 501 (c) (8) of the Internal Revenue Code.
Thus the home is subject to the requirements imposed on private
foundations. _

As required by chapter 42 of the Internal Revenue Code, a private
foundation must pay a 4-percent excise tax on its income and is
required to distribute the greater of its income or a fixed percentage
of its assets each year—now 6 percent—or pay a 15-percent tax on
undistributed income—or corpus, as the case may be. Many of the
home’s assets consist of investments which were part of its original
endowment. The yield on these properties, in relation to current value,
is not sufficient to meet the 6-percent minimum pay out—634 percent
for fiscal year 1977. The annual income of all investment properties is
insufficient to meet the current distribution requirements of 6 percent
of the value of its endowment. It must therefore pay out principal if
it is to avoid paying taxes required by section 4942, v

III. THE PROPOSED SOLUTION

H.R. 5815 would do nothing more than give organizations such as
the Sand Springs Home, directly controlled by a publicly supported
fraternal organization, the same exemption from ]private foundations
status enjoyed by a charitable organization controlled by a labor union,
public charity, civic, or business league. We are certain that if this
problem had been considered by Congress at the time section 509 (a) (3)
was enacted organizations such as the home would not have been ex-
cluded from the-exemption from private foundation status provided
by that section. This view is shared by the Treasury Department, In
a letter written in December 10, 1973, a copy of which was earlier
furnished the committee, Frederic Hickman, tKen Assistant Secretary
of the Treasury, states, with reference to the predecessor of H.R. 5815:

The Treasury Department supports the enactment of H.R. 2258. [Now H.R.
5816] Affiliation with a fraternal beneflciary soclety, order,- or association

fnsures indirect public scrutiny of the activities of the affiliated organization
through the supervision of the parent organization.

IV. DESCRIPTION OF THE SAND SPRINGS HOME

The Sand SBrinfs Home was founded by the late Charles Page on
June 2, 1908. On August 9, 1922, it was incorporated under the laws
of the State of Oklahoma. At the time the home was founded, there
was no.Federal income tax since a Federal income tax could not be
imposed until 1913, after the passage of the 16th amendment. The
home was originally formed for the purpose of caring for needy chil-
dren; however, in 1914, recognizing tﬁat there was a need for a facilit

which would also provide a place for needy widows to raise their chil-
dren, there was formed a Widows’ Colony. See generally, Sand Springs
Home, 6 B.T.A. 198 (1922), Acq. C.B. VI-1, 5. These activities have
continued until the present time. During 1976, the 71 dependent chil-
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dren in residence and in the Widows’ Colony there are 40 widows with
a total of 207 children.

OrKhaned children are committed to the home by the order of the
Oklahoma State district court, which charges the home with the
duty of the care, maintenance, and education of the children. Widows
and their children are admitted to the Widows’ Colony under rules
and regulations authorized by the Sand Springs Home, rather than
court order, and the children remain under the guardianship of their
mothers. The mothers are both guardians of the person and guardians
of the property of their children. :

Personal assets of orphaned children are held in trust under guard-
ianships -established umder the probate divison of the district court
of Tulsa County, Okla. Individual bonded guardians are appointed
by the court, and all personal assets, including social security
survivorship payments, veteran’s survivorship benefits, etc., are im-

ounded in the duly established guardianships. They are administered
ﬁz the court until its approval of the final accounting distribution by
the guardian of assets to said child on reaching his or her majority.
No personal funds of any child are ever accepted into or comingled
with the accounts of the Sand Springs Home. The home’s legal depart-
ment protects each child in effecting settlement claims for death, insur-
ance, social security, and veteran’s benefits from which such guardian-
ship assets customarily accrue.
he home makes available to the Public School System of Sand
Springs and to the various churches of Sand Springs and immediate
area, lands belonging to it, as long as such lands are occupied and
used for educational or religious purposes, as the case may be.

Much of the endowment of the home consists of property be-
queathed to it in 1926. The home’s assets consist, in addition to the
land and buildings directly utilized for the carrying out of the exempt
activities, of large tracts of grazing land and woodland, stock in
several small but prosperous wholly owned companies (e.g., the
Sand Springs Railivay Co.). oil properties, and investments in gov-
ernmental obligations and certificates of deposit. For historical per-
spective on the railway corporation, see Sand Springs Railway Co., 21
BTA 1291 (1931) and 31 B.T.A. 392 (1934). It is difficult to assess
the total value of the assets (this being one of the problems presented
by Internal Revenue Code sec. 4942) ; however, the total endowment

is substantial and at a minimum this value exceeds $12 million.

The board of trustees of the home are appointed by the grand master
of the Ancient Free and Accepted Masons of the State of Oklahoma,
Most Worshipful Grand ILodge, Guthrie, Okla. The grand lodge

- i8 a section 501(c) (8) organization. See. “Cumulative List of Organi-

zations, described in section 170(c) of the Internal Revenue Code of
1954,” IRS publication No. 78. revised 1-75, at page 33.

The Sand Springs Home. since its formation. has expended in ex-
cess of $20 million for charitable and philanthropic purposes and has
cared for a total of 800 dependent children and widows. The home
is unique, since Mr. Page, recognizing the need for such organizations
at an early date, provided the organization with an endowment
which has resulted in its never having to request that the public make
contributions to it. The home has been able to operate without having
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to further burden the public with requests for funds, However, what
would be considered & virtue is now a detriment since if the home had
requested additional funds through the years from the public for its
support, it would undoubtedly be able to qualify as a public founda-
tion. However, due to the original bequest of funds to the home, it
now finds itself in the position of being classified as.a private founda-
tion.

The Sand Springs Home should be entitled to hold assets which
probably will maintain their value during inflationary times to insure
that it will be able to meet the continuing responsibility to the chil-
dren and widows for whom it has accepted responsibility. This is, of
course, even more important with the current trend of food, shelter,
clothes, medical expenses and education costs. The home must be
in a position to invest for the future as well as for current income.
The original donor to the home shrewdly provided it with invest-
ments the value of which has permitted the home to offer its services
to the needy. However, the artificial payout rate prescribed for the
home has the effect of distributing principal not in furtherance of its
original charitable purposes or forcing it to engage in wasteful, need-
less spending for its current residents.

Indeed, if current welfare and population trends continue, there
may be no need for orphanages or homes which take care of needy
widows and their children. Perhaps when that juncture is reached,
a new public service role for the home may be devised by Oklahoma
or Federal courts but until that time, the home fulfills its stewardship
of its residents in an efficient, effective manner giving due regard to
its properties, their yield and value, and the possible needs of women
and children which the future may insist be served.

»

V. CLASSIFICATION OF CHARITABLE ORGANIZATIONS

When the Tax Reform Act of 1969 [Public Law 91-172] was
enacted, two classes of charitable organizations were created—*“pri-
vate foundations” and “other than private foundations” also called
public charities. Section 509 of the code provides the definitional
provisions which govern which organizations are to be treated in one.
of the two respective classifications.

Prior to the Tax Reform Act of 1969, and before the substantial
restrictions imposed on private foundations, there had been differences
between charitable organizations but these differences involved the
income- tax deduction available to individuals in any taxable year.

For example, there were charities that were “20 percent” charities
and “30 percent” charities. Contributors to organizations classified as
30 percent charities under section 170(b) (1) (A) of the Internal
Revenue Code, prior to 1969, were permitted to deduct up to 30 per-
cent of their adjusted gross income and carry over any excess to
succeeding years. Contributors to organizations classified as 20 percent
charities could deduct only that percentile and no carryover was
permitted for excess contributions. Since Sand Springs did not solicit
contributions, these provisions of section 170 were of no importance
to the home, ' ¢
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With the changes in the law in 1969, the former provision with
respect to charitable contribution deductions was picked up and placed
into the definitional provision—section 509—which distinguished
between private foundations and these “public charities.” Thus an
organization which could qualify as what was then a 30 percent—
now a 50 percent—charity because of other changes in the law—
would quaﬁfy a8 other than a private foundation. See_ generally,
IRC section 170(b) (1) (A) (i) through (vi). This is provi ed under
section 509(a) (1) of the code. Organizations covered by this pro-
vision include churches, medical research units, schools, hospitals,
and publicly supported organizations such as the Red Cross, United
Fund, Boy Scouts, and other such broadly based publicly supported
organizations. ‘

ecause of definitional problems that existed under section 170(b)
(1) (A), certain organizations, even though they had broad based
public support, could not be classified as section 170(b) (1) (A) (vi)
organizations because they received support in the form of exempt
function income rather than contributions. Into this category fall
educational and scientific societies which received dues and similar
income. With respect to these organizations, since they were broadly
ublicly supported, enactment of section 509(a) (2) provided a means
y which they could quelify as other than private foundations.

In general with respect to organizations classified under section
509(a) (1) and 509(a) (2), there was a requirement that the organi-
zation receive more than one-third of its support from the general
public, or in the case of section 509(a) (1), be among other types of
organizations listed in section 170(b) (1) (A). With respect to 509(a)
(2%, there was a limitation upon the amount of investment income
which could be received.

In addition, there was provided another mechanism by which orga-
nizations could qualify as other than private foundations. Under this
method, an organization was required to demonstrate that it was
controlled, supervised or operated by or in connection with an orga-
nization described in section 509(a) (1) or (2) and that it operated
exclusively for the benefit of, to perform the functions of, or to carry
out the purposes of a section 509(a) (1) or (2) organization. Thus
if there were an organization which was operated or controlled by
& public organization, it qualified as a uglicly supported organi-
zation. This was provided by section 509(a) (3). ,

Differentiation between foundations and other charitable organi-
zations was necessary because— :

* * ¢ the ability of donors to engage in financlal transactions with their
foundations is adversely affecting taxpayer morale. Many feel that allowing
contributions to a foundation to be deductible in situations in which the donor
has not irrevocably parted with the “donated” property is improper. The belief
Is becoming more widespread that the creation of a private foundation is a

tax dodge used by some taxpayers to obtain tax advantages, much as expense
account living was regarded. Under our self-assessment tax system it is impor-

- tant that the public have confidence in the fact that every taxpayer is paying

his fafr share of the cost of government.

See Treasury Department Report on Private Foundations, Febru-
ary 2, 1965 at p. 16. The assumption was that an organization respon-
sive to or dependent upon public support was less prone to abuse of
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assets dedicated to charitable uses, Thus a distinction-was needed to
differentiate between organizations likely to be responsive to the
ublic and those endowed organizations, operated on a discretiona
asis, often controlled completely by a donor or his family, for whic
there is no real accountability. See floor statement of Senator Curtis,
Cong. Rec. Dec. 4, 1969, at S. 15646 (daily ed.) proposing what is
now IRC sec. 6056.

VI. DEVELOPMENT OF SEOTION 509(8) (3)

A review of relevant material after the publication of the Treasury’s
foundation report revealed little testimony on the need to differentiate
between private and public organizations. Cf., Written Statements of
Interested Individuals, etec., vol. 1 (89th Cong., 15t sess.) at pp. 478-
479. Apparently, the term was thought to be self-defining. Congress
came soon to realize that, in drafting a definition of what was not to
be treated as a private foundation, that many public charities were
directly supported by or assisted in their endeavors by section 501 (c)
(3) organizations—for example, charitable trusts—which the public
charity supervised or controlled or which were operated in connection
with such charity. See, Press Releases Announcing Tentative Decisions
on Tax Reform Subject, dated May 27, July 11, and July 25, 1969,
91st Cong., 1st sess. at pp. 5-6).

Thus when H.R. 18270 was introduced on August 1, 1969, a section
501(c) (3) organization controlled by a public charitable organization
was exempt from the private foundation provisions. House Report
91413 Part 1 (91st Cong., 1st sess. at pp. 4041). It was recognized
that the.provision was aimed at a foundation—known as the Hershe
Trust—which supported a school—known as the Hershey School.
See House Report 91-413, supra, at p. 41 and Congressional Record,
December 6, 1969 (daily ed.), at pp. S 15982-3. The Milton Hershey
School was originally a school and home for orphaned boys. In review-
ing pertinent testimony before the Finance Committee on the problem
of defining a private foundation, no witnesses supported the prop-
osition and a number expressed strong opposition to its exclusiveness.
See, Summary of Recommendations on Private Foundations, sub-
mitted to Committee on Finance, on the subject of tax reform (Joint
Committee Print), dated October 25, 1969 at pp. 18-20. On October 28,
1969, the Finance Committee announced that— '

Foundations Related to Certain Publicly-SBupported Exempt Organizations.—
The committee adopted the rule that a foundation operated in conjunction with
a publicly-supported exempt organization (such as social welfare organizations,
labor and agricultural organizations, business leagues, real estate boards ete,),
will be treated as meeting the public support test for purposes of being a public
charity and would not be a private foundatton.

Inits report (H. Rept. 91-552, 91st Cong., 1st sess. at p. 59) the Finance
Committee went into no definitive explanation of the rationale for its
decision. No amendments were made on the Senate floor to the pro-
vision althongh Senator Scott, for the Hershey Trust, went into &
considerable discussion of the importance of section 509 (a) (3), Con-
gressional Record, December 6, 1969, supra. Other than some further
clarifying remarks about the provision by Senator Javits (Con. Rec.,
December 8, 1969, at S 16095-6 daily ed.) there was little to indicate the
reason for the 509(a)(3) exemption except that these controlled
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organizations “* * * are not the sort of organizations responsible
for the abuses that occasioned the new strictures.” Congressional Rec-
ord, December 6, 1969, at S 15982, daily ed. The Conference Committee
tion were classified as a section 501(¢c) (4), (5), or (8) organization,
(H. Rept. 91-782, 91st Cong., 1st sess., at p. 289) but did not otherwise
address the general theme of foundations controlled by exempt or-
fanizations public in nature but which are not themselves charities.
t would appear that but for a communication from the North Carolina
Masonic Lodge (1969 Senate Hearings, vol. 7 at p. 6196) and the
Sand Springs Home (Hearings, supra, at 6218) no one gave much
thought or attention to charities operating under the aegis of frater-
nal societies. o .
SUMMARY

As was indicated earlier, as vacancies in the office of trustee occur,
the trustees of the Sand Springs Home are appointed by the grand
master of the Masonic Lodge of Oklahoma. If this masonic organiza-
tion were classified as a section 501(c) (4), (5), or (6) organization,
the home would qualify as other than a private foundation. This would
result under regulations (§1.509(a)-4(g), example (3)) since the
trustees are appointed by the Masonic Order through its presiding of-
ficer. Also, the home does carry out a type of activity which is closely
identified with charitable activities of Oklahoma Masonry. .

However, as indicated, the Masons are not a section 501(c) (3) .or"
o section 501(c)(4), a section 501(c) (5) or a section 501(c) (8) or-
ganization. Thus even though an organization which is responsive to
the public and which has broad public support has, by virtue of its
grand master’s power of appointment over trustees, control over the
home, the home may not utilize such circumstances to qualify as a
public charity: The treatment of charities controlled by section 501 (¢
(4), section 501(c) (5), and section 501(c) (6) organizations shoul
be extended to charitable organizations afliliated with fraternal orders,
such as the Masons which are exempt under section 501 (c) (8), or fra-
ternal units under section 501 (c) (10). :

From the glimpses of the congressional intent cited earlier for the
enactment of the last sentence of section 509(a) (3), it is clear that
Congress was assuring that public foundation status would be con-
ferred based upon a relationship with a public organization and its
responsiveness to the organization, its members or its hierarchy. We
would amend section 509 (a) (3) to provide as follows:

For purposes of paragraph (8, [section 500(a)(8)] an organization deseribed
in paragraph (2) shall be deemed to include an organization described In section
501(e) (4), (B), (8), (8) or(10) which would be described in paragraph (2) if
it were an organization described in section 501(c) (3).

The new language adds sections 501 (c) (8) and 501(c) (10) as ap-
proved parent organizations,

~ When the Treasury Department initially approved the concept (in
its December 10, 1973, bill report) now emb()(ried in H.R. 5815, 1t was
called fair and sound. It is fair to exempt these organizations from
chapter 42 because— :

¢ ¢ ¢ the relationship between the parent organization and the support or-

ganisation insures that the support organization will be as responsive to the
public interest as the parent organization itself. Ibid. -
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Public scrutiny exists as to fraternal organizations merely by the size
of the membership and the democratic election procedures which ex-
ist to preclude its status as a_captive of a donor, family, or business
corporation,
he Masons, Shriners, Knights of Columbus and other societies have
charitable affiliates who would benefit from this law. It is timely for
the Congress to redress the oversight which occurred in 1969 by ex-
tendin%, section 509(a)(8) to their charities.
ery truly yours,
WEBSTER, KILCULLEN & CHAMBERLAIN,
CHaARrLEs E. CHAMBERLAIN.
WiLLiam J. LEHRFELD.

STATEMENT pY COUNCIL OF JEWISH FEDERATIONS AND WELFARE FUNDS
Reaaroing Tax ProrosaLs AFFECTING CHARITABLE CONTRIBUTIONS

The Council of Jewish Federations and Welfare Funds is the associa-
tion of central Jewish community organizations located in almost
every major city in the United States. These organizations obtain
over $480 million annually from 1,000.000 contributors. In addition
to these federated campaigns, related Jewish agencies directly raise
about $140 million annually, for an annual total of $620 million.

THE SCOPE OF SERVICES PROVIDED BY CONTRIBUTIONS

The vast network of Jewish humanitarian services made possible
by these gifts include 61 hospitals and clinics, 88 institutions and
agencies for care of the aged, 101 agencies providing family and child
welfare, 250 youth and community centers, 260 centers for college
youth on campuses, and a variety of other forms of assistance. A mini-
mum estimate of persons individually served annually is over 1,200,-
000. Many are served without regard to race or creed, particularly in
Jewish hospitals where most of those served are other than Jewish.

EFFECT ON SERVICES BY SIZE OF CONTRIBUTIONS

Expenditures for these services total over $2 billion annually.
Thus, contributed dollars have a multiplier effect because the services
they finance generate additional support.

ny proposals which would have the effect of reducing charitable
support could set off a reaction in which much more could be lost than
the level of charitable support, in term of dollars, of agencies’ services
to individuals, and of volunteer services to charities.

Our concern is with the humanitarian services financed by charitable
contributions. Such contributions are in the form of cash, appreciated
property, and bequests, and are affected by provisions of law for com-
puting income tax and estate and gift taxes.

HISTORIC ENCOURAGEMENT OF CONTRIBUTIONS BY CONGRESS

We concur fully in the encouragement which has been given in the
last half century by Congress through tax incentives to help increase
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charitable gifts, particularly the rise in the ceiling for individual
giving from 15 percent of adjusted fross income to 20 percent to 30
percent and (in 1969) to 50 percent for cash gifts. A positive govern-

mental posture encourages citizens to contribute and to work as volun-
teers for charitable causes. The obverse of this statement is that any -

“sign from Congress that the value of the need of the charitable enter-

prise is subject to serious question has a depressing effect on the
resources required by charitable agencies.

LARGE GIFTS AND BROAD BASE ESSENTIAL

The example set by most generous givers—especially the larger con-
tributors wﬁo provide 80 percent of the income of our Jewish
charities—has a profound effect on the mass of gifts made to Jewish
charities, helping to encourage the enrollment of more than 1 million
contributors (including more than half of all Jewish families in the
United States), and inspiring the higher level of their gifts.

GIVING AFFECTS THE QUALITY OF THE COMMUNITY

The congressional encouragement 6f publicly supported charities
mirrors one of the proudest attributes of the American people: the
impulse toward voluntary association to meet human needs. This im-
pulse sometimes occurs before there is governmental recognition of a
Earticular responsibility, sometimes side by side with such responsi-

ility, and sometimes independent of it. Innovative development of
service programs frequently results from the initiative of voluntary
agencies.

The most generous Americans are those who give not only of their
dollars but of their time and their energy. The dollar value of volunteer
services is incalculable, far beyond the total of funds cited above.
Volunteer service often is crucially tied to and inspired by the financial
gifts of these persons.

Giving patterns affect the quality of the community. If Government
discourages giving, and people are thereby encouraged not to care,
there will be more unsolved human problems, not less.

VOLUNTARY GIVING I8 UNIQUE

Charitable contributions should be treated separtely as a subtraction
from adjusted gross income because this conforms to the reality of
the contributor’s option to reduce his net income. No one is compelled
to give; hence enough discouragement can simply result in losses of
gifts when individuals exercise their option not to give.

It has been unfortunate that some proposals (notably those affecting
minimum tax) treat voluntary charitable contributions in the same
way as other deductions with which they have nothing in common.
When a man contributes to a charity, whatever the tax abatement, he
reduces his own net income and net worth voluntarily. It is self-
imposed, This has nothing in common with such mandatory economic
transactions as interest payments and State and local taxes. The
charitable contribution should not be lumped with these dissimilar de-
:luctxons In any proposals affecting ordinary income tax or minimum

ax.
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ULTIMATE IMPACT ON BENEFICIARIES OF SERVICES, NOT ON TAXPAYER

The criterion for evaluating proposals which deal with the tax
aspects of voluntary contributions should be the impact upon the bene-
ficlaries of the charitable gifts, mainly the persons in need who are
served and assisted by charitable agencies, If tax revision proposals
regarding charitable gifts have the effect of reducing the income of
charities, they hurt the neediest peole by depriving them of assistance,
and impair their well-being of society, such more than they affect the
taxpayers involved. It would be a disservice to the individuals who -
are helped by charity if that help is diminished.

TAX INCENTIVES

Tax incentives are a major, crucial factor in encouraging giving.
Anyone who has given a substantial gift or who has sought to encour-
age his fellow citizens to give can readily testify to the effectiveness of
- maximum tax incentives for giving. Recent studies by Dr. Martin
Feldstein of Harvard University and by others have shown conclu-
sively that these incentives are substantial and result in much more in
income to charities than might theoretically be lost by -Government.
Similarly, the least generous contributors tend to be inadequately
interested and informed about charitable deductions.

SIMPLIFICATION -

Simplification is to be desired in tax administration. But the price
must not be to do more harm than good. That is the danger when a par-
ticular form of tax simplification results in removing or reducing the
tax incentives for charitable gifts. This is not necessary: A simple
subtraction for contributions from gross income would not complicate
tax returns to any marked extent.

By allowing contribution deductions to those who use the standard
deduction, giving can be spread more widely, greater sums can be
made available for charities, and all this can be done consistent with
simplification.

GOVERNMENTAL OFFSET FOR LOSSES IN CONTRIBUTIONS

The value of the charitable tax deduction is about 1.5 percent of
Federal revenues. To chip away at the contribution level would hardly
solve the revenue problems of the Government. Indeed, forcing attri-
tion in voluntary charities can lead to offsetting pressures for govern-
mental outlay, with little or no net gain. The human needs being met by
voluntary philanthropy will not vanish or diminish if the charitable
assistance is not forthcoming; instead, they will have to be met in other
ways. In such circumstance, there would be inevitable pressures for
government support.

Despite such pressyres, there are no guarantees and little basis for
confidence that the Government will, in fact, offset the drop in con-
tributions by rises in governmental aid and some would be ineligible for
governmental support, such as church-related programs.
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LOSSES TO CHARITIES BUT NO GAIN TO GOYERNMENT

Reduction of tax incentives for charitable giving can also lead to
decisions by individuals to take acts which would result in losses to
charities while creating no gain to Government, as when an individual
does not realize gain on appreciated property. A person deterred-from
giving appreciated securities to charities could simply retain them; he

oes not have to sell them, The charities would lose his gift. The Gov-
ernment would get no tax income.

In the light oﬁhese principles and facts, we offer the following eval-
uations of tax proposals affecting charitable giving which have been
brought to the Congress: 3

CRUCIAL ROLE OF APPRECIATED PROPERTY DONATIONS

It has sometimes been proposed with regard to publicly supported
agencies that gifts of appreciated property be taxed, or the deduction
be disallowed in whole or in part in computing taxable income and de-
ductible bequests in estates.

This is a most seriously harmful proposal. Fortunately, the House
Ways and Means Committee has rejected this proposal. We urge con-
tinued rejection of proposals of this type.

The givers who provide 80 percent of the support of Jewish chari-
ties remit a substantial portion of their gifts in the form of appreci-
ated property, especially appreciated securities. Together with indirect
receipts, as much as one-half of the support of our Jewish charities
is received in this form, The continued viability of our agencies depends
upon the retention of the current provisions regarding deductions of
contributions in the form of appreciated property. The destructive ef-
fect of this proposal is manifest further From the fact that two-thirds
of collections for endowment purposes, generally in the form of be-
quests, for our Jewish federated charities was paid in the form of ap-
preciated property.

The importance of large gifts was illustrated by the example, in re-
cent years, of the availability of these gifts tn provide immediate
emergency financial aid by Jewish Federations to the victims of the
Wilkes-Barre flood, filling vital needs not met by Government aid.

This aid exceeded $2 miﬁion, contributed immediately by more than
150 Jewish communities. It was made available before Government
aid could be provided and filled critical gaps in governmental assist-
ance. Among the services provided by these funds were shelter, cloth-
ing, personal family counseling in dealing with the disaster, scholar-
ship aid so that students wouldg not have to drop out at their universi-
ties; it provided operating funds to enable Jewish communal insti-
tutions, religious schools and synagogues to continue their services;
helped in the initial flood damage cleanup and in the continuing res-
toration of their buildings and facilities.

MINIMUM TAX

The charitable contribution (including appreciated property gifts)
should not be made gart of the computation of minimum tax. Proposals
to increase the yield of this tax are not dependent on such inclusion.
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More important, the unique and voluntary aspect of contributions
makes it 1ncorrect to treat this item as though it were a tax preference.

Since there is no capital gains tax on lifetime gifts of appreciated
property to charities, there should be no tax for such gifts upon a per-
son’s death. No lifetime tax is being avoided.

Some proposals for revision in minimum tax, such as that contained
in H.R. 10612, or in the revised Treasury recommendation would have
only a minimal effect on charitable contributions. Other proposals
would be harmful: for example, “allocation of deductions,” “limit on
tax preferences”, the original Treasury proposal or any other varia-
tion, unless provision were explicitly made to avoid any diminution of
tax incentives for charitable gifts. -

We do not oppose minimum income tax proposals as such, but such
proposals should not result in a reduction in tax incentives for

contributions. 3
CEILING ON CHARITABLE BEQUESTS

It has been proposed that charitable contributions in the form of
bequests be allowed up to a ceiling of 50 percent (or similar level) in-
stead of the current 100 percent dediiction. Publicly supported agencies
utilize receipts from bequests for current needs, and for their endow-
ment funds which must meet unexpected and unbudgeted emergencies,
for innovative demonstration and pilot projects to find new solutions
for new and old problems, and to provide a corpus to generate cur-
rent income. .

Jewish Federations have found this bequest income uniquely val-
uable, They rely heavily on the 100-percent deduction in the estate tax.

. To change the deduction would have a corrosive effect on these efforts

and on the services they can generate.

The size of some charitable bequests is huge. Some contributors be-
queath far more than they give in their lifetime—amcng them people
who live on the income of investments and give modestly not knowing
how long they will live and reluctant to invade the capital base of their
income during their lifetime.

We urge that there be no change affecting charitable bequests to
publicly supported agencies.

Our recent statement on this subject to the House Ways and Means
Committee is appended. -

For all of the above reasons, we strongly urge that no deterrent be
placed in the way of existing tax incentives to charitable giving, and
rather that incentives be extended to encourage even more generous
contributions. This would serve historic American purposes and prin-
ciples, and best help to meet the pressing needs in health, education,
culture, and welfare through voluntary philanthropy.

We are also appending a copy of the resolution on “Tax Legislation
Affecting Philanthropy” which was unanimously adopted in Novem-
ber 1975 at our general assembly by delegates representing central

- Jewish Federations in over 200 cities in the United States encompass-

ing the concern with philanthropy of over 1 million Jewish families.
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StATEMENT BY CoUNCIL oF JEWIsH FEDERATIONS AND WrLFARE FUNDS
REGARDING ESTATE AND GIFT TAx PROPOSALS AFFECTING CHARITABLE
BEeqQUEsTs AND GIFTS

The Council of Jewish Federations and Welfare Funds is the asso-
ciatio> of central Jewish community organizations which are located
in every major city in the United States and which provide funds for
human needs for health welfare, aged, and similar services. These
Federations obtain over $480 million annually from more than 1 mil-
lion contributors. In addition to these federated campaigns, related
Jewish charitable agencies raise directly about $140 million annually.

There are great benefits in tax incentives for contributions to char-
ities in the estate and gift tax laws. They should remain unimpaired.
We share this conviction with major philanthropic agencies which-
have testified or submitted statements to the Ways and Means Com-
mittee. We have associated ourselves with the statement presented by
the Coalition for the Public Good.

Current tax provisions encourage bequests to charitable organiza-
tions by permitting the full value of such bequests to be transferred
to charities without being taxed. Some proposals have been made
with regard to these tax incentives for charitable bequests which would
have a harmful effect on philanthropic agencies and on the ultimate
individual beneficiaries servéd by these agencies. Such harmful pro-
posals would limit the extent to which gifts or bequests can be made
to charitable organizations unreduced by transfer taxes. '

Publicly supported agencies utilize receipts from bequests for cur-
rent human needs, and for their endowment funds required to meet
unexpected emergencies, and to pioneer innovative programs to find
new solutions for unresolved problems.

Jewish Federations have found this bequest income uniquely valu-
able. A sampling of reports of agencies has identified at least $22
million annually in bequests to Jewish agencies. On the basis of these
data, one can conservatively project the total annual bequests to Jew-
ish agencies to be more than double that sum. This is consistent with
the ratio of bequests to total contributions for the country as a whole.

Jewish charitable agencies rely heavily on the 100-percent charitable
deduction in the estate tax. To reduce this deduction would have a
critically damaging effect on the services generated by these agencies.
The size of some charitable bequests is very large. A number of con-
tributors bequeath far more than they give in their lifetime.

Expert testimony before this committee in 1973 emphasized the
need to maintain the current provisions involving deductions for char-
itable bequests to publicly supported agencies.

In addition, the American Law Institute, in its major study of the
estate and gift tax laws, recommended that the 100-percent charitable
deduction should be retained.

We urge that there be no change affecting charitable bequests to
publicly supported agencies.

69-516 O~ 76 ~pl, 78 -
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TAXATION AFFECTING PHILANTHROPY

The principles defined in the resolution adopted by the general
assembly in 1973 are especially timely and pertinent in view of the
roposals before the Ways ang Means Committee and the Congress.
e strongly reaffirm that resolution. -
Resolution adopted by the General Assembly of the Council of
Jewish Federations and Welfare Funds, New Orleans, November 1973.

TAX LEGISLATION AFFECTING PHILANTHROPY

The millions of people served and assisted-by the voluntary chari-
table welfare, education, and health organizations have a profound
stake in tax laws affecting philanthropic gifts.

We are deeply concerned about the harmful consequences which
would result from certain tax measures under consideration in the U.S.
Congress. We urge that the Administration and Congress act in
accordance with the following principles:

A. Existing tax provisions which enable generous charitable giving
should be continued and extended. These measures are rooted in the
historic American principles of making possible the discharge of
voluntary responsibility for human needs. Legislation which would
reduce.or prejudice philanthropic support of welfare, education, and
health services, would be self-defeating for it would necessarily shift
burdens to government, which is presently spared the financial burden
carried by voluntary contributions. Recent restrictions on govern-
mental aid put greater pressure on voluntary agencies. Voluntarism,
and the participation of millions of volunteers in voluntary agencies

"~ aiding citizens in need of health, education, and welfare services,

should be strengthened by governmental policy which encourages such
participation, while recognizing the vital role played by Government
in these areas. Voluntarism encourages the individual to serve his
fellow man. It brings a unique warmth and concern to the services
provided by voluntary agencies. It provides a choice of services to the
public in those areas where both voluntary and Government facilities
are available. Because of the flexibility of voluntary services, they

_ encourage innovation in service projects. Without the tax incentives

which encourage voluntarism, the continued vitality of voluntary
institutions could be substantially impaired.

B. Tax reform can be attained without diminishing tax deductibil-
ity which encourages generous charitable giving. A tax system which
erodes the provisions for charitable deductions would be inequitable
since the beneficiaries of service would be injured. It would also dis-
courage volunteer service which is often ti.d to and inspired by finan-
cial gifts to these persons.

C. Charity is not a loophole. Charitable giving is unique. It is unlike
any other deduction in the tax law. A person’s gift is a voluntary act.
He thereby reduces his income. This act should not be lumped in tax
considerations with the verv different transactions involved in other
forms of tax reductions, which are mandatorv, and with which chari-

“table gifts have no relationship in regard to character or policy. Provi-

sions to amend tax laws should clearlv separate the impact on philan-
thropy from other aspects and provide sanctuary for contributions.
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D. Proposed measures to tax appreciation of property donated to
charities, or to disallow deductions for charitable contributions be-
cause of unrelated tax preference or to include any portion of charit-
able contributions in income subject to tax, would be particularly -
harmful. Provisions which encourage large gifts in the form of
alppreciate_ad prog:rty and in bequests should not be diminished nor
should ceilin lowered for deductible contributions or bequests,
nor should there be a reduction in the carryover provisions which
encourage gifts by spreading tax benefits beyond a single year.

E. Tax measures to encourage philanthropic giving should be
provided for people at all economic levels. Gifts from persons at middle
income and lower income should also be encouraged by appropriate

tax incentives without lowering incentives for large gifts. Many -

charities are critically dependent upon the generosity of the largest
contributors.

_F. The thoroth review of tax provisions related to charitable
giving made by the Congress in 1969 resulted in changes in the laws
intended to assure the operation of these provisions with the full
integrity consistent with their purposes. Proposals related to chari-
table giving which were then carefully evaluated and rejected should
not noyw be enacted.

G. The proposals to disallow the first 3 percent of gross income as a
deduction for charitable contributions would drastically reduce the-
number of taxpayers receiving tax incentives to a very small fraction
of the public.

H. The proposals to substitute tax credits for tax deductions or to

include charitable contributions in income subject to tax would be
harmful in deterring leadership gifts. They would result in delafs in
decisions in gifts until the end of the year and would result in
dinllinished support for the services which benefit those in greatest
need. :
Senators and Representatives are generally familiar with the vital
services of voluntary philanthropic agencies in their States and dis-
tricts. But tue leaders of these agencies locally, and the Council of
Jewish Federations nationally in cooperation with the other charitable
organizations, should bring to the administration and Congress a
full understanding of the damage which any such proposed legislation
would unfairly inflict upon these services.

Lurneran CouxNolr,
New York, April 22, 1976.
Hon. RusseLt B. Lona,
Chairman, Senate Finance Committee,
Washington, D.C.

Dear Sevator Loxa: This statement is submitted in lieu of oral
testimony by the Lutheran Council in the United States of America
on behalf of the following church bodies : American Lutheran Church,
Minneapolis, Minn.—2.437,000 members; Lutheran Church in Amer-
ica, New York, N.Y.—2,990,000 members. )

The church bodies listed above have a significant supporting rela-
tionship to 30 colleges and universities, 12 theological seminaries, and
250 hospitals and welfare agencies and institutions. -
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The Lutheran Council, continuing a long history of Lutheran co-
operation in the United States, was organized in 1966 and has among
its functions, as stated in its constitution, “To represent the interests
ofthe council and the interests of a particig:ting body so requesting,
in matters that require common action before * * * the national
government., * * *¥

The church bodies listed above desire to register their conviction
that certain aspects of proposed tax reform legislation could have
important effects upon giving to and through the churches.

We understand that the committee is seeking comments on the
broad area of general tax policy. Knowing that the testimony of others
representing the voluntary sector will focus on the practical and tech-
nical aspects of possible legislation, we would like to take this oppor-
tunity to enumerate six principles which we would encourage the
committee to take into account as it considers the tax reform measures
now before it.

1, VOLUNTARY ORGANIZATIONS ARE BASIC TO A FREE AND OPEN S80OCIETY

That your legislative predecessors established the concept of tex ex-
emption for contributions to charitable, educational, and religious or-
ganizations was not by chance. Through the years congressional ac-
tions have been helpful by providing liberal incentives for charitable
giving. Were it not for the encouragement of Federal, State, and local
governments and the generosity of our citizens. American voluntarism
could not be the vital element that it is in our society.

A free and open society depends upon the activity, dynamics and
spontaneity of the variety of free associations within its ranks. Qur
government is characterized and enhanced by the genuine and lively
pluralism which is thus produced.

By contrast, a society which exists for the sake of the State has no
such pluralism. In a totalitarian state and society the state organizes,
pays for, and controls all forms of association. Social organizations for
children, young people, and adults—all schools and education, all
health programs and activity, all churches and religious organiza-
tions—are sponsored and paid for by the state, are components of the
state and ultimately are dominated by the state.

2. FREE ASSOCIATIONS CONSTITUTE A TRAINING GROUND FOR DEMOCRACY

Many of our citizens are trained in the democratic process within the
free associations produced by American voluntarism. While true for
all age groups, this training and experience is especially important for
our youth.

Free and solvent associations such as Boy Scouts of America. Camp-
fire Girls, Inc., Boys Clubs of America, Junior Achievement. and Girl
Scouts of the U.S.A. are basic training centers for a democratic so-
ciety. In such associations our youth are groomed to elect officials, de-
bate issues, and develop wholesome respect for the views of the minor-
ity as well as the majority. Throughout, they are maturing in the dem-
ocratic process of effective decisionmaking. We should think twice be-
fore adopting any legislation that would undercut or weaken such
associations.
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3. RELIGIOUS INSTITUTIONS MAKE A SPECIAL CONTRIBUTION BY PROVIDING
A MORAL BASIS FOR BOCIETY ‘

The founders of our Nation and their successors in Government have
consistently shown their appreciation for the significant role and con-
tributions of religious institutions to our society. While they opposed
State support for religious organizations, they wanted at the same time
to make certain that citizens would enjoy the freedom and encourage-
ment to generously support religious institutions,

These 1nstitutions have traditionally provided a moral basis for de-
cency and honesty within society. This still is the case. For the Govern-
ment to assume primary responsibilities for inculcating these virtues
would be alien to the American way. The temptation could be too
strong to impose a set of mores or concepts of hanesty and decency de-
signed to serve the self-interests of the state. ‘

Religious institutions have also served, as Martin Luther said, to
“admonish conscience.” In this prophetic role they have constructively
assisted the state in defining what justice requires and the moral im-
peratives behind the state’s responsibility in caring for the basic needs
of its citizens. They do this out of a religious obligation central to their
mission to society. This is an essential contribution to society uniquely,
if not exclusively, expected of the churches.

4. TAX RELIEF 18 NOT SUBSIDY

Tax relief for private donations to voluntary associations does not
constitute subsidy of them. The principle involved is that gifts given
for nonprofit, charitable purposes shal{ flow in full, undiluted by any
tax responsibility on the part of the giver or the receipient.  ~

Such money is neither “saved” by the individua] giver nor ulti-
mately “lost” to the Government. A significant portion is paid out in
salaries to those who are employed by these labor intensive associa-
tions. Other portions are given in services to the poor and unfortunate,
services which the Government would be obliged to provide if the as-

" sociation did not. Some funds are spent in the construction or rent of

buildings to house staff and service functions. One way or another these
funds flow back into the economy with no small part ending up in with-
holding and excise taxes and social security. Our point is that gift dol-
lars do not finally escape taxation.

We are not asking for gifts of tax dollars from Government and,
by extension, from those who are not voluntarily supperting our work.
We are asking that the flow of gifts from our contributors not be in-
tercepted or diminished by taxing either the giver or receiver of these
gifts. By not taxing the dollars given or received for charitable pur-
poses, the Government assures that such dollars help optimize the pur-
poses of the receiving organization. To alter this policy would only
serve to impede vital services. ‘

\

5. TAX I‘AW‘CHANGES MUST BE CAREFULLY CONSIDERED

We favor a continuing search for more equitable tax policy and ad-
ministration through a tax reform. We also see tax law as an instrument
which helps to shape social policy.
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Some States have decided that to levy a sales tax on food purchases
is improper. This is a decision of social policy. _

- The Federal Government has decided not to tax profit from the sale
of a personal home if within a certain span of time the funds are used
for purchase of another residence. This is a decision of social policy.
So also is the decision not to tax the portion of a person’s income used
for the barest essentials of life (the personal exemptions). Tax paid

< to a State government is exempt from Federal tax. This is a decision
of social policy no doubt based on a conceptualization of the distribu-
tion of powers. )

Our testimony argues that to permit and further to encourage the
activities of voluntary associations on the basis of their value to the
persons they serve and for their value to society in general is reason-
able social policy.

- 6, PRIVATE INITIATIVE SHOULD BE ENCOURAGED BY TAX POLICY

The nature of man is such that he must always have a relationship
to associations which center on his concerns and interests. Human be-
ings are always organizing into interest groups. This is true in both
totalitarian and democratic societies. Moreover. the services provided
by voluntary associations are essential in one form or another to our
common life—educational institutions, hospitals, homes for children
and the aging, and the like. _ :

. Already hard-pressed institutions are unquestionably dependent on
the gifts which tax deductions stimulate. If the U.S. Government ceases
to encourage the private support of free associations, it confronts the
alternatives of either supporting these associations directly, in which
case they would no longer remain free, or letting them die for lack of
support and then confronting the financing of new agencies which

- would seek to provide similar functions. The result in both cases is de-
struction of the vitality and the role of free associations. This is not
simply a question of tax dollars; it is primarily a question of the nature
and dynamics of American society and American democracy itself.

If we want a democratic society and Government, every effort must
be made to encourage the private initiative of citizens to maintain and
strengthen the rich diversity and pluralism of free associations and or-
ganizations. This has been done and in the future can be done by giving
citizens tax relief to support such organizations.

< CONCLUSION

While we have limited our comments to philosophical considera-
tions, we have done so only because we know that others in the volun-
tary sector will address a whole range of practical concerns. )

We, too, are concerned about the financial implications of certain
elements of the tax reform legislation now being considered but would
in conclusion press for your particular attention to the potential effect
of some currently proposed legislation in decreasing the effectiveness
of and increasing the control over the free associations so essential
to our society. '

Therefore, on behalf of the above-mentioned participating church
bodies and the more than 200 colleges, seminaries, hospitals and
welfare institutions they support, the Lutheran Council in the U.S.A.

<
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respectfully urges that any tax law continue the long-estahlished and
essential tax incentives to charitable giving which mean so much to
the financial stability and program efglectiveness of America’s volun-
tary institutions.
Sincerely yours,
Georce F. HARKINS,
General Secretary.

STATEMENT OF PRESIDENT JAMES H. ZUMBERGE, SOUTHERN
MEetHopIsST UNIVERSITY, DALLAS, TEX.

I. INTRODUCTION

A. Mr. Chairman, and members of the committee: I am James H.
Zumberge, president of Southern Methodist University, Dallas, Tex.,
and a member of its board of governors.

I am vergegrateful for this o;:f)ortunity to submit this statement
on matters before this committee during your hearings on the general
subject of tax reform for the record of your hearings. This statement
is submitted on behalf of Southern Methodist University and its board
of governors and board of trustees. The membership of each board
is provided to this committee through the list provided in appendix A
herein included to be a part of this statement.

B. Southern Methodist University was founded in 1911 and enrolled
its first students in 1915. At its opening session the university had two
buildings, 706 students, a faculty of 35 and an endowment of $279,178
on a 700 acre campus. Today, Southern Methodist University inven-
tories more than 80 buildings in its physical plant, some 60 of which
were constructed since World War II, a faculty of 477 employed on a
part-time basis, and an endowment fund of nearly.$48 million. Our
student enrollment has averaged 10,000 in the past few years. In the €0
years since our founding we?mve conferred over 40,000 baccalaureate
degrees. Today we offer courses in eight schools leading to 237 bach-
elors’, masters’, and doctoral degrees in 110 fields of study. Southern
Methodist University is now one of the largest independent universi-
ties in the combined Sonth and Southwestern geographic areas of the
United States, although it is considered moderate in size' when com-
pared with other major institvtions of similar academic scope. OQur
g;tal alr]mual budget for the 1875-76 academic year is in excess of

6 million. -

The reason for this data on Southern Methodist University is to
familiarize you with our specific institution. Thig data is, however,
typical and representative of other independent colleges and universi-
ties. And like many other independent universities, we are struggling
with rising costs, reduced income and the necessity of increased tuition.
We have an accumulated deficit resulting from current operations ap-
proaching $5 million incurred essentially within the past decade.

1I. HISTORY OF FINANCIAL BUPPORT

A. The university was founded and established by a commission of
the Methodist Church when the citizens of Dallas raised $300,000 in
private subscriptions to construct the first building, and donated over
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700 acres, which provided the land and original endowment. At that
time, even in our early years, 100 citizens of Dallas gave $1,000 or
more to the founding of the fledgling university. A gift of $110,500
from the general education boarg, founded by John % Rockefeller,
was of utmost importance in insuring the success of the new university.

B. Contributions to Southern Methodist University from private
citizens, corporations, and foundations for capital purposes and cur-
rent restricted and unrestricted purposes is detailed in appendix B
to this report for your information. THe United Methodist Church
continues a strong tie with the university through support received
from the Texas Methodist College Association, an agency of the
higher education board of the United Methodist Church. While the
contribution to the entire university budget may be considered small
when compared to the entire operating budget, it represents approxi-
mately 5 percent of the annual operating budget for tKe university as a
whole. These resources are also from the private sector, in that con-
tributions from the United Methodist Church are funded by confer-
ence askings of all of the separate United Methodist Church congrega-
tions. Appendix C attached to this report details the revenues for
current operations in the past 10 years. These figures illustrate our
annual budget and annua? revenues showing an increasing spread
between our sources of revenue and the costs of operations. This
spread must be filled by increased support from individuals, businesses,
and foundations.

The tuition charged our students is also illustrated indicating the
increasing cost per student to attend a private church-related institu-
tion. While great effort is made to keep the increase in tuition at a
modest level each year, the result has been an even greater reliance
on the private gift to maintain an essentially deficit-free operation
each vear. This has resulted in a growing disparity between the cost
of tuition and the cost of education. A student enrolled in 1975-76
academic year, ‘)aying full tuition actually contributes approximately
80 percent of the cost of operations. Total tuition and fee revenues
for 1975-76 academic year are projected at $22 million or 61 percent
of the projected cost of operations of $36,135.000. The balance of reve-
nues must come from (1) income from endowment. (2) auxiliary
enterprise income, (3) fces charged our students, and (4) gifts from
private sources. We are projecting a shortfall in revenues of approxi-
mately $750.000 for~the current fiscal year, of which $400,000 is repre-
sented by a shortfall in current gift income. Bequests and lifetime
transfeérs in the deferred gift category have become increasingly im-
portant in the past few years. Substantial resources have been devel-
oped through outright bequests of money or property in the first half
of the present decade. In addition, the current year has seen substan-
tial sums released for the university's purposes from deferred gifts
which have terminated amounting to over £300.000 with the major
portions being added to the endowment of the university to augment
endowed scholarship resources.

III. COMMENTS AND RECOMMENDATIONS ON CFRTAIN S8ECTIONS OF THE
IIOUSE-PASSED TAX REVISION BILL (IL.R. 100612) CONCERNING CHARI-
TABLE CONTRIBUTIONS

A. Minimum tax proposals contained in section 301 of H.R. 10612
applying to transfers of appreciated property to short-term charitable
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income trusts, as defined in section 170(f)(2)(B) of the Internal
Revenue Code of 1954,

These trusts, as in the case of charitable remainder annuity trusts
and unitrusts and pooled income fund trusts should be exempt from
the provisions of section 701; H.R. 10612. It is illogical to include
them because their essential purpose remains the same, that of pro-
viding a vehicle through which resources may be diverted to qualified
charitable institutions—even if for a period of time——durinf; which
no benefit inures to the donor (maker) during the period of the trust.
To so include, would indeed create an undeserved penalty, and surely
offer no incentive to prospective donors. These trusts are highly bene-
ficial to charitable organizations, including Southern Methodist. Their
use would be discouraged if the provisions apply. In a transfer of
appreciated property to this form of trust, the income which is di-
verted to support the charitable purposes, need not be distinguished
between the proceeds which are created from the appreciated portion
of the trust assets, and the cost basis portion of the assets. To not have
included these trusts appears to be an oversight in the House bill
because of the exclusion from the provision provided the unitrust,
annuity trust. and life income pooled-fund trusts. The great pre-
ponderance of property placed in charitable remainder trusts is ap-
preciated in nature, and this would create an undue—and surely
underserved—penalty on donors (makers).

1V, COMMENTS ON OTHER TAX REVISION PROPOSALS WHICH ADVERSELY
AFFECT CHARITABLE GIVING ‘

1. The Tax Reform Act of 1969 was far reaching. Not only did it
provide substantial legislation governing the operation of pooled in-
come trusts by qualified charitable institutions, which was an effect
we applaud, it included several over corrections which in their impact
have removed several important incentives to charitable gifts.

A. Contribution of inventory, crops, works of art, and short-term

property.
Under prior law

A donor was allowed an income tax charitable contribution dedue-
tion for the property’s full present fair market value.

Current law :

The charitable contribution deduction is allowed for the fair market
value discounted (reduced) by the amount which would be taxed as
ordinary income on a sale, in effect providing a charitable contribu-
tion for the property’s cost basis only.

Recommendation

A charitable contribution deduction should be allowed providing
the gift qualifies under all provisions of the code as directly attributa-
ble (applicable) to the exempt purpose of the qualified charitable insti-
tution, for the property’s full fair market value minus one-half the
amount which would be taxed as ordinary income on a sale. We feel
that this is a reasonable compromise between the former and current
law. Reducing the charitable contribution deduction by one-half the
amount which would have been taxed as ordinary income on the sale
insures that a donor is not unjustly enriched through the sheltering
of other income through the use of contribution deduction.
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B. Contribution of apgreciated long-term tangible personal prop-
erty, for a related use to charitable institutions, .

We oppose proposals which would limit the charitable deduction
to the property’s cost basis, or to the property’s fair market value
minus one-half of the appreciation. We also oppose the proposals
which would tax the value of appreciation just as if the donor had
sold the property and contributed the proceeds, or those proposals
which would require a longer holding period (e.g., 1 year) for a donor
to be allowed a charitable contribution deduction for the fair market
value, or subjecting the property’s aspreciation to the 10 percent or
other suggested minimum tax. In addition we oppose any tax of the.
appreciation element of gifts of appreciated property given to chari-
table organizations at death.

Gifts of appreciated tangible personal property, whether given dur-
ing life or at death, are an important source of enrichment of the educa-
tional enterprise. Often, items for research, objects of art, libraries,
having a related use to our education programs are given outright
during life or at death through one’s estate which add measurable
quality to the offerings of our institution. Many items would be impos-
sible to acquire because of prohibition of costs. Yet they are directly
responsible for the quality of our instruction. Qur libraries are full of
outstanding items which become imiportant to our instruction, our
art museum as Fart. of the school of the arts, has been enriched through
contribution of important items, once held by individuals and now
shared by many through their availability to students, faculty, and

" the community at large.

Recently, Southern Methodist- University was bequeathed an entire
estate, less some minor specific bequests, to support research, teaching,
and operation of the chemistry department.

_ Tangible personal property in the estate not bequeathed to others,
will add measurably to the resources which will be available to the
growth and development of the department of chemistry at this insti-
tution. When final distributions are made, this estate will approxi-
mate $2 million for the benefit of our programs in the department of
chemistry. It will enable this institution to hold and secure outstand-
ing faculty. which is the heart of any educational enterprise. If a
celling on deductibility of bequests were enacted, one simply has to
question, what resources the Federal Government is prepared to
provide, to match the same enrichment to this particular program,
:ylthin the framework of a free and independent educational institu-
ion.

C. Contribution of personal residence or farm with retained life
estate or outright.

. The Tax Reform Act of 1969 has effectively crushed this form of
gift vehicle throngh the problems presented when mortgaged prop-
erty is considered. When a donor makes an outright contribution of
mortgaged property, he is considered to have made a bargain sale
to the charitable donee. Under regulation section 1.1011-2(a) (3), the
donor is deemed to have sold the gift property to the charitable organi-
zation for the amount of the mortgage—and this is so even though the
donee organization does not agree to assume or pay the indebtedness.
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When the donor makes the contribution of a personal residence or
farm with retained life estate, the matter becomes even less attractive,
it is not impossible. Here are the problems:

1. Self-dealing ~

Regulation section 4941 is held to be applicable under self-dealing
provisions. Thus, a donor cannot transfer a mortgaged asset to fund a
charitable trust of any kind if the mortgage was placed on the property
within the previous 10 years. ‘

2. Capital gains
The mere transfer of mortgaged property (even held more than 10
Kears since the mortgage was placed upon it) is considered again a
argain sale generating capital- gain for the donor.

3. Unrelated business income

Charitable remainder trusts of all forms are not exempt from in-
come taxes if they have unrelated business taxable income under section
664 (c). This is an overcorrection in the Tax Reform Act of 1969. In
the instance where a charitable organization may have to borrow to
make annual payments, the Treasury believes that the resulting indebt-
edness creates deft-financed income in the trust, taxable as unrelated
business taxable income. A charitable organization accepting mort-
gaged pro;lJ)ert-y in exchange for its promise to pay an annuity would
itself be subject to tax on unrelated business taxable income. This is so,
even if the charitable organization has made no commitment or liabil-

ity in satisfying the mortgage.
BUGGESTED CHANGES

- 1. An outright charitable gift or mortgaged property should not
be considered a bargain sale.

2. The prohibition on transferring a mortgaged asset—even when
the mortgage was placed upon the property within the past 10 years
should not apply to charitable trusts, or gifts of personal residence
or farm with retained life estate. -

3. Capital gains should not be incurred in the same kind of transfers.

4. Unrelated business taxable income should not be incurred merely
because the trust holds mortgaged property or borrows to meet trust

payments.

5. A charitable gift annuity funded with mortgaged property should
not give rise to unrelated business taxable income. .

V.- CLOSING STATEMENT

As an independent institution Southern Methodist University must
rely heavily on gifts as shown in these appendixes. We obtain our
operating revenues from tuition and fees paid by our students,
income from investments, and (importantly) annual contributions
from alumni, business firms, friends, and foundations. In a unique
adventure designed to supply our growing budget with vital operat-
ing capital, the citizens of Dallas, including alumni, nonalumni and
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business firms, annually contribute more than $700,000 to the uni-
versity’s unrestricted resources in a communitywide annual sustenta-
tion drive.

It is interesting to note that a parallel may be drawn between the
increasing financial support received from the private sector for
Southern Methodist, University on the one hand, and the encourage-
ment the Federal Government has provided through tax incentives
for making charitable gifts on the other. Congress first provided a
contribution deduction with a 15 percent ceiling on gifts in 1917,
almost concurrently with the founding of this university. This
incentive has been reaffirmed over the years, and increased to the pres-
ent 50 percent of adjusted gross income ceiling with a 5-year carry-
over for any excess earned deduction, thereby providing a substantial
incentive for our growth and development through support from
the private sector. ,

There is a practical reason for the Government to encourage vol-
untary support for charitable uses. While the loss in revenue to the
public treasury occasioned by the thoughtful use of the tax considera-
tions provided by the contribution deduction is small indeed, the
reduction of the incentives suggested in the current debate would
create devastating results for those privately supported institutions
which must rely heavily on the private gift, and which do so in large
measure, without seeking or requiring substantial Government re-
sources to carry on their vital role in the fabric of American social and
academic development.

We are aware of the opinion held by many that the charitable con-
tribution deduction is held to provide a shelter under which persons
may escape paying their fair share of Federal taxes. We are also
cognizant of the pressure from those of liberal persuasion to formu-
late methods to redistribute the wealth, and failure to do so continues
a history of malappropriation of American wealth and resources.

In response we most strongly assert that the contribution dedue-
tion cannot fairly be said to be a malappropriation of American wealth
ind resources. nor does it substantially contribute to the reduction of
tax assessment considered unethical or unlawful by the wealthy.
It is occasioned by the voluntary and free will charitable contribution
of money or property in support of those institutions which are per-
cetved by the donating public as those which respond most effectively
to the problems of our society or which seem.in the public’s mind,
to preserve and protect for generations yet to be born, that which is
important, characteristic or symbolic of American society. Of all
the deductions made available to individuals and corporations. the
charitable contribution is uniquie in that the benefit occasioned by
the deduction resulted from an act which inures not the the donor
but to the charitable donee.

The proposals under consideration in H.R. 10812 and the debate
before this committee manipulate the essential difference between the
charitable contribution deduction and other deductions in our tax laws
which give rise to reduction in tax liability of one form or another,
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as being essentially of the same character. Such is not the case, and
such is our assertion. The Congress of the United States should have
the benefit of our considerations through recommendations from this
distinguished committee. You bear a deep responsibility to assure
that the character of American generosity is not so altered as to
render this important flow of American wealth and resources from the
private sector to the public good, ineffective, indeed nearly impossible
to maintain,

The benefactor referred to carlier, was in fact a benefactor of sev-
eral qualified charitable institutions, by bequeathing nearly her entire
estate for public charitable pu s, including, universities, hospitals,
art museums, and health organizations. Without a ceiling on her testa-

" mentary transfer, the properties were placed directly into the pro-

grams at 100 percent of their value, This wealth, and it was substantial
numbering several millions of dollars, has in effect been equitably re-
distributed by now moving from privately held wealth of one person,
into several funds which'respon&) to public needs and purposes. As
such, this wealth has been permanently diverted to fund activities
which the Government would not, or could not, undertake.

The treatment of charitable gifts was thoroughly considered by
Congress in connection with the Tax Reform Act of 1969 and reflects
an evident purpose to retain tax ‘incentives except where in some in-
stances overcorrections resulted. We strongly urge that Congress does
not undertake to reform the tax laws again so that the iricentives we
have cited, and others which have heen testified to are not eroded. In
a charitable transfer whether outright or through an estate, or a trans-
fer reserving a life estate, a donor has, after all, made a completed gift
or irrevocable transfer of both his cost basis and the value of apprecia-
tion, both of which support the charitable institution. The charitable
institution need make no distinction in most cases, between that value
represented by a donor’s cost basis and that value represented by
appreciation. A taxation on any part of appreciation on donated
property will reduce a major source of support for charitable purposes,
and in effect, impose a tax on that which a donor has given away.

Mr. Chairman, and members of the committee, I want to extend to
Kg: the deep thanks on behalf of SMU, its board of governors and-~-.

rd of trustees for this opportunity to present this statement for the
record of your committee. We hope that you will do nothing to reduce
the incentives for charitable giving on behalf of all institutions which
must rely upon the private generosity of our citizens to maintain
healthy and viable independent educational enterprises.

APPENDIX A

Board of Trustees, Southern Methodist University, Dallas, Tea.

The Honorable Carl Albert, The Speaker. U.S. House of Represcnta-
tives, Washington, D.C.

Mus. Jack Blanton, 3390 Inwood Drive, Houston, Tex.

Dr. Marvin L.. Boyd, 6116 A Bullard Drive, Austin, Tex.



’h

i 2008

Bishop Alsie H. Carleton, the United Methodist. Church, 1201 First
National Bank Building (East), Albuquerque, N. Mex.

Mr. O. V. Cecil, 1566 Dallas Federal Savings Tower, 8333 Douglas,
Dallas, Tex. - -

Mr. James M. Chambers, Jr., chairman of the board and chief exec-
utive officer, the Dallas Times Herald, Dallas, Tex. -

Mr. Richmond C. Coburn, Coburn, Croft, Shepherd & Herzog, at-
torneys at law, 411 North 7th, St. Louis, Mo.

The Honorable James M. Collins, U.S. Congressman, U.S. House of
lgegresentatives, 2419 Rayburn House Office Building, Washington,

Dr. Emmett J. Conrad, 4432 South Oakland, Dallas, Tex.

Mr. O. Paul Corley,! executive vice president and director, Amer-
ican Liberty Oil Co., 4100 First National Bank Building, Dallas, Tex.

Mr. Leo F. Corrigan, Jr.,! president, Corrigan Properties, 211 North
Ervay, 17th Floor, Dallas, Tex. L

Mr. Edwin L. Cox,! vice chairman of board of trustees, 3800 First
National Bank Building, Dallas, Tex.

Mr. Frank M. Crossen, chairman of the board, Centex Corp., 4600
Republic National Bank Tower, Dallas, Tex.

Mr. Trammell Crow, Trammell Crow Co., 32d Floor, Bryan Tower,
Dallas, Tex. -

Bishop Finis A. Crutchfield, the United Methodist Church, 1915
American Bank Building, 200 Carondelet, New Orleans, La.

Mr. George P. Cullum, Jr., president, Cullum Construction Co.,
Inc., P.O. Box 8455, Dallas, Tex.

Mr. Robert B. Cullum,! chairman of the board, Cullum Construc-
tion Co., Inc., 14303 Inwood Road, Dallas, Tex.

Bishop A. D. Davies, Episcopal Church of Dallas, St. Matthews,
1630 N. Garrett Street, Dallas, Tex.

Mrs. Wilfred S. Dietrich, Ray Oil Co., 1348 One Energy Square
Building, 4925 Greenville Ave., Dallas, Tex.

Bishop Ernest T. Dixon, Jr., the United Methodist Church, 4201
West 15th Street, Topeka, Kans.

Mr. G. Alan Dunlap, president, Farmers and Merchants Bank, Mil-
ford, Nebr.- ’

Mr. Robert C. Dunlap, Jr., 5405 Falls Road, Dallas, Tex.

Mr. J. Lindsay Embrey, First Continental Enterprises, P.O. Box
30326, Dallas, Tex.

Mr. Wilton H. Fair, Fair Oil Co., P.0O. Box 689, Tyler, Tex.

Mr. Charles W. Ferguson, Apple Tree Hill. Mount Kisco, N.Y.
- Mr. Robert S. Folsom, Folsom Investments, P.O. Box 20955, Dallas,

ex. : x

Mrs. W. W. Fondren, 3755 Knollwood. Houston, Tex.

Bishop Eugene M. Frank, the United Methodist Church, 723 Center
Street, Little Rock, Ark. _

Dr. Stanley Friesen. nrofessor of surgery, University of Kansas
Medical Center, Kansas City, Kans.

Bishop Paul V. Gallowav, The United Methodist Church. 3215
South Main St., Houston, Tex.

1 Also member. of board of governors. 10 bishops plus 74 others. Total R4 trusters, Officers
of the hoard of trustees: Mr. C. A. Tatum, Jr.. chairman; Bishop O. Engene Slater. vice
chairman ;: Mr. Edwin L. Cox. vice chairman; Mr. Harry A. Shuford, secretary ; and Miss
Phoebe A. Davls, assistant secretary, -
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Mr. E. Wilson Germany, E. B. Germany & Sons, P.O. Box 12266,
Dallas, Tex. )
Mr. Robert E. Glaze, Trammell Crow Co., 2001 Bryan -St., Suite
3200, Dallas, Tex.
Dr. Josué Gonzilez, pastor, Emmanuel United Methodist Church,
200 Brushy St., Austin, Tex.
Mr. Kenneth M. Good, Good Financial Corp., 2001 Bryan Tower,
25th Floor, Dallas, Tex. )
Bishop Robert Goodrich, Jr., The United Methodist Church, 55
Plaza Sq., St. Louis, Mo.
Mrs. Cecil H. Green, 3908 Lexington Ave., Dallas, Tex.
Mr. James S. Hall, president, First Arkansas Bankstock Corp.,
Worthen Bank Bldg., Little Rock, Ark. )
Mr. Jake L. Hamon, P.O. Box 663, Dallas, Tex. .
Mr. Jess Hay,! Chairman of the board and chief executive officer,
Lomas & Nettleton Financial Corp., P.O. Box 5644, Dallas, Tex.
Mr. W. Owen Henderson, president, The Huntingfield Foundation,
Huntingfield Farm, Rock Hall, Md.
Bishop Don W. Holter, The United Methodist Church, Box 4553,
Lincoln, Nebr.
Mr. Bob Hope, 10346 Moorpark, North Hollywood, Calif.
Mr. Floyd B. James,! chairman of the board of directors, T. L.
James & Co., Inc., P.O. Box O, Ruston, La.
Mr. George R. Jordan, Jr., president, Great Southern Life Insur-
ance Co., P.O. Box 1972, Houston, Tex.
Mr. Arthur Kungle, Sr., P.O. Box 186, Joplin, Mo.
Dr. Carl F. Lueg, The United Methodist Church, 839 Monrovia St.,
Shreveport, La. -
Mr. John F. Lynch, director, Texas Eastern Transmission Corp., -
P.O. Box 2521, Houston, Tex.
Dr. Wayne H. McCleskey, pastor, Marvin United Methodist Church.
300 West Erwin St., Tyler, Tex.
Mrs. Eugene McElvaney, The Athena, Apartment 915, 6335 West
Northwest%-lighway, Dallas, Tex.
Mr. Gerald C. Mann, P.O. Box 45306, Dallas, Tex.
Mr. Stanley Marcus, Carter Hawley Hale Stores, Inc., 4800 Republic
National Tower, Dallas, Tex.
Mr. Algur H. Meadows,! chairman of the board and executive com-
$lttee General American Oil Co. of Texas, Meadows Bldg., Dallas,
ex.
Bishop Paul W. Milhouse. The United Methodist Church, P.O.
Box. 60565, Oklahoma City, Okla. ‘
Mr. Henry S. Miller, Jr.. chairman of the board, Henry S. Miller
Co., 2001 Bryvan Tower, 30th Floor. Dallas, Tex.
The Hon. Alfred P. Murrah. U.S. Senior Cireuit Judge. U.S. Court
of Avnpeals, 10th Circuit, P.0. Box 1238. Oklahoma Citv. Okla.
The Honorable JJames .. Noel. .Jr., U.S. District Judge, U.S. Court
House, Southern District of Texas. Houston, Tex.

\.

1 Ibid.
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Mr. Peter O'Donnell, Jr.,! Investments, 4275 First National Bank
Bldg., Dallas, Tex. L

Mrs. J. J. Perkins, 2303 Farington Rd., Wichita Falls, Tex.

Mrs. Charles Prothro, 3301 Harrison St., Wichita Falls, Tex.

Mr. James Redman, chairman of the board, Redman Industries,
Inc., 2550 Walnut Hill Lane, Redman Plaza East, Dallas, Tex.

Mr. Ralph B. Rogers, chairman of the board, Texas Industries, Inc.,
8100 Carpenter Freeway, Dallas, Tex. _

Mr. Jackson S. Rvan, president, Corpus Christi Brick & Lumber
Co., P.O. Box 247, Corpus Christi, Tex.

Dr. Joe B. Scrimshire, First United Methodist Church, 1526 Mon-
tana, El Paso, Tex.

Dr. Cleo C. Sessions, The United Methodist Church. P.O. Box 156,
Waxahachie, Tex.

Mrs. Charles S. Sharp,! 5227 Meaders Lane, Dallas, Tex.

Mr. Mark Shepherd, Jr.,! president, Texas Instruments, Inc., P.O.
Box 5474, Dallas, Tex.

Mr. Harry A. Shuford, secretary of the board of trustees, chair-
man of the board, First National Bank in Dallas, P.O. Box 6031,
Dallas, Tex.

Bishop O. Eugene Slater, vice chairman of board of trustees, the
United Methodist Church, P.O. Box 28509, San Antonio, Tex.

Mrs. Robert E. Smith, 2000 West Loop St., Suite 1900, Houston, Tex.

Mr. Robert H. Stewart, ITL.! chairman of the board, First Interna-
tional Bancshares, Inc., P.O. Box 6031, Dallas, Tex.

Bishop W. McFerrin Stowe,' the United Methodist Church, P.O.
Box 8124, Dallas, Tex. -

Mrs. Robert B. Sunderland, 4115 Sylvan Qaks, San Antonio, Tex.

Mr. Andrew W. Tarkington, 920 Porpoise. Lakeway, Austin, Tex.

Mr. C. A. Tatum, Jr.,! chairman of board of trustees. Texas Utili-
ties Co., 2001 Bryan Tower, Dallas, Tex.

The Honorable John G. Tower, U.S. Senator, 142 Senate Office
Building, Washington, D.C.

Mr. W. B. Trammell, W. B. Trammell Co., 601 Southern National
Bank Building, Houston, Tex. :

Mr. George M. Uinderwood, Jr.,! president, Richardson Heights,
Inc.. 7540 L. B. J. Freeway, 620 Park Central West, Dallas, Tex.

Mrs. W, F. Whitfield. P. O. Box 3279, Albuquerque. N. Mex.

The Reverend Richard B. Wilke, the First UTnited Methodist. 330
North Broadwav, Wichita, Kans.

Mr. Philip Wilson, ¢/o Brady, Drake, & Wilson, 3275 First Na-
tional Bank Building, Dallas. Tex.

Mr. John D. Wisenbaker, president and chairman of the board,
Core Laboratories. Inc., P.O. Box 10185, Dallas, Tex.

Mr. Sam Wyly. chairman of the boaril of directors, University Com-
puting Co., P.O. Box 6228, Dallas, Tex.

1 Ibid.
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Mr. Robert A. Young III, president and chief admiinstrative officer,
Arkansas Best Corp., 1000 South 21st Street, Fort Smith, Ark.
Mr. Donald Zale, president and chief executive officer, Zale Corp.,

P.0. Box 2219, Dallas, Tex. -

Board of Governors of Board of Trustees, Southern Methodist
University, Dallas, Te.

Mr. James W. Aston, chairman of the board and chief Executive
officer, Republic of Texas Corp., P.O. Box 22105, Dallas, Tex.

Mr. O. Paul Corley,? executive vice president and director, American
Liberty Oil Co., 4100 First National Bank Bldg., Dallas, Tex.

Mr. ieo F. Corrigan, Jr.,* Vice Chairman of Board of Governors,
Y)reﬁiden%, Corrigan Properties, Inc., 211 North Ervay, 17th Floor,
allas, Tex. .

Mr. Edwin L. Cox,? Chairman of Board of Governors, 3800 First
National Bank Bldg., Dallas, Tex. .

Mr. Robert B. Cullum,? chairman of the board, Cullum Companies,
Inc., 14303 Inwood Rd., Dallas, Tex.

Mr. Robert C. Dunlap, Jr.,? 8405 Falls Rd., Dallas, Tex.
Mr. Jess Ha{%’ chairman of the board and chief executive officer, Lomas
& Nettleton Financial Corp., P.O. Box 5644, Dallas, Tex.

Mr. Floyd B. James,? chairman of board of directors, T. L. James
& Co., Inc., P.O. Box O, Ruston, La.

Mr. Algur H. Meadows,? chairman of the board and executive com-
$ittee, General American Oil Co., of Texas, Meadows Bldg., Dallas,

ex.

Mr. Peter O’Donnell, Jr.,* Investments, 4275 First National Bank
Bldg., Dallas, Tex.

Miss Bette Perot, 7171 Forest-Lane, Dallas, Tex.

Mr. Charles Prothro, president, Perkins-Prothro Co., P.O. Box 2099,

Wichita Falls, Tex. —_—
_ Mr, Robert F. Ritchie, Ritchie, Crosland & Egan, 1100 Republic Na-
tional Bank Bldg., Dallas, Tex.
Mrs. Charles S. Sharp,* 5227 Meaders Lane, Dallas, Tex.
Mr. Mark Shepard, Jr.,* president, Texas Instruments Inc., P.O.
Box 5474, Dallas, Tex.
Mr. Robert H. Stewart IIL}* chairman of the board, First Inter-
national Bancshares, Inc,, P.O. Box 6031, Dallas, Tex.
Bishop W. McFerrin Stowe,® The United Methodist Church, P.O.
Box 8124, Dallas, Tex. -~
Dr. Willis M. Tate, chancellor, Southern Methodist University,
Dallas, Tex, -
- Mr. C. A. Tatum, Jr.,* Texas Utilities Co., 2001 Bryan Tower, Dallas,

ox. ,
Mr. George M. Underwood, Jr.* president, Richardson Heights,
Inc., 12700 Park Central Place, Dallas, Tex.
Dr. James H. Zumberge, President, Southern Methodist University,
Dallas, Tex. A

3 Also member of board of trustees. Offlcers of board of : .
:Bca::g:x’:; Mr. Leo F. Corrlm\ Jr., vice galrman; and 13"%?«5‘5'3"6’3’1.?3%:

69-516—76—pt. T——0
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APPENDIX B
RECORD OF GIFTS AND GRANTS TO SOUTHERN METHODIST UNIVERSITY, 1365-75

. Corporation Religious General Other Annuities life

Total Current Capital _and  denomins- .. . Other welfsre  groups and contracts
Yeoar support operations purposss business tions Alumni individuals  foundations sources Bequests insurance
.................... 4, 785, 849 1, 832,354 2,953,495 182,113 387,183 300, 526 1, 141, 247 2,742,184 32, 0 0
196667 . ceccaccnaecnnnnnn 4,132,785 1, 965, 246 2,167,539 831,737 330,625 1, 649, 338 926,918 73,802 0 0
1967-68.. e ccecccnananan 4,899,951 1,999, 787 2,900, 164 391,479 517, 817 431,221 2,329, 634 1,119, 042 104, 752 0 0
.................... 6,320, 828 2,469, 366 3, 851, 462 616, 599 349,89 645, 1,611,751 2,439, 609 657, 730 118,674 544, 867
Y [ I, 9, 346, 165 3,413,577 5,932, 588 826, 196 577, 241 1,227, 1,812,739 3, 806, 055 , 096, 13,043
.................... 6,915, 926 3,807,049 3,108,877 1, 093, 562 , 585 1, 846,763 1,051, 563 1,782,352 705, 101 10, 000 0
.................... 10,909, 631 3,482,581 7,421,050 869, 521 490, 760 4,331,716 2,217, 2,232,088 167,707 931, 066 4,758, 000
197273 ae e ccceccvimaan 8,809, 415 4, 255, 324 4, 554, 091 1, 080, 833 526, 885 2,215, 446 1,312,892 049, 542 396, 447 123,376
1973-78. oo eaeeanaae 13, 430, 198 4,842,106 8 583,092 953, 161 679,192 3,396, 308 3,738,896 717,263 949,378 2,711,720 21,933
1974-75. oo 13, 061, 042 5,043,119 8,017,923 876, 747 555, 4 2,535, 296 7,032,624 1, 360, 619 702,281 5, 44, 750 19,131
Total 10yr____.ccenee-e 82,611,790 33,110,509 49,501, 281 7,721,948 4,851,660 17,254,283 23,898,523 23,175,672 5,709,704 9,612,657 5, 480, 350

300e
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Goveroment
Year Ressarch Other Total
....................... 876,534 056 1, 764, 530
1902-73. . {. &451% @ gg% ;. ggt.s' ;g
st 4 73 | S 115 - G X
- APPENDIX C
SOUTHERN METHODIST UNIVERSITY CURRENT UNRESTRICTED REVENUE AND EXPENDITURES
. [Thousands omitted]
Indicated  Unreatriced
|
Revenue Expenditures (doﬁgiol opo%atiom
13,621 13,584 k14 1,
lg.' 319 16, 149 170 N ‘2053
18, 155 18,420 (265 , 922
19, 892 21,658 1, 766, 1,747
23,811 24,904 1,093 2, 10!
26,931 27,917 (986 2,8
27,906 27,312 594 2,688
30, 305 30, 295 10 2,824
33, 204 32,734 470 3,578
0,822 36,878 (2, 056) 314
244, 966 249, 851 (4,885) 23,524

1 Deficits for years 1963-71 are largely offset by realizing galns on investments or reserves.
SOUTHERN METHODIST UNIVERSITY TUITION AND FEES CHARGED OUR STUDENTS, 1965-75

Por ssmester  Per somester Tolal 2
Yoar tuition foss semesters
$500. 00 $51. 50 $1,103.00
600, 00 51.50 1,303.00
600, 00 5150 , 303, 00
600. 00 70, 00 ng
700, 00 75.00 1,550.
800. 00 75.00 1,750.00
900, 00 5. 00 1, 950. (0
900, 00 80, 00 l.mg
1, 000. 00 100. 00 2, 200.
1, 100. 00 125.00 2, 450.00
1, 100, 00 lg&g 2,510,00

STATEMENT OF CHARLES E. SCONYERS, VICE PRESIDENT FOR
< DEvELOPMENT OF NEBRASKA WESLEYAN UNIVERSITY IN LINCOLN

I am Charles E. Sconyers, vice president for development, of
Nebraska Wesleyan University in Lincoln, Nebr.
If I interpret the proposed tax changes re arding philanthropio
ifts correctly, such changes would probably reduce gifts to Nebraska
esleyan University from individuals v::{ substantially since most
of our big gifts are made with appreciat roperty in the form of
land and securities. This is true whether the gift be current or deferred.
While the tax savings obtained by donors through gifts of appreci-
ated property, rather than cash, can be and is in many cases very
substantial, it is not the prime reason for making the gift. The fore-
most purpose of donors is to assist Nebraska Wesleyan University in

«~ Mmaintaining its status of academic excellence and assist its students

Ar
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on this campus in achieving their educational goals. However, the

tential tax saving, though secondary in our minds and that of most

onors, does have a direct bearing on the size of the gift and the point
in time on which it is made. '

In my opinion, most of our gifts for endowment and other capital
purposes would be reduced by at least 50 percent if not eliminated
entirely were it not for the tax benefits available to the donor as now
provided by the regulations. To lose those benefits, would be a real
tragedy and would soon impoverish Nebraska Wesleyan financially.

"One of the sugiestions for change in the philanthropic tax benefits

is to eliminate the charitable contribution deduction on the apprecia-
tion portion of the gift entirel¥ or provide that only 50 percent of that
i)ortxon of the value of the gift can be used as a charitable deduction.
t is my impression that this would apply whether the gift was made
by bequest; or to establish a charitable remainder trust; or retain a
life estate, or an outright gift.
In the past several months Nebraska Wesleyan received four large
ﬁgts plus two be(ﬂuests now in probate, that I am sure would not have
n received in the amounts shown or at the time, had the suggested
tax changes been in effect at the time. They are as follows:

Gift No. 1—Gift of appreciated securities to establish a charitable

remainder truSt. e ccccccaceccccccmmcecmmccccececcesascasanne $153, 000
Gift No. 2—Outright gift of appreciated securities . oo can 51, 000
Gitt No. 3—Gift of appreciated securities ... oo eecaaae o 100, 000
Gift No. 4—Gift of a farm with life estate retained by donors.. .._...-. 190, 000

Total above gift8.corvceccau-- ——— cee= 494, 000

In recent months Nebraska Wesleyan University has been advised
it is the heneficiary in the wills of two individuals who have recently
died and whose estates are now in probate as follows:

Estimated velue

Bequest No. 1—expected total.._._.. -— ceecemnee—— $1, 000, 000
Bequest No. 2—expected total..: - - 160, 000
Total recent bequestS..occeecmcaao- ——— 1, 150, 000

These are the 1ar%er transactions which have occurred just during
the past year or so which involved gifts of appreciated property. Over
the past 10 years similar gifts of apprecia gaggerty have been made
by one method or other, totaling over $1,750,000, and on those gifts
as well, the tax saving was an important secondary consideration b
the donor at the time the gift was made. To reduce the charitable
contribution deduction by all or any dport,ion of the appreciated value
would have a ruinuos eflect on our deferred gift program as well as
any and all campaifms for current scholarship and ogeratm funds.

Thank you for allowing me to present my opinion. I urge that you
maintain the current tax incentives for concerned citizens to continue
their generosity in supporting Nebraska Wesleyan University and
other independent colleges and universities of America.

WhriTTEN STATEMENT SUBMITTED BY THE MAY DEPARTMENT STORES Co.

The Ma%(Department Stores Co. (the oompani), headqudrtered in
St. Louis, Mo., is a publicly owned corporation that operates 129 de-
partment and discount stores in major metropolitan markets coast to
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coast, 58 catalog showrooin stores in the Greater New York area and
northern California, and 16 regional shipping centers. Major stores
or groups of stores are located in St. Louis, Chicago, Akron, Cleveland,
Youngstown, Denver, Baltimore, Washington, D.C. (The Hecht Co.),
Los Angeles, San Diego, Pittsburgh, Portland (Oregon), Hartford,
and Jacksonville.

The May Stores Foundation, Inc. (the foundation) is a charitable
corporation, established under New York law in 1945, and is a “private
foundation” as defined in section 509 of the Internal Revenue Code. It
receives charitable contributions from the company and makes grants
primarily for various civic and educational activities. After the en-
actment of the Tax Reform Act of 1969, the company was a “dis%:)ali-
fied person,” as defined in section 4946 of the Internal Revenue Code,
with respect to the foundation.

In 1965, 4 years prior to the enactment of the Tax Reform Act of
1969, the company conveyed to the foundation, as a charitable con-
tribution, the company’s entire fee and leasehold interests in certain
impx;ove(i real property north of and across Locust Street from the
company’s Famous-Barr Co. d::ipnrtment store facility in downtown
St. Lous. The company claimed a charitable deduction for the value
of the property interests so conveyed.

Immediately after receiving the property from the company, the
foundation leased it back to the company for an approximate 24-year
term ending in 1989. Under the company’s leases with the foundation,
the property is used, as it had been })areviously, to provide vital sup-
port services to the department store facility, such as a receiving, sort-
ing, and shipping center for goods involved in the company’s St. Louis
retail department store operations. The supgort property also houses
the powerplant and other utilities for the department store facility
and is connected with the department store facility through a system
of underground tunnels and conveyors.

The provisions of the Tax Reform Act of 1969 permit the com-
pany’s leases with the foundation to continue only until December 31,

. 1979. See section 101(1) (2) (C) of the act (Public Law 91-172). By

that date the leases between the company and the foundation will have
to be terminated to avoid violation of the self-dealing rules that were
added to the code by the Tax Reform Act as section 4941 of the code.
Although the Tax Reform Act requires that the leases be terminated
by 1979, it does not permit the company to purchase, at any price, the
property previously conveyed to the foundation and presently subject
to the leases. Thus the likely effect of present law will be ultimately
to deprive the company of any use of this vital support property after
1979. In view of the umbilical cord relationship between the property
and the company’s adjacent department store, this could cause a
serious disruption for the company’s retail operations in St. Louis. Nor
would this have any offsetting benefit for charity, because the price
that any third party could be expect to pay for this property, uniquely
valuable onl the company in connection with the operation of its
downtown St. Louis department store facility, would be no greater
than the price the company would be willing to gax. ) .
There are apparently a number of other foundations and dlsqughﬁed
persons around the country faced with a similar problem. This was
recognized by the House Ways and Means Committee early in 1972
when it unanimously approved, without objection by the Treasury
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Department, an amendment (H.R. 9520) to the transitional rules in
the Tax Reform Act. (Similar bills have been introduced in subse-
quent Congresses. For example, H.R. 1118 and H.R. 12546, introduced
in the 94th Congress by Congressmen Schneebeli and Karth, respec-
tively.) The amendment presented bgr H.R. 9520 would Fermit a pri-
vate foundation to sell to a disqualified person, for not less than fair
market value, any proFerty being leased by that person under a lease de-
scribed in section 101(1) (2) (C) of the Tax Reform Act. Although
there was no known opposition to the bill, the bill was never brought
to a floor vote in the House,

The reasons for the legislation are wﬁentliset forth in the House
report which accompanied this bill. See H.R. Rept. 92-965, 92d Cong.,
2d sess. (1972), a copy of which is attached.! As that report indicates,
if these situations had been called to the attention of Congress in 1969,
Congress probably would have minimized the resulting hardships with
a divestiture rule similar to the divestiture rule available for the dis-
position of excess business holdings under section 4948 of the code.

For these reasons, the company urges that the Senate Finance Com-
mittee include in any tax revision legislation an amendment similar
to that approved by the Ways and Means Committee in 1972,

GRrAY & A8s0CIATES, INO,,
Chicago, Ill., March 10, 1976.
Senator Russerr, B. LonNa
U.S. Senate, Committee on k’inance,
Washington, D.C.

DeAr SenaTor LonNag: For the past 9 years we have been involved in
assisting the American Indians on reservations, Indian missions, and
urban Indian, nonprofit, charitable organizations by helping them ac-
quire the necessary maciﬁnery« and etiulpment from major manufac-
turers to implement their vocational training programs and small
manufacturin%ifacilities, as well as acquiring a minimal amount of in-
ventories that have helped, to a slight degree, alleviate social and wel-
fare problems of our American Indians. .

Senator Long, it has practically been like pulling teeth to obtain
theso necessary machinery, equipment, and inventories from industry
since the adoption of the 1969 tax revision, which practically halted
major manufacturers from making this type of contribution, since they
no Jonger received any incentive through tax benefits.

Since the middle of 1969 we have telephoned your office on numerous
occassions, visited your office, talked with your administrative assist-
ants, and other members of your staff and written you several letters.
You rmonded to these letters on February 28 and March 22, 1973,
and on May 21, 1074, we again wrote you a letter, a copy of which is
enclosed, actually begging you and the Senate Finance Committee for
an appointment to meet with you and other members of your commit-
tee. We had also requested an appointment to be heard before the Ilunior
committee when both you and Congressman Wilbur Mills cochaired
this committee. ,

Now that you and the Honorable Al Ullman cochair this same com-
mittee, we would respectfully request of both you and the Congress-

1 This was made a part of the ofiicial files of the committee.
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man an appointment to meet with each of you privately, and then col-
lectively, in the hopes of finally achieving the passage of our proposed
tax amendment to the charitable contributions section of the 1969 tax
laws. At the very least, we would like a few minutes of your time in the
hopes that you could suggest the ﬁroger steps for us to take to realize
our goal, and in the process help the Federal Government by relieving
the unemployment compensation and welfare doles paid out to unem-
ployed Americans, especially our American Indians. Our Indians are
not looking for a handout, they are merely looking for a helping hand
80 that they may eventually help themselves, and by God Senator Long,
we need your help desperately. .

For a period of 3 years, from 1970 until the middle of March, 1973,
we cajoled and pressured and finally finagled an appointment to be
heard by the Committee on Ways and Means through the efforts of the
Qeneral Counsel, John Martin. We were given an appointment on
April 13, 1973, to present our request and testimony to the committee,
but unfortunately for us and our Indians, only five members of the
committee were present at the hearings, and no one heard a thing we
had to say, which left us back at the starting line once again. )

This was particularly disaﬂpointing after the struggle we had to
arrange the appointment, and having accumulated all materials we felt
necessary for our presentation, and expending in excess of $100,000
that included research and employing one of the outstanding tax con-
sulting firms in the United States (Lybrand, Ross Brothers & Mont-
Eomery,) for their opinion and expression, oniy to run into yet another
v;iclltl.wall, and to this date we cannot get through to anyone in

ashington.

The Ways and Means Committee, after a lengthy fight with the
President, and trying to get heads Eut together on their committee, in-
cluding the General Counsel of the committee, fought for their tax
revisions, only, and nothing of importance was accomplished as far as
charitable contributions revisions are concerned. The only tax revision
that benefited any Indian in 1975 was a segment that Al Ullman and
some other Con men put through to tax-exempt some pmﬁerty in
Oregon. We are looking to assist all American Indians throughout the
United States, whether they be on Indian reservations or have emi-
grated to metropolitan areas.

‘We are sure you are aware that there are 75 to 80 percent unemployed
American Indians on reservations and 65 to 70 percent unemployed in
metropolitan areas. This must indicate to you the need for vocational
training for these first Americans, our American Indians, '

Senator Long, since the original 1969 tax revision became law, it has
stymied corporations from making contributions to any worthy chari-
table org]amzations, excluding cash, corporations can honestly throw
any obsolete or dormant machinery or equipment into the junkyard,
scrapping it, getting more as a tax loss, than if they were to contribute
these persona prorerties to charitable groups that could use the equip-
ment in vocational training programs that would actually assist un-
employed people in learning new vocations and be able to open small
manufacturing plants or look for employment, because they finall
learned how to uss this equipment, making them knowledgeable ang
hireable for jobs they had not been able to do prior to vocational train-
ing w{)th tec:;)solete or dormant equipment that should be and could be
contributed.
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Congress has been looking for an answer to employ the unemployed,
and a fight has been going on between Congress and the executive
branch since the present President took office, and we gave an answer
to this problem in 1973, although we knew it in 1970, and introduced
the bottom-line results to you and other Senators and Congressmen
in Washington, and to some members of the executive branch, back in
1970, by letter. ) . ]

Now, Senator Long, we feel, after consulting with many executives
in industry and tax firms throughout Chicago, New York, California,
and Detroit, Mich., there are more than $50 billion worth of dor-
mant or obsolete machinery and equipment, lying idle in corporate
warehouses and plants that should be replaced by the companies and
corporations that have this obsolescence, allowing these companies and
corporations to purchase new equigmenlg and dispose of, by contribut-
ing, their dormant machinery and equipment, and idle, nonsaleable
inventories and components. .

We have also talked to the financial executives of these corporations
and they suggest there is no benefit in contributing any of the obsolete
equipment, machinery, or inventories to worthy charities, although
these charities are able to utilize the contribution. Now, corporations
would rather just scrap or cannibalize the equipment for comﬁznents,
not wanting more problems than they have with the Internal Revenue
Service or the Treasury Department. But, if there were financial in-
ducements to make this contribution to worthy charitable groups, they
would be more than delighted to contribute every piece of equipment
in their plants, and replace them with newer, more efficient equipment,
that would help their company em‘)loy more people effectively. _

Sir, we know we made one terrible mistake in trying to prepare this
material with the ho?es of getting the complete Senate Finance Com-
mittee and the complete Ways and Means Committee to assist us in
helping the American Indians in this most worthy cause. We should
have bought and paid for people in Washington (public relation peo-
ple and attorneys) to get to Senators and Congressmen that would have
proposed this amendment to the charitable contributions revision of
1975, Maybe that would have worked better and might have saved us
heartaches and money, and enabled us to help our Indians and our
Government, but, Senator Long, we were not smart enough, and cer-
tainly not effective enough, and too inept at the procedures in Wash-
ington, but we tried in our own way to get results that would also keep
the U.S. Government from paying out millions of dollars to several
hundred thousand unemployed in compensation for being unemployed
or on welfare, but not being persuasive enough with you or other mem-
bers of the Senate and House, our fight seems to be just getting started
to help everybody but ourselves, and damn it, we are not going to give
up.

We know that the U.S. Government, the Internal Revenue Service,
and the Treasury Department will benefit tremendously, only by al-
lowing corporations to contribute these obsolescent or dormant per-
sonal properties, but the the unemployed and the welfare recipients
will eventually become employed and carn taxable dollars. Corpora-
tions will then receive a tax benefit from these essential contributions.

We are sure you are concerned, as is the Senate Finance Committee
and the House Ways and Means Committee, as well as Congroes,
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about employing the unemployed and attempting to train and em-
ploy those on welfare that are able to work. .
he President’s recommendation was that industry and the pri-
vate sector should find a way of employing the unemployed, and not
leave this program’s benefactor to be the Federal Government alone.

We feel that the Senate Finance Committee and the Ways and
Means Committee should allow a tax benefit to industry for contribut-
ing, only if the contributions were to be used for vocational training
programs, or social and welfare benefits, Then, industry will be able
to employ those that can adapt themselves for the corporations re-
gmctive job openings, with very little cost, if any, to the Federal

overnment. The results would be that the unemployed will, in a
short time, be earning taxable dollars.

There are also thousands of abandoned plants that could be con-
tributed to worthy charitable groups that could be transformed into
usable training facilities throughout the Nation at minimal cost.

Senator Lon%,I again, these dormant or abandoned buildings
throughout the United States are lying empty, waiting for someone
to either demolish them or buy them, for whatever use they can find for
the properties. We can assure you that we can call most any corpora-
tion in Fortune’s 1,000 major industries and get 1 to 100 plants
that they are looking to dispose of or abandon the properties for tax
losses. These plants could be vocational centers for the Nation, at no
cost to the Federal Government, and in most cases, minimal work
would be necessary to convert these properties into workable and
usable facilities for vocational training programs.

In the past 9 years we have never accepted any inventories or prop-
erties for the American Indians that we could not make use of or con-
vert to income property for the American Indians, and our intentions
for the future would be the same. ‘

Senator, we have put our case before you once again, and must im-
plore you to give this some very serious consideration, that if our sug-
gestions to help our American Indians and the other unemployed in
the United States were just a dream for us, they have now me a
nightmare, with several years of continuous effort in attempting to
get a tax change into law, without results, and unless you, as the chair-
man of the Senate Finance Committee, and the cochairman of the
joint committee give this suggestion 10 minutes of your undivided
time, where you can sit and dlo nothing but think about this program,
not just to sit and listen, but to hear what we have to say, we have
failed permanently.

Sir, if at any time you want me in Washington to discuss this fur-
ther with you, and you only, not with one of your staff members, I can -
meet with you at any hour on any day that is convenient to you, but
please give our suggestion on the charitable tax amendment the atten-
tion that it needs desperately, unless you feel it has no merit.

We are enclosing a copy of our Prg oS 1 to the Committee on

i 1973.

- Ways and Means, presented in April o

e look forward to any communication from you with the hopes
that you will truly and finally show some interest in our proposal.
Respectfully, ’
Maurice Grar.

1 This document, previously printed, was made part of the oficial files of the committes.
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AMBasiip NA HEIREANN,
EwMBassy or IRELAND,
Washington, D.C., April 23, 1976.
Hon. RusseLr B. Long,
Chatrman, Senate Finance Committee,
Washington, D.C. ‘

Dear SENaTor LoNa : In connection with the current hearings of the
Senate I'inance Committee on section 602 of bill, H.R. 10612, concern-
ing the amendment of existing taxation provisions in respect of at-
tendance at conventions or meetings held outside the United States,
I am enclosing for the information of the committee a cotpg of a note
which I sent on Wednesday, April 21, to the Secretary of State. This
note expresses the concern of the Irish Government at the implications
of the proposed changes for Ireland, particularly in the areas of tour-
ism and industrial development.

You may wish to include this information in the official record of
the committee, and we would have no objection to this, should you
so decide.

Yours sincerely, ‘
Joun G. MoLrLoy, Ambassador.
Enclosure.

The Ambassador of Ireland presents his compliments to the Hon-
orable the Secretary of State, and has the honour to refer to current
roposals to amend the U.S. tax code by disallowing expenses which,
eretofore, were deductible in respect of attendance at conventions,
seminars or other meetings held outside the United States, In that
connection, particular attention is drawn to section 602 of bill H.R.
10612. It will be recalled that when this question arose last year the
Embassy of Ireland, in its note of July 23, 1975, made known to the
Department of State the concern of the Government of Ireland at the
im'Flications of the proiosed tax changes.
he implications of the proposed tax changes are especially serious
for Ireland. Tourism is Ireland’s second lar%sst industry and also the
second largest earner of foreign exchange. This industry, so vital to
Ireland’s well-being, has suffered a great deal in recent years because
of the unfavourable publicity arising out of the civil disturbances in
Northern Ireland. This adverse publicity has seriously eroded the ac-
cumulated beneficial effects of promotional efforts over many years.
Ireland is, therefore, in the position where even the maintenance of
existing traffic flows requires a much stronger and lasting promotional
effort than had to be mounted in the past. This is also true of foreign
investment in Ireland. It is, therefore, an important aim of national
¥olicy to make a mejor effort on the tourism and foreign investment
ronts to correct the misleading impression which has inevitably been

(3013)
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created abroad, especially in the United States, that the civil commo-
tion in Northern Ireland affects the whole island. The holding of in-
ternational conventions, conferences, seminars, and meetings of various
kinds in Ireland serves, therefore, a double gurpose. Such gatherings
are directly beneficial in themselves to Ireland and, indirectly, the mere
fact that they are held in Ireland helps immeasurably to (iispel the
widespread but false notion that Ireland is not a safe country to visit
or to 1invest in. Thus, the Irish Tourist Board and the Industrial De-
velopment Authority of Ireland are redoublinlg their efforts abroad.
The proposed changes in the U.S. tax code would seriously undermine
those efforts.

For some years now Ireland has been striving to develop the in-
dustrial arm of the economy. Much of the success achieved to date is
due to foreign investment in Ireland, especially b{ American indus-
trialists. However, categorization of visitors to Ireland shows clearly
that, unlike the situation in many other countries, the percentage of
visitors on business, as compared with tourists in the strict sense, is
very small.

his is unsatisfactory from the point of view of tourism itself but
also, and more importantly, from the point of view of national policy
to accelerate the industrial development of the country. It will be evi-
dent, therefore, that the attraction to Ireland of foreign industrialists,
businessmen, scientists, and professional peo;lyle %enerally is of great
importance to the Irish authorities. In & world of ever-increasing in-
terdependence there is an acceleration in the interplay of ideas and the
ooling and exchange of information in all fields of human endeavor.
hus, conferences, trade exhibitions and international gatherings of
many kinds have i)ecome a regular feature. The benefits are obvious:
they are political, social, cultural, scientific, as well as economic. Par-
ticipants inform themselves of advances and discoveries in various
areas; they see new products; they discover new market opportunities;
and tiley acquaint themselves with the local scene. From Ireland’s
oint of view, such visitors to Ireland have an opportunity of examin-
ing possible locations for new factories, meet local businessmen and
officials concerned with trade, investment, et cetera. The economic ties
fostered in this way between Ireland and the United States are, of
course, to the mutual advantage of both countries. )

It is estimated that in 1975 a g{roxlmately 7,600 American delegates
attended conferences in Ireland. Much money, public as well as private,
has been invested in recent years in the provision of facilities for such
conferences in Ireland. It is the hope of the Irish Government that the
number of American participants in such meetings will increase rather
than diminish in future years. In that connection the following extract
from a recently published OECD study “Tourism Policy and Inter-
national Tourism in OECD Member Countries” is particularly rele-

vant:

The tourism committee notes with satisfaction that despite the considerable
deterforation of the balance of payments of most member countries, no OECD
member country, with the exception of Portugal, has imposed restrictions on
tourists' automatic foreign currency allowances provided for under the OROD
code of liberalization of current invisible operations. This attitude is in line with
the undertakings by member countries in the declaration published on May 80,
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1974, by the OEOD Council at Ministerial level, whereby the governments of the
member countries affirmed, inter alia, their determination to avoid, for a period
of 1 year, taking general or specific measures affecting other current operations.
The committee also noted with considerable interest that this declaration has
been renewed for a further year by the OECD Council at Ministerial level at its
meeting on May 28 and 29, 1976. The committee wishes to stress that under
present circumstances it 18 of great importance for member countries to avold
any measures which may discourage international travel. -

The Froposed changes in the U.S. tax code, when examined in the
light of the foregoing arguments or indeed in the light of any reason-
ably objective standards, are drastic and discriminatory and would, if
implemented, surely have consequences that were never intended. Many
international conferences are held in the United States and there would
probably be a good deal of pressure on other countries to introduce
similar restrictions. The Government of Ireland therefore expresses
the hope that the proposed amendments of the U.S. tax code already
referred to will be dropped and that the Department of State will lend
its support to Ireland’s representations in that connection.

The Ambassador of Ireland takes this opportunity to renew to the
H((l)norable, the Secretary of State the assurances of his highest con-
sideration.

INTERNATIONAL A8SOCIATION OF HoLinAY INNS,

: Schiller Park,IU., April 21,1976.
Senator Crirrorp P. JPANSEN; —-
Washington, D.C.

Dear Senator HansEN: On Friday, April 9, 1976, the board of
directors of the International Association of Holiday Inns met and
adopted the following resolution. The association represents the own-
ers and operators of over 1,700 Holiday Inns located throughout the
United States and worldwide.

Whereas the board of directors of the International Association
of gloliday Inns stands firmly in support of the free enterprise system,
an

Whereas over 1,700 Holiday Inns proudly compete throughout
tht:l world for their share of discretionary travel, food and lodging,
and

Whereas protectionist legislation discouraging conventions in for-
eign countries could well develop retaliatory measures lessening the
in-flow of foreign tourists to the United States, and
- Whereas the Internal Revenue Service has ample law and admin-
istrative rulings to bar unreasonable travel and convention deduc-
tions, now therefore, we - = -

Resolve to urﬁe the Senate Finance Committee to strike from the
Omnibus tax bill the threat to freedom of travel imposed by specific
limitation of income tax deductions allowed for conventions in foreign
countries. : -

We urge you to consider this resolution during the Senate Finance
Committee’s decisionmaking processes. :

Respectfully, ’ ' _
' - James L. Scuwarrz, President.
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AMERICAN BAR AS8S0CIATION,
4 Chicago, IU., April 21, 1976.
Hon, Russerr B. Lonag, : i
Chairman, Oommittee on Finance,
U.8. Senate, Washington,D.C.

Dear MR, CHAIRMAN : On behalf of the American Bar Association,.
I am writing to inform you of the association’s views on section 602
gf H.R. 10612, relating to deductions for attending foreign conven-

ions.

The association believes that while section 602 is intended to curb
past abuses of such deductions, it would fail to achieve that purpose
and could inhibit the holding of legitimate foreign conventions. The
gl{')ovwlon also adds unnecessary complexity to the Internal Revenue

de and creates freat administrative burdens for the Internal Rev-
enue Service, individual taxpayers, and organizations sponsoring
conventions.

We understand that section 602 is intended to address situations in
which otherwise-legitimate seminars and conventions are held in loca-
tions havin§ no relationship to the business purposes for which the
meeting is held. If Congress feels such abuses have been flagrant
and have resulted in substantial revenue loss, it should carefully draft
a provision which addresses itself solely to such abuses, The current
proposal, which would. arbitrarily limit deductions to two foreign
conventions, regardless of purpose and location, fails to deal with
the underlf'mg problem, .

The likely effect of such a provision is that certain organizations
will continue to hold seminars in resort locations, and the partici-
pants will take deductions for attending one or two such meetings a
year. Thus, the abuses will continue. )

On the other hand, large professional organizations like the ABA.
whose members are involved in a wide range of transnational activi-
ties, will be discouraged from scheduling legitimate foreign conven-
tions. You may be interested in knowing that the American Bar
Association has held 137 annual and midyear meetings since the
association’s founding in 1878. Of these 187 “conventions,” only b
have been held outside the United States: 3 in Montreal, Canada,
and 2 in London, England. These two locations were chosen be-
cause the association believed that American and British lawyers, as

art of the same Anglo-American legal tradition, could profit greatly

rom such mutual interchange. The association is also one of the
founders of three international law organizations—the International
Bar Association, the Inter-American Bar Association, and the World
Peace Through Law Center—each of which has an international
membership and periodically holds meetings abroad. The passage of
section 602 would have a decidedly adverse effect on participation by
American lawyers in such meetings in the future.

Further, the recordkeeping requirements with respect to hours
of scheduled business activities, hours of attendance, the use of vary-
ing per diem rates, and the other detailed requirements of the pro-
posed section promise to create needlessly great administrative burdens
{ﬁr all1 parties involved. The proposed cure may indeed be worse than

e ailment.
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The American Bar Association believes that if past abuses can-
not be adequately treated by regulation under the existing code,
Congress should carefully draft a provision which would (1) address

only the documented ab not all foreign.conventions, and (2)
would not result in inc compleﬁﬁv and unusually burdensome
administrative requirements. Propo section 602 accompligshes

neither of these objectives. Qur association would welcome the oppor-
tunity to provide further information or assist your committee in
any way it can to develop a more appropriate way of dealing with
this problem.
Sincerely,
JoHN P. BRACKEN,
Chairman, House of Delegates.

Tne BrrrisH-AMERICAN CHAMBER OF COMMERCE,
New York, N.Y., April 20, 1976.
Hon. RusseLr B. Lowa,

Chairman, Senate Finance Committee,
Washington,D.C.

Dear Mr, CHAIRMAN: The British-American Chamber of Com-
merce was founded in New York in 1920, and consists of over 500
corporate members engaged in international commerce, most of whom
are residents and taxpayers in the United States.

We are greatly concerned that, in H.R. 10612, section 602, as passed
by the House of Representatives in the previous session of this Con-
gress, there should be a limitation placed on the tax deductions that
can be claimed for overseas conventions, seminars, meetings, both as to
the number each year of such meetings, and to the expenses allowed
in respect of each meeting and the travel to and from it.

There is no suggestion that meetings of all sorts, or travel to them,
are of themselves undesirable or subject to limitation; only those out-
side the United States. Yet for those engaged in international com-
merce, a meeting overseas may be more advantageous in every way
if located at the site of operations, or where many of the participants
are, than automatically held in the home country of domestic
management, .

The international commerce (imports plus exi)orts) of the United
States has doubled in the last 4 years, to a total 1975 figure of over
$200-billion worth of goods, not including the accompanying volume
of supporting services.

The continuing growth of this important sector of the U.S. economy,
hand in hand with that of the country’s trading partners, will not be
assisted by legislation designed to set arbitrary limitations and rigid
guidelines. The participation by U.S. residents in meetings overseas
plays no small part in the expansion of foreign trade and provides a
direct encouragement to the sale abroad of U.S. goods and services,
as well as stimulating investment in the United States of America.
. The healthy development of international travel is in itself of
importance to the economy of the United States, as it is to that of the
United Kingdom. It provides Britain with dollar earnings needed to

6o 516—76—pt. 7—-10
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pay for steadily increasing British purchases of U.S. . Morcover,
restrictions on U.S. organizations holding meetings abroad are likely,
in the way of things, to lead to & discouragement of overseas organiza-
tions visiting America. As the Tokyo round of trade negotiations
proceeds, fresh U.S. restrictions would hardly improve relations with
other countries.

If, however, the thrust of the proposed legislation in H.R. 10612 is
to deal with possible tax abuses, we consider it is unreasonably dis-
criminatory, and should be applied equally to all similar convention
activity and the like, within as well as without the United States.
Moreover, we believe that the present taxation code, as administered
by the IRS, isalready adequate to police such abuses.

Finally, we hold that the limitation of the free choice of meeting
places for those engaged in international commerce is opposed to the
true concept of liberal trade, a concept that has s the United
States in good stead in the past, a concept which we hold to be of
the greatest economic promise for the future, both in Britain and in
the United States.

. This chamber, therefore, urges your committee to avoid recommend-
ing legislation that would discriminate against legitimmte business
travel abroad.

Sincerely yours,
Davip FARQUHARSON.

STATEMENT OF THE AMERICAN SOCIETY OF ASSOCIATION EXECUTIVES

This statement is submitted by James P. Low, president and chief
executive officer of the American Society of Association Ixecutives
(ASAE). ASAE is an educational organization, whose purpose is the
training and education of executives for lendership positions in volun-
tary nonprofit organizations. In this capacity, ASAE represents 6,000
trade, professional, technical, and educational association executives,
These organizations, in turn, represent an underlying membership of
92,000,000 businessmen, businesswomen, firms and professional

rsons.

ASAE strongly believes that a provision dealing with the deducti-
bility of attendance at foreign conventions which was included in the
House version of tax reform legislation, H.R. 10612, to be both un-
necessary and inappropriate.

Section 602 of H.R. 10812 provides a series of complex rules for
determining whether the axpenses of individuals attending forei
conventions are deductible. At a time when many are urging simplifi-
cation of the present tax code, it is highly questionable whether new,
highly technical amendments should be added to the code. This argu-
gxelr:.t is particularly compelling when the need for the legislation is

ubious,

Each member of this committee is personally acquainted with many
_ of the nonprofit voluntary associations which ASAE represents. You

are also aware that the purposes and goals of these organizations is
not to sponsor vacations for their members. Frankly, the problems fac-
ing this Nation do not allow them the luxury of this kind of activity.

‘What seems to have been lost in prior discussions of this topic is
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what motivates people to attend conventions, seminars, or similar meet-
ings. The primary reason for attending a convention, seminar, or sim-
ilar meeting is to have the opportunity to exchange 1deas and experi-
ences with other attendees. This exchange is enhanced by program
topics, speakers, and panel discussions, Nevertheless, convention plan-
ners recognize that informal discussions among attendees with similar
interests may be equally as important as a heavily structured program.
Thus, while the location of the convention may influence the attend-
ance i)y some taxpayers, studies show that the topics to be discussed
and the speakers who will be present determine the success of the con-
vention. This was confirmed by a study conducted by Opinion Re-
search Corp. for the United States Chamber of Commerce dealing
with the reasons why people attend conventions, et cetera, wherever the
meeting is held. .

ASAE does not su%g(;est that there are no abuses in this area. There
are some, but the number of organizations sponsoring so-called junkets
is exceedingly small. In our view, existing law is adequate to deal with
these cases without regard to whether the meeting is held within or
without the United States. The overwhelming number of conventions,
seminars, and similar meetin wherever held—are bona fide business
meetings held for the education and benefit of the attendees.

The concern of proponents of section 602 appears to be the deduc-
tion of what is essentially a vacation. This concern is not eliminated
by the establishment of arbitrary standards of deductibility. More
importantly, existing law already provides an adﬁmte framework
within which the perceived abuses can be regulated. The issue involved
is whether the conference in question is directly related to the conduct
of the individual’s business. The House bill never reaches this issue,
but merely establishes complex rules which exult form over substance.
Thus, no more than two foreign conventions may be deducted in 1
year, without reﬁard to the pur{(mse of the meetinﬁz.

On the other hand, section 274(c) of existing law requires consider-
ation of the business purpose of the convention. Under this approach,
there appears to be no reason why the IRS could not publish pro-
posed regulations which would establish guidelines as to the manner
in which the re(auisite business purpose is to be established. This ap-
proach would allow taxpayers and sponsoring organizations to work
with the IRS in establishing a reasonable format for comp(liying with
the rquuirements of section 274 (c). This would ease the audit burden
of the IRS and permit taxpayers to comply with the requirements of
this provision more readily.

The proposal to restrict conventions held outside the United States
will have a serious adverse impact on U.S. air carriers and other U.S.
businesses abroad, such as hotels. The Flight of U.S. air carriers com-
peting for the international travel dollar is well known to this com-
mittee and must be considered. Similarly, international hotels, con-
}rolled by U.S. interests will suffer if the proposed restriction becomes

aw, - :
Proposals to restrict foreign conventions are inconsistent with the
trade policy established in 1974 by this committee. At a time when the
emphasis is on freer trade and removal of tariff and nontariff bar-
riers, we submit that the enactment of legislation will be viewed as an
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obstacle to achieving the freer flow of information, products, and
investment. What it does achieve is to invite foreign countries to
retaliate. The State Department already has received objections from
a number of foregin governments to the proposed restrictions on
foreign conventions. \

Further, we understand that the Department of Commerce and
other agencies are making a significant effort to attract foreign visitors
to the ﬁ;ited States and that a particular effort is being made in con-
nection with our Bicentennial. This committee should not enact legis-
lation which will frustrate the efforts of other Government agencies.

In summary, proposals relating to foreign conventions do not ad-
dress the primary purposes which induce a taxpayer to attend a con-
vention or similat meeting. In an effort to curb foreign junkets (and
with no concern for domestic junkets), these proposals will é)mvenb
most conventions from going abroad, thereby depriving U.S. mem-
bers of the opportunity to draw on foreign resources for ideas which
would be most beneficial. For examplei’:eoon the United States will
move to the metric system. Europe has been on the metric system for
many years. A meeting held in Europe to discuss with Europeans the

- practical considerations connected with such a change is certainly busi-

ness connected, regardless of other arbitrary standards applicable to a
particular taxpayer. :

Another example of the arbitrary standards established under H.R.
10612 is that this bill establishes limitations on transportation ex-
penses which are unrelated to the business purpose of the trip and
which could induce convention sponsors to provide charter transporta-
tion services for attendees, to the detriment of existing regularly
scheduled airlines.

Finally, the House bill establishes limitations on subsistence ex-
penses geared to per diems allowable to U.S. civil servants. This stand-
‘ard is so unrealistic that it is not even followed by the Federal Gov-
ernment. At the present time, U.S. civil servants traveling abroad
may be reimbursed for actual subsistence expenses, and not merely
limited to a per diem.

In conclusion, ASAE believes that the objectives which the commit~
tee and ASAE wish to accomplish can best be achieved through a
realistic compliance program, rather than through enactment of new
legislation. ASAE belicves that such an approach will benefit the tax-
payer and achieve the desired result without inviting foreign coun-
tries to enact retaliatory legislation. Abuses can, and should, be cor-
rected without destroying the value of bona fide meetings held outside
the United States. To this end, ASAE stands ready and willing to
assist this committee and the Treasury in achieving a workable and
realistic approach to arrive at our mutual goal.

STATEMENT OF GILBERT GARBER, EXECUTIVE VicE PRESIDENT OF GARBER
TRrAVEL SERVICE, INC., AND PRESIDENT OF THE INTERNATIONAL CON-
ORESS AND CONVENTION ASSOCIATION

I submit my statement to you in the dual caphcit_v of executive vice:
president of Garber Travel Service and president of-the International
Congress and Convention Association (ICCA).
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Garber Travel operates 22 offices in Massachusetts, New York, New
Hampshire, Rhode Island, and:Vermont. In 1975, our sales volume
was in excess of $24 million. .

A significant part of our business is the handling of arrangements
related to national and international meetings, conventions and con-
%oreases; meetings which may take place in the United States and have

oth U.S. and foreign participation, as well as meetings held overseas
with similar makeup.

The International Con and Convention Association has mem-
bership in 67 countries and is comprised of all components of the meet-
ing industry, including travel agents, airlines, government tourist
bureaus, Congress organizing companies, meeting centers, hotels, and
other services. Among our U.S. membership are: Pan American and
Northwest Airlines; Sheraton, Intercontinental, Hyatt International
and Loews Hotels; Hertz and Avis Car Rental Cos. ; the United States
Travel Service, an arm of the Commerce Department ; the Convention
and Visitors Bureau of San Francisco, Salt Lake City, and Atlanta.
A full list of our membership as of November 1975, is suﬁgnitwd. .
~ Among the functions of ICCA is the publishing and distribution of
information about congresses and conventions which take place all
over the world. Our membership promotes attendance and handles
arrangements for such events, and in many instances is a direct influ-
.ence on the choice of site for these meetings. .

My understanding is that the origins of the section of the bill re-
lating to tax deductibility for attendance at conventions was the con-
cern that deductions were being claimed for attendance at conventions
which were not of serious purpose. There were many blatant examples
of such questionable meetings which advertised attractive destinations
for esoteric meetings of one sort or another * * * and emphasized
their tax deductibility. .

It had been my contention—affirmed by the testimony of others—
that violations of the intent of the law, if not the law itself, should
best be dealt with by the Internal Revenue Service, who has all of the
necessary tools at hand. To me it was stran%?, in any case, that there
seemed onIY concern with frivolous meetings held overseas. An equally

uestionable meeting held in an attractive resort location such as

onolulu, Vail, or Miami was not to come under any new regula-
tion * * * The implication being that the IRS somehow had ade-
quate safeguards for domestic destinations. . . .
Tt hasbeen * * * andstillis * * * my contention that the meeting
itself must qualify—by reason of its content of serious business or

rofession related substance * * * whether the meetlnﬁ.talgee place in
{’lonolulu or Hamburg—in Milan or Miami. The qualifying of the
meeting for tax deductibility must not be based solely on its geo-
graphic location. o

As originally considered in the House, the bill (as H.R. 1040)
related only to conventions held overseas by U.S. organizations. It
must be assumed that recognition was purposedly given.to the spe-
cial — and different — nature of attendance at meetings, wherever they
may be held, by international organizations, whose function. interests,
and membership composition may be significantly different from U.S.
national societies. The effect of the bill, as originally proposed, would
fiave been to pressure U.S. associations to plan their meetings at on-
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shore locations. Whether or not this was justified is another subject.
It's a matter of record, however‘ that the very threat of such legisla-
tion did accomplish that fact * * * to the concern of the associations
U.S. business interests around the world, and other governments of
countries near and far whoee economy is so closely tied to our own.

In a:lg case, this aspect of pressure on the associations has now been
removed and transferred unfairly to the individual member. Under
the terms of H.R. 10612 a member of a national society whose meet-
mf may be held in Canada, the Bahamas, or any offshore location—
who may also have legitimate business or professional interest in at-
tending two international meetings in the same year—would have
to choose for himself which two to claim as a deduction. It is interest-
ing to note that according to a reliable international source, associa-
tion membership among professionals and other steady Congress par-
txcligants is estimated at 8.5 associations per person. o

this the same criteria that is ap{)lied to the general deductibility
of business expense for overseas travel f No limitation is placed on over:-
seas travel for business purpose. To do so would obviously restrict nor-
mal business development; and as a consequence, tax revenues would

- bestifled. Any such limitation would raise a hue and cry from the gen-

eral business community and, in fact, would change the very fabric of
our multinational business complex. 1t would be quickly recognized as
restrictive and s)unitive to a particular segment of the business com-
munity and would promptly be labeled isolationist. . .

We think of business travel as commonflaoe for the ordinary busi-
neesman in the pursuit of his affairs * * * 1 wonder if we tend to think
of convention attendance generally as vacationing or junketeering.
Perhaps thetein lies the problem.

The convention or congress is more likely to be the business travel
for the medical and scientific community. That’s the scene where he

- learns of the new scientific development, the progress in basic or clinical

research. That’s his marketplace for exposing his new ideas. By what
logic do we determine that two such business trips for the doctor * * *
the scientist * * ® or others, for that matter is the proper limit {

For years the function of the U.S.T.S. has been the promotion of

‘travel to the United States. As part of this overall goal a major effort

has been to attract international organizations to hold their meetings
in our country—also to attract international attendance to meetings
of U.S. associations. Due to the dedicated efforts of Commerce De-
partment employees, this has been markedly successful.

According to a research study, “The Character and Volume of the In-
ternational Convention and Congress Market.” conducted for U.S.T.S.
in 1075, it was determined that in 1978 and 1974 an average of 890,000
foreign delegates attended a total of 1,004 congresses and U.S. asso-
ciation conventions in the United States and spent roughly $1.4 billion.
If foreign attendance at U.S. national conventions alone were to drop
by 100,000, U.S. foreign exchange earnings would decline by $25 mil-
lion annually, and sales and excise tax revenies from foreign congress
delegates would fall by approximately $2 million.

It is a fact of life of the international convention market that the
selection of a convention site first requires an invitation from the host
organization, Traditionally this has been. perhans, the greatest hurdle
to overcome in attracting meetings to the United States.
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Permit me to cite an example of a ty‘ficgl event.

Due to the involvement of several dedicated American doctors, San
Francisco will be the location in 1979 of the joint meetings of the In-
ternational Surgical Society and the International Cardiovascular So-
ciety. It is expected that thousands of international delegate will at-
tend from all over the world. In order to insure this, key U.S. members
are expected to attend meetings, in the interim period, to promote at-
tendance, encourage participation, and generally fulfill their own mem-
bership obligations. Their attendance will be exggcted at international
meetings of associations of allied specialties such as vascular, thoracio
surgery, cardiac_pacing, cardiology, medical engineering et ceters.
The international societies generally have area chapter structures; such
as North American, South American, European, Australiasian * * *
where similar involvement is e . Under H.R. 10612 attendance
at only two meetings will be allowed as deductible. =~

Obviously one effect of the bill will be to shut off invitations from
the U.S. organizations, thwarting the efforts of the U.S.T.S and cut-
ting off beneficial tax revenue * * * not to mention the immeasurable ad-
ditional value of foreign visitors, .

And another will be to raise the gpecter of reciprocal action by other
Governments * * * a very real and significant likelihood. In this re-
gard there has already been oral testimony given at the previous hear-
mga and subsequent written protests by other Governments. ‘

t is my belief that an error has been injected—not originally in-
tended—of including in any limitation, attendance at bons fide in-
a1 point-cut th IRS guidelizes, Treasury regulat

ay I point out the present idelines. ations
1162—S states: “An income tax deductxg:n is allowed for the expenses of
education (including travel, meals, and lodging) undertaken to main-
tain and improve professional skills.”

Attendance at a bona fide convention or Congress is educational and
does maintain and improve professional skills,

Asto ific details of section 602, I would further comment that,
as the bill is written I believe that an administrative Pandora’s box
will be opened.

Section 2 allows deductibility for the “lowest coach or economy fare
at the time of travel.” I would ask any member of this committee * * *
or any IRS investigator * * * whether “lowest coach or economy
rate” means GIT, OTC, APEX, ITX, or which lowest economy ratef

But here, too, should not the universal standard of business expense
apply? Is it equitable to set different criteria for deductibility based
on whe}her the meeting involves 2 or 8 persons or 200 or 2,000 %

Section 3 and section 4 are both commendable.

Section 5 surely introduces a new conoe‘i)t for determining allowable
deduction and will be the cause of considerable taxpayer dissent. An
arbitrary limitation will be set that is not connected to the reality of
available hotel charges, other costs, and the facts of life of the conven-
tion industry.

Again an arbitrary distinction is being made between the business
traveler and the convention delegate. U.S. chain-operated hotels, gen-
erally of higher qualitv, are being discriminated against. In fact, the
U.S. dclegate may well be isolated from his international colleagues.
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Oftentimes, hotels are chosen for reasons of their meeting facilities,

-which generally are offered free to the convention organizers on the
-basis of room occupancy. The dynamics of Congress economics may

well be affected by this provision. :
In conclusion, 1t is my firm belief that section 602 of H.R. 10612 does
not address itself to its designed purpose as stated in the bill. “An Act

.to Reform the Tax Laws of the United States” but rather will create

a schism in the business community—a schism between types of busi-
ness persons—a schism between national and international involve-
ment, Sy - ;

I believe that continued effort should be expended to encourage
greater internationalism with all of its related economic benefits; that
our own activities, both private and governmental, toward attracting

- international events to the United States should be encouraged and ex-

panded ; whereas, the passing of this legislation would have a counter-
effect. Affirmation of this ;iomtion is the resolution passed unanimously
at the annual assembly of ICCA in November of 1974, when H.R. 1040
was under consideration :

In regard to H.R. 1040:

" Whereas conventlons by their very definition signify the convening of people

“for the purpose of exchange of ideas.

Whereas a convention creates an atmosphere conducive to international un-
derstanding, increased knowledge and trade. .

Whereas the U.S. is seeking to attract foreign conventions and meetings to its
own shores which contribute to equalizsing the Balance of Payments,

Wheéreas a forelgn convention held in the U.S. itself results in international

" trade to the benefit of the U.S. and its Balance of Payments.

Whereas a U.8. convention held abroad creates a market for U.S. products

. resulting in exports ot U.8. goods and services.

Whereas any further reduction in business oriented travel will further adad to
the present crisis facing U.8. enterprises and interests in International trade
such as airlines, hotels, ete.

Whereas present lations provide adequate safeguards against abuse of tax
deductfon for non-legitimate purposes.

Whereas restrictive measures against such interchange attract punitive retal-

. iation which can only be inimical to the.best interests of United States.

The International Congress and Convention Association urges that

no further limiting legislation be considered which would restrict the

itive results which are generated by reason of conventions and meet-
ngs held worldwide. - :
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STATEMENT OF AMERICAN CHAMBER OF CoMMERCE OoF MEXIco, A.C.

DBDUCTIONS FOR ATTENDING CONVENTIONS, ET CETERA, OUTSIDE THE
UNITED STATES

SUMMARY

The American Chamber of Commerce of Mexico, A.C., representing
over 2,300 Mexican and American companies, is dedicated to promot-
ing mutually beneficial ties of trade, investment, and friendship
between the United States and Mexico.

The chamber is concerned over the provision in tax reform legisla-
tion currently under study by your committee that would limit tax
deductibility for expenses incurred in attending conventions or con-
ferences held outside the United States.

We believe it is unadvisable to impose geolgraphical limitations on
convention sites to guard against abuse, This assumes deliberate
creating as the rule rather than the exception; yet it does not guard
against cheating on convention travel within the United States. It
would be.more just and logical to curb abuse by enforcing existing
regulations against junkets rather than enacting generally punitive
measures.

The latter approach, we believe, carries with it the danger that
Government-imposed "guidelines will eventually abolish the freedom
of business to decide when and where it should meet.

If the committes does retain a territorial restriction, we urge a
return to the original language which exempts from its effect North
America, defined as Canada, the United States, and Central America.

‘We make this proposal in the interest of good relations with a close
neighbor and major trading partner.

As you know, Mexico 18 one of the most important markets for
U.S. exports, ranking fourth in 1975. '

More than $2 billion, the lion’s share of Mexico’s record-breaking
1975 trade deficit of $3.9 billion, occurred in transactions with the
United States. If this trend continues or worsens, important restric-
tions imposed as a result of the midyear deficit can be expected to

me more stringent.

While a deficit in favor of the United States has long characterized
the two countries’ trade exchange, Mexico's dollar income from
tourism has helped to compensate. However, after rising steadily in
recent years, this income fell off in 1975 probably due both to the U.S.
recession and a temporary boycott by American Jewish organizations.

Income from border and interior tourism was $2.8 billion. Sub-
tracting Mexico’s own border fsurchases and tourism spending, net
tourism earnings were $988 million in 1975, a 26.6-percent drop from
the pervious year. Tourism receipts fell by 4.9 percent.

In view of the crucial importance of tourism to Mexico and the
further points mentioned below, we oppose repeal of deductions for
travel expenses to conventions in Mexico.

(8024A)
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1. Convention spending gives Mexico dollars to buy U.S. goods.
Mexico is among the United States’-top customers, an important and

owing market for U.S. equipment and raw materials necessary to
1ts industrialization. : .

2. Conventions are a substantial part of the tourist income that
plays a vital role in offsetting Mexico’s trade deficit. Moreover, group
travelers who would not have made the initial trip alone tend to
return as individuals. :

3. To legislate Mexico out of the convention market would be very
damaging to its economy and would be interpreted as an unfriendly
gesture.

4, At a time when the United States is seeking to draw tourists to
its bicentennial celebration, restrictions on conventions abroad would
backfire by inviting retaliation. The U.S. Travel Service reports that
Mexico is the second largest sourco, after Canada, of international
tourists to the United States, and that in 1975 Mexican tourists
spent more than one billion dollars there.

STATEMENT

The United States-Mexico Chamber of Commerce is an association
of U.S. and Mexican business firins engaged in trade or other economic
activity between the two countries. (A Membership Directory of the
Chamber accompanies this Statement.!)

The Chamber’s general objective is to foster better business and
trade relations between the United States and Mexico. This is accom-
plished in part by identifying issues that mi§ht adversely affect such
relations and attempting to head them off before they become serious.
problems. In this context; the Chamber was deeply concerned when
the House of Representatives included in its recent tax reform bill
(H.R. 16012) a provision which would severely curtail the deduction

.of expenses incurred in attending conventions held outside the United

States (Section 602). .
We believe that discouraging U.S. organizations from holdin

conventions in foreign countries 1s not in the best interests of the U.S.
business community or of U.S. international relations, and trust that
the Committee on Finance, in its-deliberation of tax reform proposals,
will leave unchanged the existing legal provisions for deductions of
expenses incurred in attending bona fide business conventions, wher-
ever they may be held.

The Chamber does not condone abuses of the present regulations,
and agrees with those who feel that “tax-free junkets” should be
eliminated, whether they involve travel within or outside of the United
States. However, deliberate abuses are the exception rather than the
rule with the business community, and for that reason should not be
allowed to trigger an overreaction which would discourage bona fide
conventions abroad. To limit the location is not to solve the problem.
Abuses will occur, whether the trip be to Rio de Janeiro or to Hawaii.
The solution, we think, will more likely be found through broader
dissemination of the already existing and quite adequate IRS tax code
regulations among the business community through business organiza-

1This directory was made a part of the official files of the committee.
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tions such as ours, for example, than through attempting to curb a
business organization’s freedom to select the site for its convention
or conference.

The selection of a foreign location for a legitimate business conven-
tion offers tangible benefits to the attendees, to the important travel
segment of U.S. business, and to the host country, as well as the
intangible bencfits of better international understanding.

1. For the attendees, business conventions and conferences in foreign
countries broaden an individual’s education and experience, and his
understanding of international relations. More specifically, however,
when such travel is business-related, the traveler meets residents of the
host country with similar interests and is frequently provided with
valuable opportunities for new business connections, new markets, new
sources of supplies—in short, the ingredients for expanded business
and trade. Foreign conventions are an ideal vehicle for this type of
business expansion. : -

2. The U.S. travel and transportation industry benefits significantly
from convention business outside the United States as well as within
the country. U.S. airlines serving foreign countries, U.S. hotel chains

. -owning or managing hotels abroad, and other U.S. companies provid-

ing travel services count on convention travel for a share of their
income. They have made substantial investments in facilities in Mexico
and other countries, based on the expectation of continued and growing
international travel—including convention travel. Any change in
existing laws that would discourage foreign travel would adversely
affect these U.S. business firms,

3. As is perhaps most evident, convention travel boosts the economy
of the host country—and in today’s interdependent world the ups
and downs in any country’s economy are felt far beyond its own
borders through their effect on world trade, global inflation, the sta-
bility of currencies and in other ways. Specifically in the case of Mex-
ico, tourism, including conventions, is an especially important factor
in its balance of payments with the United gtates, as U.S. tourist ex-
penditures are counted on to offset to some extent the very large
chronic imbalances in trade. Mexico is the fourth most important
market for U.S. exports, after Canada, Japan and the European
Community, but its exports to the United States fall far short of
earning enough dollars to pay for the U.S. goods it buys. In 1974
U.S. exports to Mexico exceeded imports from Mexico by $1.5 billion;
in 1975, the trade gap grew to over $2 billion. If Mexico is to continue
to be a good customer of the U.S., it must have other sources of dollars
to pay for its purchases, and tourism and conventions provide such a
source. The important Mexican market for U.S. exports could be
seriously affected by any unilateral U.S. action which would diminish
the amount of dollar exchange available to Mexico to pay for its im-
ports from the United States.

4. Tourism, including conventions, is a “two-way street”, in which
reciprocity is an important element. As U.S. travelers visit other
countries, residents of those countries are encouraged to visit the
United States. Mexico’s tourism to the United States, for example,
is growing faster than U.S. tourism to Mexico. The U.S. Travel Serv-
ice estimates that in 1975 a record 2.1 million Mexicans visited the
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United States as tourists, and that in 1976 this number is expected
to grow to 2.5 million. In our Bicentennial year, when we are encour-
aging tourists from all over the world to come and see the United
States, it certainly is not appropriate to be thinking of discouraging
U.S. travel abroad).' -

For these reasons, we respectfully recommend that the Committee on
Finance, in drafting income tax revisions, not purpose any change
in the existing provisions for deduction of expenses of attending bona
fide business conventions and meetings outside the United States.
However, if some restriction should be found to be necessary, we
recommend that deduction of such expenses continue to be allowed
for attending conventions within the United States and its adjoining
countri anada and Mexico.

5. Mexico does not seek nor receive U.S. handouts but encouraging
terms of trade and financing that permit it to help itself. Good rela-
tions with Mexico affect not only the U.S. economy but its security
and, increasingly, the posture Mexico assumes as a third world leader.

6. IRS regulations exist to prevent the abuses of convention travel.
More effective than territorial restrictions would be vigorous dissemi-
nation within the business community of IRS tax code regulations,
and their strict application.

7. The considerable U.S. investment in Mexican tourist facilities
and air service would be adversely affected. Both U.S. airlines and
U.S.-owned hotel chains abroad have a huge investment based on
the elxpectation of continued international tourism and convention
travel.

8. Conventions provide an excellent opportunity for improved
international understanding and for expanded trade through first~
hand contacts with business partners, markets and products.

We sincerely hope that your Committee will take into considera-
tion all of these factors and avoid territorial restrictions on conven-
tions that, by reducing Mexico’s share of U.S. trade and tourism,
colul(_i undermine the prosperity of both countries and their cordial
relations. N

STATEMENT OF GILBERT GARBER, EXECUTIVE VICE PRESIDENT, GARBER
TRAVEL SERVICE, INC., AND PRESIDENT, INTERNATIONAL CONGRESS
AND CONVENTION ABSOCIATION

I submit my statement to you in the dual capacity of Executive Vice
President of Garber Travel gervice and President of the International
Congress and Convention Association (ICCA).

Garber Travel operates 22 offices in Massachusetts, New York, New
Hampshire, Rhode Island, and Vermont. In 1975, our sales volume
was in excess of $24 million.

A significant part of our business is the handling of arrangements
related to National and International Mectings, Conventions and Con-
%msses; meetings which may take place in the U.S. and have both

.S. and foreign participation, as well as meetings held overseas with
similar makeup.

The International Congress and Convention Association has mem-
bership in 67 countries and is comprised of all components of the
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meeting "industry, including Travel Agents, Airlines, Government
Tourist Bureaus, Congress Organizing Companies, Meeting Centers,
Hotels and other services. Among our U.S. membership-are: Pan
American and Northwest Airlines; Sheraton, Intercontinental, Hyatt
International and Loews Hotels; Hertz and Avis Car Rental Com-
anies; the United States Travel Service, an arm of the Commerce
i))e artment; the Convention and Visitors Bureau of San Francisco,
Salt Lake éit;y and Atlanta. A full list of our membership as of
November, 1975, is submitted. o

Among the functions of ICCA is the publishing and distribution of
information about Congresses and Conventions which take place all
over the world. Our membership promotes attendance and handles
arrangements for such events, and in many instances is a direct in-
fluence on the choice of site for these meetings. | .

My understanding is that the origins of the section of the Bill relat-
ing to tax deductibility for attendance at Conventions was the con-
cern that deductions were being claimed for attendance at Conventions
which were not of serious purpose. There were many blatant examples
of such questionable meetings which advertised attractive destinations
for esoteric meetings of one sort or another . , . and emphasized their
tax deductibility.

It had been my contention—affirmed by the testimony of others—
that violations of the intent of the law, 1f not the law itself, should
best be dealt with by the Internal Revenue Service, who has all of the
necessary tools at hand. To me it was strange, in any case, that there
seemed onlf concern with frivolous meetings held overseas. An equally
questionable meeting held in an attractive resort location such as
Honolulu, Vail or Miami was not to come under any new regula-
tion . . . The implication being that the IRS somehow had adequate
safeguards for domestic destinations.

It has been—and still is—my contention-that the meeting it-
self must qualify—by reason of its content of serious business or
Flrofession related substance—whether the meeting takes place in

onolulu or Hamburg—in Milan or Miami. The qualifying of the
{neeting for tax deductibility must not be based solely on its geographic

ocation. 3

As originally considered in the House, the Bill (as H.R. 1040)
related only to Conventions held overseas by U.S. organizations. It
must be assumed that recognition was purposely given to the special—
and different—nature of attendance at meetings, wherever they may
be held, by International Organizations whose function, interests and
membership composition may be significantly different from U.S.
National Societies. The effect 6f the Bill, as originally proposed, would
have been to pressure U.S. Associations to plan their meetings at
onshore locations. Whether or not this was justified is another subject.
It’s a matter of record, however, that the very threat of such legislation
did accomplish that fact . . . to the concern of the Associations, U.S.
business interests around the world, and other Governments of coun-
tries near and far whose economy is so closely tied to our own.

In'any case, this aspect of pressure on the Associations has now been
removed and transferred unfairly to the individual member. Under
the terms of H.R. 10612 a member of a National Society whose meeting

7 - .



re

3024r

may be held in Canada, the Bahamas or any offshore location—who
may also have le%'itimabe business or professional interest in attending
two international meetings in the same year—would have to choose
for himself which two to claim as a deduction. It is interesting to note
that according to a reliable international source, Association member-
ship among professionals and other steady Congress participants is
estimated at 3.5 Associations per person.

Is this the same criteria that is applied to the general deductibility
of business expense for overseas travel? No limitation is placed on
overseas travel for business purpose. To do so would obviously restrict
normal business development; and as a consequence, tax revenues
would be stifled. Any such limitation would raise a hue and cry from
the general business community and, in fact, would change the very
fabric of our multinational business complex. It would be quickly
recognized as restrictive and gunitive to a particular segment of the
business community and would promptly be labeled isolationist.

We think of business travel as commonplace for the ordinary
business man in the pursuit of his affairs . . . I wonder if we tend to
think of convention attendance generally as vacationing or junketeer-
in%: Perhaps therein lies the problem.

he Convention or Congress is more likely to be the business travel
for the Medical and Scientific community. That’s the scene where he
learns of the new Scientific development, the progress in basic or
clinical research. That’s his market place for exposing his new ideas.
By what logic do we determine that two such business trips for the
{)oct&;r « + . The Scientist . . . or others, for that matter is the proper
imit

For years the function of the U.S.T.S. has been the promotion of
travel to the United States. As part of this overall goal a major effort
has been to attract International organizations to hold their meetings
in our Country—also to attract international attendance to meetings
of U.S. Associations. Due to the dedicated efforts of Commerce De-
partment employees, this has been markedly successful.

According to a research Study, “The Character and Volume of the
International Convention and Con Market”, conducted for
U.S.T.S. in 1975, it was determined that in 1973 and 1974 an average
of 390,000 foreign delegates attended a total of 1004 Con and
U.S. Association Conventions in the U.S. and spent roughly $1.4 bil-
lion. If foreign attendance at U.S. National Conventions alone were to
drop by 100,000, U.S. foreign exchange earnings would decline by $25
million annually, and sales and excise tax revenues from foreign Con-
gress delegates would fall by approximately $2 million.

It is a fact of life of the International Convention Market that the
selection of a Convention Site first requires an invitation from the
host organization. Traditionally this has been, l;}erhaps, the greatest
hurdle to overcome in attracting meetings to the U.S.

Permit me to cite an example of a typical event.

Due to the involvement of several dedicated American Doctors, San
Francisco will be the location in 1979 of the Joint Meetings of the In-
ternational Surgical Society and the International Cardiovascular
Society. It is expected that thousands of international delegates will
attend from all over the world. In order to insure this, key U.S. mem-
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bers are expected to attend meetings, in the interim period, to promote
attendance, encourage participation, and generally fulfill their own
membership obligations. Their attendance will be expected at inter-
national meetings of Associations of Allied Specialties such as Vascu-
lar, Thoracic Surgery, Cardiac Pacing, Cardiology, Medical Engi-
neering etc. The international societies tfnemlly rave area chapter
structures; such as North American, South American, European, Aus-
tralian . . . where similar involvement is expected. Under H.R. 10612
attendance at only two meetings will be allowed as deductible.

Obviously one effect of the Bill will be to shut off invitations from
the U.S. organizations, thwarting the efforts of the U.S.T.S. and cut-
ting off beneficial tax revenue . . . not to mention the immeasurable
additional value of foreign visitors. . '

And another will be to raise the spectre of reciprocal action by other
Governments . . . & very real andp:?gniﬁcant ikelihood. In this re-
gard there has already been oral testimony given at the previous hear-

_ 1ngs and subsequent written protests by other Governments,

F 3

1t is my belief that an error has been injected—not originally in-
tended—of including in any limitation, attendance at bona fide inter-
national events.

May I point out the present IRS Guidelines? Treasury Regulations
1162—% states: “An income tax deduction is allowed for the expenses
of education (including travel, meals, and lodging) undertaken to
maintain and improve professional skills.” )

Attendance at a bona fide Convention or Congress is educational and
does maintain and improve professional skills.

As to specific details of Sec. 602, I would further comment that, as
the Bill 1s written I believe that an administrative Pandora’s Box
will be opened. :

Section 2 allows deductibility for the “lowest coach or economy
fare at the time of travel”. I would ask an{' member of this commit-
tee—or any IRS investigator—whether “lowest coach or economy
rate” means GIT, OTC, APEX, ITX or which lowest economy rate?

But here, too, 'simuld not the universal standard of business expense
apply? Is it equitable to set different criteria for deductibilit
on whether the meeting involves 2 or 8 persons or 200 or 2,000

Section 3 and Section 4 are both commendable.

Section 5 surely introduces a new conceJ)t for determining allowable
deduction and will be the cause of considerable taxpayer dissent. An
arbitrary limitation will be set that is not connected to the reality of
available hotel charges, other costs, and the facts of life of the con-
vention industry.

Again an arbitrary distinction is being made between the business

* traveler and the convention delegate. U.S. chain operated hotels, gen-

'3

erally of higher quality, are being discriminated against. In fact, the
U.S. delegate may well be isolated from his international colleagues.
Oftentimes Hotels are chosen for reasons of their meeting facilities,
which generally are offered free to the Convention Organizers on the
basis of room occupancy. The dynamics of Congress may well be af-
fected by this provision,

In conclusion. it is my firm belief that Section 602 of FLR. 10612
does not address itself to its designed purpose as stated in the Bill.
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“An Act to Reform the Tax Laws of the United States” but rather
will creéate a schism in the business community—a schism between
types of business persons—a schism between national and international
involvement. A

I believe that continued .effort should be expended to encourage
greater internationalism with all of its related economic benefits; that
our own activities, both private and governmental, toward attracting
international events to the U.S. should be encouraged and expanded;
whereas, the passing of this legislation would have a counter affect.
Affirmation of this position is the resolution passed unanimously at
the annual Assembly of ICCA in November of 1974, when H.R. 1040
was under consideration:

In regard to HL.R. 1040:

Whereas conventions by their very definition signify the convening
of people for the purpose of exchange of ideas;

\’Vhereas a convention creates an atmosphere conducive to interna-
tional understanding, increased knowledge and trade;

Whereas the United States is seeking to attract foreign conventions
and meetings to its own shores which contribute to equalizing the .
Balance of Payments;

Whereas a foreign convention held in the U.S. itself results in inter-
national trade to the benefit of the U.S. and its Balance of Payments;

Whereas a U.S. convention held abroad creates a market for U.S.
products resulting in exports of U.S. and services;

Whereas any further reduction in business oriented travel will fur-
ther add to the present crisis facing U.S. enterprises and interests in
international trade such as Airlines, Hotels, etc.;

Whereas present regulations provide adequate safefuards against
abuse of tax deduction for non-legitimate purposes; an

‘Whereas restrictive measures against such mtercimnge attract puni-
%Vé! retaliation which can only be inimical to the best interests of
The International Congress and Convention Association urges that
no further limitini legislation be considered which would restrict the
positive results which are generated by reason of conventions and
meetings held worldwide.
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CommuNiTY MrseEuM oF BROOKLYN,
Brooklyn,N.Y ., May 18, 1976,
& Senator RusseLL Loxg,
Chairman, Senate Finance Committee, New Sendate Office Building,
Washington, D.C.

Dear Sexator Loxag: Your past performance in the Senate has
proven you to be an intelligent and sensitive political leader of the Na-
tion. I therefore, beseech you to reassess the provision of the mew tax
reforin bill that will affect deductions for artists. This bill is most in-

- jurious to the working fine artist. The ability to deduct the expenses of
is studio on his taxes has been a saving grace, financially, for many
working artists in America.

The majority of the population does not purchase original art work.
They buy reproductions produced and manufactured by large com-
panies. In fact, the furniture store chains across the country have in-
troduced fine art paintings which has eliminated considerable busi-
ness for the individual artists. There is little private, city, State, or
Federal support for artistic endeavors in this country. Art has always
been a low priority. In France, it is the responsibility of the govern-
ment to maintain the works of the outstanding French contemporary
painters, such as Picasso. The artist is qu rted in many countries
with governmental subsidies, The Nationa I1)7‘3)ndowment. for the Arts
has one-tenth of the budget allocation of the National Science Foun-
dation. There is such a great disparity in priorities regarding the arts,
that it is incredible.

The artist, who many assume does not contribute greatly to the so-
ciety as a whole, is the most important element in history. The artist
is the recorder of history. The records of events would not exist if not
for the artist. In 1933, President Roosevelt made a positive move toward
government involvement in the arts. Today, the nation is suffering a
similar financial crisis and the most negative move is now taking place.
Sir, I protest on behalf of the artists of America. The new tax reform
bill provision will affect the artists in a very detrimental manner. I do

pe you will vote against the passing of this bill’s provision.

< Sincerely yours,
CHARLENF, CLAYE VAN DERzEE,
Assistant Director/Curator,
Vice President, National Conference of Artists.

(3027)
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Tie Lawyers Co-orERaTIVE PuBrisuing Co.,
Rochester, N.Y.

Hon. Russery B. Loxag,
Chairman, Senate Committee on Finance,
Washington, D.C.

We wish to submit our position with respect to a portion of H.R.
10612 for the record.

Section 1306 of H.R. 10612, “Regulations relating to tax treatment
of certain prepublication expenditures of publishers” is meaningless
after the Internal Revenue Service issued Information Relcase 1575
suspending application of Revenue Ruling 73-395. We request that
a provision similar to that introduced in H.R. 13064 and reintroduced
in H.R. 8736, relating to amending Internal Revenue Code section 174
to insure its uniform apﬁlicntion to business products, be considered in
place of section 1306 of H.R. 10612, ,

The Lawyers Co-operative Publishing Co. and its subsidiary corpo-
rations publish lawbooks, business and economic periodicals, and tax
r_ublicatxons. In order to publish new works and improve existing pub-

ications, the com spends several million dollars each year in an

an
- extensive editoriareﬂ'r)rt. The constant improvement and updating of

our existing publications and the creation of new products is the [ife-
blood of our business,

For many years, the publishing industry has been subjected to dis-
criminatory and unfair treatment by the regulations issued under au-
thority of section 174 of the Internal Revenue Code. Although sec-
tion 174 on its face permits a current deduction for all “research and
experimental expenditures”, Treasury regulations (specifically 1.174-
2(a) (1)) excludes “expenditures paid or incurred for research in con-
nection with literary, historical or simmilar projects.” Thus, the publish-
ing industry is denied tax benefits accorded to businesses generally.
Since part of the motivating force behind the enactment of section 174
was the desire by Congress to encourage the improvement of existing
products and the development of new products and ideas, we have
never understood why this tax incentive was denied to one segment of
the economy. Because of this treatment, we have consistently followed
the practice of carrying editorial costs in inventory until a publica-
tion i introduced for sale or until a project is abandoned, at which time
a deductjon is taken for the total project expenditure.

Recent developments have compounded our difficulties and left us
in a difficult position. Revenue ulinq 73-395, issued in late 1978,
expresses the Internal Revenye Service’s position with respect to ex-
penditures incurred by & taxpayer in writing, editing, and designing
textbooks and visual aids. The ruling concludes that these expendi-
tures not only are excluded from the benefits of section 174, but also,
:are not considered inventoriable. Rather, the expenditures result in
A capital asset which is depreciable over the useful life of the related
publication. The Service further states that it will not follow the de-
«<ision of the U.S. District Court, Stern v. United States, 1971-1 USTC
86, 419 (C.D. Calif.). This case permitted a taxpayer in the business
of writing books to deduct traveling expenses incurred while research-

ing and writing.
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After this ruling, we find ourselves not only denied the benefits of
section 174, but also required to capitalize expenditures for which
nearly every other type of business can take an immediate tax deduc-
tion. All publishers are experiencing the same unfair treatment. -

The IRS suspension of Revenue Ruling 73-395 and section 1306 of
HL.R. 10612 are not solutions. They leave the [;:lblishin industry in
limbo. An IRS study may take years. All of this may force curtail-
ment of recovery and expansion by the publishing industry.

The solution 18 to allow the publishing industry the benefits of In-
ternal Revenue Code, section 174 in the same manner as other busi-
nesses. The uncertainty created by the IRS must be removed so that
the industry may make financial plans for future publications. This

can only be accomplished by legislative action,
SexMouRr FooEr, Vice President,

STATEMENT OF THE AUTHORS LEAGUE OF AMERICA

The Authors League, the national society of professional writers,
respectfully requests that this statement be included in the record of
the committee’s hearings on H.R. 10612.

This statement concerns the tax treatment of research, travel, and
similar expenses incurred by a professional author in gathering infor-
mation, preparing, and writing books and other literary works. As
the courts have ruled, these are ordinary and necessary e ses of the
professional author’s trade and business of writing which he is entitled
to deduct in the year they are incurred. However, a 1973 ruling by the
Internal Revenue Service disputes that right.

The Authors League -respectfully requests the Committee on Fi-
nance: (i) To amend section 1306 of H.R. 10812 to protect professional
authors, as well as publishers, from that ruling; and (ii) to remove
doubts as to the tax treatment of the ordinary and necessary exg:nses
of professional writers by adding a new provision, set forth below,
to the Internal Revenue Code.

BACKGROUND

In 1971, a district court opinion reaffirmed the right of professional
authors to currently deduct research and similar expenses incurred by
them in preparing and writing books and other literary works. Stern
v. United States. 1971-1 USTC 88419 [Par. 8375). Professional au-
thors had long followed this practice. Courts upheld it..

The IRS subsequently issued Revenue Ruling 78-895, contending
that these “prepublication expenses” could not be currently deducted
by publishers, and had to be depreciated over a period of years. The
ruling concludes with a refusal by the IRS to follow the Stern de-
cision and has been applied to authors,

Section 1808 of the House tax reform bill also submitted as an
amendment by Senator Bentsen, suspends application of the ruling
with respect to publishers. Professional authors are not protected by
the section, although the ruling is aimed at a decision that correctly up-
held their right to deduct thess expenses in the year incurred. A recent
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news release by the IRS announces it will “suspend audit and appellate
activity with respect to cases in which the deductibility of these pre-
‘publication expenses is an issue” pending completion of a “project”
which may lead to new regulations or additional rulings. However,
‘the release is limited to publishers. And it leaves Jarofessxonal authors
‘completely in the dark as to the position the IRS would take if they
continued to currently deduct research, travel, and similar expenses,
as the courts have ruled they are entitled to do.

RECOMMENDATIONS

For the reasons discussed below, the Authors League respectfully
submits the following recommendations to the committes:

i) That section 1306 be amended to extend it to professional
authors by adding two italicized words, as follows:

(c) Prepublication expenditures defined—For purposes of this section, the term
“prepublication expenditures” means expenditures paid or incurred by the tax-
payer (in connection with his trade or business of writing or publishing) for
the writing, editing, compiling, illustrating, designing or other development or
improvement of a book, teaching aid or similar product.

(i1) Any future doubts as to the right of professional authors to
currently deduct these expenses should be removed by adding & new
provision to the code, as follows:

A taxpayer whose personal efforts created a literary, musical or artistic com-
position or similar property, may treat research, travel and other expenditures
which are paid or incurred by him (in connection with his trade or business ot
writing) for the preparation and creation of such work as expenditures that
need not be capitalized pursuant to Sec. 263 or depreciated under Sec. 167(a).
The expenditures s¢ treated shall be allowed as a deduction.

It should be noted that this section would apply only to professional
authors; that is, those engaged in “the trade or business of writing”; a
criterion often applied by the IRS and the courts,

REASONS FOR THE RECOMMENDATIONS

(i) In the case of novels, histories, biographies, and other books of
general interest, it is the self-employed author, not the publisher, who
pays the travel, research, and other expenses incurred in gathering in-
formation and material for a book.

As the court indicated, in Stern v. U.S., these expenditures are not
nondeductible expenditures for the improvement of a capital asset
which must be depreciated. On the contrary, ruled the court:

(these) expenses were ordinary and necessary expenses of carrying on plaintiff's
business of a writer and hence are deductible under 26 U.8.C. 162(a). See Doggeté
v. Burnet (63 ¥24 101) ; Brooks v. O.I.R. (274 F. 24 96.)

Traveling to conduct interviews, consulting research sources, and
similar preparatory work are as much part of the process of writing
a book as are putting the words down on paper. The expenses of doing
this work are ordinary business expenses.

(ii) It is totally inconsistent to rule that these expenses must be
capitalized and depreciated. Section 1221(8) of the Internal Revenue
Code prohibits authors from treating their literary, dramatic, and
musical works as “capital assets.” In this and other sections, authors

-
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are held to be persons who earn “ordinary income” by their personal
efforts. As this committee stated in regard to section 401(c) (2) éC),
“income from an author’s writing * * ¥ is (so0) clearly a result of his
individual efforts.” -
(iii) It would be discriminatory to relieve publishers from the in-
equities of Revenue Ruling 78-395. Indeed, professional authors will
suffer even more than publishers under the ruling. An author must pay
his research and travel expenses as thei are incurred. But he does not
have the financial resources to spread their deduction over a period of
years. If he cannot deduct them 1n full in the year they are incuryed, he
suffers a much harder blow than a publishi.ng corporation. Moreover,
failure to include authors in section 1306 and Senator Bentsen’s smend-
ment might lead courts to disregard the prior decisions which sustain
the professional author’s right to currently deduct these expenses.
star e tl;ank the committee for the opportunity to submit this
ement. :

STATEMENT OF THE ASS0OCIATION OF AMERICAN PUBLISHERS AND THE
Ap Hoc CoMMITTEE FOR EQUITABLE TaXx TREATMENT OF THE PUB-
LISHING INDUSTRY e

: I. INTRODUCTION

The Association of American Publishers and the Ad Hoc Committee
for Equitable Tax Treatment of the Publishing Industry wish to sub-

mit this statement in lieu of the previously requested personal appear- = —

ance of witnesses before the tax reform hearings of the Senate Commit-
tee on Finance. ,

The Association of American Publishers, a not-for-profit trade
assaciation, represents publishers of 80 to 85 percent of the general
books, textbooks, and educational materials produced in the United
States. The Ad Hoc Committee for Equitable Tax Treatment of the
Publishing Industry represents Harcourt, Brace, Jovanovich, Inc.;
Macmillan, Inc.; W. W. Norton, Inc.; G. P. Putnam’s Sons, as well as
all members of the Association of American Publishers. The ad hoc
committee thus represents publishers of approximately 90 percent of
the books published in the United States.

The Association of American Publishers and the ad hoc committee
urge the Finance Committee to act favorably on the House-passed {)ro-
vision that addressed the publishing industry’s problems, section 1306

of H.R. 10612, with certain technical clarifying amendments relating -

to cost of goods sold (see attachment 1), The sole effect of this provision
18 to prevent the unfair retroactive application of tax accounting
changes announced in Revenue Ruling 78-395. :

II. NEED FOR LEGISLATION

On September 24, 1978, the IRS issued Revenue Ruling 73-395 which
denied publishers the option of currently deducting expenses for
editoring, artwork, and other costs of developing textbook and visual
teaching aid products. Although the ruling affected the entire pub-
lishing industry, it was issued without prior notice and opportunity
for industry comment. -
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The ruling represents an abrupt reversal of industrywide tax ac-
counting practices that have been approved throughout decades of IRS
audit experience. The extent to which the ruling would alter pervasive
industry methods of accounting was clearly revealed by a recent ad
hoc committee survey of the tax treatment of prepublication expendi-
tures in the segments of the industry most affected by the ruling. This
survey demonstrated that in general there has been a substantially
uniform practice among publishers.of currently expensing editorial
and production—primarily art, design, purchasing and administra-
tive functions—expenditures, In addition the survey revealed there are
a substantial number of publishers that also currently ex(s)ense plant
costs, which consist primarily of expenditures for outside artwork,
composition, negatives, and plates. A more detailed analysis of this
survey has already been conveyed to the joint committee staff.

The ruling has proven to be discriminatory in two ways—it dis-
criminates against the publishers as an industry and it discriminates
between similarly situated publishers, even when they are competitors.

First the l'RSy singled out publishers, particularly those publishers
that produce the Nation’s educational books, for denial of a right
granted by Congress to all business taxpayers under section 174 of
the code either to deduct currently or to capitalize all product research,
development, and improvement costs. Second, the IRS is applying the
ruling unevenly between publishers, even where they are directly com-
peting with each other. In view of the deiree of uniformity of industry
practice revealed by the recent survey, the nonuniform application of
the ruling is demonstrably discriminatory.

The ruling is retroactive. Despiie the consistent and longstanding
practice of currently deduction of prepublication costs shared by most
of the publishing industry, the IRS is insisting that the ruling re-
versing that practice be applied retroactively. On February 11 of
this year, despite earlier votes by the House and by the Senate Finance
Committee approving legislation to end the retroactivity, the IRS
Commissioner’s decision not to limit retroactive effect of the rulin
was reaffirmed and a district IRS office was instructed to proceed witﬁ
enforcement of retroactive tax assessments under the ruling. The sub-
sequent IRS press release of March 11, 1976, which announced the
temporary suspension of audit activity under the ruling, does not
obviate the need for prompt enactment-of this legislation since the
IRS has given the industry absolutely no assurance it will alter its
insistence on the retroactive application of the tax rules announced

III. LEGISLATIVE SOLUTION

The stopgap legislation proposed to deal with the 'problem (see
Attachment 1? merely provides a do not disturb rule to preserve the
status quo for the period before a long-run solution is put into effect.
Under this legislation, for the period before regulations for the
future go into effect, a taxpayer is allowed to treat his prepublication
expenditures in the manner in which he consistently treated them
before the issuance of revenue ruling 73-395. )
The publishing industry will continue its cooperation with the joint
Treasury—IRS task force that is studying the problem and attempt-
ing to develop a permanent administrative solution. However, if the
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task force is unable to devise an adequate administrative solution, the
industry will be forced to seek a permanent resolution of the problem
by means of additional legislation.

IV. REVENUE EFFECT

. No revenue loss will result from enactment of the stopgap legisla-
tion, Rather, the legislation will prevent the IRS from retroactively
producing tax revenue bﬁ administrative action from a source never
intended by Congress. The fact that the legislation will result in no
revenue loss was recognized by the House Ways and Means Committee
in its report to the House on the legislation as passed by the House
in November 1975.

V. STATUS OF THE LEGISLATION

_Legislation identical to attachment 1 (exceﬁ. for the clarifying tech-
nical change noted) was approved by the House Ways and Means
Committee (on the motion of Mr. Burke of Massachusetts) in October
1975, was passed by the House in November, 1975 (as section 1306 of
H.R.10612), and was unanimously approved in December 1975 by the
Senate Finance Committee (on the motion of Senator Bentsen) as a
Committee-approved amendment for addition to an appropriate
House-passed tax bill.

ATTACHMENT 1

Text of Stopgap Legislation
(Includes technical clarifying amendments)

TAX TREATMENT OF CERTAIN PREPURBRLICATION EXPENDFrURES

(a) GeENERAL Rure.—With respect to taxable years beginning on
or before the date on which regulations dealing with prepublication
expenditures are issued after the date of the enactment of this act,
the application of sections 61 (as it relates to cost of goods sold),
162, 174, 263 and 471 of the Internal Revenue Code of 1954 to any
Prepublication expenditure shall be administered—

(1) Without regard to Revenue Ruling 73-395, and ‘

(2) in the manner in which such sections were applied con-
gistently by the taxpayer to such expenditure before the date
of the issuance of such revenue ruling.

(b) Recurations To Be PROSPECTIVE ONLY.—Any regulations is-
sued after the date of the enactment of this Act which deal with the
application of sections 61 (as it relates to cost of goods sold), 162, 174,
263, and 471 of the Internal Revenue Code of 1954 to prepublication
exnenditures shall apply only with respect to taxable years beginning
after the date on which such regulations are issued.

(¢) PrrruBLicATION Exrexnrrres DeriNep.—For purposes of this
section, the term *prepublication expendiiures” meuns expenditures
paid or incurred by the taxpaver (in connection with his trade or
business of publishing) for the writing. editing, compiling, illus-
trating. designing, or other development or improvement of a hook,
teaching aid, or similar product.
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Peat, Marwick, Mrreuew, & Co.,
ED PUBLIC ACCOUNTANTS,

| | Washington, D.C., April 82, 1976.
Mr. MicHAEL STERN, ngee 4P ’

Staff Direotor, Senate Finance Commiltee,
Washington,D.C.

GeNnTLEMEN : We believe that the minimum tax on tax preferences,
under both the present tax law and the changes proposed by the House
of Representatives, is meguitable as it applies to the exercise of quali-
fied stock options, for the following reasons: -

-1. The minimum tax on the exercise of qualified stock options is a
tax on a potential economic benefit as opposed to an actual benefit.

2. The effective tax rate for an individual who exercises a qualified
stock option and immediately sells the stock at a gain can be as
high as 84 percent and, in extreme cases, over 100 percent under the

ays and Means Committee proposals.

_ 8. In addition to paying tax on gain from sale of the stock, the
individual who exercises qualified stock options may have to pay the
minimum tax twice with respect to that stock—once when the stock
o¥tlons are exercised and a second time on capital gain from the sale
of the stock. -

: POTENTIAL BENEFIT

The exercise of & qualified stock option confers only a potential

" benefit upon the individual exercising that option. Many E]ans provide

that the individual may not dispose of the acquired stock for a stated
riod of time—frequently 6 months. Further, in certain instances
curities and Exchange Commission regulations prohibit the sale o

stock within 6 months of acquisition. An individual who acquires stock

through the exercise of a qualified stock option but cannot sell the

stock for some stated period of time may never realize any benefit from

E};e oY(tlion exercise if the value of the stock drops before the stock can

m .

In the early 1970’s, many of our clients exercised qualified stock
options at a time when the difference between the option prices and fair
market value of the stock resulted in a substantial tax liability due to
the minimum tax, However, due to various holding period require-
ments and a declininf stock market, the fair market value of the stock
often dropped to a level substantially below the price paid for the
stock before the stock was sold. Thus, no ultimate economic benefit
was realized by these taxpayers as a result of the exercising of qualified
stock options, We do not believe it a%pzlgf)rlate to tax gains which have
not yet and, in fact, may never be realized.

: 84 PERCENT EFFECTIVE TAX RATE ‘
The tax rate on the gain from the sale of stock acquired can easily

be as high as 84 percent under the Ways and Means Committee pro-

(3037)
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posals. If a taxpayer exercises a qualified stock option and has other
greferences, he may incur a full 14-percent minimum tax on the dif-

erence between the option price and the fair market value of the stock
at date of exercise.

If the taxpayer is not subject to any holding period requirements,
he may fo the capital gain benefit and sell the stock soon after the
acquisition. The gain may be taxed at a rate as high as 70 percent,
even though the gain may be earned income under section 1348, The

rovisions of section 1348 may not benefit the taxpayer due to the
interplay of tax preferences with the maximum tax computation.

Thus, the taxpayer may pay a Federal tax of up to Silpercent on
his gain from the sale of the stock under the Ways and Means Com-
mittee proposals, if the stock is purchased near the end of one taxable
year and sold soon after the start of the next taxable year. In extreme
cases, the combination of minimum tax and regular tax can even exceed
100 percent of the gain. This occurs because, under section 1348(b) (2)
(B) (i) of the Code, a large tax preference in one year can cause a tax-
payer to fail to quaiify for full maximum tax benefits for the succeed-

m%v4 ears.
e do not believe this double taxation is appropriate—unless it is
applied to all other tax preferences too.

INCOMR TAX CARRYOVERS

Current law allows income tax paid in prior years to be used as a
carryover against tax preference items in the current year. The Ways
and Means Committee proposes to terminate -this provision. We be-
lieve that repeal of the tax carryover offset, if effected, should apply
only to tax carryovers from years beginning after December 31, 1976.
Tax carryovers from years beginning on or before December 81, 1976,
should be allowed against preferences in future years. Many taxpayers
arranged their affairs to recognize tax preference in future years with
the knowledge that the tax carryover offset exists. To eliminate the
previously accumulated carryovers would create a hardship to these
taxpayers. : ‘

CONCLUSIONS

Based upon the above discussion, we respectfully suggest the fol-

owing:

1. ’ﬁhe difference between the option price and fair market value
upon exercise of a qualified stock option should be removed from the
list of tax preferences. This would remove the minimum tax from
what is only a potential benefit. It would also permit the premature
sale of stocK acquired through exerciss of a qualified stock option to
be treated as “earned income” for maximum tax on earned income

urposes without reduction for the preference from options exercised.

his is frequently not ible under current law due to the interplay
of tax preferences with the maximum tax computation. This change
‘would also eliminate effective tax rates which can easily reach 84 per-
cent on the exercise of qualified 3pti9ns and later sale of the acquired
stock. Further, the change would eliminate the double minimum tax
which now frequently applies to qualified option stock transactions.
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2. Alternatively, if it is determined that the exercise of a qualified
stock option should continue as a tax preference item, a credit should

- be allowed to the tax}f) tier for minimum tax paid as a result of exer-

cising an option (i) if the stock is sold prematurely and no long-term
capital gain is recognized, or (ii) against minimum tax due as a result
of the later sale of the stock as a long-term capital gain.

3. If the exercise of qualified stock options 18 to continue to result
in a tax preference item, the tax carryovers from 1976 and prior years
should continue to be allowed as offsets against tax preference items.
If such a “grandfather clause” is not effected, taxpayers who have
planned their tax situations with reliance on the carryover would be
unduly penalized.

We t‘\})preciate the apportunity to provide these comments.

ery truly yours,
Roxaw E. HorLroway, Partner,
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NaTIONAL AS80CIATION OF REAL EsTATE
InvesTMENT TrRUsTS, INC,,
April 22,1976.
Hon. RusserrL B. Lonag,
Chairman, Senate Finance Committee,
Washington, D.C.

Dzar Mgr. CamrmaN : We would like to submit the following com-
ments for the record in connection with title XVI of H.R. 10612, a bill
which is now being considered by your committee. Title XVI relates
to the tax treatment of real estate iInvestment trusts.

The National Association of Real Estate Investment Trusts is a
national trade association representing the real estate investment trust
industry. The association has a membership of 157 trusts representing
over 86 percent of industry assets, which now total $19.4 billion. At
the present time, approximately 1 million le hold sharesin REIT’s.

Our industry, like other real estate related industries, is graduall
recovering from the severe economic recession which began in 1974,
Some of the preser;(: restrictions in the tax law applicable to real estate
investment trusts have unduly limited operating flexibility of trusts
and have seriously hampered the orderly recovery of this sector of the
real estate industg.

Title XVI of H.R. 10812 contains provisions which would remedy
some of these problems. The subject matter of this legislation has been
reviewed previously by the Senate Finance Comniittee in 1974. At
that time, your committee considered this legislation and approved
amendments applicable to foreclosure situations of REIT’s as an in-
terim remedial measure (section 6 of H.R. 421; Public Law 93-625).
On the remaining provisions, the committee commented as follows in
its report on the foreclosure amendments:

{A) series of revisions would be necessary for the tax treatment of real estate
investment trusts to take into account the current practices and economic prob-
lems of the industry. However, the committee dealt with only the most pressing
current problems of the industry, those relating to the treatment of foreclosure
property ¢ ¢ * [Other REIT disqualification) problems are numerous and complex,
and consequently the committee does not believe that this is the appropriate time

to consider these questions. However, the committee. believes and intends, that
these problems should be addressed early in the next Congress.

Two years ago, the House Ways and Means Committee first al.{proved
technical amendments identical to those now included in H.R. 10812.
The main thrust of these provisions was not to change the basic prin-
ciples applicable to REIT’s, but to provide a more reasonable system
for correcting inadvertent technical deficiencies that arise, and to pro-
vide penalties that are reasonable, yet effective deterrents.

This legislation was included in H.R. 17488, “The Energy Tax and
Individual Relief Act of 1974.” For reasons not connected with the
REIT amendments, H.R. 17488 never reached the House floor. Later,
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ne indicated above, 8 portion of the REIT amendments relating to the
tax treatment of income from property acquired in foreclosure was
included by the Senate Finance Committee in & House-passed bill and
enacted at the end of the second session of the 93d Congress. While
these amendments are hﬂg}ful, they are really only the first step in
corrective legislation for REITs,

Both the Treasury and Joint Committee staffs a in principle
with the pending amendments in_ title XVI of H.R. 10612, and we
understand they are currently drafting certain refinements and im-
provements. The Treasury has indicated its recognition of the urgent
need to enact this le%slation this year. The House Ways and Means
Committee report on H.R. 10612 did not attribute any material revenue
loss to théese provisions. This legislation has been dinF now for 2
years with the general support and approval of both the Treasur
and the Joint Committee staffs. We urge that work on it be complete
as soon as possible so that enactment this year may be assured.

We will not burden the record with a repetition of a summary of the.
substantive technical amendments included in title XVI of the bill.
This has already been set forth adequately in the House Ways and
Means Committee report (Rept. No. 94-658, p. 353). However, we
would like to make some general comments about our legislative
ob%gctives.

he basic tax provisions applicable to REIT’ were enacted in 1960.
The twofold objective of this legislation was to enable small investors
{o secure investment opportunities normally available only to those
with larger resources, and at the same time provide a source of capital
for real estate development and ownership. Since 1960, the REIT
industry has grown from a handful to over 200 trusts with investments
in a wide variety of real estate financing and ownership. More than
half of total industry assets are invested in residential properties.

Under the tax law REIT’s, like mutual funds, are not taxed if they
distribute to shareholders at least 90 percent of their net income. To
qualify for this so-called conduit tax treatment, 8 REIT’s income
must consist of at least 90 percent investment income and at least-75
percent income from real estate, including interest income from meort~
gage loans. Also, its assets must be predominantly real estate or real
estate related. If a REIT fails to meet any of these tveqt\:iréments by
whatever amount, it is disqualified as a REIT and thereby made sub-
ject to full corporate taxes. Disqualification is the only sanction or
penalty for noncompliance. o

When the 1960 legislation was enacted, the industry was small and
relatively homogeneous. The law reflects an industry structure quite
different from existing conditions. During the last decade, real estate
investments held by REIT's have become more diversified in range
and more sophisticated in form. x

Asa result of rapid growth, change. and 16 years of experience under
the present tax provisions, it has become clear that statutory changes
are needed to make the law more workable and more realistic in light
of the present character of the industry. , o

The principal problem resuits from the narrow and often tethnical
requirements which must be met in order for a REIT to qualify for
conduit tax treatment. Many of these requirements involve difficuit
questions of interpretation, and failure to meet any one of them can
cause disqualification, despite good faith efforts to apply properly the
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afplicable legal standards. Disqualification results in the imposition
of the full corporate tax on the REIT, notwithstanding that it has
already distributed 90 percent or more of its before-tax income to its
shareholders. Such a drastic penalty for minor and inadvertent failure
to qualify is excessive and creates serious inequities, particularly in &
situation where numerous small shareholders are involved. ‘

. Because & REIT must distribute nearly all of its earnings annually,
it relies heavily on outside sources of capital. An important conse-
quence of the uncertainty of qualification under existing law is the
serious problem it creates in connection with REIT public offerings of
securities and with bank borrowings. Both underwriters and creditors
require opinion of counsel a8 to the REIT’s qualification. Questions as
to the qualification of a REIT over relatively minor amounts of income
may make it impossible for counsel to render an opinion of sufficient
certainty to satisfy either underwriters or creditors. Looking to the
industry’s immediate recovery and future strength, stable sources of
capital are vital. : :

e balance of those provisions not enacted in 1974 are currently
included as title XVI of H.R. 10612, a bill your committee is now
considering. In the present economic climate, and particularly with
the slow recovery of the real estate industry, solving the tax problems
experienced by REIT’s under present law has become an urgent mat-
ter. The economic pressures and uncertainties which REIT’s are now
facing make it imperative that legislation be enacted this year.

. Sincerely, :
G. N. BurFiNgTON.

NEw York STATE BAR ASSOCIATION,
April 15, 1976.
Hon. Russrrr B. Lowa,
Russell Senate Office Building,
Washington, D.C.

DeAr SENaTor LoNa: Enclosed for your consideration is a report
of the Tax Section’s Committee on Income From Real Property on
Title XVT of H.R. 10612, dealing with real estate investment trusts.
Lewis Kaster is the chairman of the committee. The principal drafts-
men of the report were Martin J. Rabinowitz, Philip .J. Heyman,
Richard J. Hiegel, Kevin J. O’Brien, Martin J. Oppenheimer, Harry
E. White, Jr., and Joe W. Williams. .

Sincerely, o
PeTER J. FaABER, Chatrman,
Enclosure. )

StaTEMENT oF NEw Yorx State Bar Assocration Tax SecrionN

~ " This portion of the 1975 bill is a relief measure designed to ameli-

orate some of the problems that have arisen in applying the original
1196'01 legislation to an industry which grew as a result of that
egislation. .
Previously, your committee issued a report concerning the provisions
of H.R. 11083, 93d Congress, 1st session (1973), the proposed Real
Estate Investment Trust Act of 1978 (the “1973 Bill”). The 1975
bill incorporates the provisions of the 1973 bill with certain changes.
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The purpose of this report is to update our prior report on the 1873
bill and to comment upon the provisions of the 1975 bill not found
in the 1973 bill. " |

Consistent with our view of the 1978 bill, your committee is in
general accord with the pur and legislative changes set forth in
this portion of the 1975 bill. In a number of instances, however, we
believe the legislation either fails to meet its objectives or goes too
far in favor of the taxpayer. Finally, and of particular concern to
this committee, we believe that this legislation imposes an unduly
complex scheme of taxation. As a result, this committee is unable to
evaluate all of the ramifications of the proposed changes.

SUMMARY OF THE 1975 BILL AND THE COMMITTEE'S MAJOR PROPOSALS

1. Section 1601—Deficiency dividends - :

Adds new section 859 to provide a deficiency dividend procedure
which permits a REIT to avoid disqualification where audit changes
result in a failure to distribut 80 percent of REIT taxable income
and the failure is due to “reasonable cause.”

Adds new section 6697 to impose a penalty tax and interest upon
the dividend paid.

The committee recommends that “reasonable cause” be supple-
mented by the words “and not willful neglect” in section 859 (g) as well
as significant technical changes.

As to the penalty, the committee feels that its operation is unduly
harsh in some instances and unwarranted and nugatory with respect
to capital gains deficiency dividends.

2. Section 1062—Relief from failure to qualify; tazation of non-
qualified income
This section permits avoidance of disqualification if income ade-
quately disclosed on the return would prima facie qualify the REIT
and such return was based upon reasonable grounds after reasonable
investigation. This section also would impose a complex tax at regu-
lar corporate rates on all “nonqualifying” income of a REIT as a
quiddpr(é quo for relief from the present “all or nothing” qualification
standard. : .
The committee recommends that: (1) the standard of good faith
be chan%ed to “reasonable cause and not willful neglect”; and i1(12)
the penalty be simplified and limited to 100 percent of the disqualified
rofit. '
P The committee’s major objection is that this provision eliminates
the “safety valve” provided under present law under sections 856(c)
(2) and 857(b) (lf(C). .
3. Section 1603—Property held for sale to customers

This section deals with the area that has been most troublesome to
REIT’s. Present law prohibits a REIT from any holding of property
“for sale to customers” except in the case of foreclosure property. The
1975 bill eliminates this test and permits such holding provided less
than 1 percent of the gross income of the REIT is from the sale of
section 1221(1) property. .
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Your committee favors this provision but suggests a number of sig-
nificant detailed proposals which it believes will make this section
more effective.

Disqualified income from section 1221(1) property is subject to.
regular corporate taxation.

4. Section 1604 (a), (b) and (o)—Increase of 90 percent test to 96
- percent—Increase in qualified income items

The 1975 bill extends the definition of qualified gross income to
several items (e.ﬁ., “geparate charges” for customary service and com-
mitment fees) which previously were the subject of dispute under IRS.
ruling policy. As a consequence the bill reduces the permissible “bas-
ket” for miscellaneous “nonqualified” income from 10 percent to b per-
cent and imposes tax thereon at regular corporate rates.
. The committee favors the change only if the permissible category
is further defined to clarify or change treatment of rental charﬁes-
based on profit participations. The committee recognizes that thi
is an area subject to abuse by taxpayers but believes the committee’s
proposal offers reasonable alternatives to the present regulations.

6. Section 1604} (d) and (eg—[ncome from sales of mortgages held
for less than 4 years—Options treated as real property

_ Under present law, a REIT may not derive 30 percent or more of

its income from sales of real proper’tiy (including interests in real

property) held for less than 4 years. The 1975 bill would extend the

definition to cover mortgages held for less than 4 years and would

exclude from the numerator amounts from the sale of foreclosure

property. _

Tg\?e committee suggests that the enactment of the “1 percent”
rule is a sufficient deterrent to short-term trading as to warrant repeal
of the 30-percent limitation. Technical changes in the 1975 bill are

su %:,sted.

%‘ e 1975 bill permits oqtions to qualify as “interests in real prop-
erty.” The committee would extend the definition to include contract
and options to acquire leasehold interests.

6. Section 1604(f)—Corporate form for REIT s
The 1975 bill would permit REIT’s to incorporate. The committee:
favors the change.

7. Section 1604(g)—Interest based on profit participation

This provision would modify the definition of interest for purposes:
of the income tests to exclude, as in the case of rents, amounts that de-
pend in whole or in part upon the income or profits of any person.

The committee does not favor this provision since (1) it will ham-
per a REIT’s ability to renegotiate troubled loans; (2) it is incon-
sistent with judicial authority regarding contingent interest; and
$3) it extends to the “net income or profits of any person” rather than
“any borrower.,”

8 .Secti’szd 1604 (k) and (i)—Certain dividends—Annual accounting

pe
The 1975 bill would eliminate the so-called contingent dividend and
force the REIT to designate the amount of the dividend and the year
to which the distribution is to apply.
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The committee believes that this change will not accomplish the de-
sired result, i.e., to accelerate distributions to shareholders.

The 1975 bill would require that new REIT’s adopt a calendar year
accounting period. The committee does not favor this change.

9. Section 1606—Ewncise tax

New section 4981 imposes a 3-percent excise tax on REIT’s that fail
to distribute during the taxable year at least 75 percent of its REIT
taxable income for that year.

This committee believes that the amount of deferral of distributions
to shareholders is minimal, and that this tax is, therefore, unnecessary.
If the excise tax is imposed, we recommend that a REIT be granted a
reasonable time after the close of the taxable year to make the re-
quired distribution.

10. Section 1606—FE flective date

The 1975 bill generally would apply prospectively to years begin-
ning after enactment. The committee suggests that, in general, con-
sideration be given to have its provisions made electively applicable
to years ending after date of enactment. '

he committee favors making the deficiency dividend procedure
available with respect to dividends paid after date of enactment with
respect to any determination made after date of introduction of the
1975 bill.
SECTION 1601-—DEFICIENCY DIVIDENDS

General comments

Section 1601 of the bill would add new section 839 to the code
providing for a deficiency dividend procedure to enable a REIT to
avoid disqualification as a result of inadvertent failure to comply with
the requirement of existing law that it distribute 90 percent of its
REIT taxable income. This procedure also could be employed to re-
duce or eliminate corporate tax where the REIT had met the 90 per-
cent requirement, but had inadvertently retained a portion, or a
larger portion than intended, of its REIT taxable income for the
year.

The proposed code amendments would provide welcome relief in
an area that has been of particular concern. Qur committee is of the
view, however, that proposed section 859(g), limiting deficiency divi-
dends to situations where the “entire amount of the adjustment” givin
rise to the distribution shortfall “was due to reasonable cause,” 5:oul
be revised in two respects: First, we propose that deficiency dividends
be allowed as to ad}ustments attributable to “reasonable cause and
not willful neglect.” Second, we believe that it is unduly restrictive
to deny deficiency treatment to the entire adjustment because some

rtion thereof is not attributable to reasonable cause. We grogose,‘
instead, that the allowable amount of the deficiency dividend be
limited to that portion of the adjustment attributable to reasonable
cause.

. We also believe that the penalty provisions of proposed code sec-
tion 6697 in certain respects are overly harsh and that there are
several provisions in section 1601 of the bill which intermesh less
than perfectly.
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Technical discussion

Code section 859 ( %'), as proposed under the bill, would allow a de-
ficiency dividend deduction “only if the entire amount of the adjust-
ment was due to reasonable cause.” For reasons set forth in our com-
ments concerning section 1602 of the bill, we believe that allowance
of deficiency dividend relief should be limited instead to adjustments
of errors “due to reasonable cause and not willful neglect.” We also
recommend that deduction should be allowed “only to the extent of
the amount of the adjustment” attributable to failure to comply with
the standard set forth in section 859(g).

Without such a revision, the purpose of the deficiency dividend pro-
visions, as set forth by Congressman Landrum in sponsoring H.R.
11083 (which contains substantially identical provisions to section
1601 of the current bill), to prevent disqualification “for a REIT
which in good faith believed it met the 90-percent distribution re-
quirements, but upon audit, did not meet the requirements,” would
be thwarted. (119 Congressional Record No. 160, at H9381 (93d Cong.,
1st sess., Oct. 24, 1973)). o

For example, a REIT may have employed the component method of
computing the useful life of a building for depreciation purposes and
under that method have erroneously arrived at a 25-year useful life,
whereas only a 30-year life could be justified. Its erroneous estimates
of useful life may have béen due to reasonable cause as to the major
portion of the components, constituting perhai)s 80 percent of the
total cost of the building, but without reasonable cause as to 20 per-
cent. Under proposed code section 859(g), the REIT would not be
allowed to declare a deficiency dividend of anY part of the resulting
understatement of its income, even though a declaration of a small part
of the understated amount would have been sufficient to meet the sec-
tion 857(a) (1) distribution requirement and thus to avoid disquali-
fication. Our committee’s recommended revision to section 859(g), we
believe, would eliminate inequities of this kind.-

We further suggest that the congressional committee reports make
clear that the reasonable cause and not willful neglect requirement
would be satisfied where a REIT had, in good faith, relied on advice
of le%:ﬂ counsel or independent certified public accountants. Precedent
for this interpretation is provided by regulatory provisions under
various sections of the code. See, for example, section 1.1247-1(d) (2),
respecting good faith reliance on counsel or accounts by foreign invest-
ment companies in determining whether 90 percent of taxable income
has been distributed for purposes of electing under section 1247(a) to
have a qualified shareholder avoid the application of section 12486.

New code sections 859(b) (2) and 6697, as proposed under the bill,
would in effect subject a REIT which paid a deficiency dividend to
interest determined on the basis of the amount of the adjustment
which gave rise to the dividend and to a penalty in a like amount but
not in excess of 50 percent of the dividend. The penalty would not be
deductible. (See regulations sec. 1.162-1{a)).

. The formula for computing interest and penalty appears erroneous
in that the amount of the deficiency dividend, while limited to the
amount.of the adjustment, is not necessarily correlated to the latter
figure. For example, a REIT may choose to pay only a sufficient divi-
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dend to avoid dﬁmliﬁcation, which payment could be considerably
less than permitted by reason of the adjustment. (See proposed code
section 859(d)). Our initial recommendation, therefore, 18 that in-
terest and penalty each be determined by reference to the amount of
the deficiency dividend rather than the amount of the adjustment.

Moreover, in our opinion the nondeductibility feature of the penalty
would place an undue burden upon REIT’s which wished to avail
themselves of the relief from underdistribution allowed by section
1601 of the bill. Since that feature would prevent the penalty being
taken into account in determining REIT income, a REIT which dis-
tributed the full amount necessary to avoid imposition of corporate tax
would have to look to resources other than income, (e.g., loans or
capital distributions) to be able to meet its penalty obligation. We
suggest that this inequity be remedied by an additional subEaragra h
(C) to proposed code section 859(d) (3), which section deals with the
effect of deficiency dividends on the dividends paid deduction. The
new subparagraph would read, in substance:

(C) TREATMENT OF PENALTIES—An amount equal to the penalty im-

‘posed by section 6697 paid in any taxable year shall be included in the amount
of dividends paid for such year for purposes of computing the dividends paid
deduction for such year.
- We also believe that the penalty should not be imposed where a
deficiency dividend is paid (pursuant to an election under the section
1601(c) amendment of code section 857(b) (3)(C)) because of an
increase in capital gains which constitutes a section 859(b) (1) (C)
adjustment. As distinct from the other circumstances of adjustment,
such dividend would be paid not to prevent disqualification of the
REIT or even to avoid corporate income tax upon the adjustment
amount, but rather to shift the capital gain tax burden from the REIT
to its shareholders. _

Given the disparity of benefits flowing from deficiency dividends
in the two circumstances, imposition of interest upon the amount
designated as a capital gain dividend during the 120-day period
provided by the amendment appears to us the maximum amount that
should be exacted from a REIT as the price of allowing it to declare
a deficiency dividend based upon the adjustment. If REI'T’s were also
m%uired to dpay the section 6697 penalty as a condition of capital gain
deficiency dividends, we believe that only in rare cases would they
elect to declare such dividends and that, as a consequence, section 859
(b) (1) (C) would be rendered virtually nugatory. Accordingly, we
suggest that section 6697 be amended so as not to apply to adjustments -
under that section.

If rentals or other income were erroneously treated by a REIT as
qualified under section 856(c)(3) and were later determined to con-
stitute instead net income from foreclosure property and section 1221
(1) property within the meaning of section 857(b)(4)(B) under
proposed section 1603 (c) of the bill, the determination would result
in an adjustment under section 859(‘)) (1) (B). Similarly, determina-
tions which reclassified net income from foreclosure progert and
section 1221(1) pro&)erty to qualified income under section 856 (Z:) (3)
would result in an adjustment under section 859 (b) (1) (A).
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In neither situation would the REIT require section 859 relief; yet
under the bill in both instances it apparently would be entitled to
include the reclassified amount in determining its deficiency dividend.
(See sec. 859(d) (2)).

We suggest that proposed sections 859(b) (1) (A) and (B) be
amended so as to exclude increases in real estate investment trust
taxable income and in net income from foreclosure property and
section 1221(1) property of the type mentioned from the definition
of the term “adjustment.”

Section 857(b) (3), as amended by section 1601(c) of the bill, would
permit designation of a capital gain dividend where the IRS success-
fully reclassifies ordinary income as long-term capital gain, notwith-
standing that the usual period for accomplishing such a dividend
would have expired. Such designation would reduce the ordinary
income portion of the dividend that had been paid for the year in
which the gain was realized ; thus the reclassification would result in a
decrease in the deduction for dividends paid (as defined in sec. 561)
tsie&rgm(rﬁd( 1;v)it;hout‘, regard to capital gains dividends under section

5 .
* Although we believe that the late designation of capital gain divi-
dends is necessary, it appears that déficiency dividend relief is unneces-
sary in this circumstance. Pursuant to section 857(b)(2)(A), the
REIT’s taxable income would be reduced by the amount which had

- been reclassified as long-term capital gain; accordingly the reclassifi-

cation would not change the amount (if any) of such income which
remained undistributed. We, therefore, recommend that proposed sec-
tion 859(b) (1) (D) be amended to exclude from the term “adjust-
ment” a decrease in a dividends paid deduction to the extent that the
determination resulting in the decrease also decreases the REIT’s real
estate investment trust taxable income.

SECTION 1602—RELIEF FROM DISQUATIFICATION WHERE INCOME TESTS NOT
- MET DUE TO REASONABLE CAUSE

General comments

. 'This section of the bill, instead of disqualifving a REIT that does
not meet the income requirements of section 856(c) of the Code, sub-
jects the REIT to tax at the rate of 48 percent on the amounts realized
in excess of those requirements—reduced by an allocable portion of
deductions—provided that (a) the REIT disclosed the nature and
amount of the sources of its gross income in a schedule attached to
its income tax return for the year in question and (b) the REIT had,
after reasonable investigation, reasonable grounds to believe and did
believe that the nature and amount of the sources of its gross income
satisfied the income requirements. We agree with the general policy
underl_vfr'llg section 1602. We believe, however, that the condition that
the REIT have reasonable grounds to believe that the nature and
amount of the sources of its giross income satisfied the income require-
ments should be appropriately modified to conform to a similar test
contained in existyng provisions of the Internal Revenue Code and
that the taxing provisions of section 1602 should be changed in several
substantive and technical respects so as to carry out more appropri-.
ately the policy underlying the section. -
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Technical comments

1. New section 856(c) (8) (B)—section 1602(a) of the bill—in re-
quiring the REIT to have “reasonable ground to believe” that its gross
income satisfied the requirements of section 856(c), introduces a new
test not presently found in the Code. By its nature, such a test is not
susceptible of precise definition and it will undoubtedly lead to con-
troversy—and perhaps substantial litigation—over its meaning. We
therefore urge that there be substituted in the bill the test which is
presently used in many analogous provisions of the Internal Revenue
Code and the meaning of which has been substantially developed by
regulation and case law. A good example of this test may be found in
section 1247(b) (1) of the Cgode, which concerns the requirement that
a foreign investment company distribute to its shareholders 90 per-
cent or more of what its taxable income would be if it were a domestic
corporation. Under that grovision, the failure to distribute the requi-
site amount is excused if it is shown that such failure was “due to
reasonable cause and not due to willful neglect”. The regulations under
section 1247(b) (1) state that reasonable cause will be found if the
company exercised ordinary business care and prudence, including
reliance in %ood faith upon estimates and opinions of independent
certified public accountants or other experts which are also used for
purposes of its financial statements filed with the Securities and Ex-
change Commission. Under such a standard, the condition in the bill
that the REIT make a “reasonable investigation” would be subsumed .
undgr the basic requirement that it exercise ordinary business care and
prudence.

To substitute the usual standard now in the Code, new section
856(c) (8) (B) should be amended to read as follows: “The failure to
meet such requirements was due to reasonable cause and not due to
willful neglect.”

2. New sections 857(b) (5) and (6) (sec. 1602(b) of the bill) con-
tain, in our view, a number of substantive and technical defects.

First, section 857(b) (5) imposes tax on all nonqualifying income
whether or not the REIT has met the 95 percent and 75 percent in-
come tests of sections 856(c) (2) and (3). It is not clear whether this
is intended by Congress, as the report of the House Ways and Means
Committee states in part that the tax is to be imposed “[w]here &
REIT fails to satisfy one of the income source tests, but is not dis-

ualified because there were reasonable grounds for believing that
the source rules were not violated.” Such taxation would place a
harsher burden on REI'T’s than is borne by other entities which are
allowed to escape taxation by meeting prescribed income tests within
a certain margin of error, such as regulated investment companies and
DISC’s. Furthermore, the nonqualifving income may be derived from
passive investment sources but may fail to qualify only because it has
not met certain technical requirements of the REIT provisions of the
Code (such as the special rules concerning qualification of rent) and
therefore the presenec of such income may well not represent a delib-
erate carrying on of business activities not permitted to a REIT.

Second, it is possible that gnin from the sale of section 1221(1)
property which causes the REIT to fail the 75 percent and 1 percent
tests would be subjected to tax three times under new sections 857(b)
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(5) and (6), and such gain will also be subjected to the special tax
imposed by new section 857 (b) (4) of the Code. Such taxation is clearly
excessive,

Third, under new sections 857(b) (5) and &6) the penalty tax
operates cumulatively on a failure to satisfy bot the 75 percent and
95 ﬂercent tests, even though the same income causes the REIT to fail
both tests—that is, the amount by which those tests are not met is sub-
jected to penalty tax twice. This again seems to be an excessive penalty.

Fourth, under new section 857(b) (8) (B), the formula by which
deductions are allocated to the excess amounts to bp subjected to the
penalty tax operates in such a way that deductions directly connected
with gain derived from section 1221(1) property are completely ex-
cluded and such gain is deemed to bear a proportionate part of all
other deductions incurred by the REIT not directly connected with
such gain. There is no a ({)arent reason for such an illogical formula,

We believe that it would be more logical and appropriate, and would
better achieve the intended deterrence purpose of section 1602 of the
bill, if the taxing provisions were to operate in such a way that: (1)
the amount of excess nonqualifying income to be subjected to the
penalty tax would be calculated by reference to the income require-
ments themselves; (2) excess nonqualifying income would be sub-
jected to penalty tax only once, but at a rate equal to 100 percent of
the profit realized from the nonqualifying transaction or transactions,
determined by allocating all deductions proportionately to all classes
of the REI'T’s income ; and ('3? the net gain from section 1221 %roperty
would be subjected only to the 100 percent penalty tax if the gross
gain exceede(i the 1 percent limitation and only to the special tax
under new section 856(b) (4) at the regular corporate rate if the gross

ain did not exceed the 1 percent limitation. Such changes would make
the penalty tax consistent with the income requirements and would
avoid the incongruous result of taxing the same income—particularl
section 1221(1) gain—two or three or more times, which might wef'l
result in an effective tax rate of more than 100 percent on the net
income realized from nonqualifying transactions,

SECTION 1603~—TROPERTY HELD FOR S8ALE TO CUSTOMERS

General comments - ' ) :
Under present law, a REIT is prohibited fr