TECHNICAL CORRECTIONS ACT OF 1977

(Including Carryover Basis Provisions)

HEARINGS

BEFORE THE

SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT GENERALLY

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-FIFTH CONGRESS

FIRST SESSION
ON
H.R. 6715

TO CORRECT TECHNICAL AND CLERICAL MISTAKES IN THE
TAX LAWS

S. 1954
TO REPEAL THE CARRYOVER BASIS PROVISIONS ADDED BY
THE TAX REFORM ACT OF 1976

S. 2227
TO POSTPONE THE EFFECTIVE DATE OF THE CARRYOVER
BASIS PROVISIONS OF THE INTERNAL REVENUE CODE OF 1954

S. 2228
TO AMEND THE INTERNAL REVENUE CODE OF 195¢ TO MAKE
CERTAIN CHANGES IN THE ESTATE AND GIFT TAX PROVISIONS
AMENDED OR ADDED BY THE TAX REFORM ACT OF 1976

OCTOBER 26, 27, 28, AND 31, 1977

Printed for the use of the Committee on Finance

&

U.8. GOVERNMENT PRINTING OFFICE
08-902 WASHINGTON : 1977

For sale by the Superintendent of Documents, U.8. Government Printing Office
Washington, D.C. 20402

S361-9 .



COMMITTEE ON FINANCE
RUSSELL B. LONG, Louisiana, Chairman .

HERMAN E. TALMADGE, Georgla CARL T. CURTIS, Nebraska
ABRAHAM RIBICOFF, Connecticut CLIFFORD P. HANSEN, Wyoming
HARRY F. BYRD, J&,, Virginia ROBERT DOLE, Kansas
GAYLORD NELSON, Wisconsin BOB PACKWOOD. Oregon

MIKE GRAVEL, Alaska WILLIAM V. ROTH, Jr., Delaware
LLOYD BENTSEN, Texas PAUL LAXALT. Nevada
WILLIAM D. HATHAWAY, Maine JOHN C. DANFORTH. Missourl

FLOYD K. HASKELL, Colorado
SPARK M. MATSUNAGA, Hawail
DANIEL PATRICK MOYNIHAN, New York

MICHAEL STERN, Staff Director
GEORGE W. PRITTS, Jr., Minority Counecl

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY
HARRY F. BYRD, J&., Virginia. Chairman

HERMAN E. TALMADGE, Georgla BOB PACKWOOD, Oregon
MIKBE GRAVEL, Alaska CLIFFORD P. HANSEN. Wyoming
FLOYD K. HASKELL, Colorado WILLIAM V. ROTH, JR.. Delaware

()



CONTENTS

ADMINISTRATION WITNESSES

Lubick, Hon. Donald C., Deputy Assistant Secretary of the Treasory for
TAaX POHCY o e m e e ———

PUBLIC WITNESSES

American Bankers Association, John Butala, Jr., cochairman, Taxation
Committee, Trust Divislon_________ ..
American Bar Association, David Hardee, chairman, Committee on Carry-
over Basis, section of taxation, and George Hauptfuhrer, immediate past
chairman, American Bar Association, section of real property, probate
and trust law, accompanied by Lipman Redman, chairman-elect, section
of taxation, and Doris BlazeK .. .
American College of Probate Counsel, Frank S. Berall, accompanied by
Arthur Peter, Jr o o e
American Farm Buveau, Robert 1., Hitzhusen, assistant director, national
affRlirs e mem
American Institute of Certified Public Accountants, Arthur 8. Hoffman,
chairman, Commn.ittee on Financial and Estate I’lanning of the Federal
Tax Diviston. - o e
Aronsohn, Alan, Esq., on behalf of the National Realty Committee________
Berall, Frank S., American College of Probate Counsel, accompanied by
Arthur Peter, Jr e
Berendt, Lee 11., president, Commodity Exchange, Inco___ . .______
Blattmachr, Jonathan__ e
Boasberg, Tersh, Esq., general counsel, Preservation Actfon.._.._.__..__..
Butala, Jobhn Jr., cochairman, Taxation Committee, Trust Division of the

Champion International Corp., Leonard L. Silverstein, Esq.-.
Chicago Board of Trade, Warren W. Lebeck, president._____.________._._
Clagett, John W, president, Futures Industry Association, Inc
Cohen, Sheldon, former Commissioner of Internal Revenue._____.__.__.
Commodity Exchange, Inc.,, Lee H. Berendt, president__ ________________
Forest Industries Committee on Timber Valuation and Taxation, Keville
Larson, Larson & McGowan, Consulting Foresters, accompanied by Wil-
Mam Condrell __ e
Fox, H. Lawrence, Esq., Cadwalader, Wickersham & Taft. ... ____.____
Futures Industry Association, Inc., John W, Ciagett, president___________
Groom, Theodore R., K¥sq., Prudential Life Insurance Co-__ .. __.____..
Hance, Kenneth G., presldent, National Realty Committee_______________
Hardee, David, chairman, Committee on Carryover Basis, American Bar
Association, section of taxation, and George Hauptfuhrer, lintnediate
past chairman, American Bar Assoclation, section of real property, pro-
bate and trust law, accompanied by Lipman Redman, chairman-elect,
section of taxation, and Dorls Blazek_ .. o _____
Hl}gzhusen, Robert L., assistant director, national affairs, American Farm
UFEAU o~ - o o e e e o e e e e ——————
Hoffman, Arthur 8., chairman, Committee on Financial and Estate Plan-
ning of the Federal Tax Division, American Institute of Certified Pub-
lic Accountants.. ..o ______ e mmmemm—m— e
International Council of Shopping Centers, John Szymanski, director of
taxes and assistant controller, the Rouse CO- oo
Kartiganer, Joseph. oo oo
Klineman, Kent M., Klineman Associates, accompanied by Edward L.
Merrigan ... o e o e e e e e e e

(ITI)

Page
42,67

180

216



1v

Page
Larson, Keville, Larson & McGowan, Consulting Foresters, on behalf of §

Forest Industries Committee on Timber Valuation and Taxation, accom- .

panied by Willlam Condrell ... e 263
Lebeck, Warren W., president, Chicago Board of Trade. .. .- _______. 104
McGrath, Thomas. . o e e oo 275
MecMillan, C. W,, vice president, government affairs, Natlonal Cattlemen's

Association e 255
National Association of Realtors, Gil Thurm, staff leglslative counsel and

director of tax PrOgramS. ... oo e 221
National Cattlemen’s Association, C. W. McMillan, vice president, govern-

ment affalrs e mem 255
National Realty Cominittee:

Kenneth G. Hance, president._ .. _______ e ——————— 216
Alan Arohnson, E8( oo ;e e e e e 218
Nordberg, Carl A. Jr., Esq. on behalf of Reading & Bates Offshore Drilling

Co., and Tidewater Marine Services, INC. ... oo 201
Preservation Action, Tersh Boasberg, Esq., general counsel_ ... __._..___ 284
Prudential Life Insurance Co., Theodore R. Groom, ESQ- oo _.___ 213
Reading & Bates Offshore Drilling Co., and Tidewater Marine Services,

Ine., Carl A. Nordberg, Jr., ESQo o oo e 201
Richmond, David W., Esq., Miller & Chevalier, Washington, D.C.__.______ 107
Salomon Bros., William J. Tierney, vice president______________________ 241
Schulman, Robert A., Esq., accompanied by William H. Sullivan, Jr., presi-

dent, New England Football Club, Inc______________________________.__ 290
Silverstein, Leonard 1., Esq., on behalf of Champion International Corp_. 205
Stewart, George, treasurer, Johns Hopkins University_ e .. 241
Szymanski, John, director of taxes and assistant controller, the Rouse

Co., on behalf of the International Council of Shopping Centers._.._.__ - 216
Thurm, Gil, staff legislative counsel and director of tax programs, Na-

tional Association of Realtors_________________ . 221
Tierney, William J., vice president, Salomon Bros_____________________ 241

COMMUNICATIONS
Abel, Brent, San Francisco, Calif_ e 380
Aidinoff, M. Bernard, New York, N.Y____ o= 380
Alexander, Donald C., Olwine, Connelly, Chase, O'Donnell & Weyher______ 462
Alexander & Green, Stephen T. Lindo_ . 376
Alexandria National Bank of Northern Virginia, F. W. Tomkins, vice presi-

dent and senior trust officer. oo 425
Allen, Hon. James B., a U.S. Senator from the State of Alabama_________ 205
American Bankers Association, Robert I.. Bevan_ ... _____.__ 429
American Council of Life Insurance, Willlam T. Gibb, chief counsel, Fed-

eral taxes and pensiONS. . e 374, 426
American Hotel & Motel Association, Albert L. McDermott, Washington

representative _ o ccemmcmen 402
American Stock Exchange, Inc., Norman S. Poser_ .. _eoom_o._ 432
Appert, Richard H., partner, White & Case________ o aiee. 393
Armco Steel Co., Edward T. Mitchell, Patton, Boggs & Blow__________._. 364
Association for Advaunce Life Underwriting, Gerald H. Sherman, counsel. 433
Authors League of America, Irwin Karp, counsel._ ... 434
Beghe, Renato, chairman, Tax Section, New York State Bar Association.. 351
Bevan, Robert L., American Bankers Assoclation______ . .____.._ 4290
Bixler, John M., Miller & Chevalier 398
Brock, Pope P e 460
Bullding Owners and Managers Assoclation International 385
Bumpers, Hon. Dale, a U.S. Senator from the State of Arkansas________ 295
Campbell, John E., United Virginia Bank_ __ .. ____ 422
Central National Bank, O. Stuart Chalifoux____ . ___________ 422
Chalifoux, O. Stuart, Central Natlonal Bank__ . ________ . ___.___. 422
Cohen, Edwin 8., Washington, D.C. .o e 380
Colorado Bar Association:

Milton E. Meyer, Jr., chairman, Commit¢tee for Repeal of Carry-Over
Baslis, tax section . e 427
" Daniel 8. Hoffman, president- . oo 428
Conway, Hewitt A., New York, N.Y 380

Coyne, Martin L., senior vice president, J. Aron & Co., I0Co o 897



v

Page
Cronin, Donald J., attorney at law, Corcoran, Youngman & Rowe_____.__ 403
Culver, Hon. John C., a U.S. Senator from the State of Iowa____.__.____ 329
Danforth, Hon. John ., & U.S. Senator from the State of Missouri_______ 327
Dunn, Thomas T., attorney at lawo oo oo omemee 460
Eberling, May Dean, executive director, Metropolitan Government of
Nashville and Davidson County, Metropolitan Historical Commission._.. 437
Evra COrP oo e e 395
Faber, Peter I.., Rochester, N. Y. oo ea 380
First and Merchants National Bank of Radford, Perry G. Gorham, vice
president and trust officer. .o o 424
Florida Bankers Association, Norton B. Nlchols, chairman, trust division. 450
Fulmer, Joanna R, Murdoch & Walsh__________________________ ______ 429
Gibb, Willlam T., chief counsel, Federal taxes and pensions, American
Council of Life Insurance _ .o oo 374, 426
Goldstein, William L., Washington, D.C_____.___ . _________. 380
Goodman, James B., director, administration, E. F. MacDonald Travel 218
O e e e
Gorham, Perry G., vice president and trust officer, First and Merchants
National Bank of Radford__ . _______ . 424

Hathaway, Hon. Willlam D., a U.S. Senator from the State of Maine.. 205
Retm, John, vice president and general counsel, Premium Corp. of

Ameriea e 378
Henderson, Gordon D., New York, N.Y._ .. 380
Henry, J. Gordon, Northern Trust 0 e e 413
Hewitt, James O., ‘San Diego, Calif_________ .. 380
Htegel, Richard J., New York, N.Y__ e 380
Hoffman, Daniel S., president, Colorado Bar Association.._ . _____.____ 428
Horsely, Waller H., Richmond, Va____________________ ... 3%0
Huffaker, John B., Philadelphia, Pa_ . ______________ . ___. ____.... 880
International Travel Associates, Inc., J. E. Trabert, president._______._ 378
Jowa State Bar Association____ . __________ .. 329
Johnston, Hon. J. Bennett, a U.S. Senator from the State of louisiana.. 327
Karp, Irwin, counsel, the Authors Ieague of America__ .. ____.____ 434
Kaufman, David J., ESQu oo oo e 452
Kemper, A. 8. IIT executive vice president, United Virginia Bank/First

National . e 421
Kingsbury, Burton A., McCush, Kingsbury, O'Connor, Ludwigson,

Thompson & Hayes_ __ . e 449
Lefeve, David A., vice president, Merrill Lynch & Co., Inco._______._. 349
Lehrfeld, William J., Webster & Chamberlain_ .. _________________.___ 432
Machonald, E. F,, Travel Co., James B. Goodman, director, administra- 278

HON e e e ———————— 't

McClellan, Hon. John L., a U.S. Senator from the State of Arkansas.. 295
MeDermott, Albert L., Washington representative, American Hotel &

Motel Association_ . e 402
McKenzie, Robert G., legislative chairman, trust division, Texas Bank-

ers Assoclation.____ e 448
MceNamara, Rieman, Jr., vice chairman, Southern Bank & Trust Co._._.. 421
Manning, Elliott, New York, N.Y .o emeeeee e 380
Mansfleld, Harry K., Boston, Mass. . e 380
Maritz, Inc., Henry S. Stolar, vice president and assoclate general

COUNSCY oo e e e e e e e 378
Marling, William B, vice president, S & H Motivation and Travel Associ-

ates, Inco e 378
Méasley, Harold F., Jr., tax counsel, trust department, Wilmington I'rust 464
Merrill Lynch & Co., Inc., David A. Lefeve, vice president______._______.__ 349
Merer, Milton E., Jr, chairman. Committee for Repeal of Carry-Over

Basig, taxation section, Colorado Bar Association___________________ 427
Mitchell, Edward T., Patton, Boggs & Blow, on behalf of Armco Steel Co.. 364
Moorehead, Donald V., Sutherland, Asbill & Brennan__.___________._____ 399
Muskie, Hon. Edmund 8., a U.S. Senator from the State of Maine__.____ 205
National Association of Home Bullders_ . _ . o 347
Natlonal Trust for Historlc Preservation, Douglas P. Wheeler executive

vice president e 345

New York Coffee and Sugar Exchange and New York Cocoa Exchange_.. 350
New York State Bar Assoclation, Renato Beghe, chairman, tax section... 351
Nichols, Norton B., chairman, trust division, Florida Bankers Assoctation. 450



Northern Trust Co., J. Gordon Henry o e
Nystrom, Carl, attorney 8t lawW. .o ce oo
Poser, Norman 8., American Stock Exchange, InC oo ___._
Post, David B., asslstant professor, University of North Carolina_.._____
PPG Industries, Inc., L. S. Willlams. - e
Premium Corp. of America, John Helm, vice president and general

QOUNSCl w e c e mceem e m e e m; e —————————————————
Reese, Thomas J., legislative director, Taxation With Representation____
S. & H. Motivation and Travel Assoclates, Inc, Willlam E. Marling, vice

president .o e mmm— e e e —mme e
Schapiro, Donald, New York, N.Y. oo
Sherman, Gerald H., counsel, Association for Advanced Underwriting.-__
Shumate, Willlam M., vice president, Travel Business Incentives, Inc
Sparkman, Hon, John, a U.S. Senator from the State of Alabama._....__
Southern Bank & Trust Co., Rieman McNamara, Jr., vice chairman___.._
Stolar, Henry 8., vice president and assoclate general counsel, Maritz, Inc_
Studds, Hon, Gerry E., a Representative from the State of Massachusetts_
Superior Ol COm e e m e ;e — e — e ——————
Sweeney, Thomas P., partner, Richards, Layton & Finger e
Taxation With Representation, Thomas J. Reese, legislative director__...
Temkin, Charles B., Patton, Boggs & BlowW.o oo
Terry, Frederick A., Jr., New York, N.Y e
Texas Bankers Assoclation, Robert G. McKenzie, legislative chairman,

trust division. . e e
Tomkins, F. W., vice president and senior trust officer, Alexandria Na-

tional Bank of Northern Virginla e
Trabert, J. E,, president, International Travel Associates, Inc_._.______
Travel Business Incentives, Inc., Willlam M. Shumate, vice president..___
Uhl, R. R., Downing, Smith. Jorgensen & Ubhl. . ___._.
United Virginia Bank, John E. Campbell . ___ ..
United Virginia Bank/First National, A. S. Kemper III, executive vice

president o e
Venable, Baetjer & Howard, John K. Barry oo m oo
Weber, Gordon M., San Francisco, Calif______ . _____ . _______
‘Wheeler, Douglas P., executive vice president, National Trust for Historic

Preservation e
Williams, L. S., PPG Industries, Inco o
Wilmington Trust Co., Harold F. Measley, tax counsel, trust department..

ADDITIONAL INFORMATION

Committee press release ... ____ ——— .
Text of the bills, H.R. 6715, S. 1954, S. 2227, and 8. 2228 . ___ . ____.
Letters:
National Cotton Council of America . _.___ - -
National Association of YWheat Growers. oo
National Milk Producers Federation oo oo e cmaeaee




TECHNICAL CORRECTIONS ACT OF 1975
(Including Carryover Basis Provisions)

WEDNESDAY, OCTOBER 26, 1977

U.S. SENATE,
SuscoMMITTEE 0N Taxation AND DEpT MANAGEMENT
GeENERALLY OF THE COoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman of
the subcommittee) presiding.

Present : Senator Byrd.

Senator Byrp. The committee will come to order.

[The committee press release announcing these hearings and the
bills, H.R. 6715, S. 1954, S. 2227, and S. 2228 follow:]

{Press Release)

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY ANNOUNCES
HEARINGS ON CARRYOVER BABIS A8 PART OF THE “TECHNICAL CORRECTIONS ACT
oF 1977"

Harry F. Byrd, Jr. (I.-Va.}, Chairman of the Subcommittee on Taxation and
Debt Management of the Finance Committee, today announced that hearings
will be held on October 27, and on October 28, 1977, on 8. 1954, S. 2227, and
8. 2228, and otker bills which may be introduced dealing with the subject of
(igurl?é?ver basis. The hearings will be held in Room 221 Dirksen Senate Office

uilding,

Hearings on Octcher 27 will begin at 9 A M., and will be limited to Treasury
Department witnesses. Hearings for public witnesses will be held October 28 at
9 AM. as part of the hearings on H.R. 6715, the “Technical Corrections Act
of 1977.” Additional hearings on a subsequent date will be scheduled if necessary.

Senator Byrd stated that the carryover basis portion of the estate tax fs one
of the most pressing problem areas created by the 1976 Tax Reform Act.

“Not only does carryover basis increase the complexity of the tax law, {t also
is a radical departure from our past estate tax law. Furthermore, the decisions
about carryover basis where made at a conference between the House and Senate
without thorough and adequate consideration by these bodles and their com-
mittees.”

Senator Byrd said the hearings were scheduled to review carryover basis,
as part of hearings dealing with a general clarification of the 1976 law.

8. 1954, sponsored by .Senator Carl Curtis of Nebraska, provides for the
fll;ngl’luéatlon of the carryover basis provisions of the estate tax law, enacted
n 3

S. 2227 and 8. 2228 are sponsored by Senator Harry F. Byrd. Jr. of Virginia
and Senator Robert Dole of Kansas. S. 2227 defers the effective date of the
carryover basis provisions until January 1, 1979, 8. 2228 includes several tech-
nical provisions designed to eliminate the complexities associated with carryover
basls and make the law more workable.

Other Senators may introduce legislation dealing with carryover basis. In that
event, those bills would also be considered in the hearings.

(1)
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Publle witnesses who desire to testify in the hearings should submit a written
request to Michael Stern, Staff Director, Committee on Finance, Room 2227
Dirksen Senate Office Bullding, Washington, D.0. 20510 by no later than the
close of business on October 26, 1977,

Legislative Reorganization Act—Senator Byrd stated that the Legislative
Reorganization Act of 1948, as amended, requires all witnesses appearing before
the Committees of Congress “to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of
their argument.”

Witnesses scheduled to testify should comply with the following rules:

(1) A copy of the statement must be filed by noon on the day before the day
the witness is scheduled to testify,

(2) All witnesses must include with their written statement a summary of
the principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal size)
and at least 75 copies must be submitted by the close of business the day before
the witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their ten-minute oral presentations to a summary of the points
included in the statement.

(5) Not more than ten minutes will be allowed for oral presentation.

Written testimony.—Senator Byrd stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (5) copies by October 31, 1977, to Michael Stern, Staff Di-
rector, Committee on Finance, Room 2227 Dirksen Senate Office Building, Wash-
ington, D.C. 20510.

(H.R. 6715, 95th Cong., 1st sess.)

AN ACT To correct technical and clerical mistakes in the tax laws

Be it enacted by the Senate and House of Representatlives of the United States
of America tn Congrecss assembled,

SECTION 1, SHORT TITLE; ETC.

(a) SHorT TiTLE.—This Act may be cited as the “Technical Corrections Act of
1977,

(b) AMENDMENT OF 1954 CoDE—Except as otherwise expressely provided,
whenever in this Act an amendment or repeal is expressed in terms of an amend-
ment to, or repeal of, a section or other provision, the reference shall be considered
to be made to a section or other provision of the Internal Revenue Code of 1934.

(c) TABLE OF CONTENTS.—

TABLE OF CONTENTS
See. 1. Short title; ete.
{a) Short title.
{b) Amendment of 1954 Code.
(e¢) Table of contents.
Sec. 2. Techvlihial amendments to income tax provisions and administrative pro-
sions.
(a) Amendments relating to retention of prior law for retirement
income credit under section 37 (e).
(b) Amendments relating to the minimum tax.
(c) Sick pay. :
(d) Netoperating losses.
(e) Effective date for flscal year taxpayers for construction period
interest and taxes.
(f) Clarification of provisions providing tax incentives to encourage
the preservation of historic structures.
(g) Foreign conventions.
(h) Clarification of last sentence of section 337(c) (2).
(1) Cert:lin transactions involving two or more investment com-
) panies.
(J) At risk provisions,
(k) Amendments relating to use of accrual accounting for farming.
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(m)
(n)

(o)
(p)

(a)

(r)
(s)
(t)
(u)
(v)
(w)
(x)

(y)
(z)

3

Extension of certain provisions to foreign personal holding
companies.

Definition of condominium management association.

Speclal rule for gain on property transferred to trust at less
than fair market value,

Allowance of forelgn tax eredit for accumulation distributions.

Retention of character of amounts distributed from accumula-
tion trust to nonresident allens and foreign corporations.

Limitation on allowance of partnership losses in the case of
nonrecourse loans.

Exempt interest dividends of regulated investment companies.

Amendments relating to real estate investment trusts.

Amendments relating to treatment of forelgn income.

Holding period of commodity futures contracts,

Amendment of section 1239(a).

Recapture of depreciation on player contracts.

Treatment of pensions and annuities for 50-percent maximum
rate on personal service income.

Changes in the subchapter S provisions.

Withdrawals from individual retirement accounts, ete.

(aa) Amendments relating to disclosure of tax returns.
(bb) Amendments relating to income tax return preparers.
(ce) Clarification of declaratory judgment provisions with respect

to revocations of or other changes in the qualifications of
certain organizations.

Sec. 3. Technical, clerical, and conforming amendments to estate and gift tax

provisions.

(a) Amendments relating to treatment of section 306 stock.

(b) Coordination of deduction for estate taxes attributadle to in-
come in respect of a decedent with the capital gain deductions,
ete.

(¢) Amendments relating to carryover basis.

(d) Amendments relating to valuation of certain farm, etc, real
property.

(e) Amount of security required for extended payment provisions
for closely beld businesses.

(£) Clarification of the $3,000 annual exclusion from the rule in-
cluding in gross estate transfers within 3 years of death.

{g) Amendments relating to estate tax marital deduction.

(h) Coordination of sections 2513 and 2035.

(1) Inclusion in gross estate of stock transferred by the decedent
where the decedent retains or acquires voting rights.

{j) Amendments relating to individual retirement accounts, ete..
for spouse.

{k) Provisions relating to treatment of joint interests.

(1) Amendments relating to orphans’ exclusion.

(m) Disclaimer by surviving spouse where interest passes to such
spouse.
(n) Amendments relating to tax on generation-skipping transfers.
(o) Adjustment in income tax on accumulation distributions for
portion of estate and generatfon-skipping transfer taxes.
(pr) Relief of executor from personal liability in the case of reliance
on gift tax return.

(@) Amendment of governing instruments to meet requirements for
gifts of split interest to charity.

(r) Indexing of Federal tax liens.

(8) Clerical amendments.

Sec, 4. Corrections of punctuation, spelling, incorrect cross references, ete.

(a) Erroneous cross references in investment credit.

(b) Prepald legal services.

(c¢) Amendments relating to sections 219 and 220.

(d) Accrual accounting for farm corporations,

(e)

Amendment of section 011,



4

Sec. 4. Corrections of punctuation, spelling, incorrect cross references, etc.—

Continued
(f) Transition rule for private foundations.
(g) Lobbying by public charities.
(b) Amendments to foreign tax provisions.
(1) Amendments to DISC provisions.
(J) Amendments relating to deadwood provisions.
(k) Capital loss carryovers.
(1) Amendments relating to certain aircraft museums.
(m) Inspection by committee of Congress.
(n) Amendment of section 6301.
(o) Conforming amendments to new definition of taxable income.
(p) Conforming amendments to repeal of section 317 of Trade Ex-
pansion Act of 1962,
(q) Effective date.

SEC. 2. TECHNICAL AMENDMENTS TO INCOME TAX PROVISIONS AND
ADMINISTRATIVE PROVISIONS.

(a) AMENDMENTS RELATING TO RETENTION OF PRIOR LAW FOR RETIREMENT IN-
COME CREDIT UNDER SEOTION 37(e).—

(1) CLARIFICATION THAT SPOUSE UNDER AGE 65 MUST HAVE PURLIC RETIRE-
MENT S8YSTEM INCOME.—Paragraph (2) of section 37(e) (relating to election
of prior law with respect to public retirement system income) is amended
by striking out “who has not attained age 65 before the close of the taxable
year” and inserting in lieu thereof “who has not attained age 65 before the
close of the taxable year (and whose gross income includes income described
in paragraph (4)(B))".

(2) CLARIFICATION THAT QUALIFYING SERVICES MUST HAVE BEEN PERFORMED
BY TAXPAYER OR sPOUSE.—Subparagraph (B) of section 37(e) (4) (defining
retirement income) {s amended by inserting “and who performed the services
giving rise to the pension or annuity (or is the spouse of the individual who
performed the services)’ after “before the close of the taxable year'".

(3) DISREGARD OF COMMUNITY PROPERTY LAWS.—Subsection (e) of section
87 (relating to election of prior law with respect to public retirement sys-
tem income) is amended by redesignating paragraph (8) as paragraph (9)
and by Inserting after paragraph (7) the following new paragraph:

“(8) COMMUNITY PROPERTY LAWS NOT APPLICABLE—In the case of a joint
return, this subsection shall be applied without regard to community prop-
erty laws.”

(4) EFFECTIVE DATES.—

(A) The amendments made by paragraphs (1) and (2) shall apply
to taxable years begnning after December 31, 1975.

(B) The amendments made by paragraph (8) shall apply to taxable
years beginning after December 31, 1976.

(b) AMENDMENTS RELATING TO THE MINIMUM TAX.—

(1) SPECIAL RULES FOR MINIMUM TAX IN THE CASE OF BUBCHAPTER 8 CORPO-
RATIONS AND PERSONAL HOLDING COMPANIES,—

(A) Paragraph (1) of section 57(a) (relating to adjusted itemized
deductions) is amended by striking out “An amount” and inserting in
lieu thereof “In the case of an individual, an amount”,

(B) The last sentence of section 57(a) (relating to items of tax
preference) is amended by striking out “Paragraphs (1), (3), ana”
and inserting in lieu thereof “Paragraphs (3) and”.

(C) Subsection (i) of section 58 (defining corporations) is amended
by striking out “Except as provided in subsection (d) (2), for purposes
of this part” and inserting in lieu thereof “For purposes of this part
(other than section 57(a) (9))".

(2) DIVISION OF $10,000 AMOUNT AMONG MEMBERS OF CONTROLLED GROUPS.—
Subsection (b) of section 58 (relating to members of controlled groups) is
amended to read as follows:

“(b) MEMBERS OF CONRTROLLED GROUPS.—In the case of a controlled group of
corporations (as defined in section 1563(a)), the $10,000 amount specified in
section 66 shall be divided among the component members of such group in
proportion to their respective regular tax deductions (within the meaning of
section 56(c) ) for the taxable year.”
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(3) COMPUTATION OF ADJUSTED ITEMIZED DEDUCTIONS IN THE CASE OF ESTATES
AND TRUBTS.—Paragraph (2) of section 57(b) (relating to computation of
adjusted itemized deductlons in the case of estates and trusts) is amended
to read as follows:

*(2) SPECIAL RULES FOR EBTATES AND TRUSTS,—

“(A) IN GENERAL.—In the case of an estate or trust, for purposes of
paragraph (1) of subsection (a), the amount of the adjusted itemized
deductions for any taxable year is the amount by which the sum of the
deductions for the taxable year other than—

“(1) the deductions allowable in arriving at adjusted gross income,
“(i1) the deduction for personal exemption provided by section

2(b),
“(iii) the deduction for casualty losses described in section 1to
(c) (8),
"“(iv) the deductions allowable under section 651(a), 661(a), or
691(c), and
“(v) the deductions allowable to a trust under section 642(c) to
the extent that a corresponding amount is included in the gross in-
come of the beneficiary under section 662(a) (1) for the taxable
year of the beneficlary with which or within which the taxable year
of the trust ends,
exceeds 60 percent (but does not exceed 100 percent) of the adjusted
gross income of the estate or trust for the taxable year.

*(B) DETERMINATION OF ADJUSTED GROSS INCOME.—For purposes of
this paragraph, the adjusted gross income of an estate or trust shall be
computed in the same manner as in the case of an individual, except
that—

(1) the deductions for costs pald or incurred in connection with
the administration of the estate or trust, and
“(ii) to the extent provided in subparagraph (C), the dedue-
tions under section 642(¢),
shall be treated as allowable in arriving at adjusted gross income.

“(C) TREATMENT OF CERTAIN CHARITABLE CONTRIBUTIONS.—For pur-
poses of this paragraph, the following deductions under section 642(c)
(relating to deductions for amounts paid or permanently set aside for
charitable purposes) shall be treated as deductions allowable in arriv-
ing at adjusted gross income :

*(1) deductions allowable to an estate,

*(i1) deductions allowable to a trust all of the unexpired interests
in which are devoted to one or more of the purposes described In sec-
tion 170(c) (2) (B),

*(iil) deductions allowable to a trust which is a pooled income
fund within the ineaning of section 642(c) (5), and

*{iv) deductions allowable to a trust which are attributable to
transfers to the trust before January 1, 1976.”

(4) SECTION 891 (C) DEDUCTION NOT TAKEN INTO ACCOUNT FOR DETERMINING
ADJUSTED ITEMIZED DEDUCTIONS,—Paragraph (1) of section 87(b) is amended
by striking out “and" at the end of subparagraph (C), by inserting “and” at
the end of subparagraph (D), and by inserting after subparagraph (D) the
following new subparagraph:

“(E) the deduction allowable under section 691(c),".

(5) ALLOCATION OF ITEMS8 OF TAX PREFERENCE IN THE CASE OF ESTATES AND
TRUSTS.—Paragraph (1) of section 58(c) (relating to estates and trusts)
is amended by striking out “on the basis of the income of the estate or
trust allocable to each” and inserting in lleu thereof “in accordance with
regulations prescribed by the Secretary”.

(6) EFrecTIVE DATE.—The amendments made by this subsection shall take
effect as if included in the amendments made by section 301 of the Tax
Reform Act of 1976,

{c) Sick PAy.—

(1) IN cENERAL—Section 105(d) is amended by striking out paragraphs
(4) and (6), by redesignating paragraph (5) as paragraph (4) and
paragraph (7) as paragraph (8), and by inserting after paragraph (4) the
following new paragraph:
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“(5) SPECIAL RULES FOR MARRIED COUPLES,—

“(A) MARRIED COUPLE MUST FILE JOINT RETURN.—Except in the case

of a husband and wife who live apart at all times during the taxable

year, if the taxpayer is married at the close of the taxable year, the

exclusion provided by this subsection shall be allowed only if the tax-
payer and his spouse file a joint return for the taxable year.

“(B) APPLICATION OF PARAGRAPHB (2) AND (3).—In the case of a
joint return—

“(i) paragraph (2) shall be applied separately with respect to
each spouse, but

“(1i) paragraph (3) shall be applied with respect to their com-
bined adjusted gross income.

“(C) DETERMINATION OF MARITAL STATUS.—For purposes of this sub-
section, marital status shall be determined under section 143 (a).

“(D) JOINT RETURN DEFINED.—fOor purposes of this subsection, the
term ‘joint return’ means the joint return of a husband and wife made
under section 6013."”

(2) CONFORMING AMENDMENT.--Subsection (c¢) (3) of section 505 of the
Tax Reform Act of 1976 (relating to disability retirement) is amended by
striking out “section 105(d) (5)” and inserting in lieu htereof *section
105(d) (4)".

(:g) EFFECTIVE DATE.—The amendments made by this subsection shall take
effect as if included in section 105(d) of the Internal Revenue Code of 1954
as such section was amended by section 505(a) of the Tax Reform Act of
1976 :

(d) NET OPERATING LOSSES.—

(1) AMENDMENT OF SECTION 172(b) (1) (B).—The second sentence of sub-
paragraph (B) of section 172(b) (1) (relating to years to which net operat-
ing losses may be carried) is amended by striking out “and (F)” and
inserting in lieu thereof “(F), and (G)".

(2) EFrrecTivE DATE.—The amendment made by paragraph (1) shall apply
to losses incurred in taxable years ending after December 31, 1975.

(e) ErrecrivE DATE FOR FISCAL YEAR TAXPAYERS FoR CONSTRUCTION DERIOD
INTEREST AND TAxks.—DParagraph (1) of section 201(c) of the Tax Reform Act of
1976 is amended to read as follows :

“(1) in the case of nonresidential real property, if the construction period
begins on or after the first day of the first taxable year beginning after
December 31, 1975,”.

(f) CLARIFICATION OF PROVISIONS PROVIDING TAX INCENTIVES TO ENCOURAGE
THE PRESERVATION OF HISTORIC STRUCTURES.—

(1) DEFINITION OF CERTIFIED HISTORIC STRUCTURES.—Subsection (d) of
section 191 (relating to amortization of certain rehabilitation expenditures
for certified historic structures) is amended by redesignating paragraphs
(2) and (8) as paragraphs (3) and (4), respectively, and by striking out
paragraph (1) and inserting in lieu thereof the following new paragraphs:

*“(1) CERTIFIED HISTORIC STBUCTURE.—The term ‘certified historic struc-
ture' means a building or structure which is of a character subject to the
allowance for depreciation provided in section 167 and which—

“(A) Islisted in the National Register, or

“(B) Is located in a registered historic district and is certified by the
Secretary of the Interior to the Secretary as being of historic significance
to the district,

“(2) REGISTERED HISTORIC DISTRICT.—The term ‘registered historle district’
means—

“(A) any district listed in the National Reglster, and

“(B) any district—

“(1) which is designated under a statute of the appropriate State
or local governmewnt. if such statute is certified by the Secretary of
the Interior to the Secretary as containing criteria which will sub-
stantially achieve the purpose of preserving and rehabiliting build-
ings of historic significance to the district, and

“(Il) which fs certified by the Secretary of the Interior to the
Secretary as meeting substantially all of the requirements for the
listing of districts in the National Register.”

(2) AMENDMENT OF CROSS REFERERCES.—Subsection (g) of sectlon 191
(relating to cross references) 18 amended to read as follows:
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“ Rm‘“w..— .
&) 9:;))5 al“or rules relating to the listing of buildings, structures, and

ri¢ districts in the National Register, see the Act entitled ‘An Act
{lgsetgtablish a program for the preservaion of addltior'\al historic prop-
erties throughout g‘é 1;1%10:1, axu; for other purposes’, approved Octo-
1 16 U.S.C. et seq.). . .
be‘l‘.(;)s'l“gss sx()ecial rules with respect to certain gain derived from the
disposition of property the adjusted basis of whu;'h is determined with
regard to this section, see sections 1245 and 1250,

(3) SPECIAL RULES FOR RECAPTURE OF AMORTIZATION DEDUCTION.—

(A) Paragraph (2) of section 1245(a) (relating to gain from
dispositions of certain depreclable property) is amended—

(i) by striking out “190, or 191" the first place it appears and
inserting in lieu thereof “or 190" and

(i1) by striking out “190, or 191" the second and third place it
appears and inserting in lieu thereof “180, or (in the case of property
dercribed in paragraph (3) (C)) 191”,

(B) Subparagraph (D) of section 1245(a) (3) (relating to gain from
dispositions of certain depreciable property) is amended by striking out-

‘190, or 191" and inserting in lieu thereof “or 190",

(C) Paragraph (3) of sectlon 1250(b) (relating to depreclation ad-
Justments) is amended by striking out *190 or 191” and inserting in lieu
thereof “or 190",

(4) STRAIGNT LINE METHOD IN CERTAIN CASES.—Subsectlon (n) of section
167 is amended to read as follows:

“(n) STRAIGHT LINE METHOD IN CERTAIN (JASES.

(1) IN oENERAL.—In the case of any property in whole or in part con-
structed, reconstructed, erected, or used on a site which was, on or after
June 30, 1976, occupied by a certified historic structure (or by any structure
in n registered historic district) which is demolished or substantially altered
after such date—

“(A) subsections (b), (j), (k), and (1) shall not apply, and

“(B) the term ‘reasonable allowance' as used in subsection (n) means
only an allowance computed under the straight line 1nethod.

The preceding sentence shall not apply if the last substantial alteration of
the structure s a certified rehabilitation.

“(2) ExceprioNs.—The limitations imposed by this subsection shall not
apply—

“(A) to personal property, and

“(B) in the case of demolition or substantinl alteration of a
structure located in a registered historic distriet, if—

“(1) such structure was not a certified historic structure, and

“(fi) before the beginning of the demolition or substantial alter-
ation of such structure, the Secretary of the Interior certified to
the Secretary that such structure is not of historie significance to
the district.

“(3) DEeFiNITIONS.—For purposes of this subsection, the terms ‘certified
historie structure’, ‘registered bhistorie district’, and ‘certified rehabilitation’
have the respective meanings given such terms by section 191(d).”

(5) DEMOLITION OF CERTAIN HISTORIC S8TRUCTURES.—Subsection (b) of sec-
tion 280B (relating to special rule for registered historlc districts) is
amended to read as follows :

“(b) SPEcIAL RULE FOR REGISTERED HISTORIC DisTtaicTs.—For purposes of this
section, any building or other structure located in a registered higtorie district
(as defined in section 191(d) (2)) shall be treated as a certified historic struc-
ture unless the Secretary of the Interior has certified, before the beginning of
the demolition of such structure, that such structure is not of historic significance
to the district.”

(6) SUBSTANTIALLY REHABILITATED HISTORIC PROPERTY,—

(A) Paragraph (1) of section 167(0) (relating to substantially
rehabilitated historic property) is amended by inserting “(other than
property with respect to which an amortization deduction has been
allowed to the taxpayer under sectlon 191)” after “substantially re-
habilitated historic property”.

(B) Paragraph (2) of section 187(0) fs amended hy striking out
“section 191(d) (3)” and inserting in lieu thereof “section 191(d) (4)".
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(7) ErrFecTive DATE.—The amendments made by this subzection shall take
effect as if included in the respective provisions of the Internal Revenue
Code of 1054 to which such amendments relate, as such provision were added
to such Code, or amended, by section 2124 of the Tax Reform Act of 1976.

(g) FoBEIGN CONVENTIONS.—

(1) DEDUCTIONS NOT DISALLOWED TO EMPLOYER W HERE EMPLOYEE INCLUDES
AMOUNTS IN GROSS INCOME.—Subparagraph (D) of section 274(h) (8) (re-
lating to application of subsection to employer as well as to traveler) is

" amended by adding at the end thereof the following new sentence: “The
preceding sentence shall not deny a deduciion to any person other than
the fndividual attending the foreign conveuntion with respect to any amount
includible in the gross income of such individual if such person treats such
amount as so {ncludible for purposes of part III1 of subchapter A of chapter
61 (relating to information returns).” .

(2) TECHANICAL AMENDMENTS.—The first sentence of section 274(b) (3)
is amended by striking out “more than one-half” and inserting in lleu
thereof “at least one-half”’.

(8) ErrecTive DATE.—The amendments made by this subsection shall apply
to conventions beginning after December 31, 1976. :

(h) CLARIFICATION OF LLAST SENTENCE OF SECTION 337(¢) (2).—

(1) In ognErAL—Subsection (¢) of section 337 (relating to linitations
on application of section 337) is amended by striking out the last sentence
of paragraph (2) and by adding at the end of such subsection the followin
new paragraph: .

**(3) SPECIAL RULE FOR AFFILIATED GROUP.— .

“(A) IN GENERAL—Paragraph (2) shall not apply to a sale or ex-
change by a corporation (hereinafter in this paragraph referred to as
the ‘selling corporation’) if—

“(1) within the 12-month perfod beginning on the date of adoption
of a plan of complete liquidation by selling corporation, the selling
corporation and each distributee corporation is liquidated, and

*(11) none of the complete liquidations referred to in clause (i) is
a liquidation with respect to which section 333 applies.

“(B) DEFINITIONS.—FOr purposes of subparagraph (A)—

“(1) The term ‘distributee corporation’ means a corporation in
the chain of includible corporations to which the selling corporation
or a corporation above the selling corporation in such chain makes
a distribution in complete liquidation within the 12-month period
referred to in subparagraph (A) (1).

“(ii) The term ‘chain of includible corporations’ includes, in the
case of any distribution. any corporation which (at the time of
such distribution) is in a chain of includible corporations for pur-
poses of section 1504(a) (determined without regard to the ex-
ceptions contained in section 1504(b)). Such term includer, where
appropriate, the common parent corporation.”

(2) Er¥peTIVE DATE.—The amendment made by paragraph (1) shall apply
to sales or exchanges made pursuant to a plan of complete liquidation adopted
after December 31, 1975.

(1) CERTAIN TRANSAOTIONS INVOLVING 2 OR MORE INVESTMENT COMPANIES.—

(1) AMENDMENTS OF SECTION 368(a)(2)(F).—

(A) The first sentence of clause (ilf) of section 868(a) (2) (F) i=
amended—

(1) by striking out “more than 50 percent” and inserting in lieu
thereot “50 percent or more’ ; and

(it) by striking out “more than 80 percent” and inserting in lieu
thereof “80 percent or more.”

(B) The first sentence of clause (vi) of section 368(a) (3)(F) is
amended by striking out “is not diversified within the meaning” and
inserting in lleu thereof “does not meet the requirements.”

(C) The second sentence of such clause (vi) 18 amended to read as
follows : “1f such investment company acquires stock of apother corpora-
tion in a reorganization describd in section 368(a) (1) (B), clause (1)
ahall be applied to the shareholders of such investment company as
though they had exchanged with such other corporation all of thelr
stock in such company for stock having a fair market value equal to
the fair market value of thelr stock of such Investment ¢ompany im-
mediately after the exchange.”
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(D) Subparagraph (F) of section 368(a) (2) is-amended by adding
at the end thereof the following clauses:

“*(vil) For purposes of clauses (li) and (lii), the term ‘securities’
includes obligations of State and local governments, commodity
futures contracts, shares of regulated investment companies and
real estate investment trusts, and other investments constituting a
security within the meaning of the Investment Company Act of
1940 (15 U.S8.C. 80a-2(36) ). )

“(viil) In applying paragraph (3) of section 267(b) in respect
of any transaction to which this subparagraph applies, the reference
to a personal holding company in such paragraph (3) shall be
treated as including a reference to an investment company and
the determination of whether a corporation is an inves'ment com-
pany shall be made as of the time Immediately before the transac-
tion instead of with respect to the taxable year referred to in such
paragraph (3).”

(2) EFFECTIVE DATES.—
(A) Except as provided in subparagraph (B), the amendments made

by paragraph (1) shall apply as if included in section 368(a) (2) (F')

of the Internal Revenue Code of 1954 as added by section 2131(a) of

the Tax Reform Act of 1976.

(B) Clause (viii) of section 368(a) (2) (F) of the Internal Revenue

Code of 1954 (as added by paragraph (1)) shall apply only with respect

to losses sustained after September 26, 1977,

(J) AT Risk PROVISIONS.—
(1) CLERICAL AMENDMENT TO EFFECTIVE DATE.—Subparagraph (A) of sec-
tion 204(c) (3) of the Tax Reform Act of 1076 is amended by striking out
“section 465(c) (1) (B)"” and inserting in lieu thereof ‘‘section 485(c) (1) (C)".
(2) CLARIFICATION OF SECTION 465(d).—Subsection (d) of section 465
defining loss for purposes of the at risk provisions) is amended by striking
out ‘“(determined without regard to this section)” and inserting in lieu
thereof *“(determined without regard to the first sentence of subsection
(a))"”.
(3) ErrecTivE DATE.—The amendments made by this subsection shall take
effective on October 4, 1976.
(k) AMENDMENTS RELATING TO UBE OF ACCRUAL ACCOUNTING FOB FARMING.—
(1) AUTOMATIC 10-YEAR ADJUSTMENT PERIOD FOR FARMING CORPORATIONS
REQUIBRED TO USE ACCRUAL ACCOUNTING.—Paragraph (3) of section 447(f)
(relating to coordination with section 481) is amended—
(A) by striking out “(except as otherwise provided in such regula-
tions}”, and
(B) by inserting “(or the remaining taxable years where there is a
stated, future life of less than 10 taxable years)"” after “10 taxable
years”,
(2) AUTOMATIC 10-YEAR ADJUSTMENT FOR FARMING SYNDICATES CHANGING
TO ACCRUAL ACCOUNTING.—If—
(A) a farming syndicate (within the meaning of section 464(c) of

tge Internal Revenue Code of 1954) was in existence on December 31,

1975, and

(B) such syndicate elects an accrual method of accounting (includ-
ing the capitalization of preproductive period expenses described in sec-
u°n144; ég) of such Code) for a taxable year beginning before Janu-

ary 1,1979,

then such election shall be treated as having been made with the consent
of the Secretary of the Treasury or his delegate and, under regulations
prescribed by the Secretary of the Treasury or his delegate, the net amount
of the adjustments required by section 481 (a) of such Code to be taken into
account by the taxpayer in computing taxable income shall be taken into
account in each of the 10 taxable years (or the remaining taxable years
where there Is a stated future life of less than 10 taxable years) beginning
with the year of change. ‘
(3) EXTENDING FAMILY ATTRIBUTION TO SPOUSE IN THE FARMING BYNDICATE
RULES.~—
(A) Subparagraph (E) of section 464 (c) (2) (defining farming syndi-
cate) is amended by striking out **(within the meaning of section 267
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(e)(4))” and inserting in lleu thereof “(or a spouse of any such
member)” .

(B) Paragraph (2) of sectlion 464 (c) is amended by adding at the end
thereof the following new sentence: “For purposes of subparagraph (E),
the term ‘family’ has the meaning given to such term by section 267
(c) (4).”

(4) EFFEcTIVE DATE.—The amendments made by paragraphs (1) and (8)
shall take effect as If included in section 447 or 464 (as the case may be)
of gle Internal Revenue Code of 1954 at the time of the enactment of such
sections,

(1) EXTENSBION OF CERTAIN PROVISIONS TO FOREIGN PERSONAL Horpines CoM-

~ PANIES.—

(1) SectioN 465.—Subsection (a) of section 465 (relating to deductlons
limited to amount at risk in case of certain activities) is amended—

(A) by striking out “In the case of a taxpayer (other than a corpo-
ration which is neither an electing small business corporation (as de-
fined In section 1871(b)) nor a personal holding company (as de-
fined in section 542)) engaged” and inserting in lieu thereof “In the
case of an individual engaged” ; and

(B) by adding at the end thereof the fo'lvwing new sentence: “For
purposes of this section, an electing small business corporation (as
defined in section 1371(b)), a personal holding company (as defined
in section 542), and a foreign personal holding company (as defined
in section 552) shall be treated as an individual.”

(2) SectioNn 189.—Subsection (a) -of section 189 (relating to amortiza-
tion of real property construction period interest and taxes) is amended—

{A) by striking out “an electing small business corporation (within
the meaning of section 1371(b) ), or personal holding company (within
the meaning of section 542),” ; and

(B) by adding at the end thereof the following new sentence: “For
purposes of this section, an electing small business corporation (as de-
fined In section 1371(b)), a personal holding company (as defined in
section 542), and a foreign personal holding company (as defined in
section 552) shall be treated as an individual.”

(3) SeorioN 280.—Subsection (a) of section 280 (relating to certain ex-
penditures incurred in production of films, books, records, or similar prop-
erty) is amended—

(A) by striking out “Except in the case of a corporation (other than
an electing small business corporation (as defined in section 1371(b))
or & personal holding company (as defined in section 542)) and except”

““ and inserting in lieu thereof ““In the case of an individual, except” ; and

(B) by adding at the end thereof the following new sentence: “For
purposes of this section, an electing small business corporation (as
defined in section 1371(b)), a personal holding company (as defined in

section 542), and a foreign personal holding company (as defined in section
552) shall be treated as an individual.”

(4) EFFEQTIVE DATES.—

(A) The amendments made by paragraph (1) shall take effect as if
included in the amendment made by section 204(a) of the Tax Reform
Act of 1976.

(B) The amendments made by paragraph (2) shall take effect as if
included in the amendment made by section 201(a) of the Tax Reform
Act of 1976.

(C) The amendments made by paragraph (8) shall take effect as if
included in the amendment made by section 210(a) of the Tax Reform
Act of 1976.

(m) DEFINITION OF CONDOMINIUM MANAGEMENT ASSOCIATION.—

(1) IN gENERAL.—Paragraph (2) of section 528(¢) (defining condominium
management association) is amended by striking out “as residences” and
inserting in lieu thereof “by individuals for residences”.

(2) ErrFEcTIVE DATE—~The amendment made by paragraph (1) shall apply
to taxable years beginning after December 31, 197 .

(n) SPECIAL RULE FOR GAIN ON PROPERTY TRANSFERRED TO TRUST AT LESS THAN

FAIR MARKET VALUE.—

(1) ADDITIONAL TAX TO APPLY ONLY TO RECOGNIZED GAINS.—
(A) IN GENERAL.—Subsections (a) (1). (a) (2), and (b) (1) of section

644 (relating to special rule for gain on property transferred to trust at
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less than fair market value) are each amended by striking out “gain
realized” each place it appears and inserting in lieu thereof “gain
recoghnized”.

(B) SPECIAL RULE FOR SUBSTITUTED BASIS PROPERTY.—Subsection (d)
of section 644 (relating to special rule for short sales) is amended to_
read as follows :

“(d) SprECIAL RULES.— .

*(1) SHorT sarLes.—If the trust sells the property referred to in subsection
{a) in a short sale within the 2-year period referred to in such subsection,
such 2-year perlod shall be extended to the date of the closing of such short
sale.

*(2) SUBSTITUTED BASIS PROPERTY.—For purposes of this section, in the case
of any property held by the trust which has a basis determined in whole or
in part by reference to the basis of any other property which was transferred
to the trust—

“(A) the initial transfer of such property in trust by the transferor
shall be treated as having occurred on the date of the initial transfer
in trust of such other property,
© “(B) subsections (a) (1) (B) and (b) (2) shall be applied by taking
into account the fair market value and the adjusted basis ot such other
property, and

“(C) the amount determined under subsection (b) (2) with respect to

-such other property shall be allocated (under regulations prescribed by
the Secretary) among such other property and all properties held by the
‘trust which have a basis determined in whole or in part by reference to
the basis of such other property.”

(2) TREATMENT OF NET OPERATING LOSSES, CAPITAL LOSSES, ETC., WHICH MAY

' AFFECT TRANSFEROR'S TAX IN OTHER YEARS.—Section 644(a) (2) (relating to
additional tax on gain on property transferred to trust at less than fair mar-
ket value) is amended by adding at the end thereof the following new sen-

- tence: “The determination of tax under clause (1) of subparagraph (A) shall
be made by not taking into account any carryback, and by not taking into
account any loss or deduction to the extent that such loss or deduction may
be carried by the transferer to any other taxable year.”

(8) TECHNICAL AMENDMENT.—Paragraph (1) of section 644(f) is amended
by striking out “subsection (a)” and inserting in lieu thereof “subsection (a)
(other than the 2-year requirement of paragraph (1) (A) thereof).”

(4) CONFORMING AMENDMENT TO REVISION OF SECTION 644.—Section 1402
(b) (1) of the Tax Reform Act of 1976 (relating to holding period for long-
tgrm c?pital gains treatment) is amended by striking out subparagraph (K)
thereof,

(5) EFFECTIVE DATES.—

(A) Except as provided in subparagraph (B), the amendment made
i);z (t}his subsection shall apply to transfers in trust made after May 21,

(B) The amendment made by paragraph (4) shall take effect on
on October 4, 1976.
(0) ALLOWANCE OF FOREIGN TAX CREDIT FOR ACCUMULATION DISTRIBUTIONS,.—
. 1(11) IN GENERAL.—Subsection (d) of section 665 is amended to read as
ollows :
“(d) TAXES IMPOSED OX THE TRUST.—
“(1) IN GENERAL—For purposes of this subpart, the term ‘taxes imposed
on the trust’ means—
“(A) the amount of the taxes which are imposed for any taxable year
of the trust under this chapter (without regard to this subpart) or
“(B) subject to paragraph (2), the amount of any income, war profits,
or excess profits taxes which are imposed by any foreign country or
possession of the United States for any taxable year of the trust,
and which, under regulations prescribed by the Secretary, are properly
allocable to the undistributed portions of distributable net income and gains
in excess of losses from sales or exchanges of capital assets. The amount
determined in the preceding sentence shall be reduced by any amount of
taxes deemed distributed under séction (b) or (¢) to any beneficiary.
“(2) SPECTAL RULES FOR FOREIGN TAXES.—
“(A) ELEOTIONS TO TAKE FOREIGN TAX CREDIT.—Paragraph (1) (B)
___ shall apply with respect to any taxes only if the trust is not a foreign
trust and only {f—

98-902—77—-2—
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~(i) the trust chose the benefits of subpart A of part III of sub.
chapter N for the taxable year of the trust for which the taxes
were imposed, and

“(i1) the beneflciary chooses the benefits of such subpart A for the
beneficiary’s taxable year in which the distribution to which such
taxes were allocable is includible in gross income.

“(B) SEPARATE COMPUTATIONS OF FOREIGN TAX CREDIT LIMITATIONS.—
For purposes of applying paragraph (1)(B), the amount described
therein shall be the amount determined after the separate application,
with respect to the trust, of the limitations of sections 904 and 907 with

‘Tespect to such taxes.”

(2) SPECIAL RULE FOR FOREIGN TRUBTS.~—Section 667 18 amended by adding
at the end thereof the following new subsection:

“(d) SpeciaL RULEs FoR FoREIgN TrUsTs.—In the case of amounts which are
treated under section 666 as having been distributed by a foreign trust in a preced-
ing taxable year, if the beneflciary chooses to have the benefits of subpart A of
part JII of subchapter N for the taxable year for which the distribution is
includible in the beneficlary’s income— .

*(1) the income, war profits, and excess profits taxes imposed by any
foreign country or possessionm of the United States pald or accrued by such
trust which are allocable to such amounts shall be treated as paid or accrued
by the beneficlary in such taxable year.

*(2) an amount equal to the amount of the taxes treated as paid or ac-
crued by the beneficiary by reason of paragraph (1) shall be included in the
amount treated as having been distributed under subsection (b) or (c¢) of
section 666 in a preceding taxable year.

“(3) for purposes of determining under paragraph (1) the amount treated
as pald or accrued by the beneficlary, the beneficiary shall compute the
limitations under sections 904 and 907 separately with respect to the
beneficiary’s distributions from such trust for such year, and ‘

“(4) the items of income, deduction, and credit of the trust shall retain
their character to the extent necessary to apply paragragh (3).”

(3) EFFECTIVE DATE.—The amendments made by this subsection shall apply
to distributions made in taxable years beginning after December 31, 1975,

(p) RETENTION OF CHARACTER OF AMOUNTS DISTRIBUTED FROM ACCUMULATION
TRUST TO NONRESIDENT ALIENS AND FOREIGN CORPORATIONS.—

(1) IN 6ENERAL.—Section 667 (relating to treatment of amounts deemed
distributed by trust in preceding years) is amended by adding at the end
thereof the following new subsection :

“(e) RETENTION OF CHARACTER OF AMOUNTS DISTRIBUTED FROM ACCUMULATION
TRUST TO NONRESIDENT ALIENS AND FOREIGN CORPORATIONS.—In the cage of a
distribution from a trust to a nonresident alien individual or to a foreign cor-
poration, the first sentence of subsection (a) shall be applied as if the reference
to the determination of character under section 662(b) applied to all amounts
instead of just to tax-exempt interest.”

(2) E¥FECTIVE DATE.—The amendment made by paragraph (1) shall apply
to distributions made in taxable years beginning after December 31, 1975,

(q) LIMITATION ON ALLOWANCE OF PARTNERSHIP LOSSES IN THE CASE OF NON-
RECOURSE LOANS,—

(1) IN¥ GENERAL.—The last sentence of section 704(d) ( relating to limita-
tion on allowance of partnership losses) 18 amended by striking out “the
principal activity” and all that follows and inserting in lieu thereof “sub-
stantially all of the activities of which relate to the holding of real property
(other than mineral property) for sale or rental.”

(2) ErfEoTIVE DATE.—The amendment made by paragraph ( 1) shall apply
to liabilities incurred after December 31, 1976.

(r) ExemMpr INTEREST DIVIDENDS OF REGULATED INVESTMENT COMPANIES.—

(1) TREATMENT OF TAX-EXEMPT INTEREST FOR PURPOSES OF THE §0-PEROENT
AND 80-PERCENT TESTS.—Subsection (b) of section 851 (relating to limita-
tions on the definition of regulated investment company) is amended by
adding at the end thereof the following new sentence: “For purposes of
paragraphs (2) and (8), amounts excludable from gross income under sec-
tion 103(a) (1) shall be treated as included in gross income.” :

(2) 1088ES ATTRIBUTABLE T0 TAX-EXEMPT INTEREST WHERE STOOK IS HELD
LESS THAN 31 DAYS.—Paragraph (4) of section 852(b) (relating to loss on

'
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sale or exchange of stock held less than 31 days) is amended to read as
follows :
“(4) L08S ON SALE OR EXCHANGE OF STOCK HELD LESS THAN 31 DAYS.—
“(A) 1088 ATTRIBUTABLE TO CAPITAL GAIN DIVIDEND.—If—

“(i) under subparagraph (B) or (D) of paragraph (3) a share-
holder of a regulated investment company is required, with respect
to any share, to treat any amount as a long-term capital gaiu, and

“(il) such share is held by the taxpayer for less than 31 days,
then any loss (to the extent not disallowed under subparagraph
(B)) on the sale or exchange of such share shall, to the extent of the
slimount described in clause (i), be treated as a long-term capital
088.

“(B) LOSS ATTRIBUTABLE TO EXEMPT-INTEREST DIVIDEND,.—If—

“(1) a shareholder of a regulated investment company receives an
exempt-interst dividend with respect to any share, and

“(11) such share is held by the taxpayer for less than 31 days,
then any loss on the sale or exchange of such share shall, to the
extent of the amount of such exempt-interest dividend, be disallowed.

“(C) DETERMINATION OF HOLDING PERIODS.—Ior purposes of this
paragraph, the rules of section 248(c) (3) shall apply in determining
whether any share of stock has been held for less than 31 days; except
that ‘80 days' shall be substituted for the number of days specified
in subparagraph (B) of section 246 (e) (3).”

(3) ErrEcTIVE DATE.—The amendments made by this section shall apply
to taxable years beginning after December 31, 1975.

(8) AMENDMENTS RELATING T0 REAL ESTATE INVESTMENT TRUSTS.—

(1) ANNUAL ACCOUNTING PERIOD.—Section 860 (relating to adoption of
annual accounting period) is amended to read as follows:

“SEC. 860. ADOPTION OF ANNUAL ACCOUNTING PERIOD.
‘*For purposes of this subtitle—
“(1) a real estate investment trust shall not change to any accounting
period other than the calendar year, and
“(2) a corporation, trust, or association may not elect to be a real estate
investment trust for any taxable year beginning after October 4, 1976, uniess
its accounting period is the calendar year.
Paragraph (2) shall not apply to a corporation, trust, or association which was
considered to be a real estate investment trust for any taxable year beginning
on or before October 4, 1976.”
(2) AMENDMENT OF SBECTION 856 (cC) (3) (p).—
Subparagraph (D) of section 856(c) (8) is amended by inserting “(other
than gain from prohibited transactions)” after “and gain’.
(3) EXCISE TAX ON REIT UNDISTRIBUTED INCOME,—

(A) Paragraph (3) of section 6501(e) (relating to limitations on
assessment and collection) is amended by striking out “or 43" and
inserting in lieu thereof **43, o- 4

(B) Subsection (b) of section 1605 of the Tax Reform Act of 1976
(relating to technical amendments) is amended by striking out para.
graph (1) thereof.

(O) Subparagraph (D) of section 1605(b)(5) of the Tax Reform
Act of 1976 is amended to read as follows:

“(D) by striking out ‘of chapter 43 tax for the same taxable years,’ in
subsection (¢)(1) and inserting in lieu thereof ‘of chapter 48 tax for
_the same taxable year, of chapter 44 tax for the same taxable year,.”
4) CORRECTION OF CROSS REFERENCE.—Subparagraph (B) of section 859

(b) (2) is amended by striking out “section 6601(c)” and inserting in lieun
thereof “section 6601 (b)".
(3) EFFEOTIVE DATE.—The amendments made by this subsectlon shall take
effect on October 4, 1976.
(t) AMENDMENTS RELATING TO TREATMENT OF FOREIGN INCOME.—
(1) FOREIGN TAX CREDITS NOT DISALLOWED ON OERTAIN DISTRIBUTIONS MADE
BY POSSRESSIONS CORPORATIONS.—

(A) IN GENERAL—Paragraph (1) of section 901(g) (relating to
certain taxes pald with respect to distributions from possessions corpora-
tions) s amended to read as follows:
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*(1) IN cENERAL.—For purposes of this chapter, any tax of a foreign coun-
try or possession of the United States which is paid or accrued with respect
to any distribution from a corporation—

*“(A) to the extent that such distribution is attributable to periods
during which such eorporation is a possessions corporation, and

“(B) (1) if a dividends received deduction is allowable with respect
to such distribution under part VIII of subchapter B, or

“(it) to the extent that such distribution is received in connection
with a liquidation or other transaction with respect to which gain or
loss is not recognized.

shall not be treated as income, war profits, or excess profits taxes paid or
accrued to a foreign country or possession of the United States, and no
deduction sha't he allowed under this title with respect to any amount so
paid or accrued.”

(B) DEFINITION OF POSSESSIONS CORPORATION.—Paragraph (2) of sec-
tion 801(g) (definfng possessions corporation) is amended—

{1) by striking out ‘or during which section 931" and inserting
in Heu thereof “, during which seetion 931", and

(ii) by inserting before the period at the end thereof the follow-
ing: “, or during which section 957(c) applied to such corporation”.

(O) BrreorTIvE DATES.—The amendment made by subparagraph (A)
shall apply as if included in section 901(g) of the Internal Revenue
Code of 1954 as added by section 1051(d) (2) of the Tax Reform Act of
1976. The amendments made by subparagraph (B) shall apply to dis-
tributions made after the date of the enactment of this Act in taxable
years ending after such date.

(2) FOREIGN TAX CREDIT ADJUSTMENTS FOR CAPITAL GATNS.—

(A) IN cENERAL.—Paragraph (2) of section 904 (b) (relating to treat-
ment of capital gains for purposes of the foreign tax credit limitation)
is amended by striking out “For purposes of subsection (a)—" and
inserting in lieu thereof “For purposes of this section—".

(B) SoUrRCE RULE.—Subparagraph (C) of section 904(b)(3) is
amended by striking out “For purposes of this paragraph, there” and
inserting in leu thereof ‘“There”.

(C) SOURCE RULE FOR LIQUIDATIONS OF CERTAIN FOREIGN CORPORA-
TIONS.—Paragraph (3) of section 904(b) (relating to source rules for
gain from the sale of certain personal property) is amended by
redesignating subparagraph (D) as subparagraph (E) and by inserting
after subparagraph (CO) the following new subparagraph :

“{D) GAIN FROM LIQUIDATION OF CERTAIN FOREIGN CORPORATIONS.—Sub-
paragraph (C) shall not apply with respect to a distribution in lquida-
tion of a foreign corporation to which part IX of subchapter C applies if
such corporation derived less than 50 percent of its gross income from
sources within the United States for the 8-year period ending with the
close of such corporation’s taxable year immediately preceding the year
during which the distribution oceurred.”

(D) EFFECTIVE DATE.—The amendments made by this paragraph shall
apply to taxable years beginning after December 31, 1975.

(8) TREATMENT OF CERTAIN CAPITAL LOSS CARRYOVERS AND CARRYBACKS FOR
PURPOSES OF THE LIMITATION ON CREDIT FOR FOREIGN TAXFES.—

(A) IN GENERAL—Clause (1li) of section 904(b) (2) (A) (relating
to treatment of capital gains of corporations for purposes of the foreign
tax credit limitation) is amended by striking out “any net capital loss”
and inserting in leu thereof “for purposes of determining taxable income
from sources without the United States, any net capital loss (and any

. amount which is a short-term capital loss under section 1212 (2))".

(B) EFFECTIVE DATE.—The amendment made by subparagraph (A)
shall apply to taxable years beginning after December 81, 1975,

(4) TREATMENT OF CAPITAL LOSS OARRYOVERS FOR PURPOSES OF FOREIGN LOSS
BEOAPT?XI;'_I- Sub

N GENERAL.~—Subparagraph (A) of section 904(f) (2) (definin
overall foreign loss) 18 amended by striking out “or arZy( c)ap(ital losg
carrybacks and carryovers to such year under section 1212",

(B) FOREIGN OIL RELATED LOSSER.—Subparagraph (A) of section 904

T {1) (4) (relating to determination of forelgn oil related loss where
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section 907 applies) is amended by striking out “or any ,?apltal loss
carrybacks and carryovers to such year under section 1212”7,

(C) EFrFeCTIVE DATE.—The amendments made by this paragraph shall
apply—
i (1) to overall foreign losses sustained in taxble years beginning

after December 31, 1975, and
(ii) to foreign oil related losses sustained in taxable years ending
after December 31, 1975,

(5) EFFECTIVE DATE FOR RECAPTURE OF FOREIGN OIL RELATED LOSSES.—

(A) IN GENERAL.—Paragraph (1) of section 1032(c) of the Tax
Reform Act of 1976 is amended to read as follows:

“(1) IN GENERAL.—EXcept as provided in paragraphs (2), (3), and (5),
the amendment made by subsection (a) shall apply to losses sustained in
taxable years beginning after December 81, 1975. The amendment made by
subsection (b) (1) shall apply to taxable years beginning after December 31,
1975. The amendment made by subsection (b) (2) shall apply to losses sus-
tained in taxable years ending after December 31, 1976.”

(B) FOREIGN OIL RELAT LOSSES.—Subsection (¢) of section 1032
of the Tax Reform Act of 1978 is amended by adding at the end
thereof the following new paragraph :

“(5) FOREIGN OIL RELATED LoSSES.—The amendment made by subsection
(a) shall apply to foreign oll related losses sustained in taxable years
ending after December 31, 1975.”

(8) TRANSITIONAL RULES FOR CERTAIN MINING OPERATIONS.—The second
sentence of paragraph (2) of section 1031(c) of the Tax Reform Act of
1976 is amended to read as follows: In the case of a loss sustained in a
taxable year beginning before January 1, 1979, by any corporation to which
this paragraph applies, if section 904(a) (1) of such Code (as in effect
before the enactment of this Act) applies with respect to such taxable year,
the provisions of section 804 (f) of such Code shall be applied with respect to
such loss under the principles of such section 904(a) (1).”

(7) TRANSITIONAL RULES FOR RECAPTURE OF CERTAIN FOREIGN LOSSES.—

(A) COMPUTRATION OF DEFICIT IN EARNINGS AND PROFITS FOR PURPOSES OF
THE RECAPTURE OF CERTAIN FOREIGN rLossEs.—Paragraph (4) of section
1032 (¢) of the Tax Reform Act of 1976 (relating to limitation based on
deficit in earnings and profits for purposes of the recapture of foreign
losses) is amended by adding at the end thereof the following new
sentence : “For purposes of the preceding sentence, there shall be taken
into account only earnings and profits of the corporation which (A)
were accumulated in taxable years of the corporation beginning after
December 31, 1962, and during the period in which the stock of such
corporation from which the loss arose was held by the taxpayer and
{B) are attributable to such stock.”

(B) RECAPTURE OF POSSESSION LOSSES DURING TRANSITIONAL PERIOD
WHERE TAXPAYER 18 ON A PER-COUNTEY BASIS.—.._

(1) Subsection (¢) of section 122 of the Tax Reform Act of 1976
(relating to effective dates fur .ecapture of foreign losses) is
amended by adding at the end thereof the following new paragraph:

“(6) RECAPTURE OF POSSESSION LOSSES DURING TRANSITIONAL PERIOD WHERE
TAXPAYER IS ON A PER-COUNTRY BASIS,—

“(A) APPLICATION OF PARAGRAPH,—This paragraph shall apply if—

“(1) the taxpayer sustained a loss in a possession of the United
States in a taxable vear beginning after December 31, 1975, and
before January 1, 1979,

“(i1) such loss is attributable to a trade or business engaged in
by the taxpayer in such possession on January 1, 1976, and

“(1il) section 904(a) (1) of the Internal! Revenue Code of 1954
(as in effect before the enactment of this Act) applies with respect
to such taxable year. _ -

“(B) NO RECAPTURE DURING TRANSITION PERIOD.—In any case to which
this paragraph applies, for purposes of determining the lability for

_ tax of the taxpayer for taxable years beginning before Jaruary 1, 1979,

section 904(f) of the Internal Revenue Code of 1954 shall not apply
with respect to the loss desceribed in subparagraph (A) (1).

“(C) RECAPTURE OF LOSS AFTER THE TRANSITION PERIOD.—In any case

to which this paragraph applies— .
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“(1) for purposes of determining the liabllity for tax of the tax-
payer for taxable years beginning after December 31, 1978, section
904(f) of the Internal Revenue Code of 1954 shall be applied with
respect to the loss described in subparagraph (A) (1) under the
principles of section 804(a) (1) of such Code (as in effect before
the enactment of this Act) ; but

“(il) in the case of any taxpayer and any possession, the aggre-
gate amount to which such section 904(f) applies by reason of
clause (1) shall not exceed the sum of the net incomes of all
affiliated corporations from such possession for taxable years of
such affiliated corporations beginning after December 31, 1975, and
before January 1, 1879.

(D) AFFILIATED CORPORATION DEFINED.—For purposes of subparagraph
{C) (i1), the term ‘affiliated corporation’ means a corporation whicl,
for the taxable year for which the net Income is being determined, was
not a member of the same affillated group (within the meaning of sec-
tion 1504 of the Internal Revenue Code of 1954) as the taxpayer hut
would have been a member of such group but for the appleation of
subsection (b) of such section 1504.”

(i1) Paragraph (3) of section 1031(c) of the Tax Reform Act
of 1976 is amended by striking out the last sentence. _

(8) LIMITATIONS ON FOREIGN TAX CREDIT WHERE INDIVIDUAL HAS FOREIGN
OIL AND GAS EXTRACTION INCOME.—

(A) REDUCTION IN FOREIGN TAX CREDIT FOR CERTAIN INDIVIDUALS IAV-
ING FOREIGN OIL AND GAS EXTRACTION INCOME.—Subsection (a) of section
907 (relating to special rules in case of forelgn oil and gas income) is
amended to read as follows:

“(a) REDUCTION IN AMOUNT ALLOWED AS FoRrIGN TAx UNDER SECTION 901.—
In applying section 901, the amount of any oil and gas extraction taxes paid or
accrued (or deemed to have been paid) during the taxable year which would
(but for this subsection) be taken into account for purposes of section 901 shall
be reduced by the amousnt (if any) by which the amount of such taxes exceeds
the product of—

*{1) the amount of the foreign oil and gas extraction income for the
taxable year,
“(2) multiplied by— -

“(A) in the case of a corporation, the percentage which {s the sum
of the normal tax rate and the surtax rate for the taxable year specified
in section 11, or

“(B) in the case of an individual, a fraction the numerator of which
is the tax against which the credit under section 901(a) is taken and
the denominator of which is the taxpayer’s entire taxable income.”

(B) APPLICATION OF SECTION 904 SEPARATELY TO FOREIGN OIL RELATED
INCOME OF INDIVIDUALS.—Subsection (b) of section 807 (relating to
application of section 904 limitation) is amended to read as follows:

“(b) APPLICATION OF SEOTION 904 LiMITATION.—The provisions of section 904
shall be applied separately with respect to—

“(1) foreign oll related income, and
“(2) other taxable income.”

(C) TECHNICAL AMENDMENT.—Paragraph (4) of sectlon 904(f)
(relating to recapture of overall foreign loss) is amended by striking
out “In the case of a corporation to which section 907 (b) (1) applles”
and inserting in lieu thereof “In making the separate computation
under this subsection with respect to foreign ol related income which is
required by section 807 (b) .

(D) EFFECTIVE DATES.~—

(1) The amendments made by this paragraph shall apply, in the
case of individuals, to taxable years ending after December 31, 1974,
and, in the case of corporations, to taxable years ending after
December 81, 1976.

(1) In the case of any taxable year ending after December 31,
1875, with respect to foreign oil related income (within the mean-
ing of section 907(c) of the Internal Revenue Code of 1954), the
overall limfitation provided by section 904(a)(2) of such Code
shall apply and the per-country limitation provided by section
9804 ¢a) (1) of such Code shall not apply.
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(9) EFFECTIVE DATE FOR DISALLOWANCE OF FOREIGN TAX CREDIT FOR CERTAIN
PRODUCTION-SEARING CONTRACTS,—The second sentence of paragraph (3)
of section 1035(c) of the Tax Reform Act of 1976 (relating to tax credit
for production-sharing contracts) is amended to read as follows: “A contract
described in the preceding sentence shall be taken into account under para-
graph (1) only with respect to amounts (A) paid or accrued to the foreign
government before January 1, 1978, and (B) attributable to income earned
before such date.”

(10) KFOREIGN TAXES ATTRIBUTABLE TO SECTION 911 EXCLUSION.—

(A) IN GENERAL.—The last sentence of section 911(a) (relating to

» earned income from sources without the United States) is amended to

read as follows :

“An individual shall not be allowed as a deduction from his gross income any
deductions (other than those allowed by section 151, relating to personal exemp-
tions), to the extent that such deductions are properly allocable to or charge-
able against amounts excluded from gross income under this subsection. For
purposes of this title, the amount of the income, war profit, and excess profits
taxes paid or accraed by any individual to a foreign country or possession of the
United States for any taxable year shall be reduced by an amount determined
by multiplying the emount of such taxes by a fraction-—

“(A) the numerator of which is the tax determined under subsection
(d) (1) (B), and

“(B) the denominator of which is the sum of the amount referred to in
subparagraph (A), plus the limitation imposed for the taxable year Ly
section 904 (a)."”,

(B) EFrrFecTIVE DATE—The amendment made by subparagraph (A)
shall apply to taxable years beginning after December 31, 1976.

(11) SALE OF ASSBETS BY A POSSESSIONS CORPORATION.—

(A) IN cENERAL.—Subsection (&) of section 936 (relating to Puerto
Rico and possession tax credit) {s amended by redesignating paragraph

(2) as paragraph (3) and by amending so much of paragraph (1) as
precedes subparagraph (A) thereof to read as follows:

(1) IN GENERAL.—Bxcept as provided in paragraph (3), if a domestic
corporation elects the application of this section and if the conditions of both
subparagraph (A) and subparagraph (B) of paragraph (2) are satisfied,
there shall be allowed &s a credit against the tax imposed by this chapter
a;: amount equal to the portion of the tax which is attirbutable to the sum
o —_—

. “(A) the taxable income, from sources without the United States,
rom—
“(1) the active conduct of a trade or business within a possession
of the United States, or
“(il) the sale or exchange of substantially all of the assets used
by the taxpayer in the active conduct of such trade or business, and

“(B) the qualified possession source investment income.

“(2) CONXDITIONS WHICH MUST BE BATISFIED.—The conditions referred to
in paragraph (1) are:".

(B) INCOME FROM SALE OF CARRYOVER BASIS PROPERTY NOT TAKEN INTO
ACCOUNT.— -

(1) Subsection (4) of section 938 (relating to definitions) is
amended by adding at the end thereof the following new paragraph:

(8) CARRYOVER BASIS PROPERYTY.—

“(A) IN GENERAL—Income from the sale or exchange of any asset the
basis of which {s determined {n whole or in part by reference to its basis
in the hands of another person shall not be treated as income described
in subparagraph (A) or (B) of subsection (a) (1).

“(B) EXCEPTION FOR POSSESSIONS CORPORATIONS, ETC.—For purposes of
subparagraph (A), the holding of any asset by another perszon shall not
be taken into account if throughout the period for which such asset was
held by such person section 931, this section, or section 957(c) applied
to such person.”.

(i) The heading of such subsection (d) is amended to read as
as follows:
*(d) DEPINITIONS AND SPECIAL RULes.—".

(C) EFFECTIVE DATE~—The amendments made by this paragraph shall

apply as if included in section 938 of the Internal Revenue Code of 1954
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at the time of its addition by section 1051(b) of the Tax Reform Act
of 1976.
(12) GAIN ON DISPOSITION OF 8TOCK IN A DISC.—

(A) DELAY IN EFFECTIVE DATE.—Paragraph (4) of section 1101(g) of
the Tax Reform Act of 1976 (relating to effective date for amendment
relating to gain or disposition of DISQO stock) is amended by striking
out “December 31, 1976” and inserting in lieu thereof ‘December 31,
1976”,

(B) TECHNICAL AMENDMENT.—Paragraph (1) of section 9%i(c) (re-
lating to gain on disposition of stock in a DISC) is amended by adding
at the end thereof the following new sentence ;

“Subparagraph (C) shall not apply if the person receiving the stock in the
disposition has a holding period for the stock which fncludes the period
‘Subparagraph (C) shall not apply if the person Teceiving the stocf in tne
disposition has a holding period for the stock which includes the period
for which the stock was held by the shareholder disposing of such stock.”

(C) EFFEcTIVE DATE—The smendment made by subparagraph (B)
shall aply to dispositions made after December 31, 1976, in taxable years
ending after such date.

(13) IIMITATION ON PARTNER'S TAX WHERE PARTNER RECEIVES AMOUNT
TREATED AS SALE OF S8ECTION 1248 STOCK.—

{A) I~ GENERAL—Section 7i1 (relating to unrealized receivables and
inventory items) is amended by adding at the end thereof the following
new subsection :

“(e) LIMITATION ON TAX ATTRIBUTABLE TO DEEMED SALES OF SECTION 1248
Stock.—For purposes of applying this section and sections 731, 736, and 741 to
any amount resulting from the reference to section 1248 (a) in-the-second sen-
tence of subsection (c), in the case of an individual, the tax attributable to such
amount shall be limited in the manner provided by subsection (b) of section 1248
(relating to gain from certain sales or exchanges of stock in certain foreign
corporations).”

{B) Cross REFERENCE.—Section 738 (relating to payments to a retir-
ing partner or a deceased partner's successor in interest is amended by
adding at the end thereof the following new subsection:

‘“(¢) CrRoSS REFERENCE.—

“For limitation on the tax attributable to certain gain connected
with section 1248 stock, see section 751 (e).”

(C) EFFECTIVE DATE.—The amendmends made by this paragraph shall
apply to transfers beginning after October 9, 1975, and to sales, ex-
changes, and distributions taking place after such date.

(14) EXCISE TAX ON TRANSFERS OF PROPERTY TO FOREIGN PERSONS TO AVOID
FEDERAL INCOME TAX.—

{A) TRANSFERS INVOLVING ESTATES,—Section 1491 (relating to tax on
transfers to avold income tax) is amended by striking out “trust” each
place it appears therein and inserting in lieu thereof “estate or trust.”

(B) CLARIFICATION OF PARAGRAPH (8) OF SECTION 1492.—Paragraph
(3) of section 1492 (relating to nontaxable transfers) is amended to
read as follows:

“(8) To a transfer described in section 367; or.”

(C) EFFECTIVE DATE.—The amendments made by this paragraph shall
apply to transfers after October 2, 1975;

(15) ELECTION TO TREAT NONRESIDENT ALIEN INDIVIDUAL AS RESIDENT OF THE
UNITED STATES.—

(A) PROVISIONS AFFECTED BY ELECTION.—Paragraph (1) of section 6013
(g) (relating to election to treat nonresident alien individual as resident
of the United States) is amended to read as follows: -

“{1) IN GENERAL.—A nonresident alien individual with respect to whom
this subsection is in effect for the taxable year shall be treated as a resident
of the United States—

“(A) for purposes of chapters 1 and 5 for all of such taxable year, and

“(B) for purposes of chapter 24 (relating to wage withholding) for
payments of wages made during such taxable year.”

. (B) CoNFORMING AMENDMENT.—Paragraph (5) of section 6013(g)
(relating to termination of election by Secretary 1s amended by striking
out “chapter 1” and inserting in lieu thereof “chapters 1 and 5.”
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(C) CERTAIN AMOUNTS WITHHELD UNDER CHAPTER 3 TREATED AS OVER-
PAYMENTS OF TAX.—Subsection (b) of section 6401 (relating to excessive
credits) is amended by adding at the end thereof the following new sen-
tence : *‘For purposes of the preceding sentence, any credit allowed under
paragraph (1) of section 82 (relating to withholding of tax on nonresi-
dent aliens and on foreign corporations) to a nonresident alien individ-
ual for a taxable year with respect to which an election under section
6013(g) is in effect shall be treated as an amount allowable as a credit
under section 31.”

(D) EFrFECTIVE DATES.—The amendments made by this paragraph—

(1) to the extent that they relate to chapter 1 or § of the Internatl
Revenue Code of 1954, shall apply to taxable years ending on-or
after December 31, 1975, and

(ii) to the extent that they relate to wage withholding under
chapter 24 of such Code, shall apply to remuneration paid on or
after the first day of the first month which begins more than 90
days after the date of the enactment of this Act.

(16) ELECTION TO TREAT NONRESIDENT ALIEN INDIVIDUAL AS RESIDENT OF THE
UNITED STATES.—

(A) IN GENERAL.~—Paragraph (2) of sectlon 6013(g) (relating to elec-
tion to treat nonresident alien individual as resident of the United
States) is amended by striking out “who, at the time &n election was
made under this subsection,” and inserting in lieu thereof “who, at the
close of the taxable year for which an election under this subsection was
made,”. '

(B) EFrrFECTIVE DATE.—The amendment made by subparagraph (A)
shall apply to taxable years beginning after December 31, 1976,

{u) HoLpiNG PERIOD OF COMMODITY FUTURES CONTRACTS.—

(1) IN GENERAL.—The last sentence of section 1222 (relating to other terms
relating to capital gains and losses) is amended by inserting “agricultural”
before “commodity” the first place it appears therein.

(2) EFrFECTIVE DATE.—The amendment made by paragraph (1) shall apply
to sales or exchanges after December 31, 1977.

(v) AMENDMENT OF SECTION 1239(a).— -

{1) IN GENERAL—Subsection (a) of section 1239 (relating to gain from
sale of depreciable property between certain related taxpayers) is amended
by striking out “subject to the allowance for depreciation provided in section
167" and inserting in lieu thereof “of a character which is subject to the
allowance for depreciation provided in section 187."”

(2) EFFECTIVE DATE.—The amendment made by paragraph (1) shall apply
as if included in the amendment made to section 1239 of the Internal Revenue
Code of 1954 by section 2129 (a) of the Tax Reform Act of 1976,

(W) RECAPTURE OF DEPRECIATION ON PLAYER CONTRACTS.—

(1) IN GENERAL—Subparagraph (C) of section 1245(a) (4) (defining pre-
viously unrecaptured depreciation with respect to contracts transferred) is
amended to read as follows:

“(C) PREVIOUSLY UNRECAPTURED DEPRECIATION WITH RESPECT TO CON-
TRACTS TRANSFERRED.—For purposes of subparagraph (A) (ii), the term
‘previously unrecaptured depreciation’ means the amount of any deduc-
tion allowed or allowable to the taxpayer transferor for the depreciation
of any contracts involved in such transfer.”

(2) EFFECTIVE DATE.—The amendment made by paragraph (1) shall apply
to transfers of player contracts in connection with any sale or exchange of a
franchise after December 31, 1975.

(x) TREATMENT OF PENSIONS AND ANNUITIES FOR §0-PERCENT MAXIMUM RATE
ON PERSONAL SERVICE INCOME.—

(1) IN GENERAL—Subparagraph (A) of section 1348(b) (1) (defining per-
sonal service income) is amended by striking out ‘“pension or annuity” and
inserting in lieu thereof “pension or annuity which arises from an employer-
ellnployee relationship or from tax deductible contributions to a retirement
p an.u

(2) EFrFECTIVE DATE—The amendment made by paragraph (1) shall apply
to taxable years beginning after December 31, 1976.

(y) CHANGES IN THE SUBCHAPTER S PROVISIONS.—

(1) GBANTOR TRUST MAY BE TREATED A8 PERMITTED S§HAREHOLDER AFTER DE-

CEDENT'S DEATH ; GRANTOR OR GRANTOR TRUST MUST BE INDIVIDUAL.—Paragraph
(1) of subzection (f) of section 1371 is amended to read as follows:
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“(1) (A) A trust all of which is treated as owned by the grantor (who is
an individual who is a citizen or resident of the United States) under sub-
part E of part I of subchapter J of this chapter.

“(B) A trust which was described in subparagraph (A) immediately be-
fore the death of the grantor and which continues in existence after such
death, but only for the 60-day period beginning on the day of the grantor’s
death. If a trust is described in the preceding sentence and if the entire cor-
pus of the trust is includible in the gross estate of the grantor, the preceding
sentence shall be applied by substituting ‘2-year period’ for ‘60-day period’.”

(2) EFFecTIVE DATE.—The amendment made by paragraph (1) shall apply
to taxable years beginning after December 31, 1976,

(z) WITHDRAWALS FROM INDIVIDUAL RETIREMENT ACCOUNTS, ETC.— :

(1) In cENERAL.—The last sentence of section 4973 (b) (relating to excess
contributions to individual retirement accounts, ete.) is amended by strik-
ing out “'solely because of employer contributions to & plan or contract de-
seribed in section 218(b)(2)" and inserting in lieu thereof “solely because
of ineligibility under section 219(b) (2) or section 220(b) (3).”

(2) EFFECTIVE DATE.—The amendment made by paragraph (1) shall apply
as if included in section 1501 of the Tax Reform Act of 1976 at the time of
the enactment of such Act.

(aa) AMENDMENTS RELATING TO DISCLOSURE OF TAX RETURNS.—

(1) DISCLOSURE OF MAILING ADDRESS TO NATIONAL INSTITUTE FOR OCCUPA-
TIONAL SAFETY AND HEALTH AND FOR PURPOSES OF COLLECTING CERTAIN STUDENT
LOANS.—

(A) Subsection (m) of section 8103 (relating to disclosure of tax-
payer identity information) is amended to read as follows:

“(m) DISCLOSURE OF TAXPAYEFE IDENTITY INFORMATION.—

“{(1) Tax rerunDs.—The Secretary may disclose taxpayer identity infor-
mation to the press and other media for purposes ~f notifying persons entitled
to tax refunds when the Secretary, after reasonable effort and lapse of time,
has been unable to locate such persons.

“(2) FEDERAL crLa1Ms.—Upon written request, the Secretary may disclose
the malling address of a taxpayer to officers and employees of an agency
personally and directly engaged in, and solely for thelr use in, preparation
for any administrative or judicial proceeding (or investigation which may
result in such a proceeding) pertaining to the collection or compromise of
a Federal claim against such taxpayer in accordance with the provisions
of section 3 of the Federal Claims Collection Act of 1966.

“(8) NATIONAL INSTITUTE FOR OCCUPATIONAL SAFETY AND HEALTH.—Upon
written request, the Secretary may disclose the malling address of taxpayers
to officers and employees of the National Institute for Occupational Safety
and Health solely for the purpose of locating individuals who are, or may
have been, exposed to occupational hazards in order to determine the status
of their health or to inform them of the possible need for medical care and
treatment,

“(4) INDIVIDUALS WHO HAVE DEFAULTED ON STUDENT LOANS.—

“(A) IN GENERAL—Upon written request by the Commissioner of
Education, the Secretary may disclose the mailing address of any tax-
payer who has defaulted on a loan made from the student loan fund
established under part E of title IV of the Higher Education Act of 1965
for use only for purposes of locating such taxpayer for purposes of
collecting such loan.

“(B) DISCLOSURE TO INSTITUTIONS.—Any malling address disclosed
under subparagraph (A) may be disclosed by the Commissioner of Edu-
cation to any educational institution with which he has an agreement
under part E of title IV of the Higher Education Act of 1965 only for
use by officers, employees or agents of such institution whose dutles
relate to the collection of student loans for purposes of locating indi-
viduals who have defaulted on student loans made by such institation
pursuant to such agreement for purposes of collecting such loans.”

(B) Paragraph (38) of section 8103(a) i1s amended by inserting *, sub-
section (m) (4) (B).” after “subsection (e) (1) (D({i1)".

(C) Paragraph (2) of section 7218(a) (relating to penalties for un-
authorized disclosure of information) 18 amended—

(1) striking out “or any local” and inserting in leu thereof
“ any local”;
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(ii) by inserting *, or any educational institution" after “‘enforce-
ment agency’ ; and

(iii) by striking out “section 6103(d) or (1)(8)" and inserting
in lieu thereof *subsection (d), (1)(6), or (m)(4) (B) of section
103",

(2) DISCLOSURE OF TAX RETURN INFORMATION REGARDING SPECIAL FUEL
EXCISE TAXES.—Subsection (d) of section 6103 (relating to disclosure to State
tax officlals) is amended by inserting “31,"” after *'24,",

(3) RETURN INFORMATION OTHER THAN TAXPAYER RETURN INFORMATION,—
Paragraph (2) of section 6103(i) (relating to return information other than
taxpayer return information) is amended by adding at the end thereof the
following new sentence: “For purposes of this paragraph, the name and
address of the taxpayer shall not be treated as taxpayer return information.”

(4) DISCLOSURE OF RETURN INFORMATION CONCERNING POSSIBLE CRIMINAL
AcTiviTies.—Paragraph (3) of section 6103(i) (relating to disclosure of
return information concerning possible criminaldctivities) is amended by
adding at the end thereof the following new sentence: “For purposes of the
preceding sentence, the name and address of the taxpayer shall not be treated
as taxpayer return information if there is return information (other than
taxpayer return information) which may constitute evidence of a violation
of Federal criminal laws.”

(5) CRIMINAL PENALTY FOR UNAUTHORIZED DISCLOSURE OF INFORMATION,—
Section 7213(a) (relating to unauthorized disclosure of information) is
amended—

(A) by striking out “to disclose” in paragraphs (1), (2), and (5) and
inserting in lieu thereof “willfully to disclose”,

(B) by striking out “to thereafter print or publish” in paragraph (3)
and inserting in lleu thereof ‘“thereafter willfully to print or publish”,
and

(C) by striking out *““to offer” in paragraph (4) and inserting in lien
thereot “willfully to offer’.

(6) NO CIVIL LIABILITY FOR GOOD FAITH BUT ERRONEOUS INTERPRETATION OF
DISCLOSURE REQUIREMENTS.—Section 7217 (relating to civil damages for un-
authorized disclosure of return and return information) i{s amended—

(A) by redesignating subsections (b) and (e) as subsections (c¢) and
(d), respectively ;

(B) by inserting after subsection (a) the following new subsection:

“(b) No LIABILITY FOBR Goop FAITH BUT ERRONEOUS INTERPRETATION.—No lia-
bility shall arise under this section with respect to any disclosure which results
from a good faith, but erroneous, interpretation of section 6103.” ; and

(C) by striking out “An action” in subsection (d) (as so redesig-
nated) and inserting in lieu thereof “PEr10D FOR BRINGING ACTION.—AnN
action”,

(7) EFFECTIVE DATES.— —_—

(A) Except as provided in subparagraph (B), the amendments made
by this subsection shall take effect January 1, 1977.

(B) The amendments made by paragraph (8) shall apply with respect
to disclosures made after the date of the enactment of this Act.

{bb) AMENDMENTS RELATING TO INCOME TAX RETURN PREPARERS.—

(1) NEGOTIATION OF OHECKS BY BANK.—Subsection (f) of section 6895
(relating to negotiation of check) is amended by adding at the end thereof
the following new sentence: “The preceding sentence shall not apply with
respect to the deposit by a bank (within the meaning of section 581) of the
full amount of the check in the taxpayer’s account in such bank for the
benefit of the taxpayer.”

(2) DermnrrioN.~Clause (ifi) of sectlon 7701(a)(38) (B) (relating to
exceptions from the definition of income tax return preparer) is amended to
read as follows :

“(iii) prepares as a fiduclary a return or clalm for refund for any
person, or”.

(3) EFFECTIVE DATE.—The amendments made by this subsection shall apply
to documents prepared after December 31, 1976.

(cc) CLARIFICATION OF DECLABATORY JUDGMENT PROVISIONS WITH RESPECT To
REVOOATIORS OF OB OTHER CHANGES IN THE QUALIFICATIONS OF CERTAIN ORGA-
NIZATIONS.—
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(1) QUALIFICATION OF CERTAIN RETIREMENT PLANS.—Subsection (a) of
section 7476 (relating to declaratory judgments relating to qualification of
certain retirement plans) is amended by adding at the end thereof the fol-
lowing new sentence: “For purposes of this section, a determination with
respect to a continulng qualification includes any revocation of or.other
change In a qualification.”

(2) CLABSBIFICATION OF ORGANIZATIONS UNDER BECTION 501 (C) (8), ETC.—Sub-
sectlon (a) of section 7428 (relating to declaratory judgments relating to
status and classification of organizations under section 501(c) (3), etc.) Is
amended by adding at the end thereof the following new sentence: “For
purposes of this section, a determination with respect to a continuing quali-
fication or continuing classification includes any revocation of or other
change In a qualification or classification.”

(3) EFFeCTIVE DATE.—The amendments made by paragraphs (1) and (2)
shall take effect as if included in section 7476 or 7428 of the Internal Revenue
Code of 1954 (as the case may be) at the respective times such sections were
addea to such Code.

SEC. 3. TECHNICAL, CLERICAL, AND CONFORMING AMENDMENTS TO
ESTATE AND GIFT TAX PROVISIONS.

(a) AMENDMENTS RELATING TO TREATMENT OF SECTION 306 STOCK.—

{1) APPLICATION OF “FRESH START'’ TO SECTION 308 sTOCK.—Subsection (a)
of section 308 (relating to dispositions of certain stock) is amended by
adding at the end thereof the following new paragraph:

“(3) ORDINARY INCOME FROM SALE OR REDEMPTION OF SECTION 306 STOCK
WHICH IS CARRYOVER BASI8S PROPERTY ADJUSTED FOR 1976 VALUE.—

“(A) In GENERAL.—If any section 306 stock was distributed before
January 1, 1977, and if the adjusted basls of such stock in the hands
of the person disposing of it is determined under section 1023 (relating
to carryover basis), then the amount treated as ordinary income under
paragraph (1) (A) of this subsection (or the amount treated as a divi-
dend under section 301(c) (1)) shall not exceed the excess of the amount
realized over the sum of—

*(1) the adjusted basis of such stock on December 31, 1976, and
“(i1) any increase in basis under section 1023 (h).

“(B) REDEMPTION MUST BE DESCRIBED IN BECTION 302(b).—Subpara-
graph (A) shall apply to a redemption only if such redemption is
described in paragraph (1), (2), or (4) of section 302(b).”

(2) CLARIFICATION THAT SECTION 303 OVERRIDES SECTION 306.—Subsection
(b) of section 308 (relating to exceptions) is amended by adding at the
end thereof the following new paragraph:

“(8) SecrioN 303 REDEMPTIONS.—To the extent that section 303 appiies
to a distribution in redemption of section 308 stock.”.

(3) EFrrFECTIVE pATE—The amendments made by this subsection shall
apply to the estates of decedents dying after December 31, 1976.

(b) CoORDINATION OF DEDUCTION FOR ESTATE TAXES ATTRIBUTABLE TO INCOME
IN REesPECT OF A DECEDENT WITH THE CAPITAL GAIN DEepucrioN, Ero.—

(1) In cENERAL.—Subsection (c) of section 691 (relating to deduction
for estate taxes in the case of income in respect of decedents) is amended
by adding at the end thereof the following new paragraph:

#“(4) COORDINATION WITH CAPITAL GAIN DEDUCTION, ETC.—For purposes of
sections 1201, 1202, and 1211, and for purposes of section 57(a) (9), the
amount of any gain taken into account with respect to any item described
in subsection (a) (1) shall be reduced (but not below zero) by the amount
of the deductlon allowable under paragraph (1) of this subsection with
respect to such item.”

- (2) EFFECTIVE DATE—The amendment made by paragraph (1) shall apply
X'iih respect to decedents dying after the date of the enactment of this
ct.
(c) AMENDMENTS RELATING TO CARRYOVER Basis.—

(1) MINIMUM CARRYOVER BASIS FOR TANGIBLE PERSONAL PROPERTY.—

(A) IN GENERAL—Subsection (h) of section 1023 (relating to ad-
Justment to basis for December 81, 1976, falr market value) is amended
by adding at the end thereof the following new paragraph:

“(8) MINIMUM BASIS FOR TANGIBLE PERSONAL PROPERTY.—
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“(A) IN oENERAL.—If the holding period for any carryover basis
property which is tangible personal property includes December 31,
1076, then, for purposes of determining gain and applying this section,
the adjusted basis of such property immediately before the death of
the death of the decedent shall be treated as being not less than the
amount determined under subparagraph (B).

“(B) AMoUNT.—The amount determined under this subparagraph for
and property is—

“(1) the value of such property (as determined with respect to
the estate of the decedent without regard in section 2032); divided

by

‘(il) 1.0066 to the nth power where n equaly the number of full
calendar months which have elapsed between December 31, 1976,
and the date of the decedent’s death.”

(B) CONFORMING AMENDMENT.—Paragraph (3) of section 1023(g)
(relating to decendent’s basis unknown) is amended by striking out “to
the person acquiring such property from the decedent” and inserting
in leu thereof “and cannot be reasonably ascertained’.

(2) TREATMENT OF INDEBTEDNESS.—

(A) IN GENERAL—Paragraph (1) of section 1023(g) (defining fair
market value) is amended by inserting ‘(without regard to whether
there is a mortgage on, or indebtedness in respect of, the property)”
after “chapter 11",

(B) TeEcHNICAL AMENDMENT.—Subsection (g) of section 1023 (relat-
ing to other special rules and definitions) is amended by striking out
paragraph (4).

{3) ONLY ONE FRESH START WITH RESPECT TO CARRYOVER BASIS PROPERTY
HELD ON DECEMBER 81, 1973.—Subsection (h) of section 1023 (relatlng to

adjustment to basis for December 31, 1976, fair market value) is amended by
adding at the end thereof the following new paragraph:

“(4) ONLY ONE FRESH START.—There shall be no increase in basis under
this subsection by reason of the death of any decedent if the adjusted basis
of the property in the hands of such decedent reflects the adjusted basis
of property which was carryover basis property with respect to a prior
decedent.”

(4) AUTOMATIC LONG-TERM STATUS FOR GAINS AND LOSSES ON CARRYOVER
BASIS PROPERTY.—Subparagraph (A) of section 1223(11) is amended by
inserting “or 1023" after “‘section 1014”,

(5) CLARIFICATION THAT ADJUSTED BASIS IS INCREASED FOR BTATE ESTATE
TAXES.—

(A) Subsection (¢) of section 1023 (relating to increase in basis for
Federal and State estate taxes attributable to appreciation) is amended
to read as follows:

“(c) INCREASE IN BasIS FOR FEDERAL AND STATE ESTATE TAXES ATTRIBUTABLE
TO APPRECIATION.—

‘(1) FEDERAL ESTATE TAXES.—The basis of appreciated carryover basis
property (detericined after any adjustment under subsection (h)) which is
subject to the tax imposed by section 2001 or 2101 in the hands of the person
acquiring it from the decedent shall be increased by an amount which bears
the same ratio to the Federal estate taxes as—

“(A) the net appreciation in value of such property, bears to -

“(B) the fair market value of all property which is subject to the tax
imposed by section 2001 or 2101.

“(2) STATE ESTATE TAXES.—The basis of appreciated carryover basis prop-
erty (determired after any adjustment under subsection (h)) which is
subject to State estate taxes in the hands of the person acquiring it from -
decedent shall be increased by an amount which bears the same ratio to the
State estate taxes as—

“(A) the net appreclation in value of such property, bears to

“(B) the fair market value of all property which is subject to the
State estate taxes.”

(B) The secord sentence of paragraph (2) of section 1023(f) (defin-
ing net appreciation) is amended by striking out “For purposes of sub-
section (d),” and inserting in lieu thereof “For purposes of paragraph
(2) .of subsection  (¢), such adjusted basls shall be increased by the
amount of any adjustment under paragraph (1) of subsectlon (c) for
purposes of subsection (d),”. .
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(0) Paragraph (8) of section 1023(f) (defining Federal and State
estate taxes) is amended to read as follows:

“(8) FEIDERAL AND STATE ESTATE TAXES.—For purposes of subsection (e)—

“(A) FEDERAL ESTATE TAXES.—The term ‘Federal estate taxes’ means
thehtat: imposed by section 2001 or 2101, reduced by the credits against
suc) X,

“B) STATE ESTATE TAXES.—The term ‘State estate taxes’ means any
estate, inheritance, legacy, or succession taxes, for which the estate is
liable, actually paid by the estate to any State or the District of
Columbia.”

(6) CLARIFICATION OF INCREASE IN BASIS FOR CERTAIN STATE SUCCESSION
TAXES.—Paragraph (2) of section 1023(e) (relating to further increase in
basis for certain State succession tax paid by transferee of property) is
amended by striking out “for which the estate is not liable”,

(7) CLARIFICATION OF APPLICATION OF FRESH START.—Paragraphs (1) and
(2) (A) of section 1023(h) (relating to adjustment to basis for December 31,
1976, fair market value) are each amended by striking out “for purposes
of determining gain” and inserting in lleu thercof “for purposes of deter-
mining gain and applying this section”. :

(8) TECHNICAL AMENDMENT WITH RESPECT TO CERTAIN TERM INTERESTS.——
Paragraph (1) of section 1001(e) (relating to certain term interests) is
amended by striking out “section 1014 or 1015” and inserting in lieu thereof
“section 1014, 1015, or 1023". : o

(9) ErrecTIVE DATE.—The amendments made by this subsection shall apply
in respect of decedents dying after December 31, 197¢. :

(d) AMENDMENTS RELATING T0 VALUATION oF CERTAIN FaRM, Erc, REAL
PROPERTY.— i

(1) CLARIFICATION THAT SPECIAL VALUATION APPLIES ONLY TO INTEEESTS
PASSING TO QUALIFIED HEIRS.—Paragraph (1) of section 2032A (b) (defining
qualified real property) is amended by striking out “real property located in
the United States” and inserting in lieu thereof “real property located in the
United States which was acquired from or passed from the decedent to a
qualified héir of the decedent and”. '

(2) PROPERTY RECEIVED IN SATISFACTION OF PECUNIARY BEQUEST.—Subsec-
tion (e) of section 2032A (relating to definitions and special rules for farm
valuation property) is amended by adding at the end thereof the following
new paragraph:

“(9) PROPERTY ACQUIRED FROM DECEDENT.—Property shall be considered to
have been acquired from or to have passed from the decedent if—

“{A) such property is so considered under section 1044(b) (relating
to basis of property acquired from a decedent),

“(B) such property is acquired by any person from the estate in satis-
faction of the right of such person to a pecuniary bequest, or

“(C) such property is acquired by any person from a trust in satisfac-
tion of a right (which such person has by reason of the death of the
decedent) to receive from the trust a specific dollar amount which is the
equivalent of a pecuniary bequest.”

(3) USE OF FARM VALUATION PROPERTY TO SATISFY PECUNIARY BEQUEST.—
Subsection (a) of section 1040 (relating to use of certain appreciated carry-
over basis property to satisfy pecuniary bequest) is amended by inserting
“(determined without regard to section 2032A)” after ‘‘chapter 11”.

(4) TREATMENT OF CERTAIN COMMUNITY PROPERTY.—Subsection (e) of sec-
tion 2032A is amended by adding at the end thereof the following new
paragraph:

“(10) CoMMUNITY PROPERTY.—If the decedent and his surviving spouse at
any time held qualified real property as community property, the interest of
the surviving spouse in such property shall be taken into account under this
section to the extent necessary to provide a result under this section with
respect to such property which is consistent with the result which would
have obtained under this section if such property had not been community

roperty.”
r (5) SUBSTITUTION OF BOND FOR PERSONAL LIABILITY OF QUALIFIED HEIR FOR
THE RECAPTURE TAX WITH RESPECT TO FARM VYALUATION PROPERTY.—
- (A) IN cENERAL.—~—Paragraph (68) of section 2032A(c) is amended to

- read as follows:

“(8) LIABILITY FOR TAX; FURNISHING OF BOND.—The qualified heir shall be
personally liable for the additlonal tax imposed by this subsection with
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respect to his interest unless the heir has furnished bond which meets the
requirements of subsection (e) (11).”
- (B) BoND REQUIREMENTS.—Subsection (e) of section 20324 is amended
by adding at the end thereof the following new paragraph: :

“(11) BOND IN LIEU OF PERSONAL LIABILITY.—If the qualified helr makes
written application to the Secretary for determination of the maximum
amount of the additional tax which may be imposed by subsection (¢) with
respect to the qualified heir's interest, the Secretary (as soon as possible, and
in any event within 1 year after the making of such application) shall notify
the heir of such maximum amount. The qualified heir, on furnishing a bond
in such amount and for such period as may be required, shall be discharged
from personal liability for any additional tax imposed by subsection (c) and
shall be entitled to & receipt or writing showing such discharge.”

{6) ErrecTIVE DATE—The amendments made by this subsection shall apply
to the estates of decedents dying after December 31, 1976,

(e) AMOUNT oF SECURITY REQUIRED FOR EXTENDED PAYMENT PROVISIONS FOR
CroseLy HELD BUSINESSES.— .

(1) IN GENERAL.— : .

. (A) Paragraph (2) of section 6324A (e) (defining aggregate interest

amount) is amended to read as follows:

“(2) REQUIRED INTEREST AMOUNT.—The term ‘required interest amount’
means the aggregate amount of interest which will be payable over the first
4 years of the deferral period with respect to the deferred amount (deter-
mined as of the date prescribed by section 6151(a) for the payment of the
tax imposed by chapter 11).” -

(B) Subparagraph (B) of section 8324A (b) (2) (relating to maximum
value of required property) is amended by striking out “aggregate inter-
est amount” and inserting in lieu thereof “required interest amount”.

{(C) Paragraph (5) of section 6324A (d) (relating to speclal rules)
is amended by striking out “aggregate interest amount” and inserting
in lieu thereof “required interest amount”.

(D) Paragraph (4) of section 6324A (e) (relating to application of
definitions in case of deficiencies) is amended by striking out “aggregate
interest amount” and inserting in lieu thereof “required interest amount”.

(2) EFrrFECTIVE DATE.~—The amendments made by this section shall apply
to the estates of decedents dying after December 31, 1976.

(f) CLARIFICATION OF THE $3,000 ANNUAL ExcLusioN From THE RULE INCLUD-
ING IN GROSS ESTATE TRANSFERS WITHIN 3 YEARS OF DEATH.—

(1) AMENDMENT OF SECTION 2085(b).—Subsection (b) of section 2035 (re-
lating to adjustments for gifts made within 3 years of decedent’s death) is
amended to read as follows:

“(b) ExcErrioNs.—Subsection (a) shall not apply—

“(1) to any bona fide sale for an adequate and full consideration in money
or money’s worth, and

“(2) to any gift to a donee made during a calendar year if the decedent
was not required by section 6019 to file any gift tax return for such year with
respect to gifts to such donee.

Paragraph (2) shall not apply to any transfer with respect to a life insurance
policy.”

(2) ErFECTIVE DATE.—The amendment made by paragraph (1) shall apply
to the estaies of decedents dying after December 81, 1976, except that it shall
not apply to transfers made before January 1, 1977,

{g) AMENDMENTS RELATING T0 ESTATE TAx MARITAL DEDUCTION.—

(1) DEDUCTION NOT REDUCED FOR GIFT TO 8POUSE WHICH IS INCLUDED IN DO-
NOR'S ESTATE BY REASON OF BECTION 2035.—Subparagraph (B) of section
2056(c) (1) (relating to adjustment to estate tax marital deduction for cer-
tain gifts to spouse) is amended by adding at the end thereof the following
new sentence:

“For purposes of this subparagraph, a gift which is includible in the gross
estate of the donor by reason of section 2035 shall not be taken into account.”

(2) REDUCTION FOR GIFT TAX MARITAL DEDUCTION IN EXCESS OF 50 PERCENT
OF THE VALUE OF GIFTS TO A spousk.—Clause (ii) of section 2056(c) (1) (B)
(relating to adjustment to estate tax marital deduction for certain gifts to
spouse) is amended by inserting “required to be included in a gift tax return”
after “with respect to any gift”. .

(3) ErrecTIvE DATE.—The amendment made by this subsection shall apply
to the estate or decedents dying after December 31, 1976.
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{h) COORDINATION OF SECTIONS 2513 AND 2035.—
(1) IN gENerAL—Section 2001 (relating to imposition and rate of estate
tax) is amended by adding at the end thereof the following new subsectlon
“(e) COORDINATION OF SECTIONS 2513 and 2035.—If—
‘(1) the decedent’s spouse was the donor of any gift one-half ot’ which
was congidered under section 2513 as made by the decedent, and
“(2) the amount of such gift is includible in the gross estate of the dece-
dent's spouse by reason of section 2035,

such gift shall not be included in the adjusted taxable gifts of the decedent for
purposes of subsection (b) (1) (B), and the aggregate amount determined under
subsection (b) (2) shall be reduced by the amount (if any) determined under
subsection (d) which was treated as a tax payable by the decedent’s spouse with
respect to such gift.”

(2) CONFORMING AMENDMENT.——Subparagraph (C) of section 26802(a) (1)
(relating to amount of tax on generation-skipping transfers) is amended by
striking out “section 2001(b))” and inserting in lieu thereof “section 2001
(b), as modifted by section 2001(e) )"

(3) EFFECTIVE DATE.—The amendments made by this subsection shall ap-
ply with respect to the estates of decedents dying after December 31, 1976,
except that such amendments shall not apply to transfers made before Jan-
uary 1, 1977,

(i) INCLUBION IN GroSS ESTATE OF STOCK TRANSFERRED BY THE DECEDENT

WHERE THE DECEDENT RETAINS OR ACQUIRES VOTING RIGHETS.—

(1) IN GENERAL—Section 2036 (relating to transfers with retained life
estate) is amended by redesignating subsection (b) as subsection (¢) and by
inserting after subsection (a) the following new subsection :

“(b) VoriNGg RIGHTS.—

“(1) 1IN geNERAL—For purposes of subsection (a) (1), the retention of the
right to vote (directly or indirectly) shares of stock of a controlled corpora-
tion shall be considered to be & retention of the enjoyment of transferred
property.

*(2) CONTROLLED CORPOBATION.—For purposes of paragraph (1), a corpo-
ration shall be treated as a controlled corporation if, at any time after the
transfer of the property and during the 3-year period ending on the date of
the decedent's death, the decedent owned (with the application of section
818), or had the right (either alone of in conjunection with any person) to
vote, stock possessing at least 20 percent of the total combined voting power
of all classes of stock.

*(8) COOBDINATION WITH BECTION 2085,—For purposes of applying section
2035 with respect to paragraph (1), the relinquishment or cessation of voting
rights shall be treated as a transfer of property made by the decedent.”

(2) CoNFORMING AMENDMENT.—Subsection (a) of section 2036 is amended
by striking out the last sentence thereof."

(3) EFFECTIVE DATE.—The amendments made by this subsection shall
apply to transfer made after June 22, 1976,

(j) AMENDMENTS RELATING TO INDIVIDUAL RETIREMENT AcCCOUNTS, EtC., FOR

SPOUSE.—

{1) APPLICATION OF ESTATE TAX EXCLUSION TO INDIVIDUAL RETIREMENT AC-
COUNTS, ETC., FOR SPOUSE~—Subsection (e) of section 2039 (relating to ex-
clusion of individual retirement accounts, ete.) is amended by striking out
“seg:)o’n 219" each place it appears and inserting in lieu thereof “section 219
or '

(2) TRANSFERS TO INDIVIDUAL RETIREMENT ACCOUNTS, ETC., FOR SPOUSE
TREATED A8 TRANSFERS OF PRESENT INTERESTS.—Section 2503 (relating to tax-
able gifts) is amended by adding at the end thereof the following new sub-

gection:

¢“(d) INDIVIDUAL RETIREMENT AcCCOUNTS, ETC., FOR SPoUSE.—For purposes of
subsection (b), any payment made by an individual for the benefit of his spouse—

‘(1) to an indlividual retirement account described In section 408¢a),
“(2) to an individual retirement annuity described in section 408(b), or
“(8) for a retirement bond described in section 409,

shall not be considered a gift of a future interest in property to the extent that
such payment is allowable as a deduction under section 220.”

{8) EFFECTIVE DATES.—
(A) The amendment made by paragraph (1) shall apply to the estates
of decedents dying after December 31, 1976.
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(B) The amendment made by paragraph (2) shall apply to transfers
made after December 31, 1976,
(k) PRoVISIONS RELATING TO TREATMENT OF JOINT INTERESTS.—
(1) REMOVAL OF REQUIREMENT OF ACTUARIAL COMPUTATIONS FOR JOINT IN-
TERESTS IN PERSONAL PROPERTY.—
(A) IN GENERAL.—Subchapter (B) of chapter 12 (relating to transrers
for purposes of the gift tax) Is amended by inserting after section 2515
the following new section:

“SEC. 2515A. TENANCIES BY THE ENTIRETY IN PERSONAL PROPERTY.

“(a) CERTAIN ACTUARIAL COMPUTATIONS NoT REQUIRED.—In the case of—
*(1) the creation (either by one spouse alone or by both spouses) of a
Joint interest of a husband and wife in personal property with right of sur-
vivorship, or
*“(2) additions to the value thereof in the form of improvements, reduc-
tions in the indebtedness thereof, or otherwise,
the retained interest of each spouse shall be treated as one-half of the value of
their joint interest.

*(b) ExceprioN.—Subsection (a) shall not apply with respect to any joint
interest in property if the fair market value of the interest or of tlie property
(determined as if each spouse had a right to sever) cannot reasonably be ascer-
tained except by reference to the life expectancy of one or both spouses.”

(B) CHANGE IN BECTION 2818 HEADING.—'The heading for section 2515
is amended to read as follows:

“SEC. 2515. TENANCIES BY THE ENTIRETY IN REAL PROPERTY.”

(C) CLrEricAL AMENDMENTS.—The table of sections for subchapter B
of chapter 12 is amended by striking out the item relating to section 2515
aud inserting in liea thereof the following: )

“Sec. 2515. Tenancles by the entirety in real property.
“Sec. 2315A. Tenancles by the entirety in personal property.’

(D) ErrPEcTIVE DATE.—The amendments made by this paragraph shall
apply to joint interests created after December 31, 1976.

(2) EXTENSION OF FRACTIONAL INTEREST RULE TO CERTAIN JOINT INTERESTS
IN REAL OR PERSONAL PROPERTY CREATED BEFORE 1977.—Section 2040 (relating
to joint interests) is amended by adding at the end thereof the following new
subsections :

“{c) JoxNT INTERESTS OF HUSBAND AND WIFE CREATED BEFORE 1977.—Under
regulations prescribed by the Secretary—

*(1) IN GENEBAL.—In the case of any joint interest created before Janu-
ary 1, 1977, which (if created after December 31, 1976) would have consti-
tuted a qualified joint interest under subsectlon (b) (2) (determined without
regard to clause (il) of subsection (b)(2)(B)), the donor may make an
election under this subsection to have paragraph (1) of subsection (b) apply
with respect to such joint interest. ‘

“(2) TIME FOR MAKING ELECTION.—An election under this subsection with
respect to any property shall be made for the calendar quarter in 1977,
1978, or 1979 selected by the donor in a gift tax return filed within the time
prescribed by law for filing a gift tax return for such quarter. Such an
election may be made irrespective of whether or not the amount involyed
exceeds the exclusion provided by section 2503(b) ; but no election may be
made under this subsection after the death of the donor.

*(3) TAX EFFECTS OF ELECTION.—In the case of any property with respect
to which an election has been made under this subsection, for purposes of
this title—

“(A) the donor shall be treated as having made a gift at the close
of the calendar quarter selected under paragraph (2), and

“(B) the amount of the-gift shall be determined under paragraph (4).

“(4) AMOUNT OF GIFT.—For purposes of paragraph (3) (B), the amount
of any gift is one-half of the amount—

. “{A) which bears the same ratio to the excess of (1)} the fair market
value of the property on the date of the deemed making of the gift under
paragraph (3) (A), over (i) the fair market value of such property on
the date of the creation of the joint interest, as

98-902—77—3
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“(B) the excess of (1) the consideration furnished by the donor at
the time of the creation of the joint interest, over (ii) the consideration
furnished at such time by the donor’s spouse, bears to the total con-
sideration furnished by both spouses at such time,
(4‘)‘ (&)) SPECIAL RULE FOR PARAGRAPH (4) (A).—For purposes of paragraph
‘““(A) In the case of real property, if the creation was not treated as
a gift at the time of the creation, or
‘7 “{BY In the case of personal property, if the gift was required to be
included on a gift tax return but was not so included, and the period
of limitations on assessment under section 6501 has expired with re-
spect to the tax (if any) on such gift,

then the fair market value of the property on the date of the creation of the
Joint interest shall be treatea as zero.

“(6) SUBSTANTIAL IMPROVEMENTS.—For purposes of this subsection, a
substantial improvement of any property shall be treated as the creation
of a separate joint interest. .

#(d) TREATMENT OF CERTAIN P0osT-1976 TERMINATIONS. —
“(1) IN GENERAL~—If— } .
(A) before January 1, 1977, a husband and wife had a joint interest
in property with right of survivorship,
‘(“(B) after December 31, 1976, such joint interest was terminated,
an
“(C) after December 31, 1976, a joint interest of such husband and
wife in such property (eor in property the basis of which in whole or in
part reflects the basis of such property) twas created,

then paragraph (1) of subsection (b) shall apply to the joint interest de-

s(cr)lbed in subparagraph (C) only if an election is made under subsection
e). o :

“(2) SpPECIAL ROLES.—For purposes of applying subsection (¢) to prop-
erty described in paragraph (1) of this subsection—

“(A) if the creation described in paragraph (1) (C) occurs after
December 31, 1979, the election may be made only with respect to the ~
calendar quarter in which such creation occurs, and

“(B) the creation of the joint interest described in paragraphs (4)
and (5) of subsection (c¢) is the creation of the joint interest described
in paragraph (1) (A) of this subsection,”

(1) AMENDMENTS RELATING T0 ORPHANS' EXOLUSION.—~

(1) ORPHANS' EXCLUSION WHERE THERE IS A TRUST FOR MINOR CHILDREN.—
Section 2057 (relating to bequests, etc., to certain minor children) {s amended
by redesignating subsection (d) as subsection (e) and by inserting after
subsection (¢) the following new subsection :

#(d) QUALIFIED MINORS’ TRUST.— \ '

“(1) IN GENERAL—For purposes of subsection (a), the Interest of a
minor child in a qualified minors’ trust shall be treated as an interest In
property which passes or has passed from the decedent to such child.

“(2) QUALIFIED MINORS’ TRUST.—For purposes of paragraph (1), the
term ‘qualified minors’ trust’ means a trust—

J“(A) except as provided in subparagraph (D), all of the beneficiaries
of which are minor children of the decedent,

“(B) the corpus of which is property which passes or has passed from
the decedent to such trust,

“(C) except as provided in paragraph (8), all distributions from
which to the beneflciaries of the trust before the termination of their
interests will be pro rata,

“(D) on the death of any heneficiary of which before the termination
of the trust, the beneflciary's pro rata share of the corpus and accumu-
lated fncome remains in the trust for the benefit of the minor children
of the decedent who survive the beneflelary or vests in any person, and

“(E) on the termination of which, each beneficiary will receive a pro
rata share of the corpus and accumulated income. ‘

“(8) CERTAIN DISPROPOETIONATE DISTRIBUTIONS PERMITTED.—A trust shall
not be treated as falling to meet the requirements of paragraph (2)(C)
solely by reason of the fact that the governing Instrument of the trust per-
mits the making of disproportionate distributions which are limited by an
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ascertainable standard relating to the health, education, support, or mainte-

pance of the beneficlaries.

“(4) TRUSTEE MAY ACCUMULATE INCOME.—A trust which otherwise quall-
fles as a qualified minors’' trust shall not be disqualified solely by reason of
the fact that the trustee has power to accumulate income. ,

“(5) COOBDINATION WITH BUBSECTION (¢).—In applying subsection (c)
to a qualified minors’ trust, those provisions of section 2036(b) which are
inconsistent with paragraph (3) or—(4) of this subsection shall not apply.

“(6) DEATH OF BENEFICIARY BEFORE YOUNGEST CHILD REACHES AGE 23.—
Nothing in this subsection shall be treated as disqualifying an interest of a
minor child in a {rust solely because such interest will pass to another person
if the child dies before the youngest child of the decedent attains age 23.”

{2) AGE 23 FOR TERMINABLE INTEREST RULE IN THE CASE OF ORPHANS’ EX-
cLusIioN.—The second sentence of subsection (¢) of section 2057 (relating
to limitation in the case of life estate or other terminable interest) is
amended by striking out “21'’ and inserting in lieu thereof “23",

(3) EfFrFecTIVE DATE.—The amendments made by, this subsection -shall
apply to the estates of decedents dying after December 31, 1976. .

S (m) DISCLAIMER BY SURVIVING SroUSE WHERE INTEREST PASsSEs To SUOH
POUSE.— . .

(1) IN GENERAL—Paragraph (4) of section 2518(b) (defining qualified
disclaimer) is amended to read as follows:

“(4) as a result of such refusal, the interest passes without any direction
on the part of the person making the disclainjer and passes either—

“(A) to the spouse of the decedent, or

“(B) to a person other than the person making the disclaimer.”

(2) EFrFECTIVE DATE.—The amendment made by paragraph (1) shall apply
to transfers creating an interest in the person disclaiming made after De-

_cember 81, 1976,
(n) AMENDMENTS RELATING TO TAX ON GENERATION-SKIPPING TRANSFERS.—

(1) CEBTAIN POWERS OF INDEPENDENT TRUSTEES NOT RELATED A8 POWERS.—
Subsection (e) of section 2613 (relating to. definitions for purposes of the
tax on geuneration-skipping transfers) is amended to read as follows:

“(e) CerTAIN POWERS NOT TAKEN INTO ACCOUNT.— -

“(1) LIMITED POWER TO APPOINT AMONG LINEAL DESCENDANTS OF THE
GRANTOR.—For purposes of this chapter, an individual shall be treated
as not having any power in a trust if such individual does not have any
present or future power in the trust other than a power to dispose of the
corpus of the trust or the Income therefrom to a beneficiary or a class
of beneficiaries who are lineal descendants of the grantor assigned to a
generation younger than the generation assignment of such individual.

#(2) POWERS OF INDEPENDENT TRUSTEES.— ‘

“(A) IN GENERAL.—For purposes of this.chapter, an individual shall
be treated as not having any power in a trust if such individual—

“(1) is a trustee who has no‘interest in the trust,

“(i1) is not a related or subordinate trustee, and

“(ii1) does not have any present of future power in the trust
other than a power to dispose of the corpus of the trust o rthe
income therefrom to a beneficiary or a class of beneficiaries desig-.
nated in the trust instrument.

“(B) RELATED OR SUBORDINATE TRUSTEE DEFINED.—For purposes of
subparagraph (A), the term ‘related or subordinate trustee’ means any
trustee who is—

“(1) the spouse of the grantor or of any beneficlary,

“(i{) the father, mother, lineal descendant, brother, or sister of
the grantor or of any beneficlary,

“(1i1) an employee of a corporation in which the stockholdinge of
the grantor, the trust, and,the beneficiaries of the trust are sig-
nificant from the viewpoint of voting control, or )

“(iv) an employee of & corporation in which the grantor or any
beneficiary of the trust {s an executive.”

(2) CLARIFICATION OF SECTION 2618 (b) (2) (8).~—Subparagraph (B) of sec-
tion 2613(b) (2) defining taxable termination for purposes of the tax on
generation-skipping transfer) is amended—

(A) by striking out “an interest and a power” and inserting in lieu
thereof “a present interest and a present power”, and
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(B) by striking out “Interest or power” and inserting in lieu thereof
“present interest or present power”.

(3) ALTERNATE VALUATION IN CERTAIN CASES WHERE THERE 18 A TAXABLE
TERMINATION AT DEATH OF OLDER GENEKATION BENEFICIARY.—

(A) IN GENERAL. Subparagraph (A) of section 2602 (d) (1) (relating
to alternate valuation) Is amended by inserting ““(or at the same time as .
the death of a beneficiary of the trust assigned to a higher generation
than such deemed transferor)” after “such deemed transferor”.

(B) SpECIAL RULES.—Subparagraph (A) of section 2602(d) (2) (relat-
ing to speclal rules for alternate valuation) is amended by Inserting
‘“‘{or beneficlary )" after “the deemed transferor”.

(4) EFFECTIVE DATE.~—The amendments made by this subsection shall take
effect as if included in chapter 13 of the Internal Revenue Code of 1954 as
added by section 2008 of the Tax Reform Act of 1976, .

(0) ADJUSTMENT IN INCOME TAX ON ACCUMULATION DiSTRIBUTIONS FOR IPoRTION
-OF ESTATE AND GENERATION-SKIPPING TRANSFER TAXES,—

(1) IN GENERAL—Subsection (b) of section 667 (relating to tax on
accumulation distribution) is amended by adding at the end thereof the
following new paragraph:

“(8) ADJUSTMENT IN PARTIAL TAX FOR ESTATE AND GENERATION-SKIPPING
TRANSFER TAXES ATTRIBUTABLE TO PARTIAL TAX.—

“(A) IN GENERAL—The partial tax shall be reduced by an amount
which is equal to the pre-death portion of the partial tax multiplied by
& fraction—

“(1) the numerator of which is that portion of the tax imposed
by chapter 11 or 18, as the case may be, which is attributable (on a
proportionate basis) to amounts included in the accumulation
distribution, and

“(i1) the denominator of which is the amount of the accumulation
distribution which is subject to the tax imposed by chapter 11 or
13, as the case may be,

“(B) PARTIAL TAX DETEKMINED WITHOUT REGARD TO THIS PARAGRAPH.—
For purposes of this paragraph, the term ‘partial tax’ means the partial
tax imposed by subsectlon (a)(2) determined under this subsection
without regard to this paragraph.

“(C) PRE-DEATH PORTION.—For purposes of this paragraph, the pre-
death portion of the partial tax shall be an amount which bears the
same ratio to the partial tax as the portion of the accumulation distribu-
tion which is attributable to the period before the date of the death of
the decedent or the date of the generation-skipping transfer bears to the
total accumulation distribution.”

(2) EfrFecTIVE DATE—The amendment made by paragraph (1) shall
apply—

e (A) In the case of the tax linposed by chapter 11 of the Internal Reve-
nue Code of 1954, to the estates of decedents dying after December 31,
1976, and

{B) in the case of the tax imposed by chapter 13. to any generation-
skipping transfer (within the meaning of section 2611(a) of such Code)
made after April 30, 1976.

(p) RELIEF oF EXECUTOR FROM DPERSONAL LIABILITY IN THE CASE OF RELIANCE
ON GIFT TAX RETURNS.—

(1) IN GENERAL.—Section 2204 (relating to discharge of fiduciary from
personal liability) is amended by adding at the end thereof the following
new subsection :

“(d) Goop FarrH RELIANCE ON GIFT Tax RETURNS.—If the executor in good
faith relies on gift tax returns furnished under section 6108(e) (3) for deter-
mining the decendent’s adjusted taxable gifts, the executor shall be discharged
from personal liability with respect to any deficiency of the tax imposed by this
chapter which is attributable to adjusted taxable gifts which—

‘(1) are made more than 3 years before the date of the decedent’s death,
and

“(2) are not shown on such returns.”.

(2) EFFECTIVE DATE.—The amendment made by paragraph (1) shall apply
with respect to the estates of decedents dying after Decémber 31, 1976
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(1) AMENDMENT OF GOVERNING INSTRUMENTS 10 MEET REQUIREMENTS FOR GIFTS
OF SPLIT INTEREST TO CHARITY.

(1) CHARITABLE LEAD TRUSTS IN THE CASE OF ESTATE TAX.—The first

sentence of paragraph (3) of section 2055(e) is amended to read as follows:

“In the case of a will executed before December 31, 1977, or & trust created

before such date, if a deduction is not allowable at the time of the decedent’s

death because of the failure of an interest in property which passes from the
decedent to a person, or for a use, described in subsection (a) to meet the
. requirements of subparagraph (A) or (B) of paragraph (2) of this subsec-
* tion, and if the governing instrument i{s amended or couformed on or before
December 31, 1977, or, if later, on or before the 30th day after the date on
which judicial proceedings begun on or before December 31, 1977 (which are
required to amend or conform the governing instrument), become final, so
that interest is in a trust which meets the requirements of such subparagraph
(A) or (B) (as the case may be), a deduction shal] nevertheless be allowed.”
(2) CHARITABLE LEAD TRUSTS AND CHARITABLE REMAINDER TRUSTS IN THE
CASE OF INCOME AND GIFT TAXES.—Under regulations prescribed by the Sec-
retary of the Treasury or his delegate, in the case of trusts created before
December 81, 1977, provisions comparable to section 2055(e) (8) of the
Internal Revenue Code of 1854 (as amended by paragraph (1)) shall be
d:elzggal to be included in sections 170 and 2522 of the Internal Revenue Code
[ .
(r) INDEXING OF FEDERAL TAX LIENS,—
(1) I~ gENERAL.—Paragraph (4) of section 6323(f) (relating to indexing
of tax liens) in amended to read as follows:
“(4) INDEXING REQUIRED WITH RESPECT TO CERTAIN REAL PROPERTY.—In the
case of real property, if—

“(A) under the laws of the State in which the real property is located,
a deed is not valid as against a purchaser of the property who {(at the
time of purchase) does not have actual notice or knowledge of the exist-
ence of such deed unless the fact of filing of such deed has been entered
and recorded in a public index at the place of filing in such a manner
that a reasonable inspection of the index will reveal the existence of the
deed, and

“(B) there is maintained (at the applicable office under paragraph
(1)) an adequate system for the public indexing of Federal tax liens,

then the notice of lien referred to in subsection (a) shall not he treated as
meeting the filing requirements under paragraph (1) unless the fact of flling
is entered and recorded in the index referred to in subparagraph (B) in
such a manner that a reasonable inspection of the index will reveal the
existence of the lien.”.

(2) REFILING OF NOTICE OF LIEN.—Section 6323(g) (2) (A) (relating to
refiling of notice of lien) is amended to read as follows:

“(A) I—

“(1) such notice of lien is refiled in the office in which the prior
notice of lien was filed, and
“(i) in the case of real property, the fact of refiling is entered
and recorded in an index to the extent required by subsection
(f) (4) ; and”.
(3) EFFECTIVE DATE.—

(A) The amendments made by this subsection shall apply with re-
spect to llens, other security interests, and other interests in real prop-
erty acquired after the date of the enactment of this Act.

(B) If, after the date of the enactment of this Act, there is a change
fn the application (or nonapplication) of section 6323(f) (4) of the
Internal Revenue Code of 1954 (as amended by paragraph (1)) with
respect to any filing jurisdiction, such change shall apply only with
respect to liens, other security Interests, and other interests in real
property acquired after the date of such change.

{8) CLERICAL AMENDMENTS.—
(1) CLERICAL AMENDMENTS WITH RESPECT TO SBECTION 6694.~—

(A) IN GENERAL.—Section 6684 (relating to faflure to file Information
with respect to carryover basis property) which was added by section

»
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2005 (d) (2) of the Tax Reform Act of 1976 is redesignated as section

(B) DEFICIENOY PROCEDURES NOT TO APPLY.—Section 6698 (as redesig-
nated by subparagraph (A)) is amended by adding at the énd thereof
the following new subsection: -

“(c) DerictENoy Procepures Nor To ArpLy.—Subchapter B of chapter 63
trelating to deficiency procedures for income, estate, gift, and certain exclse
taxes) shall not apply in respect of the assésment or collection of any penalty
imposed by subsection (a).” :

: (O) TasLk or seorioNs.—The table of sections for subchapter B of
chapter 68 is-amended by striking out

“Sec.. 6694, Fallure to file information with respect to carryover basis
. property.” '

and inserting in lieu thereof the following:

“See. 6608, Fallure to file information with respect to carryover basis
property.”

{2) CLERICAL AMENDMENT TO SECTION 2051.—Section 2051 (deflning taxable
estae) is amended by striking out “exemption and”.

(3) CLERICAL AMENDMENT TO SECTION 1084 (a).—~Subsection (a) of sec-
tion 1016 (relating to adjustments to basis) is ameunded by redesignating
paragraph (23) as paragraph (21). ’

(4) CLERICAL AMENDMENT TO SECTION 632¢B(b).—Subsection (b) of
section 6324B (relating to period of lien for additional estae tax attributa-
ble to farm, etc.,, valuation) is amended by striking out “qualified farm
real property” and inserting in lleu thereof “qualified real property”.

" (5) EFFEOTIVE DATE~The amendments made by this subsection shall
apply to estates of decedents dying after December 31, 1976,

SEC. 4, CORRECTIONS OF PUNCTUATION, SPELLING, INCORRECT
CROSS REFERENCES, ETC.

- {a) ERrONEOUS CROSS REFERENCE IN INVESTMENT CREDIT.—

(1) AMENDMENT OF SECTION 46(f) (8).—The first sentence of paragraph
(8) of section 46(f) is amended by striking out “subsection (a)(6)(D)”
and inserting in lieu thereof “subsection (a) (7) (D)".

(2) AMENDMENT OF SECTION 46(g) (5).—Paragraph (3) of section 46(g)
(relating to definitions) is amended by striking out “Merchant Marine Act,
1970” and inserting in lieu thereof *‘Merchant Marine Act, 1936”, .

(3) AMENDMENT OF SECTION 48(d) (1) (B).—Subparagraph (B) of sec-
tion 48(d) (1) is amended by striking out “section 46(a) (8)” and inserting
in lieu thereof “section 46 (a) (8)".

(4) AMENDMENT OF SECTION 48(d)(4) (p).—Subparagraph (D) of sec-
tion 48(d) (4) is amended by striking out “section 57(e) (2)” and insert-
ing in lieu thereof “section 57 (¢) (1) (B)".

¢(b) PREPAID LEGAL SERVICES.—

(1) Paragraph (2) of section 2134(e) of the Tax Reform Act of 1076
is amended by striking out “section 120(d) (6)* and inserting in lieu thereof
“section 120(d) (7).

(2) Paragraph (20) of section 501(c) is amended by striking out “sec-

_ tion B501(c) (20)” and inserting in lleu thereof “this paragraph”.
{c) AMENDMENTS RELATING TO SEOTIONS 219 AND 220.—

(1) AMENDMENT OF SEOTION' 219(c) (4).—Paragraph of section 219(c)
(relating to participation in governmental plans by certain individuals) is
amended by striking ‘out “subsection (b)(3) (A)(iv)"” each place it ap-
pears and inserting in lieu thereof “subsection (b)(2) (A) (iv)".

(2) AMENDMENT OF -BECOTION 220(b) (1) (A).—Subparagraph (A) of sec-
tion 220(b) (1) (relating to retirement savings for certain married indi-
viduals) is amended by striking out “amount paid to the account or an-
nuity, for the bond” and inserting in lieu thereof “amount paid to the ac-
count, for the annutty, or for the bond”.

(3) AMENDMENT OF SECTION 220 (b) (4).—Paragraph (4) of section 202(b)
is amended by inserting “described in subsection (a)” after “any payment”.

(4) AMENDMENT OF SEOTION 408(d) (4).—Subparagraph (A) of section
1501(b) (5) of the Tax Reform Act of 1976 is amended to read as follows:

“(A) by Inserting ‘or 220’ after ‘219’ each place it appears, and".
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(5) ErFECTIVE DATE.—The amendments made by this subsection shall
apply to taxable years beginning after December 31, 1976,

(d) AOCORUAL ACCOUNTING FOR FARM CoRPORATIONS.—Subsections (a) and (g)
(2) of sectlon 447 are each amended by striking out *“‘preproductive expenses”
and inserting in lieu thereof “preproductive period expenses”,

(e) AMENDMENT OF SroTION 911.—Subsection (e¢) of section 911 is amended
by redesignating paragraph (8) as paragraph (7).

(f) TraNSITION RULE FOR PRIVATE FouNDATIONS.—Subparagraph (F) of sec-
tion 101(1) (2) of the Tax Reform Act of 1969 (relating to private foundations
savings provisions) is amended by striking out the period at the end of clause
(1) and inserting in lieu thereof a comma.

(g) LoBBYING BY PUBLIC CHARITIES.—

(1) LOBBYING NONTAXABLE AMOUN!‘—Paragraph (2) of section 4911(c)
(defining lobbying nontaxable amount) is amended by striking out “pro-
posed expenditures” in the heading of the table contained {n such paragraph
and inserting in lieu thereof “exempt purpose expenditures”,

(2) TECHNICAL AMENDMENTS RELATING TO BECTION 501.—

(A) Section 2(a) of Public Law 95-568 is amended by striking out
“subsection (h) as subsection (1} and by inserting after subsection
(g)"” and inserting in lieu thereof “subsection (i) as subsection (j) and
by inserting after subsection (h)".

(B) Siubsection (g) of section 501 of the Internal Revenue Code of
1954 (as inserted by section 2(a) of Public Law 94—568) is redesignated
as subsection (i).

(C) The amendments made by this paragraph shall take effect on
October 20, 1976, as if included in Public Law 94-568.

(3) MATH ERRORS RELATING TO EXCESS LOBBYING TAX OR UNDISTRIBUTED
REIT INCOME TAX.—Paragraphs (1) and (2) (B) of section 6213(f) (relat-
ing to definitions relating to math errors) are each amended by striking out
“chapter 42 or 43" and inserting in lieu thereof “chapter 41, 42, 43, or 44",

(4) REFUNDS OR CREDITS OF EXCESS LOBBYING TAX OR UNDISTRIBUTED REIT
INCOME TAX.—Subsection (a) of section 6403 (relating to Joint Committee
review of large refunds and credits) is amended by striking out “or any
tax imposed with respeet to private foundations and pension plans uhder
chapter 42 and 43,” and inserting in lieu thereof “or any tax imposed with
respect to publie charities, private foundations, pension plans, or real estate
investment under chapter 41, 42, 43, or 44,". .

(h) AMENDMENTS TO FOREIGN TAx PROVISIONS.—

(1) Paragraph (2) of section 10385(c) of the Tax Reform Act of 1976
(relating to tax credit for production-sharing contracts) is amended—

(A) by inserting “(as defined in section 807 (c¢) of such Code)” after
“gas extraction income” in subparagraph (A), and

(B) by striking out *(as defined in section 907(c) (1) of such Code)”
in subparagraph (B) and Inserting in lieu thereof ‘(as so deflned)”.

(2) Paragraph (1) of section 999(c) (relating to international boycott
factor) is amended by striking out “993(b)(3)"” and inserting in Heu
thereof 995(b) (1) (F) (1i)”.

(3) Paragraph (2) of section 999(c) is amended by striking out “995
(b) (1) (D) (11)” and inserting in Heu there of “995(b) (1) (F) (i1)".

(i) AMENDMENTS T0 DISC PROVISIONS.—

(1) The last two sentences of section 995(b) (1) (relating to deemed
distributions to shareholders of a DISC) are amended—

. (A) by striking out “gross income (taxable income in the case of sub-
paragraph (D))" and Inserting in leu thereof “income” ; and

(B) by striking out “subparagraph (E)” and inserting in lieu
thereof “subparagraph (G)".

(2) Paragraph (2) of section 996(a) (relating to qualifying distribu-
tions) is amended by striking out “section 995(b) (1) (E)” and inserting
in lleu thereof “section 995(b) (1) (G)".

(3) Paragraph (5) of section 1101(g) of the Tax Reform Act of 1976
is amended by striking out “section 993(e) (3)” and inserting in lieu thereof
“‘section 995 (e) (3)".

{j) AMENDMENTS RELATING TO DEADWOOD ProvisioNs,—

(1) TAX EXEMPT GOVERNMENTAL OBLIGATIONS.—

(A) The heading of paragraph (1) of section 103(b) As amended
to read as follows:
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“(1) SussecTIiON (a) (1) 0B (2) NOT TO APPLY.—

(B) Paragraph (1) of section 103(c) is amended by striking out
“(a) (1) or (4)” each place it appears (including in the paragraph
heading) and inserting in lieu thereof “(a) (1) or (2)". ‘

{C) Subparagraph (A) of sectlon 103(c) (2) is amended by striking
out “subsection (a) (1) or (2) or (4)” and inserting in lleu thereof
“subsection (a) (1) or (2)",

(D) Paragraph (5) of section 103(c) is amended by striking out
“‘subsection (d)(2) (A)” and inserting in Heu thereof “paragraph
(2) (A)™.

(E) Subsection (d) of section 103 is amended by striking out “sub-
section (c)(4)(G)” and inserting in lieu thereof , “subsection
(b) () (G)".

(2) AMENDMENTS RELATING TO SECTION 311(d) (2).—

(A) Subsection {b) of section 2 of the Bank Holding Company Tax
Act of 1976 1s amended—

(i) by striking out “subparagraph (F)” and inserting in lien
thereof “subparagraph (E)”, and

(ii) by striking out “subparagraph (G)” and inserting in lieu
thereof “subparagraph (F)”. -

(B) Subparagraph (H) of section 311(ad) (2) is redesignated as sub-
paragraph (G).

(C) The amendments made by this paragraph shall take effect as
if included in section 2(b) of tlie Bank Holding Company Tax Act of -
1976.

(8) AMENDMENT 70 SECTION 453(c).—Paragraph (3) of section 433(c)
is amended—

(A) by striking out “(or by the corresponding provisions of prior
revenue laws) " in the first sentence, and

(B) by striking out the last sentence.

(4) AMENDMENT OF sECTION 801(g).—Paragraphs (1) (B) (ii) and (7)
of section 801(g) are each amended by striking out “subparagraph (A)
(B). (C), (D), or (E) of section 805(d) (1)” and inserting in lieu thereof
“section 805 (d)". : -

(5) AMENDMENT OF SECTION 1033 (a) (2).—Clause (ii) of section 103(a)

(5) AMENDMENT OF S8ECTION 1033(a) (2).—Clause (ii) of section 103(a)
(2) (A) is amended by striking out “subsection (c¢)" and inserting in lieu
thereof “‘subsection (b)”.

(6) AMENDMENT OF SECTION 1875(a). Paragraph (2) of section 1375(a)
is amended by striking out “such excess” each place it appears and inserting
in lieu thereof “such gain”.

(7) AMENDMENT OF SECTION 1361(b)(8).—Paragraph (3) of section
1561 (b) is amended by striking out “S04(a) (4)” and inserting in lieu thereof
“804(a) (3)".

(8) AMENDMENTS OF BECTION 1042,—

{A) The last paragraph of section 1402(a) of the Internal Revenue
Code of 1954 (definition of net earnings from self-employment) is
amended by striking out ‘‘subsection (i)” each place it appears and
inserting in lieu thereof “subsection (h)".

(B) Section 1402(c)(8) of such Code (definition of trade or busi-
ness) is amended by striking out “subsection (h)” and inserting in lieu
thereof “subsection (g)”.

(9) AMENDMENT To SECTION 40(a).—Snbparagraph (C) of section 1001
(b) (1) of the Tax Reform Act of 1976 is amended by striking out “Section
46(a) (3)” and inserting in leu thereof “Section 48(a) (4)".

(10) AMENDMENT RELATING TO SECTION 8304.—Subparagraph (D) of sec-
tion 1901 (b) (37) of the Tax Reform Act of 1976 {s ameaded by striking out
“8515" and inserting in lfeu thereof “6504".

(11) TERRITORIEB.—Subsection (¢) of section 1901 of the Tax Reform Act
?lf 197(; (relating to Territories) is amended by striking out paragraph (1)

hereof.

(12) ESTATE AND GIFT TAXEQ EFFECTIVE DATE.—Subsection (c¢) of section
1902 of the Tax Reform Act of 1976 1s amended to read as follows:

“(c) EFFECTIVE DATES.—

(1) ESTATE TAX AMENDMENTS.—The amendments made by paragraphs

(1) through (8), and paragraphs (12) (A), (B), and (C), of subsection (a)
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and by subsection (b) shall apply in the case of estates of decedents dying
after the date of the enactment of this Act, and the amendment made by
paragraph (8) of subsection (a) shall apply in the case of estates of
decedents dying after December 31, 1970.

“(2) GIFT TAX AMENDMENTS.—The amendments made by paragraphs (10),
(11), and (12) (D) and (E) of subsection (a) shall apply with respect to
gifts made after December 31, 1976.”

(13) EFFECTIVE DATE FOR AMENDMENT MADE BY BECTION 1904(8) (22) (A).—
Notwithstanding section 1904(d) of the Tax Reform Act of 1976, the
amendment made by sectlon 1904(a) (22) (A) of such Act shall take effect
on the date of the enactment of such Act.

(14) AMENDMENTS TO BOOIAL SECURITY ACT,—-

(A) Section 202 (v) of the Social Security Act is amended by striking
out “section 1402(1h)"” each place it appears and inserting in lieu thereof
“gection 1402(g)".

(B) Section 205(p) (3) of such Aet is amended by striking out “Secre-
tary of the Treasury” and Inserting in lieu thereof ‘“‘Secretary of
Transportation”,

(C) Section 210(a) (8) (B) (v) of such Act is amended by striking out
“Secretary of the Treasury” and inserting in lleu thereof “Secretary of
- Transportation”.

{D) Section 211(a) (2) of such Act is amended by striking out “(other
than interest described in section 33 of the Internal Revenue Code of
1934)".

(E) Section 211(c) (8) of such Act is amended by striking out “sec-
tion 1402(h) " and inserting in lieu thereof “section 1402(g)".

(E) CaritaL Loss CarrYOVERS.—Clause (11) of section 1212(a) (1) (C) (relat-
ing to capital loss carryovers for foreign expropriation losses) is amended by
striking out “exceeding the loss year” and inserting in lieu thereof “sncceeding
the loss year”,

(1) AMENDMENTS RELATING TO CERTAIN AIRCRAFT MUSEUMS. —

(1) Paragraph (2) of section 4041(h) (defining aircraft museum) is
amended by striking out “term ‘aircraft’ means” and inserting {n lien thereof
“term ‘aircraft musenm’ means”.

(2) Subsection (i) of section 4041 (as added by section 1904(a) (1) (C)
of the Tax Reform Act of 1976) redesignated as subsection (j). -

(3) Subsection (d) of section 8427 (relating to repayment of tax on fuels
used by certain alrcraft museums) is amended by striking out “Secretary
or his delegate’ and inserting in lieu thereaf “Secretary”. .

(4) Paragraph (1) of section 7609(c) (defining summons to which section
applies) is amended by striking out “6427(e)(2)” and inserting in leu
thereof “6427(f) (2)".

(m) INSPECTION nY COMMITTEE OF CONGRESS.—Paragraph (2) of section 6104
(a) (relating to inspection by committee of Congress) is amended by striking
out “Section 6103(d)” and inserting in lieu thereof “Section 8103 (f)".

(n) AMENDMENT OF SECTION 6501.—Subsections (h), (j). and (o) of section
6501 are each amended by striking out “section 6213(b) (2)” and inserting in
1fen thereof “section 6213(b) (3)". ‘

(0) CONFORMING AMENDMENTS TO NEW IDEFINITION OF TAXABLE INCOME.—

(1) Subparagraph (A) of section 443(b)(2) {relating to computation
based on 12-month period) is amended—

(A) by striking out “taxable income” the second and third places it
appears in clause (1) and inserting in lieu thereof “modified taxable
income”, and

(B) by amending clause (1i) to read as follows :

“(11) the tax computed on the sum of the modified taxable In-
come for the short perlod plus the zero bracket amount.”

(2) Paragraph (1) of section 443(b) is amended by striking out *“gross
income for such short period (minus the deductions allowed by this chapter
for the short period., but only the adjusted amount of the deductions for
personal exemptions)” and inserting in leu thereof “modified taxable
income for such short period”, ’

(3) Subsection (b) of section 443 is amended by adding at the end thereof
the follow{ng new paragraph:

“(83) MODIFIED TAXABLE INCOME DEFINED.—For purposes of this subsection
the term ‘modified taxable income’ means, with respect to any period, the
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gross fncome for such period minus the deductions allowed by this chapter
for such period (but, In the case of a short period, only the adjusted amount
of the deductions for personal exemptions).”

(4) The amendments made by this subsection shall apply to taxable years
beginning after December 81, 1876,

(p) CONFORMING AMENDMENTS T0 REPEAL OF SecTioN 317 oF TRADE EXPANSION
_Acr oF 1962.— .

(1) AMENDMENTS OF BECTION 172.—

(A) Subparagraph (A) of section 172(b)(1) (re!ating to years to
which loss may be carried) fs amended to read as follows:

“(A) Except as provided in subparagraphs (D), (E), (F), and (G),
a net operating loss for any taxable year shall be a net operating loss
carrylback to each of the 3 taxable years preceding the taxable year of
such loss.”

(B). Paragraph (8) of section 172(b) (relating to special rules) is
amended by striking out subparagraphs (A) and (B) and by redesignat-
ing subparagraphs (C), (D), and (E) as subparagraphs (A), (B), and
(C), respectively. .

(C) Subparagraph (B) of section 172(b) (3) (as redesignated by
subparagraph (B)) is amended by striking out “subparagraph (C)
(i11)” ﬁ:)ic’h place it appears and inserting in leu thereof “subparagraph
(A) (i)’

(2) AMENDMENT OF SECTION 6501(h).—Subsection (h) of section 83501
- (relating to net operating loss or capital loss carryback) is amended by
striking out the last sentence.

(8) AMENDMENT OF SECTION 6511(dj (2) ~The first sentence of section
6311(d) (2) (A) (relating to special period of limitation for net operating
loss or capital loss carrybacks) is amended by striking out “except that—
and all that follows down through the period at the end of such sentence and
inserting in lleu thereof the following: “except that with respect to an over-
payment attributable to the creation of, or an increase in, a net operating
loss carryback as 8 result of the ellmination of excessive profits by a
renegotiation (as defined in section 1481(a) (1) (A)), the period shall not
expire before the expiration of the 12th month following the month in which
Bl;e la,greement or order for the elimination of such excessive profits becomes

al.

(4) EFFecTiVE DATE.—The amendments made by this subsection shall apply
with respect to losses sustained in taxable years ending after the date of the
enactment of this Act.

(q) E¥reEcTIVE DATE—EXcept as otherwise provided, the amendments made by
this section shall take effect on October 4, 1976,
i’asseél the House of Representatives October 17, 1977.
est:

~

EoMUND L. HEXSEAW, Jr.,

Clerk.
) [S. 1954, 95th Cong., 1st sess. )
A BILL To repeal the carryover basis provisions added by the Tax Reform Act of 1976

Be ¢t enacted by the Senate and House of Representatives of the United States
of America in Congreu assembled,

REPEAL OF CARRYOVER BASIS PROVISIONS

{a) ReEpeAL.—Section 2005 of the Tax Reform Act of 1976 (providing for carry-
over basis) is hereby repealed.

(b) REVIVAL oF PRioR LAW. —Notwithstanding section 108 of title 1 of the
United States Code, the Internal Revenue Code of 1954 shall be applied as if
section 2005 of the Tax Reform Act of 1976 (and the changes made by such
section) had not been enacted.

{c) Errecrivei Date.—The provisions of this section shall take effect on Octo-
ber 4, 1976, the date of the enactment of the Tax Reform Act of 1976.

[8. 2227, 95th Cong., 1st sess.]

A BILL 'ro poatpone the effective date of the carriyover basis provisions of the Internal
Revenue Code of

Be £t enacted by the Senafe and House of Representatives of the United States
of America in Oongress assembled, That paragraphs (1) and (2) of section
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2005 (f) of the Tax Reform Aet of 1976 (relating to effective dates for carry-
over basis) are amended by striking out “1976” each place it appears and insert-
ing in lleu thereof “1978", : .

[8. 2228, 85th Cong., 1t sess.]

A BILL To amend the Internal Revenue Code of 1034 to make certain changes in the
estate and gift tax provisions amended or added by the Tax Reform Act of 1978

Be {t enacted-dy the Senaile and House of Representatives of the United States
of America in Congress assembled, That this Act may be cited as the “Estate
and Gift Tax Amendments Act of 1977".

SEC. 2. AMENDMENT OF 1954 CODE.

Except as otherwise expressily provided, whenever in this Act an amendment
or repeal is expressed in terms of an amendment to, or repeal of, a section or
other provision, the reference shall be considered to be made to a section or other
provision of the Internal Revenue Code of 1954.

SEC. 3. AMENDMENTS RELATING TO CARRYOVER BASIS FOR CERTAIN
PROPERTY.

(a) CARRYOVER BASIS PROPERTY NoOT To INCLUDE PROPERTY REFLECTING AD-
JUSTED BAS8IS OF ProPERTY HELD oN DECEMBER 31, 1976.— :

(1) IN GENERAL.—Section 1023(b) (2) (relating to the definition of carry-
over basis property) is amended— ’ . .

{A) by striking out “and” at the end of subparagraph (E);

(B) by striking out the period at the end of subparagraph (F) and
inserting in lieu thereof “; and” ; and .

(C) by adding at the end thereof the following new subparagraph:

“(G) except as provided in paragraph (4), any other property the
adjusted basis of which immediately before the death of the decedent
reflects the adjusted basis of any property on December 81, 1976.".

(2) IMPROVEMENTS TO PROPERTY REFLECTING AN ADJUSTED BASIS ON DECEM-
BER 81, 1976.—Section 1023(b) (relating to definition of carryover basis
property) is amended by adding at the end thereof the following new
paragraph: '

*(4) SUBSTANTIAL IMPROVEMENTS.—Under regulations prescribed by the
Secretary, if there is a substantial improvement of any property, such sub-
stantjal improvement shall be treated as a separate property for purposes of
paragraph (2) (G). Similar rules shall apply with respect to transfers to a
corroration, partnership, or trust.”.

(3) TECHNICAL, CLARIFYING, AND CONFORMING CHANGES.—Section 1023 (re-
lating to carryover basis for certain property acquired from a decedent dying
after December 81, 1978) i amended by striking out subsection (h).

(b) INCREASE IN MINIMUM BAsES oF CARRYOVER BASIS PROPERTY.—Section
1023(d) (relating to $60,000 minimum for bases of carryover basis properties) is
amended to read as follows:

“(d) MINIMUM BASES OF CARRYOVER PROPERTIES.—

“(1) IN GENERAL—I{ the applicable amount determined under paragraph
{2) exceeds the aggregate bases of all carryover basls property, the basis of
each appreciated carryover basis property (or, under regulations prescribed
by the Secretary, each class of appreciated carryover basis property) shall
be increased by an amount which bears the same ratio to the amount of such
excess as—

“(A) the net appreciation ih value of such property (or class), bears

‘“(B) the net appreciation in value of all such property.
“(2) APPLICABLE AMOUNT.—

“(A) For purposes of paragraph (1), the applicable amount shall be
the amount by which $175,000 exceeds the fair market value of all
property which is not treated as carryover basis property solely by
r«(aa]i;s)onl otts;ubsectlon (b){(2)(G). -

“ n the case of a decedent dying before 1981, subpara

B be(:)pfmz%__ ! g » subparagraph (A)

" n the case of a decedent dylng during 1977, by substituti
"1.??;?‘)’0{ for ‘$175,000, 8 L by "8

') in the case of a decedent dying during 1978, by substituti
lsls?fm t‘;‘l'l‘$l75'0°?’v d g »! y ng

u n the case of a decedent dying quring 1979, by substituti
‘$147,000' for ‘$175,000", and § Quring 1915, by substituting
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“(iv) in the case of a decedent dying during 1980, by substituting
K * for ‘$175,000°,

“(3) Sféglligoguis ng PERSONAL OR HOUSEHOLD EFFECTS.—F0r purposes of
paragraph (1), the basis of any property which is a personal or household
effect shall be treated as not greater than the fair market value of such
mgl()gl;t"l'\'oxnnsmsm Nor ¢1T1ZEN.—This subsection shall no apply to any
carryover basis property acquired from any decedent who \};as {at the tim
of his death) & nonresident not a citizen of the United States.”. -

{c) ApJUSTMENT TO BAsSIS FOR DEATH TAXES ATTRIBUTABLE TO APPRECTATION,—

SINGLE DEATH ADJUSTMENT.— i
m ‘(’X\)GL;egtlon 1023(c) (relating to increase in basis for Federal and
State estate taxes attributable to appreciation) is amended to read as
follows ; -

“(e) INcreAasE IN Basis ForR DeATil Taxes.—The basis of each appreciated
carryover basis property or, under regulations preseribed by the Secretary, each
class of appreciated carryover basls property (determined after any adjustment
under subsection (d) which is included in the gross estate for purposes of chap-
ter 11, in the hands of the person acquiring it from the decedent shall be increased
by an amount which bears the same ration to the Federal and State estate taxes

attributable to appreclation as—
“(1) the net appreciation in value of such property or class of property,

hears to )

“(2) the net appreciation in value of all such property.”,

(B) Section 1023 (relating to carryover bhasis for certain property
acquired from a decedent dying after December 31, 1976) is amended
by striking out subsection (e) and redesignating subsections (f), (g),
and (1) as subsections (e), (£), and (g), respectively,

(2) BASIS ADJUSTMENT AND DEDUCTION FROM INCOME IN BESPECT OF A DE-
CEDENT TO BE DETERMINED AT MARGINAL RATES.—

(A} Paragraph (3) of seetion 1023(e) (as redexignated by section 8
(c) (1) (B)) is amended to read as follows:

“(3) FEDERAL AND STATE ESTATE TAXES ATTRIDUTABLE TO APPRECTATION.—
For purpeses of subsection c¢), the terin ‘Federal and State estate taxes
attributable to appreciation means—

“(A) the excess of the tax fmposed by section 2001 or 2101, reduced
by the credits against such tax except the credit allowable under seection
2011, over such tax reduced by such credits determined without including
the net appreciation with respect to appreciated carryover hasis prop-
erty, and

*“(B) If the amount of estate, Inheritance, legacy. or succession taxes
actually paid to any State or the District of Columbia exceeds the
credit allowable under section 2011, an amount which hears the same
ratio to such excess as—

“(1) the amount determined under subparagraph (A). hears to

“(i1) the tax imposed by section 2001 or 2101, reduced by the

credits against such tax except the credit allowable under section 2011.”.

(B) AMENDMENTS RELATING TO SECTION 691,—

(1) Section 691(c) (2) (A) (relating to deduction for estate tax
in case of income in respect of decedent) is amended to read as
follows :

“(A) The term ‘estate tax’ means—

*(1) the tax imposed by section 2001 or 2101, reduced by the
credits against such tax, and

“(i1) any estate, fuheritance, legacy. or suceession taxes, for
which the estate iz Nable, actually pald by the estate to any State
or the District of Columbia.”.

w (i1) Section 691(c) (2) (C) i3 amended to read as follows:

(C) The estate tax attributable to such net value shall be an amount
equal to the excess of--

“{) the estate tax computed without ineluding the net apprecia-
th‘n with respect to appreciated carryover basis property, over

(1) the estate tax computed without including in the gross
estate the sum of such net value and the net appreciation with re-
spect to apprecinted carryover basis property.”,
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C) AMENDMENT RELATING TO S8ECTION 1013.—
© El} Section 1015(d) (6) (A) (relating to basls Increase for gift

tax pald) is amended to read as follows :
“(A) IND GE)?EKAL—III the case of any gift made after December 3%,
1976, the increase in the basis provided by this subsection with respect
to any glft tax paid under chapter 12 shall be an amount equal to the
excess of the gift tax for the calendar quarter over such gift tax com-
puted without regard to thie net appreciation in value of the gift.”.
(ii) Section 10153(d) (6) is amended by adding the following at
the end thereof:

“(C) STATE 61T TAX.—Under regulations prescribed by the Secretary,
an adjustment to basis for any gift tax pald to a State or the District
of Columbia shall be made in accordance with the principles of this
paragraph.”.

(3) BASIS ADJUSTMENT AT MARGINAL RATE TO BE MADE FOR ALL APPRECIATED
PROPERTY.— Subsection (e) of section 1023 (as redesignated by section 3(c)
(1) (B)) s amended by striking out paragraph (4) and redesignating para-
graph (5)7as paragraph ().

(d) Miniua Basts AvJusTMENT To BE Mape BEFORE DEATH TAX ADJUST-
MENT.—Daragraph (2) of section 1023(e) (as redesignated by section 3(c) (1)
(B)) is amended to read as follows:

“(2) NET APPRECIATION.—YOr purposes of subsection (d), the net apprecia-
tion in value of any property is the amount by which the falr market value of
such property exceeds the adjusted basis of such property immediately be-
fore the death of the decedent. For purposes of subsection (c) sueh adjusted
hasis shall be increased by the amount of any adjustment under subsection
(a).”.

(e) CONFORMING AMENDMENTS.—

(1) Paragraph (1) of section 1023(e) (as redesignated Ly section 3(c¢)
(1) (B)) is amended by strikiug out *, (d), and (e)” in the heading and
text and inserting in Heu thereof “and (d)”.

(2) Paragraph (4) of section 1023(f) (as redesignated Ly section 3(c)
(1) (B)) is amended by striking out *, (d), and (e)” and inserting in lien
thereof “and (d)”.

(f) OTHER AMENDMENTS RELATING TO CABRYOVER BASIS.—

(1) INFORMATION REPORTING.—Section 6039A (relating to information re-
garding carryover basis property) is amended by adding at the end thereof
the following: -

“(¢) EXCEPTION.—

(1) This section shall not apply where the gross estate at the death of
the decedent fs less than $175,000.

“(2) In the case of a decedent dying before 1981, paragraph (1) shall"
be applied—

“(A) in the case of a decedent dying during 1977, by substituting

‘—1&2(%.?)0%‘ forh‘$175,000'E

s n the case of a decedent dying during 1978, ubs
13 (%000; ‘m; 175,000, g 8 | by substituting

“(C) In the case of a decedent dying during 1979, s
1 4&) 0;’01 foz; 175,000, and 4 4 by substituting

“ n the case of a decedent dying during 1980, $

(2‘ )$1 ‘il' 000" for "§175.000°" ying g 1980, by substituting

ARTISTS, ETC.—Subparagraph (C) of section 1221(3

ggglil(i)ﬁoilo (?31' ? clalzital tasset) is am%l:ldled by inserting “(o(th)er (-tl;i]a?l“ggd;g
23 (relating to carryover 8) )" -
erty 18 determined”, g Y sls) ) after “the basls of such prop-
(3) ?m:pss AND LIVESTOCK.—
A) Section 1221(1) (relating to the definition S5
:ise t:;l;;:;n:}lgl gy d!nserﬂrg: “(lmﬂl};f than crops ol‘tﬂnln(;;l: ;‘llxl())g: lb::;l:e ti)s
nder section re v $)"
“UE !};l;ztil,’bus!nesaz”; 3 (relating to carryover basis)” after
aragraph (3) of section 1231(h relating to
property used in the trade or business) is ar)nel(lded hvgadtdm%?ﬁ?;tgg;lloxf
ing at the end thereof: “The. 24-month and 12-month holding periods
u'nder subparagraph (A) and (B) shall not apply in the case of property
\g;;?:;"{msis I8 determined under sectlon 1023 (relating to earryove}
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) (4) AUTOMATIO LONG-TEBM BTATUS FOR GAIN AND LOBSES ON CARRYOVER
BASIS PROPERTY.—Subparagraph (A) of section 1223(1)  (relating to bholding
period) is amended by inserting ‘“or 1023" after “section 1014”.

SEC. 4. EXCLUSION FROM GROSS ESTATE OF GIFTS MADE WITHIN 3
YEARS OF DECEDENT'S DEATH

(a) IN GENERAL—Section 2035 (relating to adjustments for gifts made within
8 years of decedent’s death) is amended to read as follows: ‘

‘“SEC. 2035. ADJUSTMENTS FOR TAX ON GIFTS MADE WITHIN 3 YEARS
OF DECEDENT’'S DEATH.

“The amount of the gross estate (determined without regard to this section)
shall be increased by the amount of any tax paid under chapter 12 by the decedent
or his estate on any gift made by the decedent or his spouse after December 31,
1976, and during the 3-year period ending on the date of the decedent’s death.”.

(b) LiFE EsTATE—Section 2036(a) (relating to transfers with retained life
estate) is amended by adding at the end therof the following new sentence: “For
purposes of this subsection, a decedent shall be constdered to have possessed at
his death a retained estate if at any time after December 81, 1976, and during the
8-year period ending on the’ date of decedent’s death, the decedent possessed
such estate.”. T

(e) Lire INsURARCE~—Section 2042(2) (relating to proceeds of life insurance)
is amended by adding at the end thereof the following new sentence: “For pur-
poses of the first sentence of this paragraph, a decedent shall be considered to
have possessed at this death incldents of ownership of any policy of insurance
on the life of the decedent if at any time after December 31, 1976, and during the
8-year period ending on the date of the decedent’s death, the decedent possessed
such incidents of ownership.". :

(d) CONFORMING AMENDMENT,—

(1) The table of sections for part II of subchapter A of chapter 11 is
amended by striking out the item relating to section 2035 and inserting in
lieu thereof the following new item:

“Sec. 2035, Adguéglgients for tax on gifts made within 8 years of decedent's
: © death.”,

(2) Section 1023(b) (2) (D) (relating to certain property not carryover
basis property) is amended by striking out 20335, 2038,” and inserting in lieu
thereof ‘2038". .

(8) Section 2041 (relating to powers of appointment) i{s amended—

(A) by striking out “2085” in paragraph (1) (B) and (2) of subsec-
tlon (a) and inserting in lieu'thereof *2036", and ' '
(B) hy striking out 2033, 2038,” in subsection (a) (3) and inserting
in lieu théreot '2038". - ‘ i
(4) Section 2043 (relating to transfers for insufficlent consideration) is
" amended by striking out “2035"” and inserting in lieu thereof *2036".

(5) Sectlon 2044 (relating to prior interests) is amended by striking out
12034"” and inserting in lieu thereof 2034 and 2036”. ) .
~ (8) Section 2107 (relating to expatriation to avoid tax) is amended by

- striking out “2085"” and inserting in lieu thereof “2036”,

(7) Section 2602(e) (relating to amount of tax on generation-skipping
transfers) is amended by inserting %, as in effect on the day before the date
g‘f?g;ienactment of thq Estate and Gift Tax Amendments Act of 1977, after

(8) Section 8324 (e) (2) (relating to special liens for estate and gift taxes)
g«:}z%lﬁended by striking out “2034” and inserting in lieu thereof “2034 and

SEC. 5. CHANGES IN MATERIAL PARTICIPATION REQUIREMENT FOR
SPECIAL USE VALUATION OF CERTAIN FARM AND OTHER

REAL PROPERTY.' .

(a) Sectlon 2032A (b) (1) (relating to qualified réal property) {s damended by
adding at the end thereof the following sentence: “For purposes of this para-
graph, the material %)artlelpation requirement of subparagraph (C) (if) shall be
deemed to be met if there was material participation by the decedent or his
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spouse in the operation of the tarm or other business for any 20 years prlor to
the death of the deécedent.”,

(b) Section 2032A (¢) (7) (relatlng to cessation of qualified use) is amended by
add{ng after subparagraph (b) thereof the following new subparagraph :

. “(C) for purposes of subparagraph (B) (11) the actlvities of an agent
or fiduclary will be deemed to be material participation by a qualified
heir with respect to a year 11.' the actlvities are performed for a qualified
heir who is—

“(1) a person who has not attained age 21

“(i1) a student (as defined in section 151 (e) (4)

“(iii) a person who i8 under & physical or mental disability that
prevents him from materially participating in the operation of the
farm or other business, or -

“(iv) a spouse of the decedent who has attained age 62.”,

SEC. 6. ALLOWANCE OF NET OPERATING AND CAPITAL LOSS CARRY-
OVERS TO AN ESTATE.

(a) IN GENERAL—Section 462 (relating to special rules for credits and deduc-
tions for estates and trusts) is amended by redesignating subsection (k) as (1)
and by inserting after subsection (j) the following new subsection :

“(k) UNUsEp Loss CARRYOVERS AVAILABLE TO ESTATE.—

“(1) IN GENERAL.—If, for the last taxable year of the decedent, the
decedent has a net operating loss carryover under section 172 or a capital
loss carryover under section 1212, then such carryover shall be allowed as a
deduction, in accordance with regulations prescribed by the Secretary, to

- the estate of the decedent.

“(2) ExcEpTioN.—Paragraph (1) shall not apply with respect to any net
operating loss carryover or capital loss carryover which was incurred with
respect to any property which reflects the adjusted basis of property held
on December 31, 1976, by the decedent. For purposes of this paragraph, the
portion of a loss which is attributable to property which reflects the adjusted
basis of property held on December 31, 19786, shall be considered to have been
carried to the earliest of the decedent’s taxable years to which a loss was
_allowable as a carryback or carryover and such portion sball be considered
used before any other loss which is included in the total amount of such loss.”.

(b) ConNrFOorRMING AMENDMENT.~—Section 57(b)(2) (B) (relating to excess
itemized deductions) is amended by inserting “642(k),” after “642(£),".

SEC. 7. TREATMENT OF CERTAIN STOCK REDEMPTIONS.

(&) MaxiMuM REDEMPTION UNDER SECTION 303.—Section 303(a) (relating to
distributions in redemption of stock to pay death taxes) is amended by addiug at
the end thereof the following new subsection :

“(e) SpeciaL RuLgs ¥FoR INCOME TAXES; ON QUALIFIED REDEMPTIONS.—

“(1) IN oENERAL.—If subsection (a) applies with respect to a distribution
to a shareholder, the amount 'of the distribution which (but for this sub-
section) qualifies under subsection (a) with respect to such shareholder shall
be increased by an amount equal to the additional taxes imposed by this chap-

; ter for the taxable year by reason of fhe inclusion in the shareholder’s gross

income of that portlon bf the distribution wmch qualifies under subsection

(a) without regdrd to this subsection.. T

%(2) GAIN COMPUTED ON BASIS OF ESTATE TAX VALUATION.—For purposes

- of this subsection, the amount realized by the shareholder on the dlistribu-

. tion qualifying under subsection (a) shall be treated as not exceeding the

amount taken into account with respect to the stock for purposes of
chapter11 (determined without regard to section 2032A).

(8): REDEMPTIONS TO PAY GENERATION-SKIPPING TRANSFER ux.-r—-For pur-
poses of this subsection— .

© “(A) a distribution which qualifies by reason of subseétion (d) shall
be treated as a distribution which qualifies under section (a), and
“(B) pgragraph (2) shall ‘be applied by substltutlng ‘chaptet 18’ for
iehapter 11'7% .

(b) Rmuoxsmp OF STOCK TO Gnoss Es'rns.

(1) IN eENERAL—Section 803(b) (2) (A) (relating to relatlonship of stock
to decedent’s estate) is amended to read as follows:
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“(A) IN cENERAL.~—Subsection (a) shall apply to a distribution by a
corporation only if the value (for Federal estate tax purposes) of all
stock of such corporation which 18 included in determining the value of

the decedent’s gross estate is either—
(1) more than 385 percent of the value of the gross estate of such

decedent, or
“(ii* more than 50 percent of the excess of the value of the gross

estate of such decedent over the sum of the amounts allocable as a
deduction under sectlon 2053 or 2054.".
(2) TEcHNICAL AMENDMENT.—Section 303(Db) (2) (B) is amended by strik-
ing out “50 percent requirement” and Inserting in lieu thereof “35 and 50
percent requirements.”.,

SEC. 8. MISCELLANEOUS AMENDMENTS RELATING TO ESTATE AND
GIFT TAXES.

Section 6166A (¢) (relating to extension of time for payment of estate tax) is

amended to read as follows:
“(e) CroseLy HELb BusiNess.—For purposes of this sectlon, the term ‘interest

in a closely held business’ has the meaning set forth in paragraph (1) of section
6166 (b).”.

SEC. 9. EFFECTIVE DATE.

The amendments made by this Act shall apply with respect to decedents dying
after December 31, 1976.

Senator Bymrp. Today, the Subcommittece on Taxation and Debt
Management Generally begins hearings on HLR. 6713, the technical
corrections bill of 1977, -

In general, this bill sets forth amendments clarifying provisions of
the tax law enacted by the 1976 Tax Reform Act. However, the bill
contains provisions which will help some taxpayers and will hurt
other taxpayers. It is therefore necessary for the subcommittee to give
careful scrutiny to this measure.

The hearings today are limited to testimony by the Treasury Depart-
ment, I think it is important for the Treasury Department and the
subcommittee to have an opportunity to have a qul presentation of
the Treasury’s views on this bill. I hope the Treasury will give us their
tl;mltghlt).?] labout what they consider to be both the good and bad parts
of the biil.

The Treasury’s witness is Mr. Donald C. Lubick, Deputy Assistant

‘ Secretary of the Treaswry for Tax Policy.

My, Lubick, you may proceed as you wish.,

STATEMENT OF HON. DONALD C. LUBICK, DEPUTY ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

_ My, Lueick, Thank you, Mr. Chairman. T am pleased to appear be-
fore the subcommittee and present the Treasury Department’s views
on the Technical Corrections Act of 1977. I shall also present the
Treasury’s views on those sections of S. 2228, introduced by you, the
chairman of this subcommittee, and Senator Dole, which are not. re-
lated to the carryover basis provisions enacted by the Tax Reform
Act. And then, if you so choose, I would be pleased to discuss S, 2227,
which you and Senator Dole have introduced, and the balance of

S. 9228,

Senator Brrn. However, as I understand it, your first testimony will

be in regard to the technical corrections bill ?
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Mr. Lusick. Yes, Mr. Chairman. It is simply a question of accom-
modating to your time. If you prefer, I would be glad to come back to-
morrow, but if you wish to addréss those matters today to expedite the
Senate’s business, I would be very pleased to do whatever you choose.

Senator Byrn, Thank you. I think we had first better take up the
technical corrections bill and then see what the time situation is after
your initial testimony.

* Mr. Lusicx. The 1976 act was the product of more than 3 years of
exhaustive congressional effort. Extensive hearings were held by both
of the taxwriting committees of the Congress to identify problem
areas and legislative solutions. Indeed, in 1976, the Senate Finance
Conunittee held 22 days of hearings on the House bill. 'The final prod-
uct was comprehensive. Virtually every taxpayer was affected by one or
more of the act’s more than 190 separate provisions.

Senator Byro. I think it might be well, at this point. to clarify that,
so far as the carryover basis provisions of the 1976 act. there were no
hearings on that before the Senate Finance Commiittee, is that not
correct ¢ '

Mr. Losick. That is correct.

Senator Byrn. And that matter was not considered by the Finance
Comnmittee, nor by the Senate prior to the conferefice report being
reported back to it. ‘

Mr. Lusick. That is correct. It was considered by the House, and of
course, you have conducted hearings on the subject and have intro-
duced legislation which we believe makes some very substantial im-
provements in the law. I will address myself to that at the appropriate
time.

Senator Byrp. Thank you.

M. Lusick. I think the bill is a very marked improvement and has a
great many things which we would adopt and recommend.

Our experience in drafting regulations to implement. major tax re-
form legislation has shown that no matter how much time is devoted to
the legislative effort, technical errors are inevitably discovered. In the
past, we have had to make do with the statute as enacted.

This year, for the first time, corrective legislation has been proposed
shortly after a major act. The original provisions of H.R. 8715, the
Technical Corrections .\ct, were developed by the staff of the Joint
Committee on Taxation in close cooperation with the Treasury staff.
After the bill was introduced by Mr. Ullman in April, the Treasury

, and the joint committee staff received many comments from interested

u .

n fact. the written comments submitted to the Ways and Means
Committee prior to August 1977, are contained in a committee print
which is more than 400 pages long. Comments of these interested
groups, including the American Bar Association, the American Insti-
tute of Certified Public Accountants and other groups in the profes-
ﬁ'-?]"nl tax community have, in many cases, been incorporated into the

ill,

In other words, we took the technical changes which the staff and the
Treasury saw as necessary and added many of the suggestions which
were made by these various taxpaying groups.

In the context of the 1976 act, this corrective legislation is urgently
needed. We commend the Congress for taking the important RnCF;U\O‘
vative step of making technical corrections to a major {ax reform bill.

98-002—177——}
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In its present form, the Technical Corrections Act does not present
ANy major new issue o} tax policy and virtually all of its provisions are
noncontroversial. For the most part, the bill either grants relief to tax-
payers or remedies internal inconsistencies which, if left unresolved,
would lead to difficulties in administration.

Although not controversial, it is nevertheless of great importance
to affected individual taxpayers. Therefore, it is crucial to enact this
legislation quickly so the public will recognize that both the Congress
and the Treasury are vitally concerned that the Tax Code operate
fairly and are responsive to the need to correct the imposition of undue
burdens on taxpayers.

Senator Byro. Maybe I had best interrupt you at that point.

As you know, next week may very well be the last week of this ses-
sion so far as legislation is concerned, other than energy conference re-
ports. Now, frankly I have some doubt as whether it is going to be
possible to handle this proposal in this short period of time.

We will attempt to do that.

Are there certain parts of the technical corrections bill that are
more important than other parts that could be, if necessary, singled
out, or do you feel that the entire piece of legislation needs to be
handled?

Mr. Louprck. I think that the entire piece of legislation needs to be
handled, Mr. Chairman. Basically, we are dealing with a collection of
disparate elements, items that will affect individual taxpayers or
groups of taxpayers one by one. It is not an overall coherent package
that deals with a single theme. Therefore, if you gave relief an(? clarity
iot;)lx_lekgroup of taxpayers you would be leaving out another group, and

mgK———

Senator Byrp. What you are saying, then, is that it really needs to
be tackled—either all or none?

Mr. Lupick. I believe so, Mr. Chairman. T think that is really the
only sensible way to do it. I do not know how one could pick one group
over another.

Senator Byro, Thank yon.

Mr. Lusick. I do not believe the bill is controversial, however. 1
think the House handled it very expeditiously. So long as we do not
get into complex and,complicated policy issues, then I would hope that
the Senate could also address the bill expeditiously.

If it cannot, we would expect that the corrective changes would be
made retroactive.to January 1. 1977, or whatever the appropriate date
is. But there will be a period of lingering uncertainty for practitioners
and taxpayers during which they will not know what the outcome will
be. T would suggest that becuse of the noncontroversial nature of these
amendments and the fact that they aro almost entirely accepted by the
tax community, by the Treasury, by the staff of the Joint Committce
on Taxation, it might very well be appropriate for the Senate to move
expeditiously. ,

n that regard, we strongly believe that the scope of the bill should
be limited to essential technical clarification of the underlying policy
decisions embodied in the 1976 act. In our judgment, this criterion
was satisfied when the bill was passed by the House of Representa-
tives. It is for that reason, and for the reason to which you allude, the
necessity to make these changes quickly and noncontroversially, that
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we urge the committee to continue to do what the House did—to main-
tain tﬁe essential line of demarcation between necessary technical cor-
rection and legislation which requires substantial policy debate.

H.R. 6715 s%llould not_become the vehicle to reopen debate on the
carefully considered policies which underlie the 1976 act. If that
happens, we fear that the bill will fail in its purpose of making sorely
needed technical corrections, and the burden of that failure will not be
so much upon us as upon deserving taxpayers. .

At present, H.R. 6715 contains 98 separate technical amendments.
To illustrate the importance of this legislation T would like to review
with you several of these amendments and the reasons for them. I
have tried to pick examples which are illustrative of the types of
problems the bill addresses. I have not necessarily picked ones which
vastly exceed in importance others, but I wanted to give you some feel
for the type of legislation that this is.

Let me give one illustration.

The Tax Reform Act amended the mutual fund provisions of the
Internal Revenue Code to permit mutual funds to invest in municipal
bonds and to pass through to the shareholders of the mutual funds -
the tax-exempt nature of the interest received by the mutual fund.

Under the existing provisions of the Internal Revenue Code, for a
mutual fund to qualify for this paragraph to shareholders, it must
meet certain percentage tests which are based upon gross income.
There are 90 and 30 percent, of gross income limitations under Code
section 851. '

Now, in the absence of any special provision, tax-exempt interest is
not included in gross income. If we do not include the tax-exempt
interest in gross income for purposes of computing these percentage
tests only, and not for purposes of taxation, the mutual fund fails to

ualify as a mutual fund, and it cannot do the very thing which the
“ongress intended, which was to invest in tax-exempt interest and pass
it on, tax exempt, to the shareholders. .

Section 2(r) of the bill simply makes the technical change to solve
the problem and to carry out the intention of the Congress that the
tax-exempt nature of receipt of interest on tax-exempt bonds be passed
through to shareholders. '

An example of concern to small business involves the definition of
permissible shareholders of subchapter S corporations; corporations
that do not, themselves, pay a tax, but as to which the taxable income
of the corporation is taxed to the shareholders at the sharcholder level.

Before the Tax Reform Act, a trustee of a trust could not be a share-
holder of a suhclmFteP S corporation. The only persons who were per-
mitted to be shareholders of subchapter S corporations were individ-
uals or an estate of a deceased individual.

) Tt shares were placed in a trust, the corporation automatically lost
;ts subchapter S status and became subject to the regular corporate
ax. :

As T indicated, estates could be shareholders.

The Tax Reform Act expanded the category of permissible share-
holders of subchapter S corporations to include grantor trusts during
the lifetime of the grantor. A grantor trust is one where the grantor
as such close connection with the trust that the trust is disregarded.
The grantor is treated directly as the owner, as an individual. There
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was no particular reason why a formal trust, if disregarded for tax
urposes, should not be permitted to be a sharcholder of a subchapter-
corporation.

The Tax Reform Act also provided that a trust funded under the:
terms of a will or other testament entry disposition would be an clig-
ible shareholder for 60 days after funding. That was to cover the:
situation where an estate which had been a shareholder funded the
trust under the will and then, automatically, by virtue of that act,.
subchapter S status would be destroyed. The Tax Reform Act gave:
people 60 days to arrange their affairs to avoid this result.

Senator Byrp. Let me ask you this. Why should not any trust of a
limited number of people be eligible for subchapter S?

Mr. Lusick. One of the problems is that which you have mentioned,.
the number of shareholders. There are limits on the number of share-
holders of subchapter S corporations. If you have a trust with mul-
tiple beneficiaries, you could go over the limit and you could get into
somo difficulties. But I think you have a point—and, as a matter of”
fact, in connection with our tax reform studies, we have been looking-
into the question whether we can expand the eligibility of trusts in
appropriate situations where the trust income is taxed currently to:
certain heneficiaries.

Now, in the Technical Corrections Act we are trying to limit elig-
ibility to the policy areas where the Tax Reform Act made a change.
I think what you suggest might very well be appropriate. We are
studying it, and I hope we would have some recommendations on
broadening the applicability of snbchapter S to trust shareholders at
a future time.

Senator Byrp. So long as it does not exceed the present number of”
eligible shareholders which is 10, or perhaps more?

Mr. Lueick. We are up to a larger number now. It can be as many
as 15 and, indeed, in reviewing all of the subchapter S provisions wo
may even suggest a further expansion. There are also differences in-
the kinds of trusts. One would have to distinguish the trust which ac-
cumulates income without passing it on to the individual beneficiaries ;-
wo may have to have a different rule for that tvpe of trust. Tt is those-
complications that we are trying to work with. But in the Tax Reform
Act, we are dealing with the simplest situations, those situations whoere
there was a grantor trust and the trust was disregarded. It was as if”
there were no trust, We are dealing also with a provision for testamen-
tarv distributions to trusts.

The Tax Reform Act created an anomalous situation. On the-
one hand, subchapter S status terminated on the death of a grantor-
who. for nontax reasons, had chosen to fund a grantor trust with
subchapter S stock during his lifetime. Under the act, if a grantor-
trust owned subchapter S stock and the grantor died, ipso facto, on that
date, the corporation ceased to be a subchapter S corporation because-
the trust is not an eligible subchapter S shareholder.

On the other hand, if a decedent retained ownership in his own name,
for tax purposes he is in the same position as the grantor of a grantor-
trost. who is treated as the owner. Nonetheless. if he retained the stock
in his own name until death. he is entitled to have the stock go into his
estate, and during the period of estate administration, subchapter S°



47

:status continues. In addition, such a grantor is permitted to have a
itrust own the shares for 60 days after distribution from the estate.

The practical result of this is to preclude many taxpayers who have
:subchapter S cox-s)orations from using a revocable trust, which isa very
-common estate planning tool. A decedent, for reasons that have noth-
ing to do with taxes, but for management of his affairs, may put his
:assets into a trust which is revocable. He has the right to take it back.
Heistreated asthe owner.

The revocable trust is also frequently used as a substitute for a will
“to avoid various probate difficulties. But owners of subchapter S stock
will not fund ]i}()xtime revocable trusts with that stock because upon
-death, instantly the subchapter S status of the corporation ends.

Here, again, the Technical Corrections Act, insection 2(Y) remedies
“this problem. .\ funded intervivos grantor trust will remain an eligible
:sharcholder of a subchapter S corporation for 2 years after the grant-
-or’s death if the entire corpus of tlhe trust is included in the grantor’s
-estate. Thus, the amendment results in rough parity between funded
intervivos trusts—usually the revocable intervivos trust—and those
‘that are funded under a will by testamentary direction.

The 2-year period approximates a reasonable period of estate ad-
ministration and produces substantial equality with the timing oppor-
‘tunities presented by delayed testamentary funding.

By limiting the application of the section to trusts included in the
‘grantor’s gross estate, the bill assures that the opportunity to remain
:an eligible shareholder is available only in those instances where there
<can be no income or estate tax abuse.

Another important clarifying change made by the bill relates to the
‘partnership-at-risk rule. Under the Tax Reform Act, there is an
oxception for the at-risk rule for any partnership, the principal activ-
ity of which is investing in real property. Many comments have been
received indicating that the terms “principal activity” and “investing”
are ambiguous. . “

Section 2(.J) of the bill clarifies the scope of the real estate exception
Trom the at-risk rules. The amendment makes it clear that both active
and passive real estate activities are exempt. It also requires substan-
tially all of a partnership’s activities to involve investing in real prop-
-erty for the exception to apply. We do not want the exception to apply
‘where there is a combination of shelter activities, a small amount of
Teal property activity and a substantial amount of those activities to
‘which the at-risk rule was toapply.

.. Section 2(b) of the bill provides a needed exception from the excess
itemized tax preference item for wholly charitable trusts and charita-
ble income trusts which were created prior to January 1, 1976. Under
‘the Tax Reform Act, even where all of the income of a trust was
distributed to charity, the trust would nonetheless be liable for pay-
ment of the minimum tax on tax preferences. The only charitable
trusts that should be subject to the minimum tax preference base are
those were the grantor or the noncharitable beneficiary can use the
trust as a device to avoid the limitation on excess itemized deductions.

If everything is going to charity, you cannot have that result.

. Therefore, we suggest that the provision of the Technical Correc-
tions Act which eliminates the charitable contribution deduction as an
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itemized deduction in the computation of the excess itemized deduction
tax preference item for trusts which are wholly charitable, is
appropriate. .

The bill contains a series of amendments to section 644 of the code,
added by the Tax Reform Act. That section provides that where cer-
tain property is sold or exchanged within 2 years of its transfer to a
trust, & tax is imposed on the trust in an amount not less than the
amount which would have been paid by the transferor—the person who
transferred the property to the trust—if the transferor had sold the

roperty. -

P e sl};ecial tax is imposed upon includable gain, which is defined as
gain realized by the trust on a sale or exchange. Now, the problem is
that section 644 imposes tax on a realized gain in a transaction where
other code sections would make it nontaxable. In other words, if a trust
which received the property entered into a tax-free exchange—and we
know of a case where that has happened—where there would be no tax
payable if the grantor himself had entered into the transaction, never-
theless, under the present law the trust would have to pay tax. There
has been an exchange, and under technical Code concepts, the gain has
been realized.

The problem is the use of the words “realized gain” rather than
“recognized gain.” The legislative history of section 644 indicates that
only recognized gain was intended to be subject to tax. Section 2(n) of- .
the bill corrects this oversight.

Now, we have described in my statement—and I would ask that it he
included in the record in full, and I will try and summarize some of
this material for you— -

Senator Byrp. Give me a clarification, if you will, between “recog-
nized gain” and “realized gain.”

Mr. Lusick. Yes, all right.

. Supposing you are a shareholder of A Corp. A Corp. decides to enter
into a merger with B Corp. and vou turn in your A Corp. stock and
vou receive back B Corp. stock. Now, that is & realized gain because
you have exchanged A stock for B stock and theretare, under the Code
section, you have something new, you have something different. There-
fore, you have realized your profit in the A stock.

But the Internal Revenue Code in the reorganization provisions says
essentially what has happened is simply the putting together of a
couple of businesses and you are not in a position where you should pay
tax because essentially you are continuing in business in a different
form. Even though technically von have shares of a new corporation,
which means that there is a realization—you have disposed of your A
shares—the code says, we will not recognize it. We will not require you
to pay tax on that particular realization, but we will wait until you
sell your new, B shares, . ,

Senator Byrn. Well, that is the existing law now, is it not ¢

Mr. Lusrcr. That is the existing law now, but through oversight, it
was not included in section 644 which imposed a tax on the trust in a
realized situation. What it should have said is we will not impose tax
unless it is a recognized gain situation. It is purely a drafting error.
These are the sorts of things the Technical Corrections Act is trying to
cover,
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We know of a situation where taxpayers were placed in this situa-
tion. The property was in the trust, the corporation entered into a
reorganization and the trustee had no choice. He was a minority stock-
holder. He had to go along with the merger and received the new shares.
We would be imposing a tax, but it is not really appropriate to do it.
The trustee had no control over that situation, . )

At the same time, we are trying to correct the operation of section 644
to make sure that we do not have double counting of benefits. The tax
to the trust under section 644 is calculated by reference to the trans-
feror’s taxable income, so we get some difficult problems about carry-
overs and carrybacks. We want to make sure that these tax attributes
are not counted twice, that the tax attribute does not benefit both the
transferor and the trust. Section 2(n) of the bill takes care of that
problem, too. ' .

Section 3 of the bill contains 85 amendments to the estate and gift tax

rovisions of the Tax Reform Act. Those are the provisions which,
genator Byrd, you recognized did not have a hearing in the Finance
Committee. Perhaps some of these changes might have been made had
you had that opportunity,

Now, these corrections are somewhat more substantial than those
made to the income tax provisions of the 1976 act, but nevertheless, they
do not do any more than implement the policy decision underlying the
section being amendéd.

For example, one major source of concern after the 1976 act was
whether a redemption of certain preferred stock by a corporation,
known as section 306 stock, to raise funds to pay death taxes would be
taxed at capital gain rates. Section 308 stock is stock that is normally
issued as a dividend or a dividend equivalent. Section 308 was enacted
to prevent a shareholder from bailing out corporate earnings by sellin
his preferred stock and then having the purchaser tirn around an
redeem the stock. .

The amount realized on a disposition of section 306 stock is generally
treated as ordinary income. The question is whether a redemption of
this section 306 stock meets the requirements of section 303 of the code.
Now, section 303 of the code permits a shareholder whose estate con-
sists largely of stock of a closely held corporation, to turn in enough
of that stock to pay his death taxes and expenses of administration.
It was designed to meet the liquidity problems which might arise for
estates that were very heavily invested in closely held corporations
and would have some difficulty raising funds from sources other than
the corporations. - - :

.If the estate turned in only some of its stock, it could run into a very
difficult, ordinary income tax, because the redemption would have been
treated as a dividend. Section 303 taxes the gain at capital gains rates.

Under the 1976 act there was a question whether the section 306, this
tainted preferred stock, would be eligible for the capital gains treat-
ment afforded by section 303. If it wag not, the amount would be taxed
asordinary income, ) ' )

Section 3(a) (2) of the bill provides that a redemption of section 306
stock will be granted capital gains treatment to the extent the re-
demption meets the requirements of section 303. Thus, section 303,
the purpose of .which is to relieve the liquidity problems in estates
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holding large blocks of corporate stocks is made available on a
nom}i\iscriminatory basis to holders of both common and preferred
stock. )

H.R. 6715 also makes an important clarification with regard to the
amount of income that will be recognized when carryover basis section
306 stock issued before Decc: .er 31, 1976, is sol({ or redeemed. It
provides that the section 30¢ stock is entitled to the fresh start basis
which, in effect, puts it in the position it would have been under prior
Jaw. I will not spend a lot of time on the details, but we thought this
was & problem that ought to be recognized. The tax treatment of per-
sons holding-that stocl% ought not to be changed retroactively by the
carryover basis provisions,

Another important amendment to the estate and gift tax provisions
relates to the holding period of assets acquired from a decedent. The
1976 act failed to grant automatic long-term capital gains holding
period status to these assets. In 1978, when the holding period be-
comes 1 year, this omission could have an adverse effect on the use of
so-called flower bonds to pay estate taxes,

In every case in which a decedent acquired flower bonds to pay his
estate taxes within 3 months of death, the gain recognized upon the
redemption of the bonds to pay estate taxes would be taxed to the
estate as ordinary income rather than as capital gains.

Section 3(c) (4) alleviates this problem by providing an automatic,
long-term capital gains holdiag period for property acquired from a
decedent, -

I could go on and illnstrate many more examples of the important
and necessary corrections made by the bill, but T am going to spare
you the burden of that monolog. But I think you can see, from these
few examples, that the Technical Corrections Act is an important
piece of legislation.

As T stated earlier, in its present form the bill does not present
any major new issues of tax policv. Virtually all of its provisions are
noncontroversial, We hope that this will remain the case.

There are, however, other items which we think should be added to
the act. In our testimonv before the Ways and Means Committee,
we submitted 30 detailed recommendations with respect to the act,
almost all of which have the concurrence of the joint committee staff.

Not all of our recommendations were incorporated in H.R. 6715 by
the House because of the press of time. The remaining recommenda-
tions, together with several new ones which we have discovered since
our testimony before the Wavs and Means Committee. are set forth in
detail in the appendix to my statement.

Senator Byrp. et me get this clear. You have 30 additional recom-
mendations?

Mr. Lueick. We are down to 19 now, Mr. Chairman, Tf von will
permit me, I will tell you the categories that they relate to. I will
give you a general description. Then T will be very pleased to answer
anv questions yon may have with respect to any specific chances.
th’]‘hese recommendations fall into two basic categories. The first are
H:‘slge'\vhlch relate to the provisions of H.R. 6715, as passed by the

Senator Byrn. Novw, excuse me. these aro ny ;
been done by the House and are not in the bill ?‘ er and beyond what has

| "BEST COPY AVAILABLE -

B

I



51

Mr. Lusick. Yes, sir, and in some cases, we recommend a change,
a perfecting change. : .

For example, we have recommended, as an amendment to section
2035 relating to the estate tax includibility of gifts made within 3
years of the date of the decedent’s death, a change which is similar
to section 4 of S. 2228 introduced by you and Senator Dole. We would
make & minor change in that. We would include in the transferor’s
gross estate reversionary interests velinquished within 3 years of the
transferor’s date of death, but basically we have been recommending
exactly the provision you have included in your bill. .

In addition, for purposes of proposals for increasing the minimum
basis adjustment for carryover basis pror:erty, which you have sug-
gested in yonr bill and which we will talk about either tomorrow or
later, if we have the time, the maximum amount allowable as a min-
imum basis should be reduced by the amount of cash and the basis of
any other property transferred within 3 years of death. This is neces-
sary to prevent the transfer of cash and high-basis property to manip-
ulate the minimum basis adjustment which you are proposing.

Furthermore, for purposes of special relief sections, 303—that was
the redemption for death taxes; 2082A which is special use valu-
ation: 6166 and 6166A which determine when a taxpayer's estate is
eligible for special installment payment relief—for these purposes
only, the percentage qualification requirements should be calculated
by including in the gross estate the gift tax value of any property
transferred within 8 years of death. -

We would not include this property in the estate, but in determining
eligibility for the special relief provision, it should be brought in, in
order, again, to prevent manipulative transfers to secure the benefits
of those sections.

. l\fow, our second category of recommendations. asidé from those
which relate to H.R. 6715, relates to remedies for technical defects
beyond those included in the version passed by the House. '

Again, these recommendations are confined to proposals which im-
plen_zen(: thq expressed intent of Congress. For the most part. thev
:}l‘qufy ambiguities or give relief to taxpayers from unintended hard-

1ps.

For example, the purpose of section 1040, added by the Tax Reform
Act of 1976, was to retain the prior law income tax consequences of
funding pecuniary bequests with appreciated property. Under prior
law recognized gain was limited to the difference between date of dis-
tribution and estate tax values. If you paid off a money beauest with
appreciated property, you were only taxed on the appreciation which
aroce after death.

The Tax Reform Act did not coordinate the recapture provisions
of section 1245 and section 1250 with section 1040. As a result, the
recapture rules, which generally provide that on a sale or exchange
Income 1s recaptured to the extent of the difference between the amonnt
realized and the adjusted basis, presently override section 1040 and
could therefore cause the taxpayer to have to recognize ordinary in-
;8260 In an amount in excess of the income recognized under section

Therefore, we recommend that the reca ture sections be ame
make clear that recapture is limited by thg amount of gain tha;1 i:ﬁﬂtg
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be recognized under 1040 where appreciated carryover basis property
is used to satisfy a pecuniary bequest rather than trying to get all of
the tax on the recapture at that time. s

‘We urge the subcémmittes to accept our recommendations. Statutory
language necessary to éffect them has been drafted. We have réviewed
them all with the joint committee staff. Their adoption will not, there-
fore, delay thé passage of this important legislation. f

We are also aware that additional technical corrections may be
necessary. S ; " -

Section 8 of your bill, S. 2228, which conforms the. definition of
interest in a closely held business for purposes of both the estate tax
installment payment provisions—that 1s, section 6166 and 6166A—is a
good example of this, We support that section of the bill. It is a tech-
nical correction which will result in significant simplification.

“We also do not'oppose section 5 of the bill which will amend the
special use estate tax valuation provision by relaxing the material
participation requirerents in farm situations for eligibility and con-
tinued qualification under certain limited circumstances. o

However, I did not want you to think that we were going to surprise
you by approving everything that you introduced, Senator Byrd. We
have found one or two things to oppose. '

Senator Byrp. I was under no illusions.

Mr. Lusick. We thought you might worry that you had done some-
thing wrong if we approved evervtlaling you introduced. ,

We are opposed: to section 7 of S. 2228 which extends capital gains
treatment to a redemption to pay the income tax resulting from a quali-
fied section 303 redemption. It is a substantive change which raises the
fundamental policy question of the extent to which section 303 should
be available to permit the bailout of corporate earnings and profits at
capital gains rate. Debate over the Technical Corrections Act 1s not the
appropriate time to raise this issue. Indeed, when this argument was
raised, the Ways and Means Committee dropped it.

Moreover, on the merits, the purpose of code section 303 was to per-
mit a limited bailout of earnings which would normally be taxed as a
dividend to the extent of death taxes and. funeral expenses, As a prac-
tical matter, we believe this is sufficient relief. In my experience, which

~- has been to a great extent in the field of planning estates in private
practice since 1949, and in talking with other practitioners where ex-
perience covers the entire span that section 303 has been in the code, we
have found that section 303 is used primarily as a one-time opportunity
to bail out corporate earnings and property without regard to liquidity
needs. If an estate still has a liquidity problem after a section 303 re-
demption, it can use the generous installment and postponement of
payment provisions placed in the law last year. Thus, we believe the
extension of section 303 is unnecessary and unwarranted.

For-the same reasons, we oppose & return to the percentage qualifi-
cation requirements of prior law as proposed by section 7(b) of S. 2228.

I also have comments to make on S. 2227 and sections 3 and 6 of
S. 2228, I can either make them tomorrow or at such time as you wish to
hear them, and we will indicate to you that the Treasury Department is
largely in accord with the major thrust.of S, 2228. .

" " But I would like to conclude on the Technical Corrections Act by,

saying :that the Treasury Department strongly supports the concept of
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- teclinical correction. We urge expeditious, favorable action on H.R.
6715. At the same time, I want to repeat the Treasury’s view that it
is vital to the integrity of the technical corrections process that this
bill not be the mechanism to review the underlying policy provisions
contained in the 1976 act. Otherwise, the technical corrections, which
are so urgently needed, will not be achieved.

I will be very pleased to answer questions or to go on to talk about
the two billsthat you have introduced.

Senator Byro. First, let me ask you what is the revenue effect of
H.R.6715% '

Mr, Lusick. The net revenue effect for fiscal 1978 is a decrease in
revenue of $17 million. Thereafter, the continuing effect declines—1979
through 1982 at $7 million or $8 million each year.

Senator Byro. There is no significant revenue effect ¢

Mvr. Lousick. It is not significant; that is right. These are technical
corrections. N :

Senator Byro. I feel that tax matters, not just the technical correc-
tions bill, but tax legislation in general 1s so technical and so complex
_ that those of us who do not deal with it full time everyday need to rely

very heavily on experts like yourself.

Mr. Lusrck. We have worked very carefully with the staff of the
Joint Committee on Taxation and I 'believe we all agree that these are
technical amendments which are needed to implement decisions you
made last year, the broad policy decisions. We recognize that they are
very complex. In many cases they are almost incomprehensible and it
is very hard to remember them for 2 days. You can study them and
vou can know them at the time—and I must say, from the time the
bill was in the House I had forgotten what most of them were and I
have had to rebrief myself.

So I can understand your reaction. But both the staff and we have
been very careful to screen these. We have hac a lot of cooperation from
the various bar associations, accounting groups and so on, and I think
everybody has been approaching this bill in the spirit of trying to
}xohsh last year’s bill simply to make it work and to relieve unintended

hardships. I think the government has a responsibility to do that and
not to leave people hanging out there with uncertainties and inade-
quacies of draftsmanship. :

Senator Byro. I think so. I think it is very important in these tax
matters that we be fair, not only to the Treasury—and I think it is
very important to be fair to the Treasury, and the total population—
but also be fair to the individual taxpayers. -

Mr. Lusick., We have tried to do that, Most of the provisions we
have recommended would give relief to taxpayers and are appropriate
in carrying out the policy dgecisions.

Senator Byrp. Who 1nitiated this technical corrections bill¢

Mr: Lusrok. Well, I believe the chairman of the Ways and Means
Committee thought it was appropriate to do it and he directed the
staff of the joint committee to prepare the language necessary and to
screen the act to see what changes should be made. '

Senator Byro. What role did Treasury play in proposing legislation ¢

Mr. Lusick. Well, the Treasury had sharec{) the. objective of the
chairman of the Ways and Means Committee and of the staff. We were
trying to.perfect the statute. We were doing many of the things that
we would have done in 1976 when we were drafting the statute had
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we known them then. Our staff worked very closely with the staff of
the joint committee. We have a very good relationship. One might even
say we have an interlocking directorate, now that Dr. Woodworth is
there, and therefore, we both worked it over and we have been working
on all of these matters. I want to say that the work of the staff of the
joint committec has been invaluable. They have done an outstanding
job in going through the act and dealing with these very technical
and complicated problems. I know that we could not have carried that
load ourselves. There was a job that had to be done for the taxpayers
and I think it is such an outstanding job that is important if for no-
c;ther rieason than to preserve the work they have done to get this bill
through.

Senator Byrp. I understand that the bill contains certain provisions
which apply retroactively. Could you point out the major retroactive:
provisions in the bill?
67Mlé. Lusick. You do not mean the Tax Reform Act; you mean H.R..

15 —

Senator Byrp. Yes; H.R. 6715.

Mr. Losrck. Well, I would say, Mr. Chairman, that almost cvery
one of these provisions is retroactive because we are trying to—

Senator Byro. It is designed to correct problems which occurred
in connection with the 1976 Tax Reform Act.

Mr. Lusick. It is designed to correct, and if we do not go back and’
correct, then we have left taxpayers stranded high and dry. I cannot
think of anything offhand that 1s not retroactive. The whole purpose
of tho bill is to go back and correct, and there may be some, but off-
hand, I cannot think of them.

ﬁ.Se,nator Byrp. The very nature of the bill is one of retroactive
effect.

Mr, Lupick. That is right. If it were not retroactive it would not
serve its purpose,

Senator Byrn. Yes.

So as we might get some indication as to what the hearing on
Friday might bring forth. are there persons in the hearing room today
;)‘:}lllb? would wish to oppose any sections of the technical corrections

i

[No response.]

Senator Byrp. I see no opposition this morning.

Mr. Losick. Well, I think, in part that is a tribute to the work
of the staff and the fine job that it has done in ferretting out these
problems which, as I indicated, are noncontréversial and essentially
technical.

Mr. Chairman, we have found a nonretroactive provision in the
bill and it was one where——

Senator Byrp, That was just by mistake? '

Mr. Lusick. We found one where we were tightening up and we
did not want to make that retroactive because some taxpayer might
havo relied on the more liberal provision. So we have found one, but
again, it is for the taxpayer’s benefit,

Senator Byrp. Thank you.

Thank you very much. I think it might be best to adhere to the
original schedule with regard to S. 2227 and S. 2228.

Mr. Lusick. Well, that would enable us to prepare @ written state-
ment. If I had to talk to you about that today, it would have been
ex tempore,
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Senator Byrp. Senator Dole would like to be here when it is taken
up and he is unable to be here today.

Mr. Lusick. Well, I think it is important because, as I gave you a
preview, we think that you have done a very fine job in this bill, We
do have some suggested changes to make in a few sections and I think
perhaps that some of the changes we suggest you will readily agree
are appropriate because they are technical changes. We are very
sympathetic, for example, with your concept of a liberalized mini-
mum basis which will, in effect, take out of the system 98 percent
of those who would otherwise be involved, and we think that is
very desirable. We also think your idea of using marginal tax rates
for the basis adjustment rather than average tax rates is fair. We have
gone through it and we think it is the right result. Therefore, we are
going to talk to that as well, and we have, lperhaps, an additional pro-
posafto make which we think will help the tuxpayers make the sys-
tem work better.

So we will be very pleased to see you tomorrow morning, again at
9 o’clock, to——

Senator Byrp. Very good.

Just one final question on H.R. 6715. I assume that vou, Treasury,
approve of the legislation as approved by the House? But you would
~ like to see added to it 19 amendments, is that it?

Mr. Lusick. Yes; the 19 amendments are stated in our appendix.
1 believe that there are several that make changes in the bill as passed,
but they are not major changes.

Senator Bynp. But basically, you favor the House version?

Mr. Lupick. Basically we favor the House bill. There are several
c}lmngos we would like to make in it and then there are some additional
changes.

I can give you an illustration of one of those that just came to
our attention. In the 1976 act, Congress enacted a special provision
that dealt with the withholding tax liability of certain fishermen.
It appears that there were certain fishermen off the coast of Massa-
chusetts and some lobster fishermen off the coast of Maine who were
the owners of small boats. They would have one or two crewmembers
who would go out on their boats with them and share in the catch.
Instead of being paid money they would get maybe 10 or 15 percent
of the lobsters or fish and, in point of fact, these crewmembers also
b(ire the expenses, so if the catch were unprofitable, they would have
a loss.

The Internal Revenue Service took the position, starting in 1972,
that these crewmembers were really employees of the owners of the
boats and was trying to collect employment taxes and withholding
taxes in very large amounts from the owners of the vessels. The
Internal Revenue Service had put liens on the boats and on the prop-
erty of the boatowners. Congress passed legislation to deal with this
problem which-said that for services performed after December 31,
1971, these persons, these crewmembers, would bhe treated as self-
f}x:}pltoyed persons so that the vessel owners would not be subject to

is tax. ' ‘

We thought that had taken care of the problem. Then, 2 days ago, it
came to my attention that there were other cases where the Service
was _attempting to collect back tax liability that dealt. with 1971
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sorvices, Congress had intended to deal with all of these back cases,
but it specified services after December 31, 1971, so when we got the
call we instantly added to our appendix our 19th amendment which
proposes to go back and clean up that job.

ese are the sorts of things that——

Se;mtor Byro. Would not the statute of limitations take care of
that :

Mr. Lusick. No; because the Service had levied their assessment
before the statute ran and the case had just been in process. Most
of the cases the statute of limitations woul(i take care of, but we found
four cases where the assessment had been levied and avoided the statute
of limitations. We know that I\;ou had intended—this was actually
an amendment of Senator Hathaway—he had intended that, this be
taken care of. Therefore we think that it is appropriate to make a very
little change; if you change 1971 to—change two numbers, to 1954,
you will make sure, unless there are some cases that are lying around
some 20 years, that the problem is solved.

Senator Byrp. Just one final question. There are certain provisions
in the bill which are of benefit to specific taxpayers. Could you explain
these provisions?

Mr. Lusick. Yes; there are a number of them, particularly in the
foreign area. These are generally provisions that deal with effective
dates where perhaps the decision of the conferees was not correctly
drafted. Let me gve you an illustration of one of them that you
referred to that benefits General Electric Co., but it does more—
we happen to know that it benefits General Electric Co., but I think
the matter is correct as a question of principle. .

Senator Byro. And the Treasury Department approves it#

Mr. Lusick. Yes; we do. This 1s simply & question of the source
rule. The Tax Reform Act put in a provision that in the case of
sales or exchanges of personal property outside the United States
those sales would be regarded as U.S. source income rather than
foreign source income. The purpose was to prevent persons from
taking their property and selling it outside of the United States and
therefore having the benefits of it being foreign source income.

Woell, the General Electric situation happened to be one where they
li(éuidated a foreign subsidiary. The li¥uidation of a foreign sub-
sidiary is treated as a sale or exchange of personal property. If Gen-
eral Electric had distributed the earnings of that foreign subsidiary as
a dividend, that clearly would have been foreign source income be-
cause most of the income of that corporation was foreign source
income, Therefore there is no reason w g the liquidation of a sub-
sidiary, most of whose earnings were effectively connected with a
business outside the United States, should be caught up in this par-
ticular rule. ,

There are a number of situations like that where we have dealt with
specific taxpayers. In each case there may be other taxpayers involved
as well, but the ones ‘that we know about came to us and said we have
this problem and it was an. unfair application of the law. Therefore
we went along with the proposals to make the change.

Senator Byrp. You might, for the record, not today, identify what
taxpayers are—where you can identify them—are affected by the

legislation. .. :
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ﬁMr. Liusick. We will be very pleased to send you a letter to that
effect. ‘

Senator Byro. Thank you very much, gentlemen.

The letter referred to above and the prepared statement of Mr.
Lubick follows:] : ‘

DEPARTMENT OF THE TREASURY,_
DEPUTY ABSISTANT SECRETARY,

N Washington, D.C.,, November 15, 1977.

Ho~. Harzy F. Byzp, JB,

U.S. Senate, Washington, D.O. )

DeAR SENATOR BYrD, This letter is in response to your October 26, 1977 request
that the Treasury Department identify for the record of the hearings held by the
Subcommittee on Taxation and Debt Management, Committee on Finance, on H.R.
6715, the “Technical Corrections Act of 1977 specific taxpayers affected by
provisions of the bill,

We have limited our response to those provisions of HR. 67156 which are
restricted in scope and, therefore, may reasonably be expected to affect only
a small number of taxpayers. We have identified those taxpayers we know
will be affected. However, these provisions may also affect others.

We have not listed specific taxpayers who we know will be affected by pro-
visions of general applicability. In most cases, we became aware of these tax-
payers because either they or their representatives tontacted us or the Staff
of the Joint Committee on Taxation to point out a problem for which technical
correction was appropriate or to comment upon spscific provisions of H.R. 6715,
We do not think you intended to encompass these situations in your request.

The following is a list of the sections of H.R. 6715 which affect the specific
taxpayers listed opposite the section number:

Bill section: Tazpayer
2(t) (7)(B) - Pittsburgh Plate Glass
2(t)(2)(C) —— --. General Electric
2(t)(9) ———- Reading & Bates Co.

- ‘ Tidewater Marine
2(t) (12) (A) ——— Evra Corp.

We note that section 2(t) (2) (C) 18 a provision which in all probability will
apply to taxpayers other than General Electric,
We will be pleased to submit whatever further information you may desire,
Sincerely yours,
DoNaLp C, LUBICK.

STATEMENT or DoNaLD C. LUBIOK, DEPUTY ASSISTANT SECBETARY
OF TREASURY FoR Tax PoLioy

Mr. Chairman and members of the subcommittee: I am pleased to have this
opportunity to appear before the subcommittee and pregent the Treasury Depart-
ment's views on H.R, 6718, the “Techuical Corrections Act of 1977” which makes
clarifying and conforming amendments to the Tax Reform Act of 1976 (Public
Law 94-455). I shall also present the Treasury Department’s views on those
sections of 8. 2228, introduced by the Chairman of this Subcommittee and Senator
Dole, which are not Telated to the carryover basis provisions enacted by the
Tax Reform Act. '

The 1976 act was the product of more than three years of exhaustive con-
gressional effort. Extengive hearings were held by both tax. writing committees
to identify problem areas and legislative solutions. Indeed, in 1976 the Finance
Committée held 22 days of Kearings on the House bill. The final product was
comprehensive. Virtually every taxpayer was affected by one or more of the
Act’s more than 100 separate provisions. T :

Our experience fn drafting regulations to implement major tax reform legis-
lation has shown that no matter how much time is devoted to the legislative effort,
technical errors are inevitably discovered. In the past, we have had to make do
with the statute as enacted. This year, for the first time, corrective legislation
has been praposed ghortly after a major Act. The original provisions of H.R.
6715 were developed by the Staff of the Joint Committee on Taxatlon in close
cooperation with the Treasury staff. After the bill was intreduced by Mr. Ullman
in April, the Treasury and the Joint Committee staff received many comments
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from interest groups. In fact, the written comments submitted to the Ways
and Means Committee prior to August 1977 are contalned in a committee print
which is more than 400 pages long. Comments of these Interested groups, in-
cluding the American Bar Asoclation, the American Institute of Certified Public
Accountants and other groups in the profesftonal tax community have in many
cures been incorporated into the bill,

In the context of the 1976 act, this corrective legislation is urgentiy needed
and we commend the Congress for taking this important and innovatlve step.
In its present form, the Technical Corrections Act does not present any major
new issues of tax policy and virtually all of its provisions are noncontroversial.
For the most part, the bill either grants relief to taxpayers or remedies internal
inconsistencies which, if left unresolved, would lead to difficulties in administra-
tion, Although not controversial, it is of great fmnportance to affected individual
tuxpayers. Therefore, it is crucial to enact this legislation quickly o the public
will recognize that both the Congress and the Treasury are vitally concerned that
the tax Code operate fairly and not impore undue burdens on taxpayers.

At the same time, we strongly believe that the scope of thebill should be limited
to essentlal technical clarification of the underlying policy decisions embodied in
the 1976 act. In our judgment, this criterion s satisfled by the bill as passed by
the House of Representatives. We urge this Committee to continue to maintain
the essential line of demarcatfon between necessary technical correction and leg-
islation which requires substantial policy debate. IL.R. 6715 should not become
the vehicle to reopen debate on the carefully considered policies which underlie
the 1976 act. If that happens, we fear that the bill will fail {nits purpose of
making sorely needed technical corrections and the burden of that fallure will
not be 8o much upon us as upon deserving taxpayers,

At present, H.R. 6715 contalns 98 separate technical amendments. To illustrate
the importance of this legislation. I would like to review swith you several of
there amendments and the reasons for them.

The Tax Reform Act amended the mutual fund provisions te permit those
funds to invest in municipal bonds and to pass through tax exempt interest to
their shareholders. However, the legislation failed to amend the 90 and 80 percent
of groas income limitations of Code section 851 to include the tax exeinpt interest
in gross income for the purposes of those tests. If tax exempt Interest is not
treated as gross income, mutuat funds which invest in tax exempt securities
will be disqualified from mutual fund status simply as a result of engaging in
the specific activity Congrees intended to permit, Section 2(r) of the bill amends
the code to solve this problem.

An example of concern to small business involves the definition of permissible
shareholders of subchapter S corporations. Before the Tax Reform Act a trustee
could not be a shareholder of a subchapter S corporation. If shares were placed
in trust a corporation automatically lost its subchapter 8 status. Estates, how-
ever, could be shareholders. The Tax Reform Act expanded the category of
permissible shareholders of a subchapter 8 corporation to include grantor trusts
during the lifetime of the grantor (where the grantor is taxed individually on
trust income and the trust is ignored) and, for sixty days after funding, trusts
funded with subchapter 8 stock by the terms of a will or other testamentary
disposition. These provisions of the Tax Reform Act created an anomalous
situation. On the one hand, subchapter 8 status terminated upon the death of a
grantor who, for nontax reasons, had chosen to fund & grantor trust with sub-
chapter 8 stock during his lifetime; this type of trust, after the death of the
grantor, 18 not an eligible subchapter 8 shareholder. On the other hand, a
decedent who retained ownership of subchapter 8 stock until death is entitled
to have his estate own subchapter 8 stock during the period of estate adminis-
tration without disqualification and, in addition, {8 permitted to have a testa-
mentary trust own the shares for 60 days after distribution from the estate.
The practical result is to preclude taxpayers from ustng a revocable trust, which
is standard nontax motivated estate planning tool, frequently used as a will
substitute, to own shares of subchapter 8 stock.

Section 2(u) of the bill remedies this problem. A funded inter vivos grantor
trust wlll remain aneligible shareholder of a subchapter S corporation for two
yvears after the grantor’'s death if the entire corpus of the trust is included in the
grantor's estate. The amendment results in rough parity between funded inter
vivos trusts and those that are funded by testamentary direction: the two-vear
period approximates a reasonable period of estate admln[stration and pro-
duces substantlal equality with the timing opportunitlea presented by delayed
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testamentary funding. By limiting the application of the section to trusts in-
cluded in the grantor's gross estate, the bill assures that the opportunity to re-
main an eligible shareholder 1s available only in those instances where there
can be no income or estate tax abuse,

Another important clarifying change made by the bill relates to the partnership
“at risk” rule. Under the Tax Reform Act there is an exception from the
“at risk" rule for “any partnership the principal activity of which is investing
in real property,” Many comments have been received indicating that the terms
“principal activity” and “investing” are ambiguous. For example, individuals
operating hotels have asked whether their actlvity constitutes “investing” in
real property. S8ection 2(q) of the bill clarifies the scope of the real estate ex-
ception from the “at risk” rules. The amendment makes it clear that both active
and passive real estate activities are exempt. It also requires substantially all
of a partnership’s activities to involve investing in real property for the excep-
tion to apply.

Section 2(b) of the bill provides a need exception from the excess itemized
deduction tax preference item for wholly charitable trusts and charitable in-
come trusts created prior to January 1, 1976. Under the Tax Reform Act, even
where all the income of a trust was distributed to charity, the trust would none
theless be liable for payment of the minimum tax. The only charitable trusts
that should be subject to inclusion in the minimum tax preference base are
those where the grantor or a noncharitable beneflciary can use the trust as a de-
vice to avoid the limitation on excess itemized deductions. This is not the case
where the trust is wholly charitable. Thus, these trusts are appropriately
exempted from the special tax on preference items.

The bill contains a series of amendments to section 644 of the code, added by
the Tax Reform Act. Section 644 provides that where certain property is sold or
exchanged within two years of its transfer to a trust, a tax is imposed on the trust
in an amount not less than the amount which would have been pald by the
transferor of such property if the transferor had sold the property. The spe-
clal tax is imposed on “includible gain’’, which includes in its measure gain
realized by the trust on a sale or exchange. Section 644, therefore, imposes tax
on & realized gain from those transitions which other code sections would not
treat as nontaxable. The problem is the use of the words ‘“realized gain”
rather than ‘“recognized gain.” The legislative history of section 644 indicates
that only recognized gain was to be subject to the tax. Section 2(n) of the bill
corrects this oversight.

In addition, the tax on includible section 844 gain is calculated by reference
to the transferor’s taxable income for the year in which a trust has sold trans-
ferred property. However; there is no provision for adjusting the transferor’s
tax attributes to take account of the fact that the section 644 tax has been
calculated by reference to the transferor’s tax profile. Thus, under the 1976
Act, some tax attributes of a transferor, such as capital or operating loss carry-
overs, could be used both to reduce the tax on the includible gain and also to
reduce the transferor’s own income tax. In other words, these tax attributes
were counted twice. Section 2(n) of the bili remedies this problem as well.

Section 8 of the bill contains 35 amendments to the estate and gift tax
provisions of the Tax Reform Act. In some cases, these corrections are more
substantial than those made to the income tax provisions of the 1976 Act. How-
ever, even the more substantial revisions do no more than implement the policy
decislon underlying the section being amended.

For example, one major source of concern after passage of the 1976 act was
the question whether a redemption of certain preferred stock, known as
“section 808 stock”, in a transaction which met the requirements of section
303 would be eligible for the capital gains treatment afforded by that section.
If not nligible for section 303 treatment a redemption of section 306 stock to
provide funds to pay death taxes and estate administration expenses would
be taxed as a dividend. Section 8(a) (2) of the bill provides that a redemption
of section 808 stock will be granted capital gains treatment to the extent the
redemption meets the requirements of section 303, Thus, section 303, the pur-
pose of which is to relieve ligquidity problems in estates holding large blocks
of corporate stock, is made available on a nondiscriminatory basis to holders
of both common and preferred stock. -

H.R. 6715 also makes an important clarification with regard to the amount
of income that will be recognized when carryover basis section 806 stock 1ssued
before December 31, 19768 is sold or redeemed. Under the act, the holder of
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carryover basis section 808 stock issued prior to December 31, 1976 is not
entitled to any reduction in the amount realized on a sale or redemption of
that stock even though, under prior law, the death of the prior holder of
that stock would have removed the section 306 taint. Section 3(a) (1) of the
bill remedies this omission. It provides that the amount treated as ordinary in-
come on the sale or redemption of section 808 stock issued before January 1,
1977, and which is carryover basis property in the hands of the person
disposing of the stock, 18 to be reduced by the sum of the adjusted basis of the
section 306 stock on December 31, 1976 and any available fresh start ad-
ustment.,

) Another important amendment to the estate and gift tax provisions relates
to the holding perlod of assets acquired from a decedent. The 1976 act
failed to grant automatic long-term capital gains holding period status to these
assets, In 1078, when the holding period becomes one year, this omission
could have an adverse effect on the use of “flower” bonds to pay estate taxes.
In every case in which a decedent acquired “flower” bonds within three
months of death, the gain recognized on the redemption of those bonds to pay
estate taxes would be taxed to the estate as ordinary income rather than capital
gain. Section 8(c) (4) alleviates this problem by providing an automatic long-
term capital gains holding period for property acquired from a decedent.

I could go on and illustrate many more examples of the important and neces-
sary corrections made by the bill. I will spare you the burden of that monologue.
However, Mr. Chairman and Members of the Subcommittee, I am sure you
can see from these few examples that the Technical Corrections Act is an
important piece of legislation. As I stated earlier, in its present form, the bill
does not present any major new Issues of tax policy and virtually all of its
provisions are noncontroversial. We hope that this will remain the case.
However, there are other items which we think should be added to the act.
In our testimony before the Ways and Means Committee we submitted 30
detajled recommendations with respect to the act, almost all of which have
the concurrence of the Joint Committee staff. Not all of our recommendations
were incorporated in H.R. 6715 by the House, The remaining recommendations,
together with several new items we have discovered since our testimony before
the Ways and Means Committee, are set forth in detail in the appendix to my
statement. -

Our recommendations fall into two basic categories. The first are those which
relate to the provisions of H.R. 6715 as passed by the House. For example, we
have recommended an amendment to section 2035, relating to the estate tax
includibility of gifts made within three years of the date of a decendent’s death,
which 18 similar to section 4 of 8. 2228 introduced by the chairman of this
subcommitee and Senator Dole. However, we would also include in the trans-
feror's gross estate reversionary interests relinquished within three years of the
transferor’s death. In addition, for purposes of proposals to increase the minimum
basis adjustment for carryover basis property, the maxfmum amount allowable
as a minimum basis should be reduced by the amount of cash and the basis
of any other property transferred within three years of death, This 18 neces-
sary to prevent the transfer of cash and high basis property to manipulate the
minimum basis adjustment, Furthermore, for purposes of special relief sections
303, 20324, 8166 and 8168A only, the percentage qualification requirements should
be calculated by including in the gross estate the gift tax value of any property
transferred within three years of death, These limitations are also necessary to
prevent manipulative transfers to secure the benefits of those sections.

Our second category of recommendations relate to remedies for technical
defects beyond those included in the version of H.R. 6715 passed by the House.
Again, these recommendations are confined to proposals which implement the
expressed intent of Congress. For the most part, they clarify ambiguities or
give rellef to taxpayers from unintended hardships. For example, the purpose
of section 1040, added by the Tax Reform Act of 1976, was to retain the prior
law income tax consequencies of funding a pecuniary bequest with appreciated
property under which recognized gain was limited to the difference between
date of distribution and estate tax values. However, the act did not coordinate
the recapture provisions of the code with section 1040. Ak a result, the recapture
rules, which generally provide that on a sale or exchange income is recaptured
to the extent of the difference between the amount reallzed and adjusted basis,
presently override section 1040 and could, therefore, cause the recognition of
ordinary income in an amount in excess of the amount of income recognized
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under section 1040. To {llustrate, if property subject to recapture has an adjusted
basis of $10, an estate tax value of $50 and a date of distribution value of $60,
ouly $10 of gain would be recognized under section 1040 but $50 would be
recoguized under section 1245. This result is contrary to the purpose of section
1040. We, therefore, recommend that the recapture sections be amended to
make clear that recapture is llmited by the amount of gain recognized under
section 1040 where appreciated carryover basis property is used to satisfy a
pecuniary bequest.

We urge the subcommittee to accept our recommendations. The statutory
language necessary to effect them has bene drafted and we have reviewed them
all with the Joint Committee staff. Their adoption will not, therefore, delay the
passage of this important legislation,

We are also aware that additional technical corrections may be necessary.
Section 8 of 8, 2228, which conforms the definition of “interest in a cloaely held
business’ form purposes of both of the estate tax installment payment provisions..
(sections 6166 and 6166A) is a good example, We support that section of the
bill, It is a technical correction which will result in significant simplification.
Also, we do not oppose section 5 of the bill, which would amend the special
use estate tax valuation provision (section 2032A) by relaxing the material
participation requirements for eligibility and continued qualitication in certain
limited circumstances.

We areé, however, opposed to section 7 of 8. 2228, which extends capital gains
treatment to a redemption to pay the income tax resulting from a qualified
section 303 redemption. It is a substantive change which raises the fundamental
policy question of the extent to which section 303 should be available to permit
the bail-out of corporate earnings and profits at capital gains rates. Debate over
the Technical Corrections Act i{s not the appropriate time to raise this issue.
Moreover, we would also oppose this amendment on the merits. The purpose of
code section 303 was to permit a limited bail-out of earnings, which would nor-
mally be taxed as a dividend, to the extent of death taxes and funeral expenses,
As a practical matter, we believe this {s sufficient relief. In my experience, which
covers the entire span of section 303’s existence, and that of other practitioners
with whom I have spoken, we have found that section 303 {8 used primarily as
a one-time opportunity to bail out corporate earnings and profits without regard
to liquidity needs. If an estate still has a liquidity problem after a section 303
redemption, there are generous installment and postponement of payment
provisions in the code. Thus we belleve the extension of section 303 is unnecessary
and unwarranted. For the same reasons, we oppose a return to the percentage
qualification requirements of prior law as proposed by section T(b) of S, 2228,

I will defer my comments on 8. 1054, 8. 2227 and sections 3 and 6 of S. 2228 until
tomorrow's hearing on carryover basis. At that time, I shall also present a
Treasury Department proposal which we belleve wili greatly simplity the carry-
over basis pravisions, .

In conclusion, the Treasury Department strongly supports the concept of tech-
nical correction and urges expeditious favorable action on H.R. 6715, At the
same time, I want to reiterate the Treasury’s view that it is vital to the integrity
of the technical correction process that this bill not be the mechanism to review
the underlying policy provisions contained in the 1976 act. Otherwise, the limited
purpose of technical corrections will not be achieved.

APPENDIX

TREASURY DEPARTMENT'S RECOMMENDATIONS ON H.R. 6715, THE “TECHNICAL
CORRECTIONS AOT OF 1977

The Treasury Department makes the following recommendations for clarify-

- ing and conforming amendments:

(1) Fresh start adjustment for certain carryover bdasis erty.
3(c) (1) of the bill and section 1023 of the Code)r.w property. (Sectlon

The bill seeks to ellminate the difficulty in determining the “fresh start”
basis of tangible property where either or both the acquisition date and cost of
the property are unknown, The bill provides a formula to determine a minimum
basis; December 81, 1976 value i3 determined by reference to date of death value
nngv an assumed igtgest r:te of ?ight percent. -

6 recommen at the provisions be limited to tangible personal propert

which is not described in sectlon 1221 (1) or 1221(2). sible pe property
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(2) Only one fresh start adjusiment for carryover basts property. (Section
8(c) (3) of the bill and section 1023 of the code).

The bill provides that only one fresh start basis adjustment is to be made
with respect to any carryover basis property.

To make clear that the fresh start adjustment is to be made only at the death
of the first decedent owning carryover basis property we recommend that the
word “change” replace the word “increase” in proposed code section 1023(h) (4).

(8) Adjustment to carryover basie property for state estate. Taxes (Section

'8(c) (5) of the bill and section 1023 of the code).

The bill clarifles the circumstances under which the payment of State estate
taxes will result in an adjustment to the basis of carryover basis property.

We recommend that the words “by the estate” be deleted from proposed code
section 1023(f) (3) (B), thus permitting an adjustment to basis where the State
estate tax liabllity has been discharged by an entity other than the estate, e.g.,
a funded inter vivos trust created by the decedent.

(4) Gain recognized on use of special use valuation property to satisfy pecu-
niary bequest. (Section 3(d) (3) of the bill and section 1040 of the code).

‘The bill clarifies the application of code section 1040 to pecuniary bequests
of property subject to speclal use valuation under code section 2032A. It pro-
vides that gain will be recognized to the extent the fair market value of such
property on the date of distribution exceeds the estate tax value of such property
with both date-of distribution and estate tax values to be determined without
regard to code section 2032A. Thus, appreciation calculated on the basis of
the “highest and best use” value of such property from the estate tax valuation
date to the date of distribution wil be subject to tax under code section 1040.

We recommend that taxpayers be given the option to calculate the code
section 1040 gain by applsing elther “highest and best use” values or special use
values on the relevant valuation dates.

(5) Bond to relieve qualifled heir of personal liability for recapture of taz
1wchere special use valuation £8 utilized. (Section 3(d) (5) of the bill and section
2032A.0f the code).

The bill provides that a qualified heir may be discharged from personal llability
for payment of the code section 2032A recapture tax upon filing a bond in the
amount of the maximum amount of additional tax which could be attributed
to such heir's interest in the property.

We recommend that this provision be extended to all persons party to the agree-
ment required by code section 2032A (@) (2).

(8) Transfer within three years of death. (Section 3(f) of the bill and section
2035 of the code).

The bill secks to clarify the avallability of the exception to automatic fncludi.
bllity of gifts made within three years of death for gifts excludable under the
$3.000 annual present interest gift tax exclusion. It provides that the exception
will be available for gifts to a donee made within three years of death if the
donor was not required to flle a gift tax return with respect to gifts made
during the calendar year to such donee.

We recommend that (1) code section 2035 (a) and (b) be repealed; (2) code
saction 2035(c) be redesignated section 2085(a) ; (3) code sections 2038 and 2037
be amended to include in the gross estate of the transferor transfers within three
vears of death of any retained estate which, if held by the transferor at death,
would have resulted in inclusion of the transferred property in the transferor’s
gross estate; and (4) code section 2042 be amended to include in the gross estate
of the transferor any transfer with respect to a life insurance policy made within
three years of the transferor’s death; (5) for purposes of proposals to increase
the minimum basis adjustment for carryover basis property, the maximum
amount allowable as a minithum basis be reduced by the amount of cash and the
basis of any other property transferred within three years of death; and (8)
for purposes of special relief sections 303, 20324, 6166 and 6166A only, the per-
centage qualification requirements be ealculated by including in the gross estate
the gift tax value of any property transferred within three years of death.

(7) Ooordination of gift tax exclusion and estate taz marital deduction. (Sec-
tions 8 (g) (1) anad (g) (2) of the bill and section 2058 of the code).

Section 3(g) {1) of the bill provides that the estate tax marital deduction will
not te reduced under the code section 2056 (c) (1) (B) to the extent inter-spousal
gifts of 8 decedent are subsequently included in the decedent's estate under code
section 2035,

Section 3(g) (2) of the bill clarifies the method of computing the Code section
2058 (c) (1) (B) reduction of the estate tax maritat deduction on account of inter-
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spousal gifts of a decedent by excluding from the computation of the reduction’
any gift not required to be in a gift tax return.

We recommend that (1) section 3(g) (1) be amended in & manner consistent
with our recommendation regarding Code section 2035; and (2) section 3(g) (2)
of the bill be deleted and instead that code section 2056(c) (1) (B) (11) be amended
by inserting after the words “percent of” the words “the excess of the value of
such gift over the sectlon 2503(b) amount, it any, allowable with respect to such

ft ”"

(8) Split gitis made within ihree years of death. (Section 3(h) of the bill and
gection 2001 of the code).

The bill clarifies the transfer tax consequences to a consenting spouse of gifts
which were included in the estate of the donor spouse by reason of code section
2035. It provides that the portion of such gifts attributable to the consenting
spouse shall not be included in the total of adjusted taxable gifts of such spouse
for estate and generation-skipping tax purposes and that any gift tax treated as
a tax payable by the consenting spouse with respect to such gifts shall, for estate
and generation-skipping tax computation purposes, be deducted from the aggre-
gate amount of gift tax payable by such spouse.

If our recommendation regarding code section 2035 is adopted, this provision
should be applicable only to transfers within three years of death of retained
estates under Code sections 2036, 2037 and 2038 or with respect to a life insurance

ley. .
p0(9) Inclusion in gross estate of stock transferred by the decedent where the
decedent retained voting rights. (Section 3(i) of the bill and section 2036(b) of
the code).

The bill clarifies the intended scope of code section 2036(b) by providing that
the section will apply only where the decedent and his relatives own, or the dece-
dent possessed the right to vote, at least 20 percent of the combined voting power
of the corporation the shares of stock of which have been transferred.

We recommend that the automatic application of Code section 318 to determine
indirect ownership be deleted and that the Secretary be granted specific authority
to promulgate regulations similar to the attribution rules of Code section 318 to
proposed Code section 2036(b) (2) in a manner consistent with the purposes of
that section,

(10) Amendments relating to orphan’s exclusion. (Section 3(1) (1) of the bill
and section 2057 (d) of the code).

The bill clarifies the scope of the orphan’s deduction by creating a statutory
entity, the “qualified minor’s trust” to which a decedent’s property may pass and
qualify for the orphan’s deduction.

We recommend that section 3(1) (1) be deleted from the bill and that the Sec-
retary be granted specific authority to promulgate regulations regarding the type
of trust to which property may pass and qualify for the orphan’s deduction.

(11) Disclaitmers. (Section 3(m) of the bill'and section 2518 of the code).

The bill clarifles code section 2518(b) (4) by providing that a disclaimer by any
party (including a surviving spouse) will constitute a qualified disclaimer for
purposes of code section 2518 where the surviving spouse receives an interest in
-the disclaimed property.

We oppose the enactment of section 3(m) of the bill. We recommend instead
that code section 2518 be amended to make clear that a qualified disclaimer will
not result if, pursuant to the disclaimer, the disclaimed property passes to a trust
or trust equivalent in which the disclaiming party has an interest.

(12) Termination of certain powers of independent trustees not sudject to taz
a;t gee:gr;zt{on-ckippmg transfers. (Section 3(n) (1) of the bill and section 2614 of

e e).

The bill clarifies the situations in which an individual trustee having discre-
tlonary powers to allocate trust income and principal among beneficlaries will be
treated as a beneflclary of such trust by reason of holding such powers. The bill
provides that an individual trustee will not be treated as having a power in a trust
where such individual has no interest in the trust, {s not a related or subordinate
trustee, and has no present or future power in the trust other than the power to
dispose of trust income and corpus among beneficiaries designated in the trust
instrument..

We recommend that the definition of related or subordinate trustee be expanded
to include (1) partners and employees of the grantor or of any beneficiary and (2)
employees of any partnership in which the partnership interest of any or all of
the grantor, the trust, and the beneficiarles of the trust are significant from the
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viewpoint of either or both operating control and distributive share of partner-
ship income,

(13) Alternate valuation date in the case of a generation-skipping trust. (Sec-
tion 3(n) (3) of the bill and section 2602(d) of the code).

The bill provides that the alternate valuation date will be available for taxable
terminations postponed beyond the death of a single deemed transferor because of
the existence of an older generation beneficiary at the death of the deemed
transferor.

We recommend that the alternate valuation date be available also where a tax-
able termination is postponed beyond the death of a single deemed transferor be-
cause of the existence, at the death of the deemed transferor, of a beneficiary in
the same generation as the deemed transferor.

(14) Disclosure of returns and return information. (Section 1202(a) (1) of the
Tax Reform Act of 1976 and code section 6103 (k) (4) ).

Code section 6103(k) (4) exempts from the general disclosure rules of Code
section 6103 the disclosure of tax return information to a competent authority of a
foreign government “which has an income tax convention with the United States
but only to the extent provided in ... such convention.” (Emphasis supplied.)
The provision inadvertently excludes estate and gift tax conventlons and the
Swiss Mutual Assistance Treaty, which have tax exchange of information
provisions.

We recommend that the exemption provided by Code section 6103(k) (4) be
revised to apply to a foreign government which has an income tax or an estate
or gift tax convention or treaty with the United States. Also, the exemption
should include a treaty such as the Swiss Mutual Assistance Treaty.

(15) Declaratory judgments regarding tar-erempt status of charitadle organi-
zations. (Section 1308 of the Tax Reform Act of 1976 and code section 7428).

Section 1308 of the Tax Reform Act of 1976 added code section 7428, which
provides for declaratory judgments relating to the tax-exempt status or classifi-
cation of charitable organizations.

Code sectlon 7428(c) provides that certaln contributions shall remain deduc-
tible even though made during the period that the declaratory judgment litigation
with respect to the revocation of the exempt status of the organization was pend-
ing and even though the court subsequently determines that the revocation was
proper. As presently drafted, this provision only applies where the District Court
or the Court of Claims decision is adverse to the organization. If the organization
is successful in this court but is reversed in a subsequent appeal, no protection {8
afforded to the donors during any period after the notification of revocation. How-
ever, if the declaratory judgment proceedings were initiated in the Tax Court, this
is not the result.

We recommend that contributions within the limits of code section 7428(¢) (2)
remain deductlble until a declaratory judgment proceeding lunstituted in the
Tax Court or In the District Court or the Court of Claims is finally adjudicated,
fncluding the appellate process.

(16) Inclusion of certain generation-skipping transfers in the gross estate
of a deemed transferor for estate tax marital deduction purposes. (Section 2006
(a) of the Tax Reform Act of 1976 and Section 2602(c) (5) (A) of the code.)

Under code section 2602(c) (5) (A) if a generation-skipping transfer occurs
at, or within nine months of, the death of a deemed transferor, the amount
of the generation-skipping transfer fs included in the gross estate of the deemed
transferor for cetate tax marital deduction purposes. Thus, the amount of the
marital bequest of a testator whose will or trust contains a formula marital
deduction bequest is automatically increased if that testator is the deemed
transferor of generation-skipping transfer occurring at or within nine months
of death. To avoid the inclusion of such amounts in a deemed transferor’s
gross estate, the will or trust of the deemed transferor must be specifically
amended. We believe that the automatic increase of & marital bequest in these
circumstances constitutes a trap for an individual who {s unaware that an
his death a generation-skipping transfer of which he iz the deemed transferor
may occur,-

We recommend that in the case of decedent whose will or trust contains
a formula marital deduction bequest, the presumption of Code section 2602(c)
(5) (A) be reversed so that a generation-skipping transfer of which the decedent
is the deemed tramsferor will not be included in the decedent’s gross estate
for estate tax marital deduction purposes unless a contrary intention is apecifi-
cally stated in the decedent’s will or trust.
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(17) Recapture in the case of satisfaction of a peouniary request with —
appreciated carryover basts property. (Section 2005(b) of the Tax Reform Act
of 1976 and sections 617, 1040, 1250, 1251 (a), 1252, and 1254 of the code).

Code section 1040, added by the Tax Reform Act of 1976, provides that where
appreciated property is used to satisfy a pecuniary bequest recognized gain
will be limited to the difference between date of distribution and estate tax
values. The purpose of code section 1040 is to retaln, under present law, the
prior law income tax consequences of funding a pecuniary bequest with appre-
ciated property. However, it 18 unclear whether recapture under code sections
617, 1245, 1250, 1251, 1252 and 1254 is limited by the amount of gain recognized
upon the satisfaction of a pecuniary bequest with appreciated carryover basis
property.

We recommend that code sections 1245(b), 1250(d) and 1251(d) be amended
to make clear that recapture income is limited by the amount of gain recognized
where appreciated carryover basis property is used to satisfy a pecuniary

bequest.

(18) Oontridutions of certain government pudlications. (Section 2132 of the
Tax Reform Act of 1976 and section 1231(b) of the code).

The Tax Reform Act generally provided that U.S. Government publications
which are received from the Government without charge or below the price
at which they are &old to the general public are not to be treated as capital
assets either in the hands of the taxpayer so recelving the publications, or in
the hands of a taxpayer whose basis in such a publication {s determined by refer-
ence to its basis in the hands of a person who received it free or at & reduced
price. However, because of a technical oversight, such publications were only
excluded from the definition of “capital asset” under section 1221 of the code,
but were not similarly excluded from the definition of “property used in the
trade or business” under section 1231(b) of the code. Because of this technical
;)verslght, the act fails to accomplish its intended purpose in respect of this
ssue.

We recommend that section 1281(b) be amended to provide that the term
“property used In the trade or business” does not include U.S. Government
publications recelved from the Government without charge or below the price
at which they are sold to the general public.

(19) Withholding of Federal tazes on ceriain individuals engaged in fishing.
t(h-Secc%(én)uO'? (e) of the Tax Reform Act of 1976 and section 8121(b) (20) of

e e).

The Tax Reform Act provided that certain individuals engaged in fishing were
to be treated as self-employed persons for Federal tax purposes. In general,
these changes were effective for services performed after December 31, 1071.
Since the enactment of .he Tax Reform Act, it has come to Treasury’s attention
that the Internal Revenue Service has opened several cases relating to fishing
services performed prior to December 81, 1971 in which 1t is attempting to
collect retroactively employment taxes from affected boat operators.

To alleviate this problem, we recommend that the date “December 81, 1954”
be substituted for “December 81, 1971 in section 1207(f) (4) of the Tax Reform
Act, the effective date provision of the amendment.

Senator Byro. The committee will stand in recess until 9 o’clock
tomorrow morning.

[Thereupon, at 10:05 a.m., the-subcommittee recessed, to reconvene
at 9 a.m. Thursday, October 27, 1977.]
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TECHNICAL CORRECTIONS ACT OF 1977

(Including Carryover Basis Provisions)

THURSDAY, OCTOBER 27, 1877

: . U.S. SENATE,
SuBcoMMITTEE ON TAXATION AND DEBT MANAGEMENT
' * (GENERALLY OoF THE COMMITTEE ON FINANCE, ~
, Washington, D.C.

The subcommittee met, pursnant to notice, at 9 a.m, in room 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee) Bpreendmg

Present : Senators , Jr., of Virginia, Hansen, and Dole.

Senator Byrn, The committee will come to order.

Today, the Subcommittee on Taxation and Debt Management .
Generally begins consideration of several measures dealing with the
estate tax portions of the 1976 Tax Reform Act. More specifically, the
hearings will focus on the carryover basis portions of the 1976 law
and S, 1954, S. 2227, and S. 2228,

One of the most disturbing parts of the 1976 tax law was the en-
actment of & carryover basis for assets transferred at death. Not only
was this provision a radical departure from prior law, it also increased
the complexity of the estate tax laws. :

" Furthermore, carryover basis was made a part of the 1976 bill dur-
ing the conference committee deliberations on the 1976 Tax Reform

Act withouit any consideration by the Senate or by the Senate Finance
Committee. : ,

The hearings today are designed to give the Senate an c;}e)gortunity
to look at carryover basis for the first time. Bills considered in these
hearings seekeither to repeal or ipostpone carryover basis or to modify
the law to make it more workable.

_ The witness today is Hon. Donald C. Lubick, Deputy Assistant
Secretary of the Treasury for Tax Legislation who will give the
Treasury’s view on this legislation.

. Welcome, Mr. Lubick, and you may proceed as you wish.

STATEMERT OF HON. DONALD C. LUBICK, DEPUTY ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. Lueick. Thank ou, Mr. Chairman. I 4m pleased to be here on
a daily basis and have the opportunity today to present the Treasury’s
) yiedws on S. 2227 and S. 2228, introduced by you and Senator Dole
and—— ’
. Senator Byro. And, incidentally, Senator Hansen is now a co-
sponsor, h ‘ ‘
(67)
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Mr. Lusick. We received a copy last night of a bill introduced by
Senator Hathaway which deals with the same subject matter and that,
I understand, has iven the number of S. 2238. Our comments will
relate to that bill as well.

Senator Byrp. That is fine, I think that is desirable. . )

Mr. Luosick. All of these bills relate to the carryover basis provi-
sions, as you have stated, and they relate to certain other matters
regarding the taxation of estates. We shall also comment on S. 1954,
which Senator Curtis introduced, to repeal the carryover basis
provisions. .

S. 2227 would postpone the effective date of the carryover basis
provisions to the end of 1978. S. 2228, as well as Senator Hathaway’s
bill, S. 2238, would make a series of amendments to the carryover
basis provisions by providing an increased minimum basis for carry-
over basis property, by changing the method of computing the tax
adjustment for the portion of death taxes which are added to the
carryover basis property and, in the case of S. 2228, but not S. 2238,
there would be the elimination from the apgzicatlon of curryover
basis of property held by a decedent on December 31; 1976. There ure
a number of other changes which I shall describe at the time I com-
ment on them. .

Before we address the specific provisions of the bills, I believe it is
in order to review the problems which led to the enactment of carry-
over basis. Under the law, as it stood before 1977, the basis of prop-
erty acquired from a decedent was its fair market value for estate tax
purposes in the estate of the decedent.

The effect of the prior law was to eliminate entirely from income
taxation all appreciation which had accrued during the lifetime of the
decedent. The result of forgiving the tax on gain which had accrued
prior to death was a very strong lock-in effect which constituted a
severe impediment to mobility of capital.

——Tho pre-1977 law created a major incentive for older persons to
hold appreciated proEerty until death and thus to escape income
taxation on the gain, Even more important, the ability to escape in-
come taxation entirely simply by holding property until death led to
very different burdens in income taxation as between similarly situ-
ated taxpayers, :

Perhaps this can be illustrated concretely. Let us assume under prior
law, that two taxpayers, A and B, each owned a share of stock worth
$110 which cost each one $10. The result is that each held prop-
erty with untaxed appreciation of $100. Let us assume that each would
pay a capital gains tax at a rate of 25 percent if the property were sold
and let us further assume that the marginal estate tax bracket of each
was 30 percent, A sells his stocks; as he walks out of his broker’s office,
he steps in front of & passing truck and is annihilated. B is crossing the
street at the same time to go into the same broker’s office to sell his stock
but he is run over by the same truck before he arrives there.

A’s stock was sold immediately before his death and B has the con-
solation of having died without having sold his stock. Under pre-1977
law, A’s estate must file a final income tax return for the last year of
A’s life and in that must report his capital gain of $100 subject to a
tax of $25. $25 is swbtracted from the $110 value of A’s stock leaving
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$85 subject to an estate tax of 30 percent. After subtracting the estate
tax, the net proceeds received by A’s heirs are $59.50. .

Compare g’s situation. Under prior law, there was no income tax
whatsoever on the appreciation which existed on the date of B’s
death. B is simply subject to an estate tax of 30 percent on $110 and
his heir is left with $77. Under J)rior law, the share of stock which B
owned could now be sold immediately without any income tax conse-
quences. Thus through the happenstance of B having been killed on
his way into the broker’s office as opposed to A. on his way out of the
broker’s office, B’s heir will receive $77 and A’s heir will receive $59.50.

Senator Byrp. Do you really believe that you are going to take care
of every possible contingency that could possibly exist between two
taxpayers at any point in their livest

Mr, Lusick. No, I—

Senator Byrp. It seems to me that that is exactly what you are get-
ting at, and I think that is impossible.

l\é}r. Lusick. I agree with you that we cannot take care of every
cox:itilngency but, Senator Byrd, this is a very fundamental difference
and I can—

Senator Byrp. Well, I agree that there is a fundamental difference,
but the example you give, you give the impression that you are doing
the taxpayer a favor by changing the law.

Mr. Lusick. Well, we are doing a favor to the taxpayer who hap-
pens to have to sell before death. We are relating the 1mpact of taxa-
tion between two taxpayers who are basically similarly situated to
put them in & position of equality. That element of fairness was what
prompted the Congress to do that.

Fromn my own experience throughout 25 years of private practice, I
can testify that I advised clients who were in the position of having
appreciated property not to dispose of that property in order to avoid
" the income tax on 1t. There is no question that prior law had that
effect. Any counselor who did not advise his client in that situation to
hold his property and not realize the gain would be derelict in his
duty in not preventing his client from incurring an unnecessary in-
come tax liability which someone who was not in that position could
not avoid.:

In my statement, at page 8. I have another illustration, but to save
the time of the committee, I will not——

Senator HanseN. Mr. Chairman, your example seems extreme. I
can cite you a letter from a lady who lives in Wyoming, whose hushand
is a diabetic. They had a ranch out there and he finally had to have his
leg amputated. Because of the distressed situation that characterizes
livestock ranching now, Mr. Lubick, and because their family had
grown—they had three children—they concluded, that, because of his
impending extreme disability to cease ranching. They went to their
tax accountant and they went to their lawyers and tried to get the
best advice they could as to what should be done, They had their ac-
countant run some figures on what they-might get out of their ranch-
ing operation if they were to sell it all, which they eventually decided
to do. In the meantime, that same law that you speak about went back
retroactively and saddled them with about $31,000 more in taxes
than they had any reason to believe would be required, because we
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passed four-and-a-half pages of effective dates; and we made some
of the cha in the law retroactive.

I make that observation simply to call attention to the fact that
while you may be balancing out, as you believe you have, a situation
where two people are both annihilated, one before he sells his stock and
another one just after he sells it. I do not think that you did a fair and
equitable thing by everyone.

It would seem to me that when that law was made, and some of those
effective dates were made retroactive, there was no way on earth that
an average citizen, getting the best advice he could and trying to make
the best judgment he could, could have anticipated the caprice of the
tax law in making those changes.

Mr. Lusick. Senator Hansen, I infer that the problem of this par-
ticular family in Wyoming arose out of the increase in minimum tax
applicable to capital gains derived during lifetime. In effect, the act
did increase the effective rate on very large capital gains.

Senator Hansen. Well, I guess those are relative terms. I would
suggest that most of the appreciation that you are talking about and
are concerned with results from the fiscal policies of this Government.

When you talk about how much property has appreciated, what we
are, in most instances, saying is that the Government has done a pretty
lousy job of trying to balance the budget and, as a consequence, the
appreciation is attributable primarily to inflation. ‘

Mr. Lusick. Well, obviously I do not have the specific figures or the
dollar amounts that are invelved, and T certainly do not want to be
in the position of endorsing retroactive increases in taxation where
persons were planning their affairs based on the law.

Senator Haxsex. Well, on that point, Mr. Lubick, I thought that
most of those dates were worked up by you and Dr. Woodworth, were
they not? Now, we had 414 pages, and I certainly did not know what
all of those dates amounted to.

Is that or is that not a fact?

Mr, Lusick. I personally can disclaim, Senator Hansen, because I
was in private practice at the time. ,

Senator HANSEN. Good. I am glad to know that. Welcome aboard.

Mr. Loprck. But the Treasury Department has a long continuity,
going back to Alexander Hamilton. I suppose to that extent I will
assume some responsibility.

Senator Hansex. Will you do your best to undue the damage that
those retroactive dates did ¢

Mr. Luerck. We have been working at it. I think the reason for those
dates was in order to meet, certain budgetary objectives which the Con-
gress had set for itself in a budget resolution. As a matter of fact,
there are some instances where I, as a private practitioner, wrote to
Congress pointing out that the possible taxation from some of those
changes could amount to over 80 percent.

But I do not think that is the issue in comparing the situation of
taxpayers who have appreciation which, under the law as it has ex-
isted for a long time, is subject to tax when a capital asset is sold and,
under the prior law, escapes taxation when the asset is not sold. I
think the basic question is, is it fair to have a broad class of taxpayers
subject to tax on their appreciation if either voluntarily or through
economic circumstances they are forced to dispose of their property
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during their lifetime as opposed to those who have sufficient financial
resources to defer sale until they shuffle from this mortal-—

Senator Hansew. I will not pursue the point further, Mr. Chairman.
I think your illustration served you well in making the point you
wanted to make, and I was just trying to suggest by the questions that
I raised that there were other situations that prove precisely the op-
posite of the point you sought to make. ‘

Mr. Lusick. Weﬁ, we at Treasury, Senator Honsen, are willing to
crusade against inequity wherever it shall exist, and try to root it out.

It has been suggested that perhaf)s the easiest solution to this problem
is to require all taxpayers to settle their income tax accounts at least
once in a lifetime, and obvicusly the last opportunity for a taxpayer
to settle his accounts once in a lifetime if he has rot done so previously
is at the last moment of his lifetime.

Some persons have suggested that it might be appropriate to tax
the gains realized by a decedent through disposition of his property
to his heirs at his death. The resulting income tax would be a deduction
from the estate of the decedent, and complete equity would result as to
taxpayers who have sold before death and those who did not sell before
that time, except, of course, for the deferral advantage which the tax-
payer who did not sell enjoyed by having his gain accumulated and
compounded without any earlier taxation.

Congress has not, thus far, been prepared to enact legislation im-
posing an income tax on property transmitted to one’s heirs at death.
Last year, however, Congress decided that it was appropriate to end
the inequity of total escape from taxation of gains which were accrued
during a decedent’s lifetime even though no taxation was to be imposed
at the date of death. Instead. Congress provided for a carrvover basis;
that is, the basis of the property would not be stepped up to fair market
value at the date of death but would continue in the hands of the heirs
to be the same as that of the decedent.

I should point out parenthetically that similar carryover basis pro-
visions had been in eftect in the law both as to gifts and as to items of
income in respect to a decedent. Thus, the carryover basis concept
was not new, but was a familiar one. Last year’s provisions were simply
an extension of provisions already operative for many years.

Now, a number in the Congress argued that the estate tax at death
and the income tax on the appreciation at death, when taken together,
imposed too great a burden on decedents. With that in mind, Congress
evaluated the inequity of totally forgiving tax on appreciation which
had acerned during a decedent’s lifetime with a measurement of the
proper burden of taxation on estates.

Congress enacted carryover basis as part of a complete package with
a number of liberalizing amendments to reduce estate taxes. For ex-
ample, the estate tax exemption was converted into a credit which gives
an exemption equivalent, when fully in effect, of slightly over $175,000
of assets rather than prior law’s $60,000. The marital deduction was
liberalized to provide a minimum marital ceduction of $250,000 where
that amount exceeded one-half of the decedent’s gross adjusted estate.
- A number of other liberalizations of the estate tax were enacted on the
premise that carryover basis would be applied in srder to end the com-
plete escape from income taxation on appreciation accrued at death.

The combination of estate tax liberalization and the onactment of
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carryover basis was part of a single package designed to create a fairer
distribution of the burden of taxes at the time of a taxpayer’s death.
Thus, we are completely opposed to S. 1954 which would repeal the
carryover basis provision. We are equally opposed to S. 2227 which
would postpone the operation of carryover basis for 2 years. It is not
reasonable to continue the beneficial Eart of the package, the liberaliza-
tion of estate tax provisions, and either eliminate or postpone the quid
pro quo which was enacted to justify those provisions, namely carry-
over basis.

Carryover basis is a solution to a difficult problem which has vexed
and concerned the Congress for over 15 years. To repeal it or to post-
pone its effective date would be to take & major step backward, to
return to a system which Congress recognized was ogerating inequi-
tebly. Either action would aggravate the inequity by leaving reduced
estate tax burdens in effect for those persons who would, by such
action, totally escape income taxation on gains accrued at the date of
their death. -

Congress recognized that with the introduction of the new system
some transitional relief was appro%riate. Congress therefore worked
out a system to give a fresh-start basis to property held on Decem-
ber 31, 1976. T will not take the time in my oral presentation to go into
it, but basically, Congress decided that it would set up a system to
exempt from the tax—and this is in line with Senator Hansen’s desire
for nonretroactivity—appreciation which had accrued prior to 1977
and the new rules would apply to ez(tipprecial:ion arising after 1976.

Furthermore, Congress provided, for small estates which normally
do not have significant amounts of appreciated property and as to
whom involvement in the estate tax system is unusual, a minimum

. basis of $60,000. To the extent that an estate acquired assets from a
decedent which had a basis of less than $60,000, the basis will be in-
creased either to their fair market value, as under old law, or to that
$60.000, if that is less.

Congress also recognized that a decedent transmitting property to
his heirs under a carryover basis system was transmitting that prop-
erty with a contingent income tax liability on the post-1976 apprecia-
tion which had accrued at the date of his death. When the heir sold
the inherited property, he would have had to pay the income tax
attributable, not only to the appreciation from the date of his own
acquisition, but also on the appreciation from the date of the original
acquisition from the decedent, or, in the case of property held on
December 31,1976, from that date. -

Since it would be appropriate under a system which imposed income
tax at tho date of a decedent’s death to make the income tax payable a
deduction from the gross estate, it is appropriate in a carryover basis
system to compensate for the estate tax in an amount equal to the
contingent income tax liability.

The compensation for this overpayment of estate tax is accomplished
by adding to the basis of the appreciated property and adjustment for
the death tax attributable to the appreciation. The adjustment to basis
compensates roughly by reducing the income tax at the time of the sale
of the transferred property by an amount equal to the increase in
estate tax over the amount that would have been paid had the accrued
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gains at the time of testamentary disposition by the decedent been
subject to income tax.

ow, since the enactment of carryover basis, the bar, accountants,
the staff of the joint committee, Treasury, have all been reviewing
the practical operations of the provisions, Treasury has concluded
that Congress, by and large, did a pretty good job of enacting carry-
over basis, although we concur with Senators Byrd and Dole and Sena-
tor Hathaway that there are some significant improvements which can
be made to make it operate more equitably and simply.

We were very pleased to see the provisions ofp SY 2228 because we
believe that they represent a reasonable and constructive approach to
the practical problems of carryover basis. While there are a number of
details in S. 2228 which we think reguire modification, we are in accord
with the three major concepts of S. 2228, as well as Senator Hatha-_
way’s bill, S. 2238, and I guess S. 2228 is also your bill too, now,
Senator Hansen, so we commend you as well.

Senator HanseN. Thank you. :

Mr. Lueick. Liberalization of the minimum basis requirement, a
combination of the separate death tax adjustments into one, and appli-

“cation of the new single death tax adjustment at marginal, rather than
average, rates contribute major improvements.

We believe that the bill sponsored by Senators Byrd, Dole, and
Hansen and the bill sponsored by Senator Hathaway, if modified by
suggestions made by our staff and by expert practitioners with whom
we have consulted, take care of all of the significant problems that
anyone may have with carryover basis.

The bill introduced by Senators Byrd and Dole and cosponsored by
Senator Hansen, as well as Senator Hathaway’s bill, provides a mini-
mum basis that corresponds to the exemption equivalent of the increas-
ing estate tax credit which rises to $175,000 by 1981. This will be a
major simplification. It eliminates all estates which are not required to
file Federal estate tax returns from the carryover basis provision.
Thus, 96.3 percent of the population or, as I say, more accurately, the
ex-population, will not he affected by carryover basis at all because
estate tax returns will not be required. Indeed, our estimates show
that only 2 percent of all decedents’ estates will be in the carryover
basis system and it is likely that many of the 2 percent will not have
significant problems because they will be composed largely of liquid,
nonappreciated assets.

‘We also believe that your bill, which rolls the Federal and State tax
adjustments into 4 single computation to be applied after the mini--
mum basis adjustment will result in great simplification. We concur
that the application of the adjustment at marginal estate tax rates, the
highest estate tax rate, is the correct solution since the income tax
which would have been applicable had the property been sold im-
mediately before death or had an income tax been imposed on a trans-
fer at death, would have been-a deduction at the highest marginal
estate tax rate.

We also favor relief in one case beyond that emcompassed by the
Byrd-Dole-Hansen bill and the Hathaway bill. We suggest a special
minimum basis of the first $75,000 of the fair market valuc at date
of death for a home occupied by a decedent. at the time of his death

~as his principal residence. The comments we have received and the
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testimony we have heard indicate that a personal residence is one of
the assets where taxpayers have experienced some difficulty in cal-
culating basis and determining holding périods. It is not usually dif-
ficult to know what price a decedent paid for or when he originally

“aoquired his residence, and it may even be ascertainable from public

records. On the other hand, many persons do not keep track of im-
provements to their residence which they make after original

uisition. '
Mfi‘o relieve those persons from difficulty in ascertaining basis where
the value of their residence is such that they are not likely to be able
to afford professional advice in reconstructing that basis, we propose
the minimum basis of $75,000 for a principal residence. This is simi-
lrg_- to the $10,000 exclusion applicable to personal and household
effects. -

We point out that a minimum, ‘fresh start basis for tangible per-
sonal property will be determined under & formula under the Tech-
nical Corrections Act which we discussed before the subcommittee
yesterday. :

Enactment of these changes will eliminate most of the difficulties
that low and middle income taxpayers would have in establishing basis
for their property, if indeed the $175,000 minimum basis did not take

“them out of the system altogether.

Let me now review S. 2228 and the Hathaway bill section by section
to suggest the modifications we believe would make it a workable, ac-
ceptable improvement over present law. Again, let me point out that,
for the reasons I have already stated, we are opposed both to S. 1954,
the repeal of carryover basis, and S. 2227, postponement of the
effective date. ,

Senators Byrd and Dole and Hansen and Hathaway have demon-
strated that it iy possible to make relatively straightforward amend-
ments to carryover basis which make both repeal and postponement
unnecessary and undesirable.

Enactment of the Byrd-Dole-Hathaway-Hansen amendments, as
modified by our suggestions will not signal an end to our efforts to
make the administration of the carryover basis provisions as simple
and equitable as possible. We at the Treasury, as well, I am sure,
as our friends on the staff of the Joint Committee on Taxation, intend
to continue working with the bar, the accounting profession and pro-
fessional fiduciaries to see where further improvements can be made
to ease administration of the law. We are confident, however, that if
S. 2228 is modified as we propose, we will have a truly workable carry-
over basis provision which will affect only that part of the population
able to manage any problems it might cause.

The first substantive provision of S. 2228 is section 3(a) which re-
peals the fresh start adjustment and eliminates from the applicability
of carryover basis all assets held by a decedent on December 31, 1976.
As Y indicated earlier, we strongl}s: oppose this provision. While it may
be appropriate through the fresh start adjustment to permit the es-
cape from taxation of appreciation which arose through December
31, 1976, there is surely no reason to ;;ermit the escape from taxation
of appreciation which arises after 1976. To grandfather all pre-1977
assets would increase the undesirable lockin and would create great
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inequity between similarly situated taxpayers with respect to their
continuing post-1976 appreciation.

Moreover, enactment of a grandfather clause applicable to all as-
sets held on December 31, 1976, would be subject to great abuse. Let
me give you an illustration. Suppose a taxpayer has a closely held
corporation, the stock of which he acquired just before December 31,
1976. Therd is nothing to prevent him from having his corporation
acquire assets after December 31, 1976, and thereby completely es-
cape the carryover basis provisions with respect to property acquired
after 1976. The stock of that corporation, and presumably all of the
value which it represents, would, under the bill, be exempt from the
carryover basis provision. '

Furthermore, the benefits of estate tax reduction were given those
assets which were in the hands of the decedent on December 31, 1976.
IT those assets are exempted from the carryover basis provisions as
to their post-1976 appreciation, they should also be excluded from the
estate tax reductions which became applicable following 1976.

In point of fact, the Byrd-Dole-Hansen bill and the Hathaway bill
in their other provisions simplify carryover basis sufficiently that we
do not believe the grandfather provision is necessary or appropriate.

Section 3(b) of the Byrd-Dole-Hansen bill. as well as the Hathaway
bill, increases the minmmum basis in increments which correspond
to the increases in the estate tax exemption equivalent. We approve so
long as the minimum basis is reduced not only by the basis of all
carryover basis property. but also by the proceeds of life insurance
included in the estate. The Byrd-Dole-Hansen and Hathaway bills
accomplish their purpose of eliminating small estates from the op-
eration of the carryover basis provision. However, to avoid abuse of
the new provision, increase in minimum basis, account must be taken
of assets which are included in the estate but are not carryover basis
property. The only significant one of these is life insurancs proceeds,
and therefore the minimum basis should be reduced by )ife insurance
proceeds included in the estate. To do otherwise wonid be to give a
minimum basis to other assets of a taxpayer who might have $1 mil-
lion of insurance on his life and whost: estate would be very large.

Of course, the subcommittes is aware that generally any gain real-
ized from the proceeds of life insurance is excluded from income tax
under existing law. That exclusion from income tax for life insurance
proceeds would continue. -

Section 3(c) of the bill provides for a single adjustment for Fed-
eral and State estate and succession taxes at the marginal rate. The
bill provides that this adjustment should follow the minimum basis
adjustment and should be allocated to all appreciated property in-
cluding marital deduction property and property contributed to char-
ity. We endorse the general concept of a single adjustment for Fed-
eral and State taxes at the marginal rate and an adjustment which
follows in sequence the minimum- basis. We have serious problems
however, and practitioners with whom we have discussed the matter
concur, with extending the adjustment to property used to fund the
marital deduction, a charitable deduction or the orphans’ exclusion.
Inasmuch as property which funds the marital or charitable deduction
or the orphans’ exclusion does not bear any death tax, it is inappro-
priate to give it a basis adjustment.

98-902—77——6
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I have set forth on the bottom of page 9 and the top of page 10 of
my statement the method we would recommend to compute the appli-
cable marginal rate. What we are suggesting is that we convert the tax
attributable to the appreciation to a rate and simply apply that rate
to the appreciation in any property which is included in the taxable
estate. For example, if the marginal estate tax rate is 35 percent,
simply take 35 percent and apply it to the appreciation in any asset
which is part of the taxable estate. If an item of carryover basis prop-
erty is actually used to fund a deductible marital, charitable or
orphans’ bequest, the adjustment for taxes, that 35 percent, would not
apply because that property did not bear any tax. And we have also
imi)icated that, in cases where there is no Federal estate tax, but there
are State taxes, two simple rules that could be ayplied. If the estate is
under $175,000 you have taken care of the problem. Even if there are
State taxes the minimum basis will bring the basis of the assets u
to fair market value and you will not need estate tax adjustments, If
you have a federally marketable estate, which could be as high as
$425,000 with the new marital deduction, we believe it is too difficult
to start computing the various State taxes with and without appre-
ciation. A simple pro ration of the total State taxes in the ratio that
net post-1976 appreciation bears to the total estate could be used in
those situations.

As T indicated before, we agree with section 3(d) of the Byrd-Dole-
Hansen bill, and Senator Hansen’s bill deals in this area in the same
way as your bill, which provides that the minimum basis adjustment
is to be made before the adjustment for death taxes attributable to
appreciation. That will be a great reduction in computation.

Section 3(f) of S. 2228 provides for capital asset treatment for ob-
jects of art, literary assets, and the like which, in the 1976 act, lost
capital asset status in the hands of an heir. We agree that such assets
should not lose capital asset status solely because they have become
carryover basis property. Of course, if they would be noncapital assets
in the hands of the heir without regard to the decedent, they should
1x;et.ain that characterization on the basis of the circumstances of the

eir.

Section 3(f) would also treat crops and livestock which are carry-
over property as capital assets. We do not believe it is appropriate to
make crops and livestock, which are almost invariably inventory prop-

. erty, capital assets in the hands of one engaged in the farming busi-

ness. In any case where the crop or livestock would be a capital asset
under the circumstances of the heir, however, it should have capital
asset status.

‘We would, however, be willing to accept a complete exemption from
the carryover basis provisions of livestock and poultry held by the
decedent on December 31, 1976. This presents a different issue from
the general grandfathering provision because it will phase out very
quickly. Most livestock and poultry held on December 31, 1976, will
be disposed of within 1 very few years after 1976 and it is desirable
to avoid the complication of calculating a fresh start adjustment with
res§1ect to that property. .

ection 4 of the bill deals with a simplification of the contemplation
of death provision in the 1976 act and was the subject of our testimony
yesterday. Under section 4 of the bill, the gross estate would include
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gift taxes paid and life insurance contracts transferred within 3 years
of death as well as the value of any property which would have been
included in the decedent’s gross estate under sections 2036 and 2038 by
‘virtue of a retained life estate or power if the decedent relinquished
that estate or power within 3 years of death, All other transfers within
3 years of death would not be included in the gross estate. )

Wea that this is an appropriate amendment if there is also in-
cluded in the transferor’s gross estate the value of the property which
would have been includegr under section 2037 where a reversionary
interest is relinquished within 3 years of the transferor’s death.

The reason for this is that the new, unified rate schedule operates
well in the case of outright gifts but operates only imperfectly in the
case of split-interest gifts. It is therefore necessary to bring those
transfers, along with life insurance, back into the estate.

Senator Byrp. Excuse me. What do you mean by split interest gifts?

Mr. Lusick. Where the transferor has either a revision or a life
estate. For example, a trust to pay the income to the grantor for life
and on his death to someone else. In other words, there are two per-
sons having beneficial interests.

Senator Byro. I understand. Thank you.

Mr. Lusick. We also indicated yesterday that it would be necessary
to mnclude in the transferor’s gross estate cash and the basis of other
property transferred within 3 years of death .for purposes of the
new Byrd-Dole minimum basis adjustment. Otherwise, there would be
a strong incentive for a decedent to make deathbed transfers of cash
and other high-basis assets to manipulate the minimum basis adjust-
ment to his advantage.

For similar reasons, we recommend that for purposes of the special
relief sections, 303, 2032(A), 6166, 6166(A) only the percentage quali-~
fication requirements for special relief should be calculated by includ-
ing in the gross-estate the gift tax value of any property transferred
within 3 years of death. For example, in determining whether closely
held stock constitutes a sufficient portion of a decedent’s estate to

ualify it for the special provisions of section 303, the percentages
should be calculated with reference to the estate inclusive of transfers
within 3 years of death. This would prevent transferring assets out of
the estate at the last moment to qualify in a situation where the illiquid
property is really a minimal portion of the decedent’s predeath assets.

_Section 5 of the Byrd-Dole-Hansen bill, as well as the Hathaway
bill, provides that eligibility for estate tax special use valuation for
farms and closely held business real property is not to be lost on
account of the material participation requirements under circum-
stances where either because of age, status of a minor, or other handi-
cap, it is necessary for the farm to be leased out or operated by a
manager. We do not object to this change since it is consistent with the
concept of special use valuation.

Section 6 of the bill provides that the estate should succeed to un-
used net operating and capital loss carryovers. We oppose the exten-
ston of net operating loss carryovers to the estate. Such extension has
little to do with carryover basis and is inappropriate. The effect could
very well be to allow artificial losses generated through tax shelter
investments to continue beyond the decedent to his estate.
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On the other hand, we agree that there is logic to allowing the capital’
loss carryover to go forward into the estate where it can be used to-
offset gains which may be realized by the estate on carryover basis -
property which it acquired from the decedent. We would therefore not
object to extending the capital loss carryover of a decedent to his estate.
It would, however be inappropriate to allow the decedent’s capital loss.
carryover to flow from the estate into the hands of the heirs where it
could be used to offset the gain on property of the heirs which was
their own property and not carryover basis property.

Section !{) of S. 2228 would liberalize the amount of stock that would
be redeemed under section 303 at capital gains rates rather than being-
treated as a dividend. As we indicated.in our testimony yesterday, this.
amendment is inappropriate on the merits.

The purpose of Code Section 303 was to permit a limited bailout of
earnings which would normally be taxed as a dividend to the extent of
death taxes and funeral and administration expenses. In my experience
in practicing in this area since 1049, and in the experience of other
practitioners with whom T have spoken, we have found that section
303 is used primarily as a one-time opportunity to bail out corporate
earnings and property without regard to real liquidity needs. The 1976
act introducec? liberalized and generous installment and postponement
of payment grovisions. Therefore, the extersion of section 303 is un-
necessary and unwarranted.

Section 8 provides that the definition of a closely-held business is to
be the same for the purposes of section 6166 and 6166( A} relating to-
extensions of time for payment of estate taxes attribut:tble to closely-
held businesses and we do not object to the change in ths section.

We would also like to call to your attention one other problem that
has arisen as a result of carryover basis in the practical world of estate
planning for stockholders of closely-held corporations. It may be il-
lustrated by the non-infrequent situation of a corporation the stock .f
which is owned by two stockholders. Tt is normal practice to preride
that. on the death of one of them, the corporation will redeem th.e dece-
dent’s stock, leaving the other stockholder in sole control. It is usual to-
fund these arrangements by life insurance purchased by the corpora-
tion.

There are two reasons for such an arrangement. One is to provide
liquidity for the heirs of the deceased stockholder who will need the
funds to maintain their living and pay taxes. At the same time, it is
usually undesirable to introduce the heirs as partners into the business.
They are strangers to the survivor. and that can be disruptive.

An alternative arrangement to having the corporation redeem the
stock is a cross purchase agreement where each of the two stockholders
purchases insurance on the life of the other and agrees to use the
proceeds of that insurance to buy the stock of the other.

With the enactment of carryover basis, in many cases it becomes
more advantageous to use the cross purchase arrangement because the
surviving stockholder will then receive as a basis in this newly acquired
stock the purchase price which is represented by the proceeds of the
insurance.

If the stock is redeemed by the corporation, any basis represented
by the cost of acquisition is lost; it disappears in the corporation. The
advantage to the survivor in obtaining the higher basis is greater in &
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ocarr{'over basis world since, after his death, the higher basis would be
:available to his heirs, ) .

Now, in order to change preexisting funding arrangements, it may
"be necessary to transfer existing insurance Jyo icies which have been
‘owned by the corporation to each stockholder. There we run into a
problem under section 101 of the Internal Revenue Code. That is the
:section which exempts from taxation the proceeds of life insurance,
-and there is an exception that says the exemption does not apply where
the transfer of the insurance policy has been for a valuable considera-
‘tion. In that case, if the corporation transferred the policy to a share-
holder in order to enable the shareholder to fund the cross purpose
agreement, when the shareholder collected the proceeds to buy the
stock, he would be subject to an income tax on the proceeds of that lifr
:insurance.

The categories of exemption under the law today—and these are
‘not considered transfers for valuable consideration—include the
‘insured himself, the corporation in which the insured is a shareholder
-or officer, the partnership in which the insured is a partner or a partner
-of the partnership, but they do not include a shareholder of a cor-
‘poration in which the insured is a shareholder.

We believe it is appropriate to permit rearrangement of these
-affairs by allowing the transfer of an insurance policy by a corpora-

tion to a -shareholder if the insured person under that policy is &
-coshareholder of that corporation; and we would recommend legis-
‘lation to that effect. )

Now, again, T want to commend Senators Byrd, Dole, and Hansen
-and Senator Hathaway for the legislation which they have introduced
“with respect to carryover basis, There are a few provisions in Senator

Hathaway’s bill which are not in the other bills and I would like to
-give my comments on them.
One section of Senator Hathaway’s bill allows the fresh start
-adjustment for assets held on December 31, 1971 for purposes of loss
so that a taxpayer could realize a loss if, the fresh start basis, the
value on December 31, 1976, was more than the original cost. We con-
-cur that that would be an equitable change. .

Another section of Senator Hathaway’s bill provides for a_fresh
start minimum basis determined by formula for'a personal residence
-and all nonbusiness property. We now think that we have taken care
of that problem by providing a $75,000 minimum basis on a residence.
"The 1976 act alrea fy provides an exclusion for $10,000 of personal
“property, there is a formula in HL.R. 6715 to determine the fresh start
“basis of tangible-personal property and the Byrd-Dole-Hansen bill
wounld raise the minimum basis totally to $175,000. So we think we
have anticipated the problem which Senator Hansen hag dealt with.
I think we are in the spirit of his proposal, but we think it is not nec-
essary to extend the formula basis to items’like intangible property.

Senator Hansen’s bill would also treat' nonvoting, nonconvertible
preferred stock as having a December 31, 1976, fair market value
each equal to the redemption price. If you own preferred stock that
has a redemption price of $100 on December 31, 1976, and it is not
:a_marketable stock, the fresh start adjustment would gradually be
-dissipated under the fresh start formula because the further out you
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went from December 31, 1976, the more proration there would be
between the value before and after.

Senator Hansen. Mr. Lubick, if you would allow me to interrupt,
inadvertently you said Senator Hansen. I am sure you meant Senator
Hathaway.

Mr. Lusick. We concur that, in this case, it is appropriate to give
the more liberal redemption price because the fresh start adjustment
does not operate accurately in the case of preferred stock which can-
not apﬁreciate because the redemption price is a ceiling on it. You
cannot have post-1976 appreciation.

Senator Hathaway’s provisions on minimum basis are very similar
to your bill and our comments apply to his as well. .

he provision with respect to section 2035 on contemplation of
death, we believe, does not operate quite right. We prefer the Byrd-
Dole-Hansen approach, with the few modifications which we
suggested.

The material participation changes for the farms are identical to
yours, We endorse them. He also conforms section 6166 and 6166A
and we agree with that.

There is a provision with respect to foreign conventions which is
already part of the Technical Corrections Act, and we agree with that.

Finally, fvou remember yesterday, Senator Byrd, I spoke about the
problem of the poor fishermen. Senator Hathaway has added that
provision to his bill, and we agree with that.

So, in summary, we are very pleased that Senators Byrd, Dole,
Hansen, and Hathaway have introduced constructive legslation to
make carryover basis an administerable and equitable part of the
income tax law. With the modifications that we have suggested today,
with respect to the new minimum basis provisions and the provisions
for tax adjustment, we believe that Senators Byrd, Dole, Hansen, and
Hathawav will have performed = real service to taxpayers and practi-
tioners. The bill, as modified, will preserve the equitable aspects of
carryover basis but eliminate from its impact the 98 percent of the
estate tax population as to which the amount of appreciation is insig-
nificant and as to which, therefore, the necessity for making the cal-
culations involved is also unnecessary. -

And now, I would be very pleased to respond to any questions
which you might have.

Senator Byrp. Thank you, Mr. Lubick. I will ask just a few ques-
tions and then I will yield to Senator Hansen and Senator Dole.

As T understand it, you would—or Treasury does favor the bulk
of the proposals in S, 2228, some with modifications.

Mr. Lupick. I think the modifications are within the basic thrust
of the provisions. They are very constructive steps forward.

Senator Byrp, What would be your attitude toward taking S. 2228,
assuming the-committee and the Treasury can work out an agreement
on the modifications, and put that bill as an amendment to the tech-
nical corrections bill ¢

Mr. Lusick. Well, we-would be willing to do that, Senator Byrd,
because, while these are substantive changes, you pointed out quite
correctly that there was not the same opportunity for consideration

by both Houses of Congress. A
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Senator Byrp. Well, there was not any c¢onsideration by the Senate
Finance Committee, was there - :

Mr. Lusick. I donot believeso, Senator Byrd.

Senator Byro, There was not any consideration by the Senate of
the United States, was theref ¥ : )

Mr. Loeick. Well, the Senate of the United States did pass the

conference report, 80—
- Senator Byrp. Well, in the form of the conference report, but there
was no consideration by the Finance Committee and there was no
consideration by the Senate prior to the time that the conference
report came to the Senate.

Mr. Liusick. I believe that is correct. .

So we are willing to go along with that on H.R. 6715. I think it
~would be approﬁria.tei in 1pa,rt,iculs,r, to allow practitioners to operate
under the more liberal rules.

I would like to get that 98 Ipercent of the pogulatipn out of having
to wox;:? about the problem. I think that would be a tremendous step
forward and if there is a way to expedite it, Treasury will certainly
cooperate with you in doing it.

Senator Byrp. Well, let me ask you this. What damage would be
done by deferring the time in which carryover basis would go into
effect for 2 years, from December 31, 1976, to December 31, 1978¢

Mr. Lusick. First of all, it is inequitable. As I indicated, this was
part of a package. We were giving estate tax decreases and I think this
18 an essential part of the package. I think you have worked out the
problems, basically, with your amendments and there is no need to
do it. I think we should get this in place, get our regulations out,
allow the 2 percent or less of the population that is concerned with
it to go ahead and we will continue as we do in all sections of the law
to polish and work with practitioners to straighten it out.

‘We do not see having a process that enacts a package of revenue
raisers and revenue losers and then the next year we go back in and
we say, well, we will cut out the revenue raisers and push them back
and we will keep the revenue losers. We look at that as a no-win
proposition, at least for us. ‘

Senator Byrp. Will President Carter be making recommendations
to change carryover basis? T

Mr. LouBick. Well, the recommendations that I have made today,
I think are the administration position. Are you askin% a question as
to whether he will recommend taxation of gains at death

Senator Byrp. Yes. : -

Mr. Lusick. He has not made up his mind on that proposition.
I cannot answer that question.

Senator Byrp. Well, let us assume for the moment that he did.
What effect would that have on carryover basis? )

Mr. Logick. I do not think it would have any—other than repeal-
ing it, I do not think that it would have any effect at all.

Senator Byro. Other than repealing it.

Mr. Lusick. It would be substituting a system, but I think it would
cause no particular problem for persons who died in the interim be-
cause along.with Senator Hansen’s suggestion, T think that no one
would attempt to do this retroactively. '



82

I do not even mean to imply that there is a chance that it will be
imposed. I just do not know one way or the other and, in point of
fact, he has not made & decision onthat. .

Senator Byro. T will hold other questions which I want to ask
until later in this hearing. :

Senator Hansen ¢ Senator Dolef

Senator Dove. I have just one question. o

There has been some-proposal on an appreciation tax. Does the
-administration have a position on that ? .

Mr., Lueick. No; we have not. I know the American Bankers Asso-
-ciation has suggested that might be appropriate; and that is some-
thing that one might evaluate. .

If one were to gecide that one wanted to do anything further in this
area, it may very well be that the decision would be to have a period
of quiescence to work out the problems. But an appreciation tax is
-certainly something that corhmentators have talked about and one
might think about again. I do not think that would have any impact
gn decedents who had been subject, in the interim period, to carryover
basis. ) o
-~ Senator Byro. Let me ask just one question at this point.

Is it not correct that there would be only a.minimal revenue loss
associated with a 2-vear deferral of carryover basis?

Mr. Lusick. Well, it is my understanding—and these are not our
figures because we had a very short time, but these are the staff figures,
‘that there would be about $36 millien revenue in fiscal 1979. The long-
run effect is $1.8 billion. The Byrd-Dole-Hansen and Hathaway
amendments would reduce that. The longrun revenue effect of the
marginal tax rate adjustment to basis is a $120 million reduction in
revenues, and the $175,000 minimum basis .is $90 million reduction-
annually. And the $75,000 minimum basgis for principal residence
which we propose is $30 million, so that creates a longrun revenue
-effect of $240 million. :

In the short run, the problem is equity among similarly situated
taxpayers and the principal problem—and the reason the revenue esti-
mate is not more. of course—is that we have provided a transition
through the fresh-start adjustment, and that relief, I think, is
-appropriate, ‘

Senator Byrp. Thank vou. Senator Hansen ¢ ——

Senator Hansex. I think' maybe if I conuld, Mr. Chairman, I would
vield to Senator Dole. Hé had a followup question.

Senator Dore. I just have a couple of questions.

Testimony several months ago showed that it took the accountant
about 12 hours and 15 pages of computations to figure out the carrvover
‘basis for an estate consisting of $200.000 in total assets with a mutual
fund investment plan worth about $20,000, according to the testimony.

Would the bill introduced by the chairman of this subcommittee
‘and myself and-Senator Hansen will reach this problem{ What can
we do to take care of this? . - n

Mr, Lusick. T think vout have taken care of that problem. Senator
Dole. First of all, there is $175,000 minimum basis. so that in that &;lor-
tienlar estate—was the entire asset mutual fund shares, all $200,000%

Senator Dork. I think that wagit. - s
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Mr. Lusick. All right. So therefore, the basis immediately goes

Senator Dore. There was $20,000 in mutual funds, with the total
assets of $200,000. - : o ..

Mr. Lueick. I guess I would have to know the composition of the
other assets, I am sure that the problem }.as either completely evapo-
rated or become one of very small magnitude, because the $175.000
minimum basis leaves only a differential of $25,000 at the most. There
would presumably be no Federal tax adjustment at all, because I am
assuming that there was a surviving spouse, a marital deduction, and
no Federal taxes payable.

I do not know whether there would be State taxes—that turns on
the State—but I— L

Senator Dovg. The point is, we continue to talk about tax simplifi-
cation, but we keep adding additional provisions that require addi-
tional expense for the taxpayer. As I understand it, the carryover:
basis rule requires executors to report to the IRS a carryover basis on
each item of property. I assume you are going to accumulate millions
of reports.

Should there not be some exemption there to prevent this?

Mr. Lueick. The statute does not require that all of these reports be-
filed with the Internal Revenue Service. I think all that is required is'
you give the Internal Revenue Service such information as the Inter-
nal Revenue Service may require by regulations, and I know from
talking to the Commissioner about it, he is not anxious to accumulate
paper. - ‘

n the regulations, we are going to try to work out this problem to-:
minimize that as well. But I think. more than that, your bill has really
completely broken the back of that Eroblem, because when you have:
removed better than 98 percent of the population from the applica- -
tion of the problem, you have confined it only to those areas where
youb}lsually have professional fiduciaries who are able to handle the
problem.

I think, really, you have done an excellent service in just defusing-
the whole situation. These provisions make it much, much more
simple and confine it to those persons who will be able to handle it.

Senator HaxsEN. If Senator Dole would yield to me, with your per-
mission, Mr. Chairman, just on that point, I think it may be just a
little bit deceptive to suggest that.the,problem has largelv been over-
come, though I agree with Senator Dole.that the bill which he and'
Senator Byrd have introduced and which T cosponsored will be helpful.

I would observe that, in this area, when you talk about trying to pro-
duce all of the records and establish a carryover basis, from what I
understand—I am not an accountant, but I have heard from a number-
of accountants who say that this is the most impossible situation that
you can imagine. And to say that it is for practical purposes largely
been resolved because it only affects 2 percent of the population, T
think fails to take into account that by the very nature of income taxes,
would it not be true, Mr. Lubick, & heck of a lot of peaple are not going-
to come nunder it. but for those who do come under it, it is almost an
impossible situation, ; o

T have gotten letters from accountants all over Wyoming, and some-
outside of the State, who say there is just no way, there is absolutely-

u
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no way you can go back and establish a cost basis for estates. So it
seems to me to say, well, it only affects 2 percent of the population, is
realg not to suggest or to make the point that we have solved the
problem. ~

Mr. Lusick. I think you are being too modest, Senator Hansen, as to
what you have accomplished in your bill, because— '

. Senator HanseN. We have not accomplished anything in the bill
until it becomes law.

Mr. Losick. Well, that is right. But I think the letters you are
receiving are dealing with a different situation. If your bill becomes
law as we suggest, first of all, you would have removed the 98 percent.
Second, by giving to personal residences the minimum basis of
$75.000. you will have taken out, really, the only remaining extremely
difficult area. A

Let me review the common types of property which a decedent
might have. First of all, he could have marketable stocks and bonds,
and I do not believe that on marketable stocks and bonds there should
be any real problem on establishing the basis, because you have to keep
track of it today in case you sell.

Second, you have stock in a closely-held corporation. Now, really,
there is not any problem there, because the corporation has to keep-a
balance sheet and the balance sheet has a capital account and that tells
wha]t( was put in for capital and that is normally the basis for the
stock.

Third, you could have investment real estate, and you have to set
i. on your books, for income tax purposes, what your basis is in order
to take depreciation. '

And fourth, vou have a personal residence. As I indicated, T think
that can get to be a little sticky because of the improvements. That is
one of the reasons we responded in that area because that is one where
you might not know.

Fifth, you have tangible personal propertv and that got the $10,000
exclusion and the $175,000 minimum basis. So I think those problems
are significant. ,

Senator Hansew, If I could interrupt just at that point, Mr. Lubick,
let me observe that part of the energy package that we are working on
now inecludes a number of credits and incentives to encourage people
to install devices and modifications and insulation and one thing and
another that hopefully would result in a savings of energy.

I would suggest that if that bill, indeed, becomes law, and T am
ambivalent about whether it should at this moment, it occurs to me
that you are going to find a heck of a lot of people who say we are
that 2 percent whose problems have not been solved. Because I just
do not think that if this has the applicability, apparently. that the
Administration hopes that it might have, it is going to be very ques-
tionable that all of those millions of homeowners will keep- accurate
records, and I guess what you are saying is that they are going to be
- taken care of anyway with the $75,000 overall exemption.

Mr. Lusick. Right, :

Senator Hansen.:The way we are going, if you think 5 years
from now that might buy you a good tent——

. Mr. Lusick. Well, I would assume, and I would recommend, if that
indeed happens that you adjust the $75,000. I am not trying to impose



85

burdens on homeowners that they cannot meet, and I recognize that
problem.

Senator Hansen. Historically, of course, I recall the old exemptions,
the $30,000 and the $60,000 and it was a long, long time, during which
much inflation had occurred, and I did not see any response to that
on the part of Congress to make thessallowances.

I apologize for taking up your time, but I just wanted to follow ap.

Senator Dovk. I think you emphasized the point that I wanted to
gle%kedl have read your statement and there is a great deal of thought

1nd 1t.

Because of my agricultural interest, I want to get back to the farm
provisions for a minute and see if I understand section 3(f) on
page 11, Maybe it is not proper to treat crops and livestock as capital
assets, but I do not think that the exemption which you have proposed
-does too much either.

. I wonder if you could go through that section again, perhaps, to see
if we are really providing some relief for the farmer. I understand
that there have also been some problems with the special valuation
provisions, particularly because of the 15-year lien on the propert
which makes financing difficult. Could you please comment on bot
these items?

Mr. Lubrck. I believe the special valuation, Senator Dole, is the
farm itself. I do not believe the special valuation applies to crops and
livestock, We are willing to work with you to make the special valua-
tion work as best it can, but I do not think that has to do with the
crops or livestock problem.

I think the problem of crops and livestock is that usually they have
a zero basis because the farmer has expensed as he is permitted to do,
the cost of the crop or raising of the livestock.

Senator Dore. You indicate you are willing to accept a complete
exem%tion from the carryover basis provision of livestock and poultry
held 1]y the decedent on December 31, 1976. Now, what does that
actua

Mr. Lusick. Well, the reason for that is that fresh start is equal to
the fair market value of that property on December 31, 1976, and the

fresh start is calculated by taking the period that the livestock was held .

after 1976 and the period before and prorating it. And sometimes it is

difficult to know exactly when the chicken is born. -
b()Senator Dotk It is hard to tell around here when the chicken was
T, f

Mr. Loeick. So we are trying to eliminate that problem. It is not a
long-lived problem, so it is just easier to take that out of the system.

Senator Dore. How is timber treated? Is that covered in this sec-
tion, or is that in another section ¢

eri Lusick, Well, I do not think timber has any—timber real estate
would——

Senator Dore. That is still a capital asset ?

Mr. Lusick. Yes,sir; no changes.

— Senator DovLe. There is one other area that is not specifically related
to the bill, but is of interest to me. Senator Haskell and I, on last July
29 put a statement in the record on tax preparers. It relates to the Tax
Reform Act of 1976 providing penalties where there is an understate-
ment of tax liability, where there is negligence or intentional disregard
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of tax ‘ules and regulations. The statement gets into a definition of
rules and regulations. :

If you fﬁ.ﬁc at the House Ways and Means Committee report and
the Senate Finance Committee report on the 1976 Tax Act, it indi--
cates that rules and regulations can include published IRS rulings. I do-
not know if you are familiar with this, but it is an area that we think
ought to be corrected and, in fact, we thought we had clarified it some:
with the joint stateinent. It appears that the IRS in its proposed regu-
lations under the provisions added by the 1976 act may ignore the
congressional intent. We hoped to offer a technical amendment to the:
Technical Corrections Act to again demonstrate the intent.

It was our intention in our ‘joint floor statement that rulings were:
not to be treated the same as provisions as Code or Department of the-
Treasury regulations.

I do not know if you could comment on that ornot, but we would like
to clarify that with an amendment at the appropriate time,

Mr. Lusick. I am just a little bit familiar with the problem because:
g did not receive a letter on it. I referred it to the Internal Revenue

ervice.

I agree with you that rulings certainly do not have the dignity of’
regulations. I must say that, in my practice from time to time, I delib-
erate1¥ contravened rulings of the Internal Revenue Service when I
thought t,heK were wrong. - ‘

I do not think anybody should attempt to.assess a negligence penalty

where a taxpayer decides he wants to put in issue the validity of a
ruling. That is why we have courts, The Internal Revenue Service may
take one interpretation and the taxpéyer takes another—-
. Senator DotE. I do not want to raise it now, because we will be offer-
ing an amendment. At least it has been brought to the attention of the
appropriate officials, and we appreciate your consideration of what we:
thought we clarified in a statement.

Thank you, Mr. Chairman.

Senator Byrp. In S. 2228, a minimum basis is established, but it does:
not give the executor the discretion to choose the assets which would
be stepped up if the estate exceeds $175,000.

Is this the best approach, or would it be better to permit the execu
tor to choose.

Mr. Lusick, Well, we think this is really the best approach, but I
think there might be limited areas which the executor could choose..
For example, I do not think I would have any real objection if he:
decided he wanted to allocate some of it to his tangible household and’
personal effects if he thought he might be having some difficulty know-
Ing that basis. But, generally speaking, I think when you are dealing-
with the mass of assets, the fairest way is to spread.

Senator Byrp. When section 303 was enacted, carryover basis was-
not in the Code. Does not the provision in S. 2228 conform to the in-
tent of section 303 by permitting a section 303 redemption to cover-
gcomge tax from the sale of carryover basis property as well as estate

Xes

Mr. Lusick. Well, section 303 is in the Code to deal with a liquidity-
problem. Let’s assume that stock of a closely held corporation is the-
major asset of a decedent’s estate. In order to raise the money to pay-
the taxes which are due, he may not have sufficient assets other than.



[

87

the stock of the closely held corporation, and therefore he has to sell
the stock of that corporation. A

You cannot go out and sell a few shares of your closelI\; held corpora-
tion because there is no market for it. No one wants to buy a minority
interest. So the only market is the corporation itself.

Ordinarily, if you turn in a few shares to the corporation by way of
redemption, under the normal rules of the Internal Revenue Code, that
would be a dividend and would be taxable at ordinary rather than
»ca%ital gains rates. .

3ut to deal with that situation where the stock of the closely held
.corporation was a major asset of the estate, section 803 permitted
shares to be turned into the corporation up to the amount of the estate
‘taxes, both State and Federal, and funeral and administration ex-
penses ; those things which had to be paid.

It provided that that would be a capital transaction rather than a
‘dividend. And this came in in 1954, I believe, and we did not have the
-very liberal provisions dealing with hardship to permit installment
payment of the estate tax over a long period of time at really quite
favorable rates of interest. ‘ :

Again, I can just refer to my own experience in practicing law. This
was a bonanza, as far as I was concerned, because just about every
estate where we had a closely held corporation we made it perfectly

-clear that we wanted to qualify and that, whether you needed the

money or not, this was your one opportunity to take money out of &
-corporation without it being taxed as a dividend. :

ere was your chance to get money out as a capital transaction,
rather than as a dividend. And I must say I have heard people talk

.about these cases where there was not sufticient liquidity—and I do not
say that there are not such cases—but in my experience, I have not
.seen one where you could not work it out.

As a result, we are not suggesting that there be any change in section

. 303 for the amount necessary to pay the estate taxes, What we are say-

ing is if you want to expand it, we do not believe that is necessary. We

-do not believe that there are cases of sufficient fre?uency that cannot
t

.be handled by the other liberalization provisions
the 1976 act.

Thers are very liberal provisions to permit the estate tax to be paid
in installments, and tha payment could be deferred until the taxpayer
is able to be financially able to do it. I think we ought to try those de-
vices to deal with the liquidity problem, and let’s see if in actual prac-
tice there is a problem. My experience indicates to me that there is not

at were put in by

“the problem. I think the section, as it has been operating, has been used

more for corporate bailout than it has-for relief for hquidity.
Senator Bxro. Now, you are opposed to section 303(a), the grand-
fathering of pre-1077 assets, of S. 2228, The fresh-start provisions of

“the law 1s our major source of complexity. Also, the fresh-start basis

works unfairly against property such as nonmarketable securities and
real estate.

Is there not a need to remedy these problems; and furthermore,

-could not possible abuses be remedied by regulations drafted by the

IRS? .
Mr. Lusick. I think if you tried to remedy all of the problems with
_grandfathering, we would have infinitely more complexity than you
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would have under fresh start because you would have to start tracing
property through all of the highways and byways of closelir held cor-
forations. The fresh-start complexit}\i I do not think is really particu-
arly onerous any more, because I think there have been a couple of
changes in the area.

One is the Technical Corrections Act, which in the case of tangible
personal property, which is perhaps the area where it is most difficult
to use the fresh start, allows a lookback formula, a discounting. You
get to the fresh start from the date of death by a mechanical formula.

Now, some people are saying that fresh start does not operate grop-
erly. You have indicated the-case of closely held corporations and real
property. And the alternative in that situation, I suppose, is to go out.
and have appraisals as of December 31, 1976, which is much more com-
plicated and expensive and maybe unnecessary when the property

-might have been sold before death.

he test-shot formula regards the appreciation as aceruing ratably-
over the life of the asset. If the asset was acquired in 1974 and the
death occnrred in 1984, that was a 10-year holding period, and we say
for the 2 years before 1976, 0.2 of the appreciation occurred then and'
the balance afterward.

Now, of course, as Senator Hansen points out, you can pick bad il-.
lustrations to show how anything could be difficult, and you could show-
me the case where there was a big appreciation between 1974 and 1976,
and then business conditions in that lpa,rticular industry turned around.
so that stock just did not grow at all. On the other hand, T could show-
you situations where it started out on a plateau and then all the appre~
ciation, really, was post-1976. I think Congress wanted to avoid that
when it adopted the pro ration formula. It said that fresh start is an
additional relief provision we are giving for nonretroactivity and we:
are goinE to do it in a mechanical way so that we do not get into diffi~
cult problems, I think there are individual cases where 1t will be too
generous or not generous enough, but, by and large, I think it oper-
ates pretty well and, in one area where there are some difficulties—the-
poultry and livestock—let’s just take them out of the system.

On the tangible personal Krogerty, I think the Technical Correc-
tions Act does provide for the discounting back which is, again, the
technical way to handle the problem where somebody might have it..
And the minimum basis for personal residence, again, is aimed at that
other class of assets where we might have difficulties.

I think when you put together this package that you have care-
fully worked out in your bill, you have really gone 96 percent of the:
way down the road to make life, if not completely pleasant and enjoy-
abl)e: to a decedent’s estate, at least bearable. '

Senator Byrp. Well, you have laid great emphasis this morning on
the fact that if the legislation under consideration is enacted that 96:
or 98 percent of the estates will have their problem solved.

I happen to feel that we have an obligation, both you and the Con-
gress, to be fair to the 4 percent or 2 percent or 1 percent of 0.1 percent:
whose problems are not solved.

Mr. E'UBICK. I agree with that, Senator Byrd. T guess I am in that
cateﬁory myself, so I would like to have the problem solved. But I’
think what you have done beyond the minimum basis, that is your-
change in the tax adjustment, has solved the problems for-most people..
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That is not only my opinion. We have conversed with students of this
matter who are practitioners around the country and tried out some of
these things on them and tested them out. They have indicated that
the provision will operate with no more complexity than is normal or
inherent in all other provlisil(:ns otfo tll}e tax_tllaw—not all of them, but in
normal ones that e have to live with, i ]
theSenator Byrp. J usms morning I got a letter signed by six Senate
colleagues, Senator McClellan, Senator Sparkman, Senator Muskie,
Senator Allen, Senator Hathaway and Senator Bumpers. And I am
not sure that this proposal outlined in this letter would fit into the
Technical Corrections Act, but I would like to read it into the record
and get your view. )
ﬁ%: aﬁdressed to me, as chairman of the subcommittee.

nderstand you will be holding hearings later this week on H.R. 6715, the
Te‘cgﬂ‘:‘ﬂ‘cmt?ons Act of 1977. We would like to call your attention to a
technical matter that you might consider appropriate for inclusion in this bill.

Section 207 of the Tax Reform Act of 1976 requires most farming corporations
to change from the cash te-the accrual basis of accounting for tax purposes.
An exception was made for family corporations, but the definition for family
was drawn in such a way as to exclude certain taxpayers whose situation is
not materially different from many taxpayers who were permitted to continue
to use the cash basis. .

We brought this problem to the attention of the Senate last April and an
amendment was agreed to at that time by a roll call of 85 to 11 to permit the
excluded family companies to continue using the cash basis for all taxable years
beginning on or before December 31, 1977.

This was, in effect, a one-year extension of the effective date of the 1976 Act.
The rationale for the extension was simply that the President’s Tax Reform
package would probably come before us this fall, at which time there would be
a chance to address these and similar issues of tax accounting and come to a
final conclusion about them that would be fair to all similarly situated taxpayers.

By way of further explanation, I enclose a copy of the debate on the Senate
Floor on the amendment that was agreed to last spring. The amendment is now .
Section 404 of the Tax Reduction and Simplification Act of 1977, P.L. 95-30.

As it turns out, of course, the President’s Tax Reform proposal has not been
submitted to us. The one-year extension is about to expire and it seems appro-
priate to seek a further extenslon so that the status quo can be preserved until
the matter can be thoroughly reviewed in the context of a general tax reform.

We have therefore prepared an amendment to H.R, 6715 and are enclosing a
copy of it. If you would look it over and consider including it in the bill at this
time, we would be most grateful. - :

We also ask that this letter be made a part of your hearing record. There is
2 possibility that we may offer the same amendment to some other appropriate
vehicle, if one becomes available before this session adjourns.
thlt is important to resolve the matter one way or the other before the end of

e year.

Many thanks for your courtesy and cooperation.

Signed: Joln L. McCiellan, John Sparkman, Edmund 8. Muskie, James D.
Allen, Willlam D. Hathaway, Dale Bumpers,

Mr. Lusick. Do you want me to comment on that. Senator Byrd$

Senator Byro, Yes, would you comment on that ?

Mr. Lugick. Well, the corporations to which You are referring
presently keep their books for non-tax purposes on an accrual method
of accounting. They have to; they cannot. get bank financing without it.

We are talking about very large agricultural corporations. They
do point out, quite rightly, that perhaps the resemblance between them

and some of those that come within the family exception is difficult
to justify, but on the other hand, the—- y P e
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enator Byrp. Now, wait a minute. Let me see—I am taking this
ern memory and it n;a,y not be correct, but it goes back to when the
amendment was presented in the Senate which was some time ago.

But, as I recalFit, under the present law, if there are two families
involved, that corporation is exempt. But if there are three families
involved, the corporation is not exempt, Is that about right, do you

17 ) .
m(iﬁlr Lusick, I think that is roughly correct. I think that two fam-
ilies that perhaps own 60 percent, or there are percentage requirements
as well. ‘ . ——

Senator Byro. In this case, as I recollect, three families were in-
volved instead of two families. _

Mr. Lusick. And there are some situations, I think, where you have
one family and a pension plan—there were various combinations that
were put in, and I think they dealt with poultry farms——

Senator Byrp. I think so. S _

Mr. Losick [Continuing]. Whose gross annual income, I think, ran
anywhere from $85 to $120 million, I think it is just not possible to say
that they are incapable of managing the complexities of accrual ac-
counting, because they have to do it for their own internal financial
accounting.

Other than———

Senator Byrp. What about the principle? Is there substance to the
principle that—why would you say that a two-family corporation
would be exempt, but not a three-family corporation ¢

Mr. Lusick. I would say that a family corporation ought not to
be exempt simply because it is a family. If it is a large corporation and
is not exempted by the general rule that protects al corporations, the
fact that the ownership is in one family or 500 families should not
make any difference.

Senator Byro: But is that not what the law specifies. The 1976 act,
as I recall, gives the exemption based on the amount of the family
ownership, on the numbers of families, not the size of the corporation.

Mr. Lusick. The exception as it reads now is if 50 percent or more
in value of the stock in a corporation is owned by members of the
same family. '

The original 1976 act had the one-family exception and then in the
1977 act the extender was put on to defer it where members of two
families own at least 65 percent of the voting stock; or, if members of
three families own 50 percent and substantially all of the balance of
the stock beyond the three families was owned by an employee’s
pension trust.

You press me very hard, and I find it very hard to justify a differ-
cntiation between 1 family, 2 families, 3 families, 4 families, or 500
families. If the corporation is very large and has to run a business that
involves $100 million a year and keep its books and do its banking and
financing operations on’an accrual basis, it seems to me that it is of no
consequence who the owners are, It is the size of the operation and its
ability to manage the complexity of the accrual method as opposed to
the cash methog which is the criterion that should be applied.

Senator Byrp. Now, what you just read, is that not what the Sen-
ators are seeking to have extendedg ~
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Mr. Loueick. Yes; I think they are seeking another extension of the
amendment which was added to the Simplification Act last April
where, in this two- or peculiar three-family situation, there was a
postponement of the applicability of the new accounting methods. We
opposed it at that time and nothing has come to our attention since
then to cause us to change our position, If you are large and you have
$120 million of receipts.from the sale of chickens, we think that you
must have accountants who are able to keep their books on the accrual
method of accounting. I do not think it should be overwhelming.

Senator Byrp. Thank you,

Senator Hansen? '

Senator HanseN. Mr. Lubick, when we are talking about the carry-
over basis, my recollection is that the Finance Committee speciﬁcalfy
voted against adopting the carryover basis provision when it was
raised by Senator Haskell during the Tax Reform Act markup.

The reasons given were the complexities and problems without ade-
quate time to consider.

My question is, Would not a 2-year moratorium be an appropriate
way to germit the Finance Committee and the full Senate to work its
willbfm ?to try to resolve the difficulties and the complexities of this

roblem :
P Mr. Lueick. Well, T harken back to what I said originally. I think
you have done an excellent job, Senator Hansen, in solving the com-
plexities and difficulties which prevail. I think it is appropriate to go
ahead, it is fair to go ahead. We gave the reduction in the estate tax.
It was all part of the package. )

I think that we should make the modifications you are suggesting
and they would be retroactive to December 31, 1976. I think that there
has been time and study since 1976. You have gotten the comments
and you have responded to comments of practitioners. You have done
it very well and I think we should enact your recommendations as we
have proposed they be modified.. And we are not going to stop. We are
going to constantly seek perfection even though we will never achieve
it. A i

Senator HanseN. I would just observe that this is a subcommittee of
the full committee. The full committee has not been exposed to the
opportunities that we have had to hear testimony, and considering the
urgency that is placed on the energy package, I do not know how
successful we are going to be, Senator Byrd, In trying to get, the full
committee and the Senate to give the attention early on that I would
hope is desirable and that I think would seem indicated.

fr. Lusick. Well, if we can get the language which you have pro-
posed with our modifications, which have been dra.fte(i, enacted this
year, we will continue to work with you to consider the situation
_ starting=—— .

Senator HanseN. Maybe we can put a 2-year moratorium on deat}
here. : ’

Mr. Lusick. I will vote for that, too.

Senator Hansen, All right. .

1 do have one other question, Mr. Chairman. ‘

You made some references to life insurance and, as I understand it,
under present law, life insurance is not considered to be part of the -

98-902—77——T7
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carryover basis. Why do you propose to raise the minimum basis and
then subtract life insurance ?

Mr. Lusick. I am not proposing that life insurance be made carry-
over basis property. I am simply saying that the $175,000 minimum
basis is designed to take small estates out of the system. I can conceive
of a situation where a person’s taxable estate consisted of $1 million
of life insurance and $175,000 of mutual funds which had $1,000 basis.
I do not think that is the sort of situation where you intend to take
the decedent out of the operation of the law by giving him a new basis
of $175,000.

The reason life insurance is in the section is somewhat of a fluke.
In that section which defines items that are not carryover basis prop-
erty are a number of things other than life insurance which really are
carryover basis property; things that were carryover basis property
under section 691, for example, income in respect to a decedent, under
another provision of preexisting law. These items were not integrated
into this system. And, in point of fact, next year one of the things we
might do 1s to integrate all of those sections. )

I am just saying that I thought the minimum basis provision quite

roperly aimed to deal with the small estates and not benefit the very
arge estates.

Sgenator HaxseN. Mr, Chairman, I know it is an unusual procedure,
but in trying to respond to queries that have been directed to my of-
fice, I have been working with Mr. Heinhold. Might he be permitted
to enter into a colloquy with Mr. Lubick to explore this just a little bit
further? . '

Senator Byrp. Yes.

Mr. Lusick. I would welcome it.

Senator Byen. Please identify yourself for the record.

Mr. Hevmoro. Certainly. My name is James He nhold, and I am
a member of the Finance Commattee staff.,

Mr. Lubick, I think Senator Hansen’s question related to life in-
surance and the minimum basis provision. The concern seems to be
that, considering that life insurance was not included as carryover
basis property under the 1976 act, that Senator Byrd’s bill, by raising
the minimum basis to $175,000, would go & long way towm‘({ solving
much of the problem.

You seem to agree with that, and then you take it away with the
other hand. You propose a minimum basis of $175,000 and then you
take out life insurance, which is a major part of virtually all estates.
The smaller the estate, the larger the percentage of life insurance.

Your example of 2 $1 million estate isnot realistic, I do not think.
Because if you have $1 million in life insurance the odds are you are
going to have other assets well in excess of $175,000.

. Mr. Lorick. Well, I am not sure—I do not have $1 million in life
Insurance, unfortunately, but my estate is very largely life insurance
and the other assets are not really very significant.

gitx;’menom. Would you consider yourself to have a very large

“es

Mr. Lusick. I personally do not, but in terms of the statistics of in-

corf[e, I}iio. 1
r. Hervaovp, If we are only aiming at the large estate, the point
is that we should be—— Y & £ » 16 POTIE.

[BEST GOPY AVALABLE
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Mr. Losick. I think you should be aiming at me. o

Mr. HernioLn. Would your proposal to subtract out life insurance,
would that not run the risk of puttinO%Opeople in a worse position than
they are now, that if they had $150,000 gross estate, including life in-
surance, that if you take out the life insurance, it would be lower than
it was before?

Mr. Lusick. No. Perhaps I have not made myself clear. If you have
$150,000 estate, if you have $160,000 estate or a $175,000 estate, gross
estate, which includes the life insurance, you are out. You are not in
the proposal. The life insurance is simply used as a measure In deter-
mining the size of the estate. You would not need to use the whole
%175,000 minimum basis because the life insurance automatically is
exempt from the carryover basis provision.

But let us assume the case with $150,000 of life insurance and $25,000
of stocks and bonds and those $25,000 of stocks and bonds had a $5,000
cost ; $175,000 minimum basis would be reduced by the $150,000 of life
insurance which would leave $25,000 of minimum %asis left. The stocks
and bonds would go to fair market value and the estate would not be
subject to carryover basis. It is simply using the measure of what a
small estate is and again, as I have indicated, that is 96.3 percent of
the estates.

Now, I can point out. as an old estate planner, that I can get around
the problem very easily. I can do what I have been advising my clients
to do for years, and that is have the life insurance owned by my spouse.
Then it is not in the estate.

But. I think if vou are trving to get out gross estates less than $175,-
000 I think the only way to do it is to consider the insurance in deter-
mining whether it 1s a small estate, and then you apply the balance of
the minimum basis. The small estates will not be included. If you are
$175,000 with or without life insurance, that size estate is out of the
system.

Mr. HEin1onD. Just one final question.

Since we have already said, or we know, that life insurance is not
considered carryover basis, at the same time, something that you said
a little while ago about lumping all of this together. or%ringing all of
this together next year in some sort of a tax package, is your proposal
now to subtract out life insurance from the new minimum basis, is this
the first step in the taxability of life insurance ?

Mr. Lusick. Absolutely not. Absolutely not. We are suggesting—
and we do not believe that even in an ideal world these mortality gains
in life insurance should be subject to tax. Nothing could be fzjrther
from our mind.

Senator Haxsex. Mr. Chairman, thank you very much for permit-
ting me to have the member of our staff raise the questions.

Mr. Lusick. I will be very pleased to continue our discussions in
private, too, because we are genuinely interested in working this out
and making a provision which will operate smoothly and %airly for
everyone. We appreciate yvour efforts in that regard very much.

Senator HaxseN. Thank you very much, Mr. Lubick.

Thank you, Mr. Chairman.

Senator Byrp. Thank you, Senator Hansen.

Thank vou., Mr. Lubick.

I might say that vumorrow we have scheduled some 16 to 18 wit-
nesses. We will not be able to accommodate all of those tomorrow, I
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will ask the staff to try to work out a reduced list for tomorrow, and
then we will carry over next week, schedule another hearing some timse
next week, for those witnesses we are not able to hear tomorrow.

I think that that many witnesses does indicate that there is quite a
bit of interest in S. 2227 and S. 2228. We will hear as many witnesses
as we can tomorrow, but I do not see how we could hear more than
6 or 7 or 8, but we will achedule another hearing for the next week.

Thank you, Mr. Losick. That does not involve you, but I
wanted——

Mr, Lusick. I want to thank you for giving me so generously of
your time.

[The prepared statement of Mr. Lubick follows:]

STATEMENT OF DoNaLp C. LUBICK, DrPUTY ASSISTANT SECRETARY OF TREASURY
FoR Tax PoLIcY

Mr. Chairman and Members of the Subcommittee: I am pleased to have the
opportunity to appear before you to present the Treasury Department's views
on S. 2227 and 8. 2228, introduced by Senator Byrd and Senator Dole. These
bills relate to the carryover basis provisions (section 1023) added to the Internal
Revenue Code by the Tax Reform Act of 1976 and certain other matters related
to the taxation of estates. I shall also comment upon S. 1954, introduced by
Senator Curtis.

S. 1954 would repeal the carryover basis provisions enacted in 1976. S. 2227
wouldspostpone the effective date of the carryover basis provisions to the end
of 1978.

S. 2228 would make a serles of amendments to the carryover basis provisions
by providing an increased minimum basis for carryover basis property, by
changing the method of computing the tax adjustment for the portion of death
taxes to be added to the basis of carryover basis property and by eliminating
from the application of carryover basis all property held by a decedent on
December 31, 1076. The bill would make certain other changes which I shall
describe as I comment on them,

Before addressing specific provisions of the bills, it i8 in order to review the
problems which led to the enactment of carryove basis. Under pre-1977 law,
the basis of property acquired from a decedent was its fair market value for
estate tax purposes in the estate of the decedent. The effect of the prior law was
to eliminate entirely from income taxation all appreciation which had accrued
during the lifetime of the decedent. The result of forgiving the tax on gain which
had accrued prior to death was a very strong “lock-in” effect which constituted
a severe impediment to the mobility of capital. The pre-1977 law created a
major incentive for older persons to hold appreciated property until death and
thus to escape income taxation on the gain. Even more important, the ability
to escape income taxation entirely simply by holding property until death led to
very different burdens of income taxation as between similarly situated
taxpayers.

Perhaps this can be made most clear through a concrete illustration. Let us
assume under prior law that two taxpayers, A and B, each own a share of stock
worth $110 which cost each one $10. The result is that each held the property
with untaxed appreciation of $100. Let us assume that each would pay a capital
gains tax at a rate of 25 percent if the property were sold and let us further
assume that the marginal estate tax bracket of each is 30 percent. A sells his
stock and as he leaves his broker's office, steps in front of a passing truck and
is annihilated. B was crossing the street at the same time to go into his broker’s
office to sell his stock but was annibilated by the same truck before he could
arrive there.

A's stock was sold immediately before his death and B has the consolation of
having died without having sold bis stock. Under pre-1977 law, A’s estate must
file a final income tax return for the last year of A's life and in that must report
his capital gain of $100 subject to a tax of $25. The $25 is subtracted from the
$110 value of A's stock, leaving $85 subject to an estate tax of 30 percent. After
subtracting the estate tax, the net proceeds received by A's heirs are $58.50.

Compare B's situation. Under prior law, there is no income tax whatsoever on
the appreciation which existed at the date of B’'s death. B is simply subject to an
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estate tax of 30 percent on the $110 and his heir is left with $77. Under prior law,
the share of stock which B owned could now be sold immediately without any
income tax consequences. Thus, through the bappenstance of B having been killed
on his way into the broker's office as opposed to A on his way out of the broker's
office, B's heir will receive $77 and A's heir will receive $59.50.

Let me give one further illustration of the inequity of prior law. Suppose that
two taxpayers, X and Y, are each in a 50 percent income tax bracket. X invests
$100 in a corporate bond which pays an annual interest rate of 5 percent, the net
after tax proceeds of which are invested in a savings account earning 5 percent.
Y invests $100 in a share of corporate stock which does not pay dividends, but be-
cause the corporation retains its earnings, has a growth rate of 5 percent an-
nually. Both X and Y dies 10 years later. Because X has been receiving taxable
interest of 5 percent annually, on which he has paid income tax of 50 percent,
his estate is $128. This takes into account the compounding factor at a 214 per-
cent after tax rate. Y's estate compounds at a 5 percent rate of growth annually
and is §163. Each is in a 30 percent estate tax bracket. The result is that X passes
$80.60 to his heirs and Y passes $114.10 to his helrs.

There is a significant difference in the amount that X and Y can pass to their
respective heirs because of two factors. The first is that the wealth accumulated
through unrealized appreciation compounds at a faster rate because it compounds
tax free and perhaps this is appropriate to encourage this type of investment.
But second. and of greater importance, the earnings of X have all been subjected
to income tax, but under prior law the earnings of Y escaped taxation entirely
because of the step up in basis to fair market value at the date of death. This
escape from taxation of appreciation through dying gave a large and unwar-
ranted advantage to those who were able to accumulate large amounts of wealth
through unrealized appreciation.

Perhaps tLe easiest solution to the problem is to require all taxpayers to settle
their income tax accounts at least once in a lifetime. Obviously, the last oppor-
tunity for a taxpayer to settle his accounts once in a lifetime, if he bas not done
so previously, is at the last moment of his lifetime. For that reason, it has ap-
peared logical to some to suggest that it would be appropriate to tax the gains
realized by a decedent through the disposition of his property to his heirs at his
death. The resulting income tax would be a deduction from the estate of the
decedent and complete equity would result as between taxpayers who had sold be-
fore death and those who did not sell before that time, except of course for the
deferral advantage which the taxpayer who did not sell enjoyed by having his
gain accumulated and compounded without any earlier taxation.

Congress has not this far been prepared to enact legislation imposing an income
tax upon property transmitted to one’s heirs at death. Last year, however, Con-
gress decided that it was appropriate to end the inequity of total escape of taxa-
tion on gains which were accrued during a decedent’s lifetime, even though no
taxation was to be imposed at the date of death. Instead, Congress provided for a
carryover basis. That is, the basis of the property would not be stepped up to fair
market value at date of death, but would continue, in the hands of the heirs, to
be the same as that of the decendent. I should point out, parenthetically, that
similar carryover basis provisions had been in effect in the law both as to gifts
and as to items of income in respect of a decedent. Thus the carryover basis con-
cept was not new, but was a familiar one. Last year's provisions were simply an
extension of provisions already operative for many years.

A number in the Congress argued that the estate tax at death and the income
tax on the appreciation at death, when taken together, imposed too great a bur-
den on decendents. With that in mind, Congress evaluated the inequity of totally
forgiving tax on appreciation which had accrued during a decedent's lifetime
with a measurement of the proper burden of taxation on estates. It enacted
carryover basis as part of a complete package with a number of liberalizing
amendments to reduce estate taxes. For example, the estate tax exemption was
converted into a credit which gives an exemption equivalent when fully in effect
of slightly over $175,000 of assets, rather than prior law’s $60,000. The marital
deduction was liberalized to provide a8 minimum marital deduction of $250,000
where that amount exceeded one-half of a decedent’s adjusted gross estate. A
number of other liberalizations of the estate tax were enacted on the premise
that carryover basis would be applied in order to end the complete escape from
income taxation of appreciation arcrued at death. The combination of estate tax
liberalization and the enactment of carryover basis was part of a single package
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-designed to create a fairer distribution of the burden of taxes at the time of a
taxpayer's death.

Thus, we are completely opposed to 8. 1854, which would repeal the carryover
basis provisions. We are equally opposed to 8. 2227, which would postpone the
operation of carryover basis for two years. It is not reasonable to continue the
beneficial part of the package, the liberalization of the estate tax provisions, and
either eliminate or postpone the quid pro quo which was enacted to justify those
provisions, namely, carryover basis.

Carryover basis is a solution to a difficult problem which has vexed and con-
cerned the Congress for over 15 years. To repeal it or to postpone its effective
date would be to take a major step backwards, to go back to a system which
Congress recognized as operating inequitably. Either action would sggravate the
inequity by leaving reduced estate tax burdens in effect for those pers:ns who
svould, by such action, totally escape income taxation on gains accrued at the
date of their death.

As I indicated earlier in my statement, carryover basis is not a novel concept
in the tax law. It has existed since 1921 with respect to property transferred by
gift and in the case of income in respect of a decedent, it has been in the law since
the 1942 Act.

Nevertheless, Congress recognized that with the introduction of a new systemn,
some transitional relief was appropriate. Congress, therefore. worked out a
system to give a ‘“fresh start” basis to property held on December 31, 1976. In
the case of marketable bonds and securities, the basis of such property acquired
from a decedent was to be not less than its fair market value on December 31,
1976. In case of property which did not consist of marketable securities, and
hence was more difficult to value, a formula was instituted to give a rough
approximation of the pre-1977 appreciation and that which arose after December
31, 1976, the effective date of the carryover basis provision. In effect, the fresh
start basis eliminates in the hands of persons acquiring property from a decedent
any income tax on appreciation accrued to December 31. 1976. Furthermore. in
order to eliminate from the operation of the provisions of carryover basis those
small estates which normally do not have significant amounts of appreciated
property and as to which involvement in the estate tax system is unusual, Con-
gress provided a minimum basis of $60.000. To the extent an estate acquired
assets from a decedent which have a basis of less than £60.000, the basis gen-
erally will be increased to that amount.

The Congress also recognized that a decedent transmitting property to his heirs
under a carryover basis system was transmitting with that property a contingent
income tax liability on the post-1976 appreciation which had accrued at the date
of his death. When the heir sold the inherited property he would have to pay the
income tax attributable not only to the appreciation from the date of his own
acquisition but also on the appreciation from the date of original acquisition from
the decedent or, in the case of property held on December 31, 1978, from that
date. Since it would be appropriate under a system which imposed income tax
at the date of a decedent’'s death to make the income tax payable a deduction
from the gross estate, it is appropriate, in a carryover basis system to compensate
for the estate tax on an amount equal to the contingent income tax liability. The
compensation for the putative overpayment of estate tax is accomplished by
adding to the basis of the appreciated property an adjustment for the death tax
attributable to that appreciation. The adjustment to basis compensates roughly
by reducing the income tax at the time of the sale of the transferred property
by an amount equal to the increase in the estate tax over the amount that would
have been paid had the accrued gains at the time of testamentary disposition by
the decedent been subject to income tax.

Since the enactment of the carryover basis provisions, the bar, accountants,
the staff of the Joint Committee on Taxation and the Treasury have been
reviewing the practical operations of carryover basis. Treasury has concluded
that Congress by and large did a pretty good job of enacting carryover basis,
although we concur with Senators Byrd and Dole that there are some significant
improvements which can be made, to make it operate more equitably and simply.
We were very pleased to see the provisions of S. 2228, because we believe they
Tepresent a reasonable and constructive approach to the practical problems of
carrvover bagis. While there are a number of details in 8. 2228, which we think
require modification, we are in accord with the three major concepts of 8. 2228,
namely, liberalization of the minimum basis requirement. combination of the
separate death tax adjustments into one and application of the new single
death tax adjustment at marginal rather than average rates.
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We believe that the bill introduced by Senators Byrd and Dole, it modified
by suggestions made by our staff and by expert practitioners with whom we have
consulted, takes care of all of the significant problems anyone may have with
carryover basis.

The bill introduced by Senators Byrd and Dole provides a minimum basis
that corresponds to the exemption equivalent of the increasing estate tax credit,
rising to $175,000 by 1981. This will be a major simplification. It eliminates all
estates which are not required to flle Federal estate tax returns from the carry-
over basis provisions. Thus, 98 percent of the population, or more accurately the
ex-population, will not be affected by carryover basis. At the most, only 2 perceut
of all decedent’s estates will be concerned with carryover basis. In point of fact,
it is likely that many of the 2 percent will not have the problem because those
estates will be composed largely of liquid nonappreciated assets.

We also believe that rolling the Federal and state tax adjustments into a
single computation, to be applied after the minimum basis adjustment, will result
in great simplification. Moreover, we concur that the applicetion of the adjust-
ment at marginal estate tax rates is the correct solution, since the income tax
deduction which would have been applicable had the proper'y been sold immedi-
ately before death, or had an income tax been imposed upvu the transfer at
death, would have been a deduction at the marginal estate tax rate.

We also favor relief in one case beyond that encompassed by the Bysrd-Dole
bill. We suggest a special minfinum basis of the tirst $75,000 of the fair market
value at date of death for a home occupied by a decedent at the time of his death
as his principal residence. The comments we have received and the testimony we
have heard indicate a personal residence is one of the areas where taxpayers
have experienced difficulty in calculating basis and determining holding period.
It is not usually difficult to know what price a decedent paid for or when he
originally acquired his residence, and it may even be ascertainable from public
records. On the other hand, many persons do not keep track of improvements
made after original acquisition. To relieve those persons from difficulty in ascer-
taining basis where the value of their residence is such that they are not likely
to be able to afford professional advice in reconstructing their basis, we propose
a minimum basis for a principal residence. This is similar to the $10,000 exclusion
applicable to personal and household effects. We point out also that a minimuin
“fresh start” basis for tangible personal property will be determined by a formula
under the Technical Corrections Act which we discussed before this Subcommittee
yesterday. Enactment of these changes will eliminate most of the difficulties low
and middle income taxpayers will have in establishing basis for their properts,
The minimum basis for residences and tangible personal property would, of
course, be a first charge under the liberalized minimum baxis Senators Byrd and
Dole propose and which we endorse.

Let me know review S. 222K section by section to suggest the modifications we
helieve would make it a workable and acceptable improvement over present law,
Again, let me point out that. for the reasons I have already stated, we are opposed
to both S. 1954, the repeal of carryover basis, and S. 2227, the postponement of
the effective date. Senators Byrd and Dole have demonstrated that it is possible
to make relatively straightforward amendments to carryover basis which make
both the repeal and the postponement unnecessary and undesirable. Enactment of
the Byrd-Dole amendments, as modified by our suggestions, will not signal an end
to our efforts to make the administration of the carryover hasis provisions as
simple and equitable as possible. We at the Treasury, as well I am sure as the
staff of the Joint Committee on Taxation. will continue to work with bar, the
accounting profession and professional flduciaries to see where further improve-
ments can be made to ease administration of the law. We are confident, however,
if 8. 2228 is modifled as we propose, we will have a truly workable carryover basis
provision that will affect only that part of the population which is able to man-
age any problems it might cause.

The first substantive provision of K. 2221 is section 3(a), which repeals the fresh
start adjustment and eliminates from the applicability of carryover basis all
assets held by a decedent on December 31. 1976. As I indicated earlier, we strongly
oppose this provision. While it may be appropriate through the fresh start adjust-
ment to permit the escape from taxation of appreciation which arose through
December 31, 1976, there is surely no reason to permit the escape from income
taxation of appreciation which arises after that time. To grandfather all pre-1977
assets would increase the undesirable “lock-in” and create great inequity between
similarly situated taxpayers with respect to their continuing post-1976 appre-
ciation. Moreover, enactment of a grandfather clause applicable to all assets held
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on December 31, 1976 would be subject to great abuse. Let me give you an illus-
tration. Suppose a taxpayer has a closely held corporation, the stock of which
he acquired just before December 81, 1876, There is nothing to prevent him from
havirg his corporation acquire assets after December 31, 1876 and thereby com-
pletely escape the carryover basis provisions with respect to property acquired
after 1976. The stock of that corporation, and presumably all of the value which it
represents, would under the bill be exempt from the carryover basis provisions.
Furthermore, the benefits of estate tax reductions were given to those assets
which we in the hands of the decedent on December 31, 1976. If those asests are
exempted from the carryover basis provisions, they should also be excluded from
the estate tax reductions which became applicable following 1976. The Byrd-Dole
bill in its other provisions simplifies carryover basis so much that we do not be-
leve the grandfather provision is necessary or appropriate.

Section 3(b) of the Byrd-Dole bill increases the minimum bas{s along with
the corresponding increase in the estate tax exemption equivalent. As I have
indicated, we approve so long as the minimum basis is reduced not only by
the basls of all carryover basis property, but also by the proceeds of life in-
surance included in the estate. The Byrd-Dole bill accomplishes its purpose
of eliminating small estates from the operation of the carryover basis provisions,
However, to avold abuse of the new provision, account must be taken of assets
which are included in the estate but are not carryover basis property. The only
significant one of these is life insurance proceeds and therefore the minimum
basis should be reduced by life Insurance proceeds included in the estate. To do
otherwise would be to give & minimum basis to other assets of a taxpayer who
might have &1 million of insurance on his life and whose estate would be very
large. Of course, the Subcommittee is aware that generally any gain realized
from the proceeds of life insurance is free of income tax under existing law and
that exemption for life insurance proceeds would continue.

Section 3(c) of the bill provides for a single adjustment for Federal and
state estate and succession taxes at the marginal rate. The bill provides that
this adjustment should follow the minimum basis adjustment and should be
allocated to all appreciated property including marital deduction property and
property contributed to charity.

We endorse the general concept of a single adjustment for Federal and state
taxes at the marginal rate and an adjustment which follows in order the mini-
mum basis. We have serious problems, however, and practitioners with whom
we have discussed the matter concur, with extending the adjustment to property
used to fund the marital deduction, a charitable deduction, or the orphan's ex-
clusion. Inasmuch as property which funds the marital or charitable deduction
or the orphan's exclusion does not bear any death tax it is inappropriate to
give it a baris adjustment.

We suggest that the tax adjustment be computed as follows. We would first
calculate the Federal estate tax attributable to appreciation. We do this by
computing the gross Federal estate tax on the actual taxable estate, before any
allowance for a credit for state taxes, and then we would subtract a hypotheti-
cal tax on a taxable estate reduced—not below zero—by the net appreciation—
combining post-1976 carryover gains and losses. The difference is the Federal
estate tax attributable to the appreciation. One could compute state taxes in
a similar way, but we believe it would be unduly complicated because of vari-
ations in the base to which state taxes apply. We, therefore, suggest that the
proportion of state taxes (in excess of the Federal credit) attributable to the
appreciation be the same as the proportion of Federal estate tax that is attribut-
able to the appreciation. We would then combine the dollar amount of Fed-
eral and state taxes applicable to the appreciation and divide that dollar amount
by the gross appreciation in the estate or if less, the taxable estate. We then
apply the rate resulting from such division to the appreciation in each item
of carryover basis property included in the taxable estate. When any item of
carryvover basis property is actually used to fund a deductible marital, charita-
ble or orphan’s bequest the adjustment for taxes, which is the last adjustment
added, would not apply. The reason for precluding a tax adjustment with re-
spect to property which does not bear any tax is to avoid a doubling up of
benefits for that property.

Where there i8 no Federal tax on the estate at all, we propose two rules
for state taxes, If the estate is not required to fille a Federal estate tax re-
turn, i.e., if it is under $175,000 when the new credit is fully effective, we would
give no adjustment for state taxes. In this case, the minimum basis adjustment
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will take the whole estate out of the system. If the estate is required to flle
a Federal return but there is no Federal tax, the state taxes will be pro rated
in the ratio that net post 1976 appreciation bears to the total estate.

As I indicated before, we agree with section 8(d) of the bill which provides
that the minimum basgis adjustment is to be made before the adjustment for
death taxes attributable to appreciation.

Section 3(f) provides for capital asset treatment for objects of art, literary
assets and the like, which in the 1976 Act lost capital asset status in the hands
of an heir. We agree that such assets should not lose capital asset status solely
because they have become carryover basis property. Of course, if they would
be non-capital assets in the hands of the heir without regard to the decedent,
they sihould retain that characterization on the basis of the circumstances of
the heir.

Section 8(f) would also treat crops and livestock which are carryover basis
property, as capital assets. We do not believe it is appropriate to make crops
and livestock, which are almost invariably inventory property, capital assets
in the hands of one engaged in the farming business. In the case where the crop
or livestock would be a capital asset under the circumstances of the helr, it
would have capital asset status. We would, however, be willing to accept a
complete exemption from the carryover basis provisions of livestock and poultry
held by the decedent on December 31, 1976. This presents a different issue from
the general grandfathering provision because it will phase out very quickly.
Most livestock and poultry held on December 31, 1976 will be disposed of within
a very few years after 1976 and therefore it is desirable to avoid the compli-
cation of calculating a fresh start adjustment with respect to that property.

Section 4 of the bill deals with a simplification of the contemplation of death
provision of the 1976 Act and was the subject of our testimony yesterday. Under
section 4 of the bill, the gross estate would include gift taxes paid and life in-
surance contracts transferred within three years of death, as well as the value
of any property which would have been included in the decedent's gross estate
under secticn 2036 and 2038 by virtue of a retained estate or power if the dece-
dent relirquished that estate or power within three years of death. All other
transfers within three years of death would not be included in the gross estate.
We agree that this is an appropriate amendment if there is also included in
the transferor's gross estate the value of the property which would have been
included under section 2037 where a reversionary interest is relinquished within
three years of the transferor's death. The reason for this is that the new unified
rate schedule operates well in the case of outright gifts, but operates only im-
perfectly in the case of split interest gifts. It is therefore necessary to bring
those transfers, along with life insurance, back into the estate.

We also indicated yesterday that it would be necessary to include in the trans-
feror's gross estate cash and the basis of other property transferred within
three years of death for purposes of the new Byrd-Dole minimum basis adjust-
ment. Otherwise, there would be a strong incentive for a decedent to make
death bed transfers of cash and other high basis assets to manipulate the
minimum basis adjustment to his advantage. For similar reasons we recom-
mend that for purposes of special relief sections 303, 2032A, 6166 and 6166A only,
the percentage qualification requirements should be calculated by including in
the gross estate the gift tax value of any property transferred within three
years of death. For example, in determining whether closely held stock con-
stitutes a sufficient portion of a decedent’s estate to qualify it for the special
redemption provisions of section 303, the percentages should be calculated with
reference to the estate inclusive of transfers within three years of death. This
would prevent transferring assets out of the estate to qualify in a situation
where the illiquid property is really a minimal portion of the decedent’'s pre-
death assets.

Section 5 of the Byrd-Dole bill provides that eligibility for estate tax special
use valuation for farms and closely held business real property is not to be
lost on account of the material participation requirements under certain cir-
cunmstances where because of age, status as a minor, or other handicaps, it is
necessary for the farm to be leased or operated by & manager. We do not ob-
ject to this change since it Is consistent with the concept of special use valuation.

Section 6 of the bill provides that the estate shall succeed to the decedent's
unused net operating or capital loss carryover. We oppose the extension of net
operating loss carryovers to the estate. Such extension has little to do with
carryover basis and is inappropriate. The effect could very well be to allow
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artificlal losses generated through tax shelter Investments to continue beyond
the decedent to his estate.

On the other hand, there is logic to allowing the capital loss carryover to go
forward into the estate where it can be used to offset gains which may be real-
ized by the estate on carryover basis property. We would therefore not object
to extending the capital loss carryover of a decedent to his estate. It would,
however, be inappropriate to allow the decedent’s capital loss carryover to flow
from the estate into the hands of the heirs, where it could be used to offset the
gain on property of the heirs which was not carryover basis property of the
decedent,

Section 7 of S. 2228 would liberalize the amount of stock which would be re-
deemed under section 308 at capital gains rates rather than being treated as a
dividend. As we indicated in our testimony yesterday, this amendment is in-
appropriate on the merits. The purpose of Code section 303 was to permit a
lirited bail out of earnings, which would normally be taxed as a dividend, to
the extent of death taxes and funeral and administration expenses. In my
experience practicing in this field since 1949, and in the experience of other
practitioners with whom I have spoken, we have found that section 803 is used
primarily as a one time opportunity to bail out corporate earnings and profits
without regard to real liquidity needs. The 1976 Act introduced liberalized and
generous installment and postponement of payment provisions. Therefore the
extension of section 308 is unnecessary and unwarranted.

Section 8 provides that the definition of a closely held business is to be the
same for purposes of section 6168 and 6166A, which relate to extensions of time
for payment of estate tax attributable to a closely held business. We do not
object to the change in this section.

We would also like to call to your attention one other problem that has arisen
as a result of carryover basis in the practical world of estate planning for stock-
holders of closely held corporations. It may be illustrated by the not infrequent
situation of a corporation, the stock of which is owned by two stockholders. It is
normal practice to provide that upon the death of one of them the corporation
will redeem his stock leaving the other stockholder in sole control. In that way
the heirs of the stockholder who dies first have a market to liquidate their
investment. At the same time strangers to the survivor are not introduced into
the management of the business. It is usual to fund these arrangements by life
insurance purchased by the corporation. An alternative arrangement to a re-
demption by the corporation is a cross purchase agreement, whereby each of the
two stockholders insures the life of the other and agrees to use the proceeds of
insurance to buy the stock of the other. With the enactment of carryover basis,
in many cases it becomes more advantageous to use the cross purchase arrange-
ment because the surviving stockholder will then receive as the basis of his
newly acquired stock the purchase price, which is represented by the proceeds
of the insurance. If the stock were redeemed by the corporation, any basis rep-
resented by cost of the purchase would simply be lost. The advantage to the
survivor in obtaining the higher basis is greater in a carryover basis world,
since after he too dies, a higher basis would be available to his heirs.

In order to change pre-existing funding arrangements it may he necessary to
transfer existing insurance policies owned by the corporation to each stock-
holder. Under section 101 of the Internal Revenue Code, the transfer of insur-
ance for a valuable consideration results in a loss of the income tax exclusion of
the life insurance proceeds when received by the heneficiary unless the trans-
feree is within certain enumerated categories. These categories include the
insured himself, a corporation of which the insured is a shareholder or officer
or a partnership of which the insured is a partuer, but they do not include a
shareholder of a corporation of which the insured is a shareholder. It is appro-
priate to permit rearrangement of these affairs by allowing the transfer of an
insurance policy by a corporation to a shareholder if the inrured is a co-share-
holder of that corporation. We recommend legislation to that effect.

To summarize, we are very pleased that Senators Byrd and Dole have intro-
duced constructive legislation to make carryover basis an administrable and
equitable part of the income tax law. With the modifications we have suggested
today with respect to the new minimum basis provisions and the provisions for
tax adjustments, we believe that Senators Byrd and Dole will have performed a
real service to taxpayers and practitioners. The bill as modified will preserve
the equitable aspects of carryover basis but eliminate from its impact the 98
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percent of the estate tax population as to which the amount of appreciation is
insignificant, and as to which therefore the necessity for making the calcula-
tions involved also 18 unnecessary.

I shall be very pleased to respond to any questions which you may have.

Senator Byrp. This committee will stand in recess until 9 a.m.
tomorrow. .

[Thereupon, at 10:50 a.m. the subcommittee recessed to reconvene
at 9 a.m. on Friday, October 28, 1977.]






TECHNICAL CORRECTIONS ACT OF 1977

(Including Carryover Basis Provisions)

FRIDAY, OCTOBER 28, 1877

U.S. SeENATE,
SvBcoMMITTEE ON TAXATION AND DEBT MANAGEMENT
GENERALLY OF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m. in room S. 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee) presiding.

Present : Senator Byrd.

Senator Byrp. The committee will come to order.

Today, the Subcommittee on Taxation and Debt Management Gen-
erally continues consideration of H.R. 6715, the technical corrections
bill of 1977 and bills relating to the carryover basis provisions of the
1976 Tax Reform Act. .

I am pleased that the subcommittee has received a large public
response to these issues. I believe that it is vitally important to hear
the views of practitioners and knowledgeable persons who are affected
by tax proposals. Otherwise. we can be legislating in the dark, as was
;lone in the enactment of the carryover basis provisions of the 1976

aw.

In addition to the witnesses who have submitted requests to testify,
I have also received several letters from groups interested in various
provisions of the Technical Corrections Act. This includes a letter
from Merrill. Lynch & Co., and a letter from PGB industries.

I would like to have these and other letters of a similar nature in
the record of the hearings; and, without objection, these will be so

‘included.*

We have so many witnesses that we cannot hear them all today. We
will have some 8 or 10 today and probably next Tuesday we will hear
other witnesses who may wish to testify.

The first witnesses today will be a panel consisting of : Warren W.
Lebeck, president, Chicago Board of Trade; Lee Berendt, president,
Commodity Exchange, Inc.; and John W. Clagett, president, Fu-
tures Industry Association, Inc.

You gentlemen may take the witness stand and proceed as you wish.
Welcome.

*See app. A. (10” )'
bl
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STATEMENT OF WARREN W. LEBECK, PRESIDENT,
CHICAGO BOARD OF TRADE

Mr. Leseck. Good morning, Mr. Chairman. I am Warren Lebeck,
president, Chicago Board of e. Kirst, let me thank you and your
subcommittee for allowing me this opportunity to appear before you
today. My remarks will be directed toward the provision in the Tech-
nical Corrections Act which would change the present law that allows
a special 6-month capital gain holding period for all commodity fu-
tures contracts. The House-passed change would limit the application
of the 6-month holding period to “agricultural” futures contracts only.
The Board of Trade 1s very much opposed to this change for reasons
which I will discuss.

Before proceeding to the proposed change relating to futures con-
tracts, it may be helpful to briefly describe the Chicago Board of Trade.
It was founded in 1848 and has grown to be the largest commodity fu-
tures exchange in the free worlg.r More than 50 percent of all futures
contracts traded in this country are traded on the floor of the Chicago
Board of Trade. Last year, over $396 billion in futures contracts were
traded on the floor. more dollar volume than was traded on all of the
Nation's stock exchanges. And this year, the volume is even higher.

The exchange trades both agricultural and nonagricultural
commodities.

If you were to look in the Wall Street Journal today, you will see

that the futures contracts listed there for all exchanges have a rela-
tively short life. With very few exceptions, the contracts will expire
by the end of next year.
. Because of the limited life of a futures contract, when Congress
changed the capital gain holding period for capital assets from 6 to 9
months in 1977 and to 12 months thereafter, they retained the 6-month
holding period for futures contracts. Otherwise, there would be very
little incentive or opportunity for investors to choose the commodity
futures market if they were interested in long-term capital gains.

Unfortunately, some question arose over the intention of the amend-
ment providing for the special 6-month holding period for futures
contracts when it was offered in the Ways and Means Committee. The
proposed amendment in the Technical Corrections Act would restrict
the special 6-month holding period to only “agricultural” contracts.
" In theory and in practice, there is no difference between agricultural
and nonagricultural futures contracts in the manner they perform
their economic functions and the inevitability of short-term expiration.
~ The intent of the present law is simple and logical. Futures markets
to be successful depend upon participation by those willing to assume
economic risks. Those willing to assume such risks take very much into
consideration the tax effects of the various investment mediums that
are available. Thus, because futures contracts have a limited life, Con-
gress made the correct judgment that retention of the 6-month holding
periodl would permit futures contracts to compete fairly for risk
capital, .

Differentiating between types of contracts would only have the effect
of artificially creating a significant difference between contracts,

The history of capital gains treatment of futures contracts is one of
uniformity and that is as it should be. Any device which classifies con-
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tracts differently for tax purposes will almost certainly cause serious
dislocations of capital. .

I might add tﬁat our concern is shared b{) the Chairman of the
Commodity Futures Trading Commission, who expressed his views
in a recent letter to Senator Talmadge, chairman of the Senate
Committee on Agriculture and Nutrition.

Therefore, Mr. Chairman, we urie the Senate to reject the House
amendment limiting the 6-month holding period to “agricultural”
futures contracts only. All futures contracts should be accorded a
6-month holding period. .

If for some reason the committee does not reject the House provision,
we respectfully submit that there are certain important changes which
should be made to the provision. First, the effective date should be
changed to make it apply only to contracts purchased or acquired after
the (ﬁlte of enactment. The provision as now drafted would apply to
sales or liquidations occurring after 1977, even though acquired prior
to any announced change in the law. )

Second, the term “agricultural” should be defined, either in the
statute or in the committee report. It should be broadly defined to in-
clude raw agricultural commodities. processed agricultural commodi-
ties, timber and timber products. If it is not defined, the marketplace
will be left in a state of confusion for a long period of time while the
IRS develops its own definition. Even then. it could result in lengthy
litigation. In this regard. we will be most pleased to submit to the com-
mittee staff specific language on a definition of “agricultural.”

Mr. Chairman, this concludes my remarks. Thank you for your time,
and again. thankyou for allowing me to express our views before this
subcommittee.

Senator Byrp. Thank you very much.

Mr. Clagett?

STATEMENT OF JOHN W. CLAGETT, PRESIDENT,
FUTURES INDUSTRY ASSOCIATION, INC.

Mr. Cragerr. Mr. Chairman and members of the Senate Finance
Committee, I wish to thank you for the opportunity to appear before
you to make a statement with respect to ILR. 6715,

I am John W. Clagett, president of the Futures Industry Associa-
tion, Inc. (FIA) New York, N.Y.

I would like to furnish a little background about the Futures Indus-
try Association so that you can better understand our interest in the
bill which is before your committee.

The membership of the FIA is comprised of large and small firms
in the cash and futures commodity busiess. The primary functions of
the FIA are to (1) prepare and disseminate educational material and
statistical data: (2) raise the ethical and financial standards of the fu-
tures trading industry and (3) to give greater protection to the public,
as qu as individuals and firms that use or are affected by the futures
market.

Sinco I have only 5 minutes, this is only a brief summary statement
of our thoughts on this matter.

It is our%elief that this committee should reject any amendment to
section 1402(d) of the Tax Reform Act of 1976, which provides for a
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6-month holding period for long-term capital gain or loss on all com-
modity futures transactions. To have a holding period of 6 months
for agricultural commodities and a 9-month period in 1977 and a year
period in 1978 for all other commodities will be disruptive to the fu-
tures markets and could well create a real hardship on individuals and
firms that look to the futures markets for price insurance—through
hedges—for commodities they produce, use, process, store or finance.

Two basic economic purposes of futures trading are (1) price dis-
covery and (2) price insurance (hedges) against major adverse price
fluctuation. Both of these important economic toois will be badly
damaged if the public is discouraged or prevented fromn trading in the
futures market because of a change in the holding period.

Futures contracts, whether they be agricultural or nonagricultural,
have certain distinct differences from other capital holdings. The
most significant difference is that while an ordinary capital item, such
as a security or real estate, has an infinite life, a futures contract has a
finite and relatively short life period.

We also believe that provision (s) of H.R. 6715, as passed by the
House of Representatives should be rejected by your committee for the
following reasons:

One, the amendment is substantive not technical.

Two, no hearing or debate was held by the House of Representatives
on this aspect of H.R. 6715.

Three, all futures transactions whether for agricultural or non-
agricultural commodities should be treated the same.

Four, public participation in the market will be diminished and will
adversely affect futures trading and will in turn: (a) reduce volume
of trading; which in turn will (b) reduce liquidity; and thus (¢) re-
duce the benefit of competition to get an accurate price disclosure of
the commodities traded.

Five, probably cause a significant number of commercial traders to
use foreign markets to hedge copper, silver, gold, and other nonagricul-
tural commodities. This probably will, in turn, reduce our balance
of payments.

The volume of trading in nonagricultural commodities in 1976 was
8,892.389 futures contracts. It appears that the volume of trading in
nonagricultural commodities will be greater in 1977.

If the amendment to H.R. 6715 is passed, it could have a very sig-
nificant effect on the volume of trading in nonagricultural commodities
by the investing public.

I thank vou, sir.

Senator Byrp. Thank you,sir.

The next witness will be Lee H. Berendt,

STATEMENT OF LEE H. BERENDT, PRESIDENT, COMMODITY
EXCHANGE, INC.,, NEW YORK, N.Y.

Mr. BErenor. Senator Byrd, members of the subcommittee. T am Lee
H. Berendt, president of the Commodity Exchange, Inc., generally
known as Comex. In terms of trading activity, Comex is the largest
metals futures market in the world and the third largest futures
market in this country.
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I certainly appreciate this opportunity to appear before you today to
speak in opposition to section 2¢u) and discuss what I consider its very
serious impact on our industry. This amendment proposes to limit the
6-months holding period exceptions for commodity futures contracts
to “agricultural™ contracts.

Mr. Chairman. I fully appreciate the time constraints which your
committee faces in attempting to move H.R. 6736 through the legisla-
tive process as a necessary adjunct to the successful implementation
of the Tax Reform Act of 1976. However. I must point out that this

articular section of the bill really is not technical in nature. Rather. it
1s extremely substantive in its impact on our country's futures markets.

For this reason. I was particularly distressed by Mr. Lubick’s testi-
mony before your committee on Wednesday on behalf of the Treasury
Department which suggested that the bill. as passed by the House of
Representatives. encompasses only "essential technical clarifications of
the underlying policy decisions emhodied in the 1976 act.” We must
take issue with this judgment that totally disregards the factual situ-
ation, at least as it affects this particular section of the bill.

I would like to add that my views in this regard are also shared by
the Commodity Futures Trading Commission. the Federal agency
charf_:ed by Congress with the responsibility of overseeing futures
markets.

Mr. Chairman. with vour consent. I would like to submit. at this
time. for the record a copy of a letter dated October 21. 1977, from
Chairman William Baglev of the Commodity Futures Trading Com-
mission to Senator Talmadge in his capacity as chairman of the Senate
Committee on Agriculture, Nutrition. and Forestry. which committee
has primary jurisdiction over these markets.

Senator Byrp. The letter will be included in the record.

[The material referred to follows:]

CoMMODITY FUTURES TRADING COMMISSION,
Washington, D.C., October 21, 1977.
Re H.R. 6715.
Hon. HERMAN E. TALMADGE.
Chairman, Committee on Agriculture, Nutrition and Forestry, U.S. Senate, Wash-
ington, D.C. - *

DEaR MRB. CHAIRMAXN : The above measure, as you know, is before you in Senate
Finance and would make technical and clerical adjustments to the Tax Reform
Act of 1976. Also as you know. section 2(u) of H.R. 6715 would apply different
capital gains holding periods for agricultural” and nonagricultural commodity
futures contracts.

While I am not concerned about the actual tax aspects of H.R. 6715, I am con-
cerned about any tax distinction between different commodity futures which
would falsely affect one market or another. I personally can see no rational reason
for such a distinction but can see a skewing of liquidity and dislocation of capital
disfavoring one large segment of commodity trading. Tax neutrality—i.e., no dis-
tinction—would appear to be the best policy.

Since your Agriculture Committee has general jurisdiction over all commodity
futures traded and all CFTC regulated markets, it would seem logical for the
Committee to study the impact of this proposal change. No committee of Congress
has done so to date.

I pass along this suggestion personally as someone who now knows a little
something about Commodity markets but also as a former chairman of a legisla-

tive Taxation committee who has dealt with the issue of “tax neutrality” over the
years.

Sincerely,
WitLiaM T. Bacrry.

98-902—77——8
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Mr. Berexpr. At this time. Mr. Chairman. I would like to review
what I consider to be the rather unusual history of this amendment
and the fact that it is not technical but highly substantive and con-
troversial: creates. for the first time in our history. a distinction in
capital gains treatment which would be unfairly discriminatory and
detrimental to certain contract markets: and is based on faulty rea-
soning. Let me explain.

The holding period for long-term capital gains treatment of futures
contracts has always been uniform. Under pre-1976 law, futures con-
tracts were subject to a 6-month holding period. The Tax Reform Act
of 1976 increased the holding period generally for long-term capital
gains treatment. but provided that “futures transactions in any com-
modity” would continue to be eligible for the 6 months holding period.

However. the report of the Ways and Means Committee on that
legislation incorrectly described the exception as providing that “gains
on agricultural commodity futures contracts are exempted from the
increase in the holding period.”

As a result of the confusion that resulted from the discrepancy
hetween the report language and the language of the statute itself. an
internal revenue ruling was issued. The ruling supported the clear
language of the statute and continued a uniform tax treatment for all
futures contracts.

The purpose of H.R. 6715 was to correct certain technical aspects
of the Tax Reform Act of 1976. Comex supports that concept. How-
ever, section 2(u). by limiting the 6 months holding period exception
to “agricultural” futures contracts would. for the first time. draw a
distinction for tax purposes between different types of futures
contracts,

H.R. 6715 passed the House under suspension on October 17. 1977.

- Tt is now pending before the Senate Committee on Finance.

Comex is deeply concerned that the consequences of such a dis-
criminatory distinction were not fully considered. but passed as a tech-
nical amendment. The measure was not subject to hearings in the
House or to any meaningful deliberation. It is like saying that dif-
ferent tax treatment should be afforded to investors in IBM stock as
compared to investors in Xerox stock. ’

Comex believes that the subject amendment is far from being
merely technical. It has enormous substantive significance. Discrimi-
natory and unfavorable tax treatment may severely limit. and
eventually might eliminate. the ability of those who produce. process.
use, market. and finance metals to effectively hedge their transactions
in these commodities in the United States.

The result could be the destruction of Comex as a viable institution.
as well as impairment of the performance and capability of all other
nonagricultural futures contracts. Contract markets—commodity
exchanges perform a vital and extremely sophisticated role in the
aconcimy of the United States. My formal statement discusses this in

etail.

In order for commodity exchanges to effectively perform their
functions, it is essential that trading include substantial public par-
ticipation. A futures market without public participation is unable
ltp g%x;erate the trading volume that provides necessary breadth and
1quidity.
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If the amendment passed by the House becomes law. public inves-
tors will shift their interest from those commodity futures with a
longer holding period and will tend to trade in those futures contracts
that offer the possibility of a long-term capital gain after 6 months.

It should be noted that the bulk of trading volume in all commodity
futures is in contracts having a maturity of less than 12 months. In
addition, such longer term participation would not add liquidity to
the market.

Hedgers generally are invoved in near- to mid-term maturities which
would gain little benefit from public interest in trading maturities
greater than 12 months. Eventually. hedgers would start to leave the
market for more liquid competitive markets. and public traders would
find less reason to remain. As further liquidity is siphoned from the
market, commercial hedgers will tend to use the market still less,

This potential decline is even miore of a reality ‘o Comex since
foreign hedge markets that actively compete for the same business
will attract hedgers. The vicious cvele would continue. in that, even
if the public disregarded tax treatment. it would go to the now more
liquid foreign markets. .

Comex believes that the underlving logic for distinguishing between
agricultural and nonagricultural futures contracts iz faulty. It has
been suggested that becausze agricultural commodities have a growing
scason of less than 1 yvear. it would le impossible for hedgers to
obtain long-term capital gains if the holding period was 1 vear.

The flaw in this analysis is that hedgers realize ordinary income or
loss as the result of futures transactions no matter what the holding
period or the commodity.

Another justification for special tax treatment for agricultural fu-
tures contracts is that such commodities are perishable. This is a
specious argument. since it is the futures contract which is traded
and not the agricultural commodity itself.

Critically. the amendment does not contain any definition of what
constitutes an *“agricultural futures contract.” There are a number
of futures contracts in processed commodities such as those in frozen
concentrated orange juice. soxbean oil. and meal. lumber and plywood.
These are nonseasonable. nonperishable products. What about futures
contracts for cocoa and coffee which have no significant domestic erop.
and animal products such as cattle. hogs. and frozen pork bellies?

The lack of definition is critical because it expands the potential
impact to a broad group of futures contracts which combined with
readily defined nonagricultural commodities, account for more than
30 percent of the total annual futures volume.

In conclusion. it is clear that section 2(u) represents a significant
departure from present tax policy. The amendment is not technical
but highlv substantive, and will destroy the historically uniform. fair.
and equal tax treatment afforded all futures transactions.

If Congress. in its wisdom. determines that such a change in funda-
mental tax policy is desirable. Comex thinks it should not be accom-
plished under the guise of a technical amendments bill passed in the
waning hours of this session of Congress. Instead. such critical action
shr()luld ge the subject of separate legislation afforded full deliberation
and study.



110

Thank you again, Mr. Chairman, for this opportunity to appear
before you today. If you have any questions, I will try to answer them.

Senator Byrp. Thank you, gentlemen.

I might say, at this point, that the committee has received a letter
from Senator Javits of New York. taking the same position that the
panel has taken. and I will put that letter in the record at this point.

[The material to be furnished follows:]

U.8. SENATE
Washington, D.C., Dctober 27, 1977.
Hon. Harey F. Byrp, Jr,
CRairman, Subcommittee on Taration and Debdt Management Generally, Senate
Committee on Finance, Ruzsell Senate Opice Building, Washington, D.C.

Dear Harry: I am concerned about a particular section of H.R. 6715 which is
presently before your sub-committee for consideratiun.

As you are aware, H.R. 8715, the Technical Corrections Act of 1977, was meant
to make only technical and clerical adjustments to the Tax Reform Act of 1976
(Public Law 94—433). My concern relates to Section 2¢u) of H.R. 6713 which is,
for the first time. making a distinction in the tax treatment of the capital gains
bolding period between agricultural and nonagricultural commeadity futures cone-
tracts. I believe that to make such a distinction would have a fundamental
advekrse impact on the liquidity and stability of the entire futures contracts
market.

Such a distinction in the treatment of the capital gains holding period un-
doubtedly will cause a flight of capital from the nonagricultural commodity
markets in this nation and would consequently cause an artificial and inflationary
rise in the pricing mechanisms of the agricultural commodity markets. Con-
versely, it should be noted that to make no distinction in the treatment of agri-
cultural and nonagricultural capital gains holding period would have no adverse
impact on the agricultural comniodity markets themselves.

In addition, such a distinction would be highly discriminatory towards New
York City, where a vast majority of nonagricultural commodity futures contracts
are traded. thereby creating a further flight of capital from New York. I under-
stand that representatives of some of the New York commodity exchanges will be
testifying before your sub-committee later this week.

I welcome your subcommittee's providing the opportunity this week for the
issue to be aired on its merits (the first opportunity. I might note, in either
the consideration of this measure or last year's Tax Reform Act for a discussion
on the merits). In connection with the hearings, I would ask you to consuit
with the Government National Mortgage Association and the Commodity Futures
Trading Commission in addition to the Treasury Department for their views of
this issue.

As this is a substantive change in the law. not a technical one, I would urge
you, Mr. Chairman, to seek deferral of action on this particular section until
such time as its impact may be considered by the additional committees in both
Houses of Congress with jurisdiction over the commeodity futures markets and
the Government National Mortgage Association. The Technical Corrections Act
is not, I believe, the appropriate measure to be used for a change in the law
that will have such a fundamental and widespread impact on the liquidity of our
commodity markets.

I will appreciate your consideration of this request.

With best wishes.

Sincerely,
Jacos K. Javrrs.

Senator Byrp. Let me ask you this. When did it come to vour atten-
tion that there was a proposed change in the law in regard to the tax
treatment of commodity futures contracts?

Mr. Berexpr. Comex first learned of the intent to make this tech-
nical correction September 23. That was the date.

Senator Brrp. Did you have an opportunity to present your case.
to the House?

Mr. Berexor. No, sir.
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Senator Brrp. Does the panel as a group favor continuing the law
as it is now!

Mr. Berexpr. Yes.

Senator Byrp. What groups favor the limitation only to agricul-
tural commodities?

Mr. Cracetr. I do not know of any.

Senator Byrp. Do any of you know how this limitation got in the
House bill?

Mr. Cragerr. No, sir.

Mr. Leseck. The answer to that is we wish we did.

Senator Byrp. I agree with the panel that this is not. in my judg-
mentl, a technical correction. It is a very substantial change in the
tax law,

Whether it should be made or should not be made is one aspect of
it, but the other aspect is that it is not a technical correction. That
being the case I. as one member of the committee, would favor elimi-
nating this from the technical corrections bill and if those that favor
the proposal that is currently in the technical corrections bill want
to make a case for it at some future date, I will listen to it with an
open mind.

But. at this moment, I do not think it is an appropriate proposal for
a so-called technical corrections bill.

Thank you, gentlemen, for your testimony.

[At the request of Mr. Berendt the following communication was
made a part of the record :]

E. F. Hcrrox & Co., 1xc,
NATIONAL COMMODITY DEPARTMENT,

New York, N.Y., October 26, 1977.
Mr. Ler H. BERENDT, :

President, Commodity Exchange, Inc.,
New York, N.Y.

GENTLEMEN : We understand that you intend to testify before the Senate
Finance Committee concerning the section of Bill No. HR 6713 concerning the tax
treatment of capital transactions in commeodity futures coatracts whereby ‘agri-
cultura?!” commodities would retain a holding period of six months for long term
capital .ains, whereas other commodity futures transactions would be treated
in the same manner as other capital transactions.

Accordingly. as one of the leading commodity futures brokers on your Ex-
change and other Exchanges, we would like you to have our views on this
subject :

The commodities futures markets are a very important mechanism in the
movement of basic commndities from producer to consumer. This mechanism
allows the producer. dealer. processor and user to shift price risks to others.
The speculator pays for the privilege of accepting price risks that commercial
users wish to avoid. Substantial speculative activity is needed in every market
to provide the liquidity, as well as the risk capital. to enable commercial users
to obtain good executions on sizable orders, which is necessary if futures markets
are to serve the function for which they were created at the least possible cost
to the commercial user.

The nature of commodity price moves does not normally encompass trends
of more than 6 to 9 months and moves of such a length of time occur infrequently.
If the holding period were extended to 12 months. it is likely that considerably
less speculative capital would be made available to the commodities futures
markets from individuals in high tax brackets.

Trading records show that the total volume of trading on commodities ex-
changes has gone from a value of £42. billion in 1960 to $820. billion in 1976
Further, governmental statistics show clearly that of the total volume, commercial
users have increased their percentage to a substantial extent in recent years,
while speculative activity as a portion of the total has dropped sharply. The
commodities future markets need more speculative capital if they are to continue
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to perform their functions in the superb manner that has been exhibited in the
past four years of violent price movement.

Accordingly, we believe it is vital that the holding period be kept at 6 months
for all markets.

Furthermore, a review of the volume of trading, outstanding contracts, etc.
clearly shows that the bulk of commercial positions are placed in delivery
months that mature within 6 to 9 months and that very little commercial partic.
ipution as a percentage of the total is in delivery months more than a year
from the current date.

Anything that causes speculators to initiate positions in the most distant
months diffuses the effect of the speculative capital, and could tend to make
nearer months, where the bulk of commercial trading takes place, less fluid and
less liquid than would otherwise be the case.

In any event, we strongly believe that all commodities futures transactions
should have the same tax treatment. To give speculators the incentive to place
funds in one group of markets as opposed to others is not fair treatment to the
producers and users of non-agricultural commodities. Any severe loss of liquidity
in such markets could result in increased costs of moving the commodity from
producer to user. Furthermore, commodity futures markets do exist in other coun-
tries. Reduced liquidity in U.S. markets, for whatever reason, can lead to a shift
in trading from U.S. commodities exchanges to exchanges in foreign countries.

While we have never seen figures on U.S. markets, recent statistics released
in the U.K. show that the U.K. invisible earnings amounted to pound 247. million
from commodity exchange operations in 1976.

Liquid commodities futures markets are important to the economy of the
U.8., to the producers, handlers, processors and consumers of the United States,
and we hope that the proposed legislation will be amended accordingly so that
they may continue to provide the facilities which have enabled them to become
the most :mcient markets in the world and to insure that such facilities remain
in the U.S.

Yours sincerely,
Davip T. JOHNSTON,
Director and Senior Vice President.

[The prepared statement of Mr. Berendt follows:]

STATEMENT OF CoMMODITY EXCHANGE, INC., NEwW YORK, N.Y., PRESENTED BY
Lee H. BERENDT, PRESIDENT

BUMMARY OF PRINCIPAL POINTS

Commodity Exchange, Inc. (Comex) opposes § 2(u) of H.R. 6715, which pro-
poses to amend the Tax Reform Act to grant special tax treatment only to agri-
cultural commodities.

The holding period for long term capital gains treatment of futures contracts
has always been uniform. This uniformity was sustained in the Tax Reform Act
of 1976, which allowed an exception for all futures transactions.

The amendment was passed without hearings or deliberation as a technical
amendment. The amendment is, in fact, substantive and will result in discrim-
inatory treatment.

(a) Unfavorable tax treatment will result in an inability of metals futures
to perform their proper economic function as a hedging vehicle.

(b) Necessary public participation will shift to futures contracts offering
more favorable tax treatment and adversely affect all non-agricultural
futures contracts.

(¢) TUnderlying logic for distinguishing between agricultural and non-
agricultural futures contracts is not valid.

The amendment does not define the term “agricultural” which will lead to
further confusion, ambiguity and questioning of the provision.

The distinction will cause a decline in trading activity in non-agricultural
commodity futures and would have critical adverse impact on Comex, its mem-
bers. the general fifancial community, New York City and State, and the
consuming public.

Commodity Exchange, Inc. (Comex) is a designated contract market for
futures trading in copper, gold and silver. In addition, the Commodity Futures
Trading Commission, the Federal agency charged by Congress with overseeing
the futures industry, regently approved the exchange’s application for trading
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in zine futures. In terms of trading activity, Comex is the largest metal futures
market in the world and the third largest futures market in this country, During
the twelve months ended June 30, 1977, 6,013,871 futures contracts were traded
on Comex, accounting for 14.5% of the total volume of futures traded in the
United States.

As the leading metals futures market, Comex respectfully submits this state-
ment in opposition to §2(u) of H.R. 6715 which proposes an amendment to
Section 1402(d) of the Tax Reform Act of 1976 relating to the capital gains
treatment of futures contracts. Comex intends to bring pertinent facts to the
attention of the Committee that will clearly demonstrate :

That the amendment i8 not technical but highly substantive and contro-
versial;;

That’a distinction in capital gains treatment resulting from the amendment
would be unfairly detrimental to certain contract markets;

That the rationale for such a distinetion is based upon faulty reasoning.

The holding period for long term capital gains treatment of futures contracts
has always been uniform. Under pre-1976 law, futures contracts were subject to
a six moanth holding period. The Tax Reform Act of 1976 increased the holding
period generally for long term capital gains treatment, but provided an exception
for “futures transactions in any commodity”, which continued to be eligible for
the six month holding period on a uniform basis. However, the report of the
Ways and Means Committee on that legislation described the exception as pro-
viding that “gains on agricultural commodity futures contracts are exempted
from the increase in the holding period”. As a result of the confusion which
resulted from the discrepancy between the report language and the language of
the statute itself, an Internal Revenue Ruling was issued. The ruling supported
the clear language of the statute, and continued a uniform tax treatment for
all futures contracts.

As we understand it, the purpose of H.R. 6715 is to correct certain technical
aspects of the Tax Reform Act of 1976. An amendment (§ 2(u) of the bill) offered
in the Ways and Means Committee by Mr. Rostenkowski, would propose to alter
the uniform tax treatment for futures contracts by limiting the holding period
exception to “agricultural” futures contracts. This would, for the first time, draw
a distinction for tax purposes between different types of futures contracts. H.R.
6715 passed the House, under suspension, on October 17, 1977, and is now pending
before the Senate Committee on Finance.

Comex is deeply concerned that the consequences of such a discriminatory
distinction were not fully considered but passed as a technical amendment. The
measure was not subject to hearings in the House or to any meaningful delibera-
tion. There is no reason or apparent logic for the creation of different tax treat-
ment for absolutely like transactions. It is like saying that different tax treat-
ment should be afforded to investors in IBM stock as compared to investors in
Xerox stock.

Obviously, the authors of the Tax Reform Act of 1976 took into account that
there were significant differences between the finite life of a futures contract
and the longer term life of other investment vehicles. Futures contracts, whether
agricultural or non-agricultural, have certain distinct differences from other
capital holdings. The most significant difference is that an ordinary capital item,
such as a security or real estate, has an infinite life, while a futures contract
has ah finite life that ranges from twelve months to a maximum of twenty-four
months.

Nothing has developed during the intervening period to alter this conclusion.
Certainly no record has been developed in this, or the last, Congress to support
such a dramatic change in the law. Similarly, there has been no redefinition of
futures contracts that would set apart a trade in an agricultural commodity and
one in a non-agricultural commodity. Therefore, it wounld appear that the excep-
tion granted to all futures transactions is still valid.

Comex believes that the subject amendment is far from being merely technical ;
it has enormous substantive significance. Discriminatory and unfavorable tax
treatment may severely limit and, eventually. might eliminate the ability of
those who produce, process. use, market and finance metals to effectively hedge
their transactions in these commodities in the United States. The result could be
the debilitation of Comex as a viable institution, as well as impairing the per-
formance and capability of all other non-agricultural futures contracts.

Contract markets (commodity exchanges) perform a vital and extremely
sophisticated role in the economy of the United States. For the purposes of this
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statement, two highly hnportant functions result. Through the mechanism of
hedging, the market enables commercial interests to obtain low cost protection
against adverse price fluctuations in the commodities in which they deal. In
addition, the market provides price discovery, that is. a means by which com-
mercial interests and the public can determine what the future value of a com-
modity will be through the interaction of market forces. While we have expressed
these highly critical functions in basic terms, they are the result of highly com-
plex and technical market forces that can be easily imbalanced, particularly by
ll-conceived governmental action.

In order for commodity exchanges to effectively perform these functions, it is
essential that trading include substantial public participation. A futures market
without public participation is unable to generate the trading volume that provides
necessary breadth and liquidity. Lacking these ingredients. hedgers cannot
readily enter and leave the market without creating price distortions and thereby
increasing the cost of hedging. Concommitantly, a futures market without public
participation and hedger liquidity becomes a poor barometer of prices.

The history of futures markets indicates that there Is frequent and strong
correlated movement of most major commodity groups, when broad based trends
develop in response to economic influences. If the amendment passed by the
House becomes law, public investors will shift their interest from those com-
modity futures with a longer holding period and will tend to trade in those
futures contracts that offer the possibility of a long term capital gain after six
months. It should be noted that the bulk of trading volume in all commodity
futures is in contracts having a maturity of less than twelve months.

It the expectancy of reward between an agricultural or a non-agricultural
futures contract is similar, certainly it follows that the public trader will enter
the market offering the potential of more favorable tax treatment.

At best, public participation in a futures market receiving longer term capital
gains treatment would manifest itself in trading of contracts with a maturity
of twelve months or more. To attract such participation. the prospect of a major
long term trend would have to be apparent. Problematically. commodity prices
rarely trend uninterruptedly. so that the sustenance of public interest would be
difficult to maintain. In addition. such longer term participation would not add
liquidity to the market. Hedgers generally are involved in near to mid-term
maturities which would gain little benefit from public interest in trading ma-
turities greater than twelve months. Eventually, hedgers would start to leave
the market for more liquid competitive markets and public traders would find
less reason to remain. As further liquidity is siphoned from the market, com-
mercial hedgers will tend to use the market still less. -

This potential decline is even more a reality to Comex since foreign hedge
markets, which actively compete for the same business, will attract hedgers.
The vicious cycle would continue, in that, even if the public disregarded tax treat-
ment, it would go to the now more liquid foreign market.

While Comex certainly views these potential developments as having almost
destruective impact on its metals contracts, the spillover into other markets
must be noted. Other non-agricultural futures contracts would suffer the same
consequences, although somewhat ameliorated by lack of direct competition
from foreign markets. Moreover, since investment capital will flow to futures
contracts afforded the most favorable tax treatment. a dislocation and disruption
could occur in agricultural as well as non-agricultural markets.

Comex believes that the underlying logic for distinguishing between agricul-
tural and non-agricultural futures contracts is unclear. It has been suggested
that because agricultural commodities have a growing season of less than one
year, that it would be impossible for hedgers to obtain long term capital gains
if the holding period was one year. The flaw in this analysis is that hedeers real-
ize ordinary income or loss as the result of futures transactions, no matter what
the holding period or the commodity.!

Another justification for special tax treatment for agricultural futures con-
tracts is that such commodities are perishable. This is a specious argument. since
it is the futures contracts which are traded and not the actual commodities. Hedg-

1 Corn Products Refining Co. v. Commissioner, 215 F.2d 512 (2nd Cir. 1934). See,
also, § 1233(g) IRC and Regulation §1.1233-1(8).
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ing activities generally take place well in adrance of crop harvest. Furthermore,
it is frequentiy stated that a relatively small percentage of futures contracts are
fulfilled by actual delivery of the comwmodity. The delivery figure most often
quoted is some three percent of all futures contracts traded.

Critically, the amendmeat does not contain any definition of what constitutes
an agricultural futures contract. This can only lead to market confusion and
ambiguity in interpretation. There are a number of futures contracts in processed
commodities such as frozen concentrated orange juice, soybean oil and meal, lum-
ber and plywood. These are non-seasonal and non-perishable products. Substan-
tial questions would be certain to arise as to the tax treatment of these contracts.
Similar questions may arize regarding treatment of contracts for cocoa and coffee,
which have no significant domestic crop, and animal products such as cattle, hogs
and frozen pork bLellies. The lack of definition is critical because it expands the
potential impact to a broad group of futures contracts, which combined with
readily defined non-agricultural commodities, account for more than 50 percent
of total annual futures volume.

Of course, there are other factors that critically affect Comex and, to some
degree, other markets dealing in non-agricultural futures contracts. The ramifi-
cations are extensive and would require more complete study. In brief, Comex
would be faced with a decline in membership and revenue. The loss of income
to remaining members and the general financial community will-be significant as
trading diminishes and business goes abroad. Obviously, another sector of un-
employment would result.

These factors stretch beyond Comex and impact on New York City and State
in terms of loss of jobs and tax revenues.

It is also likely that the consuming public would be faced with higher costs
as hedging capabilities are impaired and costs rise for industry.

In conclusion, it is clear that § 2(u) of H.R. 6175 represents a significant de-
parture from present tax policy. The amendment is not technical but highly sub-
stantive, and will destroy the historically uniform, fair and equal tax treatment
afforded all futures transactions. 1f Congress. in its wisdom, determines that such
a change in fundamental tax policy is desirable, then Comex submits that it
should not be accomplished under the guise of a technical amendments bill passed
in the waning hours of this €ongress. Instead. such critical action should be the
subject of separate legislation. afforded full deliberation and study.

For all of these reasons, Comex urges the committee to reject § 2(u) of H.R.
6715.

ADDENDUM TO STATEMENT OF COMMODITY EXCHANGE, INC.

While Comex opposes § 2(u) of H.R. 6715 in its entirety, it feels compelled to

point out that. if the committee does retain this section, it unfairly is made retro-
_active in its application,

Subsection 2 of § 2(u) provides “the amendment made by paragraph (1) shall
apply to sales or exchanges after December 31, 1977.”

Since the subsection speaks of “'sales or exchanges,” it would apply to futures
contracts previously established in 1977 and sold after year-end.

For example. under the amendment, an investor who, in July 1977, purchased
a nonagricultural (sic) futures contract in the belief that after 6 months he
would be entitled to a long term capital gain. would suddenly discover that he
now must hold that contract for 12 motnhs * in order to receive a long term capital
gain. However, it was not until September 23, 1977 that the public first nad nouce
that Congress was ever contemplating such an amendment.

Comex cannot believe the House intended that § 2(u) have such retroactive im-
pact. For these reasons. Comex urges that subsection 2 of § 2(u) be modified so
that section will apply only to “gain or loss on futures transactions initiated after
the date of enactment.”

Senator Byro. The next witness is Mr. Joseph Kartiganer of New
York who is well known to this committee who has testified before and
we are glad to have you again today.

2 See p. 49, House report No. 85-700.
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STATEMENT OF JOSEPH KARTIGANER, PRIVATE CITIZEN

L Mr. KartieaNer. Thank you, Senator Byrd. It is a pleasure to be
ere.

As you indicated, I previously appeared before this subcommittee to
talk generally about the estate and gift tax provisions of the 1976 act.
That was on July 25 of this year when I was a part of the panel com-
posed of Miss Blazek of Washington, D.C., Mr. Costello of your State
of Virginia, and Mr. Eubank of Texas. As a panel, we discussed prob-
lems which we, as practitioners, had encountered with the 1976 act.

Senator Byrp. May I say at this point that your panel, the four of
you, were most helpful to this committee and I want to express the
appreciation of the committee for the tremendous amount of work that
you have done on this problem.

Mr. KarticaNer. Thank you, sir. We have considered ourselves a
panel and we have had continuing discussions as proposals have come
through the House of Representatives and bills have been introduced
here in the Senate, and we have arrived at various consensuses for vari-
ous bills.

I want to emphasize at this time that, as before, we are speaking as
individuals. We have no authority to speak for any group of which
we are members or committees which we chair, but we do believe we are
representative of practitioners, and experienced practitioners particu-
larly, throughout the country.

In the last panel discussion, we found that we spent almost 80 per-
cent of our time talking about carryover basis. When you talk about
the estate and gift tax provisions of the 1976 act, everything pales in
comparison to carryover. We believe that carryover is a technical and
administrative nightmare. It is confiscatory in nature; it is counter-
productive in terms of venture capital, the retention of small busi-
nesses and farms and perhaps the capital markets generally: and it
certainly runs counter to the trend throughout the country for the
simplification of the probate process.

We believe, and we are unanimous in this recommendation, that
carryover basis is unnecessary and regressive and we advocate repeal.
We support Senator Curtis® bill, S. 1954.

However, we recognize that we are lawyers and cannot influence
except in terms of technical comment the political process, so we have
considered two of the bills that have been introduced, S. 2227 and S.
2228, both introduced by you and Senator Dole. Again. we cannot
choose between them because we think the choice is essentially political,
but we do believe that if carryover basis is retained, it is vitally
important that it be fixed up.

You cannot leave taxpayers in limbo and cannot leave the situation
as it is today. where nobody in the country knows what to do or how
to do it. And if you are going to fix up carrvover basis. we believe
S. 2228 is a marvelous job. There are some flaws that we see but. by
and large. it does as good a job as we think possible in fixing up the
problems in carrvover.

I would like to discuss S. 2228, not section by section but concept by
concept,

I think the first important concept, one vital to the success of that
bill, is the concept of grandfathering pre-1977 assets.
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Grandfathering is important because it is practical. On of the major
problems with carryover is the burden it imposes in terms of searching
records to find out what actual basis was for assets acquired during a
period when nobody thought thet records had to be kept.

Grandfathering is fair. It eliminates the reverse indexing action of
the current law which says that, if a person has an asset that remains
relatively flat in value and is not a marketable security, the longer he
lives, the more he loses. It is fair because it keeps the rules of the

me intact. It says that people who acquired assets under the old
aw are not being told in the middle of the ballgame, “we are chang-
ing the rules.” It says to people who require assets in the future, “you
know what yvou are doing; play it by the new rules.” And finally, con-
trary to Mr. Lubick’s statement yesterday, I do not believe that I ever
heard a complaint by a taxpayer about the unfairness of the old sys-
tem. Theoreticians thought that there was unfairness and they may be
right, but I believe that Mr. Lubick’s approach in opposing grand-
fathering is to say that we are going to replace the theoretical, old
unfairness with a very real, current unfairness of greater magnitude.

Perhaps most importantly, grandfathering is equitable and even-
handed 1n its application. You Tave no need for special exceptions for
special assets, For example, Mr. Lubick in his testimony yesterday
spent quite a bit of time talking about an insurance bail-out to change
entity purchase agreements to cross-purchase agreements. He does not
talk at all about the problems of renegotiating those agreements, and
there must be thousands, perhaps millions o them, throughout the
country. Every one of them will have to be renegotiated anf bargain-
ing positions may well have changed.

Senator Hathaway’s bill gives special grandfathering provision for
preferred stock. I do not understand why he singles out preferred
stock. Perhaps it is to save it from dividend or capital gains treatment
when it is redeemed to pay taxes. But only some redemption agree-
ments refer to preferred stocks. The majority of them refer to com-
mon stock. Are you going to have a specia} exception for common stock
subject to redemption agreements? Grandfathering eliminates all of
those problems because it treats all aspects equally.

Mr. Lubick also talked about two other objections to grandfathering.
The first was that it creates an undesirable lock-in effect. I think that
it is undeniable that there will be some increase of lock-in through
grandfathering, but I do not think the lock-in increase will be signifi-
cant. It will affect primarily the elderly. The young will still make
investment decisions the way people have always made investment
decisions and the elderly are locked in anyway because they want to
keep their fresh-start adjustment. So the increase, if it exists, will not
be of great magnitude.

The other problem Mr. Lubick addressed was the problem of the
so-called aging of assets, taking new assets and turning them into pro-
tected assets adding them to old corporations. I believe S. 2228
solves that problem by a specific grant of regulatory authority to the
Treasury to prevent any significant addition to an existing asset in
order to grandfather that addition.

The next major aspect of S. 2228, which we approve and are en-
thusiastic about, is the minimum basis provision which increases the
minimum basis from the current $60.000 to $175,000. I gather from
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the comments that this has received unanimous approval; perhaps I
should not spend too much time on it. L ] i

Treasury has come forward with what I think is a desirable im-
provement—I must say an unexpected one—in adding the $75,000
minimum for the family residence. )

On the other hand, they propose reducing the $175,000 by the
amount of the insurance owned by the decedent. The desirability of
this proposal involves a policy decision rather than a technical one.
The question is what you are trying to accomplish by the bill. Are you
trying to impose carryover only on those estates which you consider
large, in which case the Treasury proposal makes sense; Or are you
trying to eliminate recordkeeping for those estates which are too
small to worry about, in which case the Treasury proposal is counter-
productive.

The next major improvement that S. 2228 suggests is making the
adjustment for estate taxes at marginal rather than average rates. ]

Again, I sense unanimous approval of that; Treasury supported it
yesterday. I am reluctantly inclined to agree with Treasury that you

ave to resurrect the old concept of “property not subject to tax.” Al-
though the S. 2228 system has the benefit of simplicity, it works a
material injustice and significantly increases the liquidity problems
of estates.

We would suggest that the adjustment for basis and the so-called
691 adjustment be rolled together and that the 691 adjustments in-
clude State death taxes as well as Federal.

We approve the carry forward of losses provision. That is another
improvement in carryover basis.

We suggest. for the consideration of the committee concepts which
are not in S, 2228,

One is an elective averaging of basis. elective on the part of the
fiduciary and perhaps limited to assets which are being distributed to
the beneficiaries (to eliminate the possibility of using it to minimize
the taxes when you raise cash requirements). It is important in terms
of eliminating discriminatory ef?ects of the selection of assets to pass
out to one beneficiary or another.

In terms of the prospective operation of carryover, we would like
to see some provision which would except what we consider nonin-
vestment assets. Everybody. when he starts out in life, thinks he is
going to die a millionaire. That means that if he is going to cooperate
with the provisions of carrvover, he must keep records of everything
he purchases. I think it is reasonable to ask him to do that with regard
to investment assets. T am not sure it is reasonable, in fact I think it
1s unreasonable, to ask him to do it with respect to other assets.

We address also the problem of liquidity, which we think S. 2228

solves very well. We are very pleased with the position taken there.
. Mr. Lubick takes a position with regard to the income tax provisions
in the Senate bill, which indicates a fundamental hostility to the entire
concept of section 303. In our experience, we have not found that sec-
tion 303 is subject to any unusual abuse. All taxpayer relief provisions,
to some extent, are taken advantage of. We do not think this is an
unusual one.

By and large, we think most taxpayers do not want to take advan-
tage of the deferral provisions. They want to pay their tax, and they
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will do it if they can raise the cash. Section 303 allows them to. But
because carryover now imposes an income tax liability on that method
of raising cash, we believe that 303 should include income taxes as &
redeemable amount. In fact, we believe that the bill should be expanded
to take into account the not insubstantial burden of State income taxes.

I do not want to take any time of the committee to talk at length
about less substantial matters. I do, however, want to call to the atten-
tion of the committee that there are at least two areas which either
have not been considered by the Senate bills or in H.R. 6715 or, if
they are in the latter, are not adequately handled. )

In the formal submission, we discuss the problems of disclaimers
and transitional rules for generation-skipping purposes. We believe
both of these items are important and deserve the attention of this
committee, )

Thank you, Senator. If there are any questions, I would be glad to
respond.

enator Byrp. Thank you, sir. ]

I gather from your testimony that you feel that the grandfathering
of pre-1977 assets is a basic and extremely important part of S. 2228.

Mr. KarTicaNer. In the real world, Senator, the most serious prob-
lem for the clients—forget the lawyers—is the fact that they do not
have records and there is no way of establishing what went on before.
And to use a system of reverse indexing, such as used in H.R. 6715 and
in the Tax Reform Act, I think is unfair. And the other inequities are
important.

They are important to a substantial portion of the population, pri-
marily the small businessman and the farmer. ‘

Senator Byro, What I am getting at is that if the grandfathering
of the assets were eliminated %mm the pending bill, S. 2228, would 1t
then be a satisfactory piece of legislation?

Mr. KarTieaNer. Removed entirely is your question £

Senator Byrp, Yes.

Mr. Karricaner. The answer to that, for me as an individual, would
have to be no because it would leave problems of such magnitude, and
would make administration of carryover basis so difficult, that I
would rather stake my whole case on repeal. .

- Senator Byro. Other than grandfathering pre-1977 assets, how could
the fresh-start adjustment be made workable so that it does not dis-
criminate against nonmarketable securities in real estate?

bgir. KARTIGANER. I am not sure that there is a way. I have thought
~ about 1t.

One thing that would obviously have to be done is eliminate the
fact that you get an adjustment for only gain purposes and not for
loss purposes. I think that is relatively noncontroversial. That has been
agreed to by everybody who talks about it.

Absent saying that you can go out and appraise everything as of

December 31, 1976, which is worse than carryover to begin with, I
do not know of any system, and the imagination of the people I have
spoken with has not been able to come up with any system, which
works with fairness and does not involve the so-called reverse indexing,
which is the worst part of the fresh start; the longer you live, the more
money you lose.

Senator Byrp. The longer you live, the more money you lose?

Mr. KARTIGANER. Yes.
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Senator Byro. That is the philosthy?

Mr. KarTiANER. That is the philosophy of fresh start as applied to
nonmarketable securities and nonmarketable assets, because it depends
on the ratio of the pre-1977 and post-1976 time. The longer you stretch
the -1976 time, the lower the basis is, as a percentage of date-of-
death value. You are on a treadmill just to stay even. If the value of
the asset stays level, you are losing money. You are not increasing its
value, and you are decreasing your basis.

Senator Byrp. In the testimony against the grandfathering of
assets, Treasury uses as one of its arguments that this part of the bill
could lead to possible abuses and could lead to complexities in drafting
regulations. Your feeling, I gather from your testimony, is that it is
not subject to abuse in any greater degree than any tax legislation
would be subject to?

Mr. KarTIGANER. Senator, this problem has always existed. It is
not new. When the Tax Reform Act of 1976 came out, this question
of abuse was already there with regard to old assets and adding new
assets to them. Lecturers throughout the country were talking about
this great idea. We will age the assets.

That is a problem, whatever approach you take, a fresh-start ap-
proach or a grandfathering approach. There must be a grant of regula-
tory authority to the Treasury to take care of those relatively few
situations which require complicated treatment.

I do not believe it need be statutory. The bill takes the right ap-
proach. It is a short, simple statement which says Treasury can look
at it and decide where the areas of abuse are, and stop it. And I do
not think it is reasonable to subject the great masses of the population
to an inequitable bill because there may be some complications in
drafting regulations to stop a very few who are abusing it.

Senator Byrp. Thank you very much.

Mr. Karricaner. Thank you, sir.

[The prepared statement of Mr. Kartiganer follows:]

STATEMENT OF JOSEPH KARTIGANER

. Mr. Chairman and members of the subcommittee, on July 25 of this year, I,
together with Ms. Blazek and Messrs. Costello and Eubank, appeared before this
subcommittee to speak in general terms about problems which have arisen in
the planning and administration of estates and trusts because of provisions in
the Tax Reform Act of 1976. The four of us considered ourselves a panel and,
since that hearing, we have continued to discuss the issues raised before and by
your subcommittee and issues raised in connection with H.R. 6715, the technical
corrections bill of 1977.

Upon being notified that your subcommittee would hold hearings on H.R. 6715,
S. 1954 (introduced by Senator Curtis), S. 2227 and 8. 2228 (both introduced
by Sentors Byrd and Dole), and ‘S. 2238 (introduced by Senator Hathaway), the
panel decided that there were certain problem areas in the estate and gift tax
fleld which are of such significance that there was need for the designation of
a spokesman for the panel to appear again before your subcommittee and to
recommend certain steps which we believe to be of overriding importance.

This submission, and my testimony, is our joint effort to record our recom-
mendations.

As was the case in my prior testimony, I appear before you as an individual;
I do not have, and indeed I did not seek, authority to speak either for the New
York law firm of which I am a partner or for any committee or organization
(other than the panel) which I chair or of which I am a working member. To
the extent this submission or my testimony reflects and represents the views
of the other panel members, this same disclaimer applies to them.
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CARRYOVER BASIS AND RELATED PROBLEMS

Obrviously, the most important problems in the new tax law originate from
the concept of carryover basis. The provisions relating to carryover basis are
extraordinarily complex; the resulting tax is regressive (it imposes a tax burden
on small estates which never had an estate tax liability ever lLefore the Tax
Reform Act and substitutes a capital gains tax liability in “larger” estates which
Congress hoped would be relieved of tax burdens) ; the tax discriminates against
small and closely-held businesses and increases the likelihood that these busi-
nesses will be merged into larger. publicly-held companies: and the tax reduces
and perhaps negates entirely the relief which Congress attempted to give to
the small and closely-held businesses through other provisions. We are unani-
mous in our recommendtion that the simplest. mosr effective method of curing
the problem of carryover basis is outright repeal. We support S. 1934,

As between the approach taken by S. 2227 and S. 2228, we as a panel were un-
able to secure unanimity. In attempting to choose between the approaches of
these two bills, we are forced to assume that immediate repeal of carryover is
not a practical possibility. S. 2227 offers the advantages of time to make a care-
ful study of carryover basis (avoiding the rush and lack of consideration which
were the hallmarks of the 1976 legislative process) and further opportunity tn
demonstrate that carryover basis (and its alternatives, AET and capital gains
at death) are all unwise reactions to a problem which was magnified in the press
and in some political quarters beyond all rational bounds. On the other hand. S.
2228 represents such significant improvements to the current rules of carrsover
basis that it is difficult to conclude that we should forego the opportunity for
such improvement at this time in the hope of betrer things in the future; and the
elimination of uncertainty ¢which would continue if 8. 2227 were enacted) is in
and of itself a desirable goal.

We are unanimous that. with regard to carryover basis, both 8. 2227 and S.
2298 are preferable to H.R. 6715.

Putting aside the question of priority, we have made a preliminary review
of the provisions of §. 2228 and comment on those provisions of the bill relating
to carryover basis.

Grandfathering

We believe that the bill approach of “grandfathering” pre-1977 assets i a
highly significant contribution to the solution of major problems in carryover
basis. It solves the record search problem created by the 1976 Act: it eliminates
the unfairness of attaching a new tax liability to previously structured arrange-
ments and investment decisions : and. perhaps most important. it is equitable and
evenhanded in it:. treatment of all taxpayers, regardless of the form of capital
accumulation. We recognize that there is a possible economic effect in that it
increases the “lock-in” potential. but we believe that this iz a short-term problem.
affecting primarily the elderly. and that it is a problem which already exists
(in somewhat reduced form) under the “fresh-start” approach taken in the 1976
Act.

The need for ‘‘grandfathering™ is demonstrated graphically by the convolutions
the opponents of grandfathering must go through to do equity in the situations
called to their attention fand. presumably., will go through in the future for
situations they have not yet thought of). Thus. in his testimony before this Sub-
committee, Mr. Lubick spent much time on the need to permit special treatment
for life insurance when ‘entity” stock purchase agreements are changed to
*cross-purchase” agreements; he does not, however, address the problems which
will be inherent in any attempt to negotiate any single agreement between own-
ers whose interests are now competing, let alone the untold numbers of such
plans throughout the country. Similarly. Senator Hathaway. in S. 2238, provides
a special rule for “fresh start” for preferred stock. presumably to avoid dividend
or capital gains tax problems upon redemption: he does not, however, indicate
why preferred stock should be singled out for special treatment over common
stock which might be, and often is. subject to the same liquidity pressures and
pre-existing purchase agreements. We reiterate: “Grandfathering” is practical.
it is fair, and it is evenhanded—it should be adopted.

Minimum Basis

The provisions increasing the minimum basis adjustment to coincide with the
amounts required for the filing of an estate tax return and causing this adjust-
ment to be made before the estate tax adjustment are also significant improve-
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ments offered by the bill. The “small” estate, the estate which Congress intended
to benefit by the 1976 Act provision relating to the estate tax, would be relieved of
most, and perhaps all, the incredible complications introduced by carryover basis.
Although complications would continue to exist for the larger estate, at least
they would be limited to those estates better able to afford the professional help
required.

Marginal Rate Adjustment

We commend the decision to make the adjustment for death duties at marginal
rates rather than at average rates. Since it is the increase in the value of the
asset which increases the estate tax, it should be the increase in the estate tax
which measures the adjustment.

We note that several policy decisions were made with regard to this adjust-
ment which may create technical difficulties and perhaps unfairness. For exam-
ple, no account is taken of the differences between Federal and state taxing
approaches; property not subject to tax may receive a basis adjustment; and
the related 691 deduction” provisions take no account of state death duties paid
by an entity other than the estate and, perhaps more importantly. require a two-
step computation 1 Arst elimirating the estate taxes attributable to appreciation
and then computing the estate tax attributable to the 691 income). We believe
that other approaches, which may be simpler and would probably be more equi-
table, are available and should be considered. For example. the “property not sub-
ject to tax” concept of current Section 1023(f) (4) might be retained: and the
basis adjustment and 691 deduction could be rolled into a single computation.
However, because of the absence of time, we are unable to make a final recom-
mendation on these points.

Carry-forward of Losses

The bill provision authorizing the estate to make use of unused loss carryovers
is a provigion which satisfies the requirements of elemental fairness and is highly
desirable.

Again. we note some possible technical problems. For example, the exception
provisions are too narrow (they are limited to losses attributable to property
“held” by the decedent and should probably extend to any loss attributable to
any property, whether or not held by the decedent. which reflects adjusted basis
on December 31, 1976) and there should be a provision which eliminates the
possibility of utilizing the loss carry-forward twice (once by the estate and once
by a surviving spouse on the return for year of death).

Mr. Lubick, in his testimony yesterday, stated that Treasury opposes “allow-
[ing] the decedent's capital loss carryover to flow from the estate into the hands
of the heirs .. .”, perhaps to be used against other gains. We believe this position
to be lacking in merit. The heirs receive carryover basis property with built-in
income tax liabilities and equity demands they receive the benefit of the losses; if
they use the losses against other property, they will have lost an offset to the

gain built into the inherited property (a position no different from that of any
other taxpayer).

Carryover Basis Problems Not Addressed by the Bill

Two problems in the area of carryover basis not addressed by the bill relate to
allocation of property among beneficiaries and the need for record searches in
the future. As to the former, we urge that consideration be given to a provision
which would authorize an election by a fiduciary to average cost basis among
various assets so that the assets can be distributed to the decedent’'s beneficiaries
without the inequities caused by differing cost bases. As to the latter. we urge
consideration of a provision which would exempt from carryover basis ‘non-
lnvestment assets” (e.g.. the house, furnishings, cars. hobby items such as
stamps and books, and the like) to eliminate the prospective problems of record-
keeping and record searches. A grant of regulatory authority and. perhaps, a
dollar ceiling, would prevent this approach from creating new ““tax shelters.”

We feel strongly that “grandfathering” of pre-1977 assets is the proper ap-
proach. However, if it is rejected, we believe that “fresh-start” should apply for
gain and loss purposes (for reasons of equity and simplicity) and. in all basis

gdiiustment provisions, references to ‘“without regard to section 2032" should be
eleted.
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LIQUIDITY PROBIZMS

Closely related to, but analytically different from, the problems of carryover
basis, are the problems relating to liquidity. Here, we are unanimous that
8. 2228 repersents a significant improvement over the 19768 Act provisions and
the provisions of H.R. 6715.

The approach taken by 8. 2228 to Setcion 303, although not as generous as wwe
would have liked, is a significant improvement over current law. We believe
that the old Section 303 worked well andl we are not aware of abuses. S. 2228
resurrects the old percentages, 35 percent and 30 percent, but. as to the latter,
applies it to a different amount. Under the old law, the 30 percent was applied to
the taxable estate. the estate after deduction for marital and charitable trans-
fers. The bill applies the 30 percent to the gross estate after deduction for debts
and administration expenses, a significantly higher net figure. which makes it
more difficult to qualify under Section 303.

Mr. Lubick, in his restimony yesterday., took a positinn hostile to the very
concept of Secvion 303. labeling it a device used primarily for one-time bailouts of
earnings and predis. From that viewpoint. his position on inpcome taxes as a
qualifying redemrption amount is understandable. However, we dispute the accu-
racy of his perception. As stated, we have not, in our experience. seen Section
303 atused any more frequently than any other taxpayer relief provision and,
in most cases, it provides the only method for securing reeded liquidity. ' As we
testified in July. mest taxpayers would rather not resort to the deferral pro-
visions and wou!d prefer to pay the taxes quickiy if the furnds are available.r Tke
government. through carryover tasis, imposed a tax liabiliry in urilization of
this relief, and we believe that ir is equitable to allow redemptions to pay for this
liability.

In fact, we note that the 8. 2225 amendment to Section 303 refers only to
Federal income taxes. We believe that it should refer to state income taxes a8
well.

With regard to the provisions relairng to the extension of time within which
to pay estate taxes, we commend the decision to make the deninitinn of closely-
held business in Section 6168A 1o conform to the definition in Section 6188, How-
ever. we urge that consideration be given to additicnal changes in these two
deferral sections which would authorize the substitution of collateral for lien
purposes and the tax-free exchange of properties: for the farmer and small busi.
nessman. such provisions would recognize the economic realities which must be
faced by a decedent’s family in attempting to continue the operation as a family
enterprise.

Finally. we believe that the qualification tests in Section 2032A (special valua-
tion for farms) and Section 61696 t13-vear deferral for closely-held businesses)
should te amended to change the qualification test to 50 percent of the gross
estate or 85 percent of the taxable estate t(as opposed to the current 85 percent
of the gross estate).

MISCELLANEOUS PROBLEMS

Several other significant problems exist as a result of the 1976 Act which are
addressed to some extent in H.R. 6715 and 8. 2228, Other problems exist which
are addressed in neither bill. This Subcommittee will hear testimony on many
of these areas relating to both policy and technical considerations. I. as spokes-
man tor the panel. would like to limit my comments to what we consider the
more important areas.

Contemplation of Death

e are chastened to find that it is sometimes easier to make recommendations
than to attempt to establish the technique for carrring them out. An example
of this is the question of transfers in contemplation of death.

The panel had recommended that the whole approach to contemplation of
death be changed in view of unification of gift and estate tax rates and that
the three-year rule be eliminated except for the purposes of bringing back into
the estate gift taxes paid with respect to transfers made within the three-year
period. life insurance transferred within the three-year period. and retained life
interests released within the three-year period. § 2228 adopts this approach.

However, upon reflection, we are concerned that the bill’'s approach, in its

95-902—77—9
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search for simplicity. overlooks complications and creates significant loopholes.
For example. the relief provisions of Sections 303. 30324, 6166 and 6168A all re-
late to the size of the gross estate. If the approach of S. 2228 is adopted,
there would be a great incentive to make deathbed transfers of property aot in-
volved in the closely-beld business in order to allow the interest in the closely-
beld business to qualify. We do not believe that this would be in accord with
congressional intent.

A similar protilem arises hecanse of the possibiliry of a tax-free transfer to a
spouse. If a deathbed transfer of £100.000 i~ made. the total amount which can
pass to the surviving spouse free of tax ix increased by £50.000. This may or may
not be in accordance with congressional intent,

Finally. there appear to be technical problems with SKections 2037 and 2038 which
must be addressed. and consideration must be given to whether the Section 2036
reference should be to interests released. rather than to interests held. within the
three-year period.

If the approach of &, 2228 is not adopted. we disagree with the approach taken
in H.R. 6713. That bill. because it makes incindibility depend upon whether or
nnt total rransfers to a given individual in a single rear would require the filing
of a gift tax return, creates too much of an incentive to argue ahout valuation
and to argue about what constitutes a gift. For example. should a Christmas
gift of a necktie be added to transfers made to an adult son to bring the total
amount of donative tran<fers from 23.% to 23.010, thereby bringing the entire
amount back into the estate? Huwever. we dn commend H.R. 6715 in its recogni-
tion of the prablems created by —split gifts” made within three years of death,
and urge that Section 31+ of H.R. 6713 be adopted in that event.

Dizclaimers -
S, 2228 does nnt address the question of disclaimers at all: HR. 6715 ad-
dresses them ouly in terms of a very limited problem. namely a disclaimer by
a surviving spouse which results iy the interest of the surviving spuse passing
to a trust of waich the surviving spouse is alseo a beneficiary. We commend the
retief offered by H.R. 6715 to thix limited problem. However. we relieve that
there is a more significant problem created by Section 2315, namely the ques-
tions relating to the disclainier of powers of appointment and fiduciary powers.

Nection 2515 detines a power as an interest and requires that. for a disclaimer
to be effective. the disclaimed interest must “pass™ to another person. Since. in
the u=ual case, a disclaimed power “disappears™ rather than “passes.”” we urge
amendment to section 251N to eliminate the passing requirement” v-ith regard
te jowers. We know of no policy reason why Congress should make the disclaimer
of a power difficult. and perhaps impoxsitile.

Transzitional Rulcz for Generatiom-xkipping Trusts

Neither H.R. 6713 nor S, 2228 addresses the unfairness in the 1976 Act’s transi-
tional rules relating to generation-<kipping rrusts. Separate hearings were held
on this guestion by the House Wayxs and Meaus Committee and this Subenm-
mittee will undoubtedls hear ¢rmments on this question during today’'s hear-
ings. We will not belabwr the obvious unfairness of applring retroactive effec-
tive dartes nor will we lLelabor the unfairness of penalizing normal activities
of individual taxjpavyers without givinz them sufficient time within which the in-
dividnals and their advi<ers can learn the new rulezx. However. we urge this
Subcommittee to give consideration to additional transitional rule relief which
would take into aceount the uncountable numbers of individuals who. in ignorance
of the provisions of the new law and without tax avoidance motives. executed
new wills, codicils to old wills. new trust agreements or amendments to old
trust agreements hefare the provisions of the 1976 Act were widelr known.

Obviaus!y, the<e are nnt all nf the matters about which we testified in July
or about which we are currently concerned. However. they do represent mat-
ters which we, as a panel. believe are nf immediate and urgent importance to
taxparyers, to practitioners and to fiduciaries.

Thank you very much for the opportunity to appear hefore this subcommittee.

Senator Byrn. The next witness is Mr. David Hardee. chairman.
Committee on Carryvover Basis. American Bar Association. Section of
Taxation: accompanied bv Mr. George Hauptfuhrer. immediate past

chairman of American Bar Association. Section of Real Property,
Probate and Trust Law.
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First, I want to welcome each of vou: and second. since I note that
You are chairman. Mr. Hardee. of-the Committee on Carryover Basis.
1t just occurred to me that it may be well for you, in beginning your
testimony. to first define for the record so we will have 1t here 1n the
committee hearing. detine for the record carrvover basis.

STATEMENTS OF DAVID HARDEE. CHAIRMAN, COMMITTEE ON
CARRYOVER BASIS. AMERICAN BAR ASSOCIATION. SECTIOR OF
TAXATION, AND GEORGE HAUPTFUHRER, IMMEDIATE PAST
CHAIRMAN. AMERICAN BAR ASSOCIATION. SECTION OF REAL
PROPERTY. PROBATE AND TRUST LAW, ACCOMPANIED BY LIP-
MAN REDMAN. CHAIRMAN-ELECT. SECTION OF TAXATION. AND
DORIS BLAZEK

Mr. Repyax. Mr. Chairman. before we proceed. if I might. since
my nauie does not appear on ti.e printed program. let nie be very brief
and identify myself and identify also my role.

I am Lipman Redman. of Washington. D.C.. chairman-elect of the
Section of Taxaticn of the American Bar Association. My presence
here i~ to make a few preliminary points and to expres- the regrets of
the chairman of our section, Mr. Joiin Pennell. of Chicago. who is par-
ticipating in a tax institute elsewhere in the country and. because of
the short nntice of the~¢ hearings. was unable to extricate himself from
that commitment. My pre<ence is designed to underscore the interest
of these two sections of the American Bar Ascociation in the subject
matter of carrvover basis. Because we speak for two sections of the
ABA. which sections represent 43.%) niembers. I would make the
point that we operate within certain restrictions in the area of our
testimony and written ~tatement,

We have to follow various .ABA procedures in order to be able to
speak for these sections and. in these circumstances today. we speak
only for the-e two sections and not for the American Bar Associa-
tion generaliv.

Mr. Hauptfuhrer and Mr. Hardee. whom vou have identified. will
divide between them—and I really accompany them. rather than their
accompanying me. because they are the primary experts in the area—
they will divide the area for discussion purposes. With Miss Doris
Blazek. a member of the committee. perhaps we can field whichever
questions the chairman may have.

In view of vour request. if vou would defer your request. Mr. Haupt-
fuhrer will proceed. followed by Mr. Hardee.

Mr. HatprrrHRER. My name is George Hauptfuhrer. I am the im-
mediate past chairman of the American Bar Association. section of
real property. probate. and trust law. As Mr. Redman just indicated. T
am here to comment on the very strong views of our 22.000 members.
who regard themselves as the men in the trenches, the men who are
dealing with families at the time of death.
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The technical aspects are in our paper; Mr. Hardee will get to those.
I would like to comment on the broader issues, as our section sees them
almost with total unanimity.

So many of the comments which have been made and which we have
read from the tax experts seem to view taxes as in a vacuum, without
any regard to the human aspects involved at the time of death.

We think these comments cannot see the forest for the trees. At the
time of death. a family is under unusual stress, unusual burdens, un-
usual economic burdens. Not only do vou have the costs, which are
usually substantial. of the last illness and the funeral and the admin-
1stration’s expenses, but you have a tremendous income loss, usually, in
the primary wage earner. This. in itself. is a traumatic event in almost
every family.

We have been concerned about this for years. Mr. Chairman. What
our section has done to reduce the time and costs at death is to pro-
mote the Uniform Probate Code. We also have a statement of princi-
ples to cut down expenses. including lawyers' fees. particularly in
modest estates, those just getting into the Federal estate tax level. We
labored hard with the stock exchange so that transfers of securities
could be made easier and simpler and less costly. and we are now
working with the National Center for State Courts so that the ac-
counting process can be made easier.

We view these things as major steps forward.

In that context and in the greater context of the law, we view carry-
over basis as a giant step backward. On a scale of 1 to 10, when we
look at all of the problem areas in the tax reform measures in 1976,
carryover is at the top. It is No. 10. There is not another problem we
have that would rise above the level of No. 3. Carryover is the main
problem that the people have today in settling estates.

Why!? You have heard many of the reasons. I would just like to hit
the highlights from the perspective of our people who are probating
estates. We think it is unfair to change the rules. No one said it better
than former Solicitor General Griswold. I believe you read his letter
to you into the record.

Next, you have unreasonable administration expenses. and Mr. Eu-
bank and Mr. Costello testified to that at the earlier hearing. You have
unreasonable delay. You do not know what the tax values are for
basis until you complete the estate tax audit. The administrative bur-
den is retrogressive.

Our strongest feelings are in two areas. People just have not kept
the records to comply, No. 1. That goes to the past. And No. 2, it is
unreasonable to expect them to keep those kinds of records for the
future when you are talking about all aspects of one’s life.

As Mr. Kartiganer said, everybody hopes to get into the Federal
estate tax brackets. I wonder if you. or other members of the commit-
tee. or other people here in the audience live their lives so that all of
their records are spread out in a bookkeeping fashion from day one,
and that includes wedding presents, birthday gifts, grandfather pres-
ents, et cetera, et cetera.

It is unrealistic to impose that kind of a recordkeeping burden on
the people of this country.

We think that whep the carryover basis concept was introduced
there were representations made of unwarranted discrimination. We
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believe that, in the totality of the law, that is an unfair and inaccurate
representation.

Ve also believe that the representations with regard to what that
tax law did to businessmen and farmers, in light of carryover, that
representation was for closely held businessmen and farmers totally
inaccurate. Mr. Costello in his earlier testimony before the commit-
tee emphasized that point. Basically it boils down to, if we have
friends like that, one does not need enemies.

In short, Senator, we beg—and I say that word deliberately—we
beg for repeal of carryover basis. We think that the whole system of
self-assessment of taxation. and its survival, depends on repeal of
carrvover basis. We think that the whole system of self-assessment of
taxation, and its survival. depends on repeal of carryover. We think
that the bookkeeping problems run through almost every alternative
that has been suggested. and we urge that, because this area is so com-
plex, when a bill is prepared that we have an opportunity to comment
on the actual language of the bill. We just do not think that 6 days is
enough. because of the complexities.

Thank yvou very much.

Mr. Harpee. Mr. Chairman, I amm David Hardee from Charlotte,
N.C. I am chairman of the carryover basis committee on the section of
taxation.

Before I answer vour question directly. I think it is good to put
carrvover basis in the right perspective. Oftentimes we get o bogged
down in the detail that we forget to see the forest for the trees.

The most important thing for us to do initially is to define the
problem. The problem, presumably, is we have unrealized appreciation
that under former law was getting a tax step-up in basis. Presumably
that is the problem. The problem is defined in terms of lost revenues
from assets with unrealized appreciation which are, in the broad scope
of things, carryover basis property.

Then we need to define that carryover basis property and how much
lost revenue is going through the old step-up in basis.

There is no current analysis of how much unrealized appreciation is
going untaxed each year. It is almost elemental that we know how much
this revenue, this lost revenue, is before we can define the problem.

And then. after we define the problem, come up with a cure.

If we define the problem. then, as lost revenues, we have to apply to
that problem all of the policy considerations that might mitigate that,
such as the desire to keep farms in the families rather than ending up
in agribusiness, and keeping closely held businesses in the community
rather than having them merged into national corporations.

In addition, there is the problem of inflation: a great deal of
unrealized appreciation these days is attributable to inflation. In the
past 10 yvears. inflation has exceeded well over 50 percent and yet the
stock market is down 200 points.

This is a real problem that we, today. do not have a handle on. It is
more important for us to define the size of this problem; then we can
develop a handle on it.

Once we put a dollar value on this problem we can look at the sup-
posed cures, one of which is carryover basis. another of which may
capital gains at death or some other appreciation estate tax concept.
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Then we can see if the cost of the cure is worth the gain, and I submit
“to you that the cost, in terms of administrative flexibility and what it
- does to our self-assessment tax system. is not worth the candle.

Even if carryover basis can be corrected by the Byrd bill and there
are no technical flaws in the Byrd bill. we have some fundamental prob-
lems remaining with carryover basis. The first and foremost is that the
Treasury yesterday said that carryover basis applies only to 2 percent
of the taxpayers. That is true at death. but I have a client who comes in
to me and he says. do I have to keep records of everything I do all my
life? And I say, it depends on whether you have an estate of $175.000
or not. If you have it over that. yes, vou do. If you do not, then there is
no need to under the Byrd bill.

The fact and the point I am trying to make is that we do not know
then, and it is an unconscionable burden to impose on 40, 50, 60 percent
of the population to go through the problems of keeping up with the
cost basis of his storm windows that he puts on his house on Saturdays
so that these records may be available at death (if. indeed. he does
have an estate tax problem). only to tax this 2 percent of the popu-
lation at death.

Further. you have other people. I recall an instance I had in an
estate of $250.000, a farm family. a 150-acre farm. Normally vou do
not think of those people as being wealthy, but. nonetheless, they
:)m(! a death tax problem. They had all of the problems of carryover

asis,

And I was counseling the wife on these problems and she looked at
me and said. we have never had an income of greater than $15.000 a
vear. She could not understand that. She had no idea that their little
150-acre farm was now worth $250.000.

The point I am trying to make is that many people unsuspectingly
will not keep these records even if you do it prospectively. It is for these
reasons that the section of taxation has concluded that outright repeal
is very appropriate and absolutely essential. But because we do not
have a dollar figure on the lost revenues. I understand the joint com-
mittee staff is reprograming their computer and updating their figures;
but their figures are not ready. So we take the position that a 2-vear
moratorium will first. allow us to define the problem of this unrealized
appreciation: and second. to examine the solution. whether it be carry-
over basis. modified carryover basis. or some other alternative, not in
the pressure-cooker atmosphere that we got carryover basis in the first
instance. but rather in a proper legislative process that gives us plenty
of time to comment and critique the problems of grandfathering assets,
tlie pro ration rule. and all of the other fundamental problems. We
have four bills now that we are trying to juggle around on 8 days’
notice and come up with a solution that will be a long-term, viable
solution.

We cannot do it at this time. We need this moratorium.

We will be glad to entertain your questions.

Senator Byrp. Thank you. ) )

Treasury yesterday said that S. 2228, if enacted with some modifi-
cations which Treasury recommends. would solve most of the carryover
basis problems, but I assume that this panel does not agree with that
assertion ?
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Mr. Reoyax. Mr. Chairman, the panel might have some individual
comments with regard to various aspects of S. 2228, but as spokesmen
for the Section on Taxation and Real Estate, Probate, and Trust Law,
we are not authorized to speak to that point.

However, either Mr. Hauptfuhrer or Mr. Hardee may wish to ex-
press their views, which would clearly only be their individual views,
to the extent they can in the framework of the severe time limitations.

Mr. HaverruHRER. My view on that point is the recordkeeping
aspect of it is the tremendous problem. People will just not comply
with the law,

When a person is alive he can remember on such and such a day he
went down to Sears-Roebuck and bought a couple of hundred dollars
of insulation to improve his house and he signs the tax return himself,
and to a certain extent he has a capacity for recall.

But after he dies, it is almost impossible for an executor to recon-
struct that person's life and I think most of those suggestions fall
because of their dependency on accurate recordkeeping.

Mr. Haroek. I think the proration rule we now have is totally un-
workable. Everyone acknowledges that we need some kind of step-up
for pre-1977 assets. but the proration rule that depends upon the date
of acquisition and the cost basis of pre-1977 assets back when the tax-
pavers were not required to keep these records is totally unworkable.

It is very clear in the tax law if vou cannot establish your date of
acquisition and vour cost basis it is then zero. so the proration rule
basis is zero for these people.

Grandfathering is a solution to this problem. but as Treasury
pointed out vesterday. there ave a lot of problems with grandfathering
and it would take a complex statute or a complex svstem of regulation
to prevent its abuse.

The only alternative for pre-1977 assets that T find at all satisfac-
torv—and once vou go through all of these mental gvmnastics yvou say.
is the game really worth the candle—is taking the date-of-death value
of the assets and backing it down—this being on nonmarketable
assets—on a cost-of-living increase, back to December 31. 1976, so that
vou do not have to establish your date of acquisition and your cost
basis in pre-1977 assets.

This has a lot of economic weaknesses because it does not assure that
the appreciation that occurred post-1976 occurred ratably or had any
relationship at all to the cost of living, but it does prevent you from
getting that zero cost basis.

Senator Byrp. Let me ask vou this. Assuming S. 2228 is enacted.
would it be better to have the grandfathering of the pre-1976 assets
as a part of it or not ?

Mr. Harpeg. Personally T think it is absolutelv essential that vou
have grandfathering or another strong cure for the present proration
rule in order to make carrvover basis work.

Senator Byrp. In other words. if T gather accurately from yvour
testimonv. vou are doubtful as to whether S. 2228 should be enacted at
this session. but if it is enacted. it most certainly should include the
grandfathering of assets. or something similar to grandfathering?

Mr. Haroee. Absolutely.
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Mr. Havprrronrer. I would concur with that. As Mr. Redman said,
these are personal. But I would also encourage carve out for investment
of business assets.

Senator Byrp. What do you mean ¢

Mr. HavrrrrHRER. If you are talking about the future in regards to
carryover, after the original grandfathering that is going to give you a
step up ; but for future carryvovers. after the first group goes out, then if
you would limit future carryovers to those business assets where people
do keep records because they have income tax consequences, that would
be realistic and people could live with it. -

Mr. Haroee. Let me make one observation. I think that we are in a
situation where if we had a 2-year moratorium, a 2-year period of time
to first define the problem and then analyze the solution that we are
very fortunate in that it costs nothing in terms of lost tax revenues.

The joint committee staff’s report that went along with the 1976
Reform Act indicated that carryvover basis does not produce or gen-
erate any revenues in its first 2 years. We have nothing to lose by a 2-
year postponement.

Senator Byro. I think that that is a very good point. Treasury. in
that connection, made the point. however, that carryover basis was part
of the package, that the taxpayers are getting some advantage from
the other part of the package and that Treasury feels that they should
get the disadvantage of carryover basis.

Mr. Haroee. My response to that. Senator, is that replacing the
unified rate schedule with two former gift rates and the estate tax rates
and doing away with the exemption. replacing it with a credit. was,
in itself. its own independent exchange. and it should not go on and be
extended to carryover basis. I think vou have got to separate those two.

We have integration and credit exchange for the loss of the
exemption.

Mr. Repyax. I would like to add also. Mr. Chairman. that no matter
how you might define the so-called package. I gather your hearings are
establishing a fair degree of unanimity that carryover basis is a horror
and it costs little or no revenue dollars to provide time to restudy such
a complicated subject. It therefore behooves the Senate and the Con-
gress, and is in the benefit of the public interest, to provide for that
time, so that this complicated subject can be adequately studied: and
certainly through these two sections of the American Bar Association,
perhaps with the authority to speak for the American Bar Association
as a whole during the course of such study, we could provide adequate,
and hopefully very helpful input to the committee and its staff for
purposes of coming up with a workable rule.

b Senator Byrp. No. 1, your first preference is to repeal carryover
asis,

Mr. Harpee. Yes, sir. :

Senator Byrp. No. 2, in lieu of repeal, to defer its application for 2

ears,
Y Mr. Haroee. That is correct.

Senator Byrp. Is your No. 3—I am not clear on your No. 3 choice,
whether you feel if neither one of those can be accomplished, and I per-
sonally favor both of them. then is 2228 the best alternative or is it bet-
ter to leave it as it is until January?
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Mr. Hauprruurer. Here we get into the limitations of our author-
ity one again. Our authority really only goes to the first two proposi-
tions because neither of our groups have had an opportunity to take a
position on any other bill.,

Senator Byrp. Maybe as individuals you would have some thoughts.

Mr. HauprruHRER. I would concur with that statement with the
modifications that were suggested by Mr. Kartiganer in this morning’s
testimony.

Mr. Haroee. The decision is almost a political one and it is difficult
to weigh whether we are better to suffer under the unconscionable bur-
den of the current carryover basis for 6 months if we think we can get
a very sound bill that makes either carryover workable or replaces it in
its lost revenues with adjustment in the death tax rate, or some other

compensating factor. ) i
As a personal preference, I do not like legislation that is adopted in
a pressure-cooker atmosphere of 1 week. I do not think we can fore-
see all of the problems and provide for a long-term, viable solution.
Senator Byrp. The testimony of each of you has been very helpful
this morning and the committee appreciates your being here.
[The prepared statement of the Section of Real Property, Probate
and Trust Law, American Bar Association follows:]

STATEMENT OF THE SECTION OF TAXATION AND THE SECTION OF REAL Prop-
ERTY, PROBATE AND TBUST LAW, AMERICAN BAR ASSBOCIATION

Our written statement is being presented on behalf of both the Section of
Taxation and the Section of Real Property, Probate and Trust Law of the Ameri-
can Bar Association which are concerned with the problems created by Carry-
over Basis. A letter dated September 9. 1977, from Frederick S. Lane, the Chair-
man of the Section of Real Property, Probate and Trust Law to the Honorable
Russell Long expressing that Section's concerns with Carryover Basis is attached
to this statement. This statement, prepared by the Section of Taxation, is in
accord with the views of and is endorsed by the Section of Real Property, Pro-
bate and Trust Law. These are two of ‘he largest Sections of the American Bar
Association together totalling over 48,000 members.

These views are being presented only on behalf of these two Sections and have
not been approved by the House of Delegates or the Board of Governors of the
American Bar Association, and should not be construed as representing the posi-
tion of the ABA.

We very much appreciate the opportunity of appearing before the Commit-
tee to express our concerns with respect to the Carryover Basis concept.

Our statement which follows deals in some detail with the many technical
and administrative problems that have resulted and will continue to result from
the Carryover Basis Legislation. Important as are those technical and admin.
istrative difficulties, we believe that there is one overriding concern with respect
to Carryover Basis that demands its repeal. This concern is that in practical
effect the application of the Carryover Basis rules will have their greatest
impact where the effect can least be absorbed. This impact will be on the middle
bracket taxpayer, the small businessman, the farmer and others who pass on to
their heirs a medium sized estate leaving their heirs with virtually an insoluble
problem of determining basis with respect to the assets received. The wealthy
and those with large estates, either are sophisticated in the area of taxes and
have, as a result, maintained or have had mintained for them, the necessary
records to establish basis. They are in a position to employ those who can es-
tablish those records and the cost of that activity will be minimal in its impact
on them. However, the middle and small bracket taxpayers, those with moderate
sized, but nonetheless, taxable estates will be in the worst position to establish
the basis of assets which they pass to heirs. They will not have maintained the
meticulous records necessary to establish Carryover Basis. They will not be able
to afford the technical assistance to establish that basis. if, indeed, it can be
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established at all. It is this level of taxpayer that is of material concern to the
Section of Taxation.

We are concerned that there is a growing sentiment among many taxpayers
that they have been dealt with unfairly by their government. We believe there
is a growing feeling among this group that they believe the rules have been
changed in the middle of the ballgame. They have proceeded in the conduct of
their activities on the understanding that a precise record affecting the basis
of their property was unnecessary if they planned to leave that property to
their heirs because the property would receive a new basls in the hands of their.
heirs equal to date of death or comparable value. Now they find that their
reliance on that belief has been ill-founded. They have discovered that the rug
has been pulled out from under them and that what they have been led to be-
lieve to be a fact no longer is operative and that they should have been keeping
these records all alung. It is no answer to them to admonish them that they
should have kept the records. They have not and they have not because they
believed it was unnecessary.

Statistics compiled by the Commissioner of Internal Revenue Service clearly
indicate that there is a steady decline in compliance with the Internal Revenue
Code in the income tax area. We fear that, if the attitude being engendered in
taxpayers by the Carryover Basis concept continues to grow because nothing
is done about the Carryover Basis, there will be a growing tendency toward non-
compliance in the estate tax area as well. If the taxpayers of this country lose
confidence in the fairness by which they are treated through the taxing system,
our voluntary self-assessment system will no longer be viable.

From a practical standpoint, Carryover Basis is unworkable. But, aside from
the problems of administering Carryover Basis, the costs involved. the diffi-
culties that are being and will continue to be encountered, the Section of Taxa-
tion believes that the overriding concern of this Committee should be with the
attitude developing among taxpayers by reason of this growing feeling ot
unfairness.

We urge the Committee to consider whether the perceived problem is, in fact,
s0 great as to warrant the massive change brought about hy Carryover Basis.
It may well be that the game is not worth the candle; that the problem sought
to be cured is less harmful than the cure itself. We urge the Committee to pass
Senator Curtis’ hill, 81934, to repeal Carrrover Basis and return to the status
that existed prior to the enactment of the Tax Reform Act of 1976. At the very
least, we urge the Committee to defer the effective date of Carrvover Basis to
December 31, 1978, by pasing 82227, which will permit a thorough and detailed
study of this provision in all of its aspects.

A number of alternatives have been suggested to Carryover Basis. Our state-
ment considers some of those alternatives and points out the deficiencies that
exist in them. Although the problems have heen studied now for over a year
since the enactment of the Tax Reform Act of 1976, we submit that meaningful
solutions and alternatives to current Carryover Basis cannot be adequately
considered in hearings called on seven days’ notice. This is a problem that needs
intensive study, and substitutes for or amendments to Carryvover Basis. gen-
erated in a pressure cooker atmosphere similar to that which produced Carryover
Basis in the first instance will not prove to be a long term solution.

At the very least, we urge the Committee to adopt 82227, deferring the
effective date of Carryover Basis until December 31, 1978, to permit thoughtful
and careful study of the importance of the goal to be sought and of possible
methods of reaching it.

There follows a detailed analysis for a number of the technical problems
created by the Carryover Basis.

I. BACKGROUND

Since the Senate Finance Committee did not hold hearings on the Carryover
Bacsis provisions and they were grafted on the 1976 Tax Reform Biil by way of
conference report, it is difficult to perceive the intended Congressional purposes
in adopting Carryover Basis. However, the House Ways and Means Com-
mittee Report (H. Rept. No. 84-1380. 94th Congress, 24 Sess., August 2. 1976)
presented these reasons for making the changes imposed by the new Carryover
Basis provisions, as follows :

“Present law results in an unwarranted discrimination against those persons
who sell their property prior to death as compared with those whose property
Is not sold until after death. Where a person sells appreciated property before
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death, the resulting gain is subject to the income tax. However, if the sale of
the property can be postponed until after the owner's death, all of the appre-
ciation occurring before death will not be subject to the income tax.

“This discrimination against sales occurring before death creates a sub-
stantial ‘lock-in’ effect. Persons in their later years who might otherwise sell
property are effectively prevented from doing so because they realize that the
appreciation in that asset will be taxed as income if they sell before death,
but will not be subject to income tax if they hold the asset until their death,
The effect of this ‘lock-in’ effect is often to distort allocation of capital between
competing sources.

“In order to eliminate these problems, your Committee believes that the
basis of property acquired from or passing from a decedent should have the
same basis in the hands of the recipient as it had in the hands of the decedent,
i.e., a ‘earryover basis.’ This will have the effect of eliminating the unwarranted.
difference in treatment between lifetime and death time transfers.”

At first blush, it would appear that Carryover Basls does treat the estate
of the deceased in the same tax manner as a living taxpayer. However, closer
examination reveals that this is a myopic view. For instance, the Carryover
Basis provisions now perpetuate the “lock-in” effect of the unrealized appre-
ciation in assets, While, under former law, assets would receive a tax free step-
up in bhaxis freeing these assets from this “lock-in” effect, now this is no
longer true. The Carryover Basiz provisions run counter to the stated economic
goal of allowing the free interchange of capital among competing sources, with
the tax law having as neutral effect on the allocation of capital as is possible.

Secondly, it is exsential that in applying the principle of equity (i.e.. achieving
the same tax treatment for taxpayers of similar economic circumstances) that
the full impact of both death taxes and income taxes generated by the sale of
assets to pay these death taxes be considered.

II. CONFISCATORY NATURE OF CARRYOVER BASIS

After the fresh start adjustments are phrased out or if an estate cannot
prove its cost basis and the date of acquisition, the cumulative effect of the
Federal estate tax, state death taxes, and Federal and state income taxes
imposed upon an estate will consume much of it. The following simple fact situa-
tions graphically illustrate this result.

For simplicity, assume that taxpayer dies with a $1,000,000 taxable estate,
all in closely held stock. Either because his cost basis in the stock is negligible
or his estate or his beneficiaries are unable to prove it, also assume that it is
zero, The approximate Federal death taxes after application of the 1981 credit
leaves his estute with approximately a $300,000 Federal death tax bill. Further,
assume that the deceased is a resident of a typical state that has a death tax
equal to 30¢% of the Federal death tax, adding $80,000 to his death taxes. Since
his estate is eligible for a § 303 redemption for the payment of these death taxes,
$390,000 in stock is redeemed and death taxes are paid. However, the estate is
then faced with the payment of a tremendous capital gain tax. Since the law
provides for adjustments for death taxes paid on the unrealized appreciation,
this $380,000 becomes part of the cost basis in the stock. The § 303 redemption
redeems stock with an adjusted cost basis of $152,000, producing a capital gain
of $235,000. The capital gain tax, plus the minimum tax, will produce a total
tax in excess of $100,000. In order to pay the Federal and state income taxes
on this gain, additional stock must be redeemed. However, this subsequent
redemption does not meet the requirements of § 303, or probably of § 302, so
that the extra amount will be ordinary income to the estate under § 301, pro-
ducing an additional tax of up to 70 percent, leading to subsequent redemptions
to pay these continuing taxes,

After the payment of all income and estate taxes, the net estate may be
diminished by as much as 70 percent to 80 percent. The deferral provisiuns of
§ 6166 and § 6166A only defer this tax and do not greatly diminish it, so the
fundamental problem remains the same. Furthermore, § 2032A does not provide
any relief from these income taxes.

The above fact situation is aggravated even more if the estate contains
only § 306 stock. If it does. and § 3(a) (1) of the Technical Corrections Act of
1977 (H.R. 6715) is adopted, then § 303 will be unavailable, resulting in ordinary
income treatment on all redemptions. The $1,000,000 estate will then be reduced
to almost nothing, due to combined effects of death and income taxes.
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In another example, assume that the $1,000,000 is invested in real estate
(perhaps a farm of 640 acres at $1,600 per acre) and that the estate has $200,000
of recapture property. A sale of part of this real estate to pay the $39,000 death
taxes will first produce ordinary income to the extent of this recapture, perhaps
a total of $200,000. The remaining $190,000 will be subject to several basen
adjustments for death taxes paid but, at the same time, will still produce a sub-
stantial capital gain tax. This tax must then be pald, so additional property
must be sold, producing additional tax, triggering an additional sale of property.

In a fourth example, assume that the $1,000,000 estate consists of works of art
or literary works which are not now consideréd capital assets in the estate.
The sale of these assets to raise the $£390,000 in death taxes produces ordinary
income of $390,000, requiring the additional sale of property, which results
in additional income taxes. When this cycle is complete, most of the assets of
the estate would be consumed by the combined death taxes and income taxes.

The above examples illustrate the devastating tax effects of a not unusual
estate of a self-made business man or a farmer. The replacement of the $60,000
estate tax exemption by the unified credit creates a maximum estate tax savings -
in a $175,000 estate of $25,000. Yet, this sum is quickly recaptured in income
taxes on the sale of the family residence and other assets which may have
substantial appreciation.

The foregoing examples indicate one of the most serious problems of the current
Carryover Basis law-——the extremely harsh tax result that flows from selling
assets to raise the money to pay the death taxes. The equity theory of treating
assets in the hands of the taxpayer's estate the same as if they had been sold
during his lifetime must be extended at least through the payment of the income
taxes which if generated before death would have reduced the taxable estate.
Failure to do this creates an extremely harsh total tax that then becomes
inequitable in other extreme,

III. PROVING BASIS

Perhaps the major problem in taxing unrealized appreciation is one of
proving the initial cost basis and date of acquisition of Carryover Basis assets.
Bstablished tax law is very clear: the burden is one the taxpayer to prove his
basis; if he fails, then he has no cost basis in the assets. This cost basis is
established by traditional rules of evidence that have univeral applicability.
These rules of evidence have been developed over numerous years and have
evolved such exceptions as are necessary to fairly establish facts and preserve
the integrity of our judicial system.

In tax matters, with few exceptions, the duty is placed upon the taxpayer to
establish the facts needed to support his position. Thus, he has the burden of
proof to show by preponderance of the evidence the facts upon which his
determination of basis rests. If the taxpayer fails to establish the cost basis
of the asset, then § 1023 (g) (3) may apply. This section provides as follows:

“If the facts necessary to determine the basis at the hands of the donor or
the last preceding owner are unknown, to the donee, the Secretary or his dele-
gate, if possible, shall obtain such facts from such donor or last preceding owner,
or any other person cognizant thereof. If the Secretary or his delegate finds it
impossible to obtain such facts, the basis in the hands of such donor or last
preceding owner shall be the fair market value of such property as found by the
Secretary or his delegate as of the date or approximate date at which, according
to the best information that the Secretary or his delegate is able to obain, such
property was acquired by such donor or last preceding owner.”

This statute, in effect, would establish an alternate cost basis if the taxpayer
can establish an acquisition date and if the taxpayer can establish the fair
market value when it was acquired by the donor or the last preceding owner.
These are two big “ifs” and greatly restrict the ultimate use of this section.
Almost by definition, the evidence that will be available in situations arising
under this section will be hearsay. The decedent or the decedent’s donor (who is
also likely to be dead) will normally be the only persons who have direct
knowletdge of the basis and the date of acquisition in the Carryover Basis
property.

The Federal Rules of Evidence would be applicable in Tax Court and in
Federal District Court. Rule 803 of the Federal Rules of Evidence provides- for
exclusion of relevant evidence if its probative value is outweighed by other
facts, such as prejudice or misleading the jury, even where the declarant is
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available as a witness. Rule 804 provides for exceptions where the declarant is
not available as a witness.

One of the most frequent exceptions under Rule §03 that will be invoked by
taxpayers to establish the basis of Carryover Basis property will be Exception
No. 16, Statements in Ancient Documents. The Rule provides for the admissi-
bility of “statements in a document in existence 20 years or more, the authenticity
of which is established.” The exception evolved because in the case of documents
of such age, there is usually a great need for tne evidence and because of the usual
dearth of other evidence. See Weinstcin's Evidence (Matthew Bender, 1973),
§503(16(01)).

This rule is founded on the premise that since the document came into existence
long before the litigation at issue and without its anticipation, the motive to
misrepresent would normally not exist. However, when faced with the problem
of establishing a cost basis and acquistion date, it is highly likely that decedents
will go to great lengths to make self-serving statements and to attempt to
establish other admissible evidence of a cost basis, without regard to facts that
are no longer knowable or accurate. Hence, the area is fraught with problems
of fraud and the admissibility test for ancient documents is probably insutficient
to prevent these statements from being used as evidence. Furthermore. the
Service will not have available any evidence to impeach this evidence and. ihus,
its credibility. It is simply impossible to develop the traditional judicial restraints
on admissibility of evidence of this nature in such a fashion as to permit admis-
sion of authentic documents that are not self-serving or fraudulently prepared,
and allow their veracity and probative value to remain virtually uachallenged
by the Internal Revenue Service.

An additional problem is raised as to whether the executor should rely upon
this evidence. The executor is forced to play the role of a judge and decide on
the admissibility of the evidence and, if admissitle, its probative value. Further,
the beneficiary receiving the Carryover Basis property has to go through the
same procexs of weighing the evidence, its admissibility and probative value. If
predictability. ease of administration, and simplicity are hallmarks of good leg-
islation. then it is hard to imagine a worse law to implement than the current
Carryover Basis provisions.

Another exception is provided both in Rule 803 and in Rule 8§04 providing for
exceptions where the declarant is not available:

“A statement not specifically covered by any of the foregoing exceptions but
having equivalent circumstantial guarantees of rrustworthiness, if the Court de-
termines that (A) the statement is offered as evidence of a material fact; (B)
the statement is more probative on the point for which it is offered than any
other evidence which the proponent can procure through reasonable efforts: and
{C) the general purposes of these rules and the interests of justice will best be
served by admission of the statement into evidence. However, a statement may
not be admitted under this exception unless the proponent of it makes known te
the adverse party sufficiently in advance of the trial or hearing to provide the
adverse party with a fair opportunity to prepare to meet it, his intention te
offer the statement and the particulars of it. including the name and address »f
the declarant.”

Statements from the decedent’s acquaintances, business associates. etc.. as to
what they understood his basis in the property to be will come within this rule.
This exception to the hearsay rule in conjunction with Rule S03 affords the trial
court discretion to admit or exclude on the basis of the peculiar strength or
weakness of the particular evidence offered. This exception will frequently be
employed in cases arising under Section 1023. but, again, it will be extremely
difficult to predict in advance whether a particular piece of evidence will ulti-
mately be admitted at trial. This makes it difficult to know whether to rely upon
the evidence in determining basis or whether to disregard the evidence and con-
clude that the basis is unknown. And. again. the question arises as to whether the
beneficiary should accept the § 6039A statement at face value or make his owa
determination.

The foregoing indicates that establishing the cost basis from date of acquisition,
even under Section 1023(g) (3). is an extremely difficult task. It is made much
more dificult in view of applying the law retroactively. If the date of acquisition
and the cost basis (or fair market value) cannot be readily estahlished. then the
fresh start rule § 1023(h) (2) is of absolutely no value and taxpayers will be
denied a fresh start step-vp in basis.
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For instance, how would a taxpayer begin to establish the cost Lasis and bold-
ing period of gifted property, assets received in an involuntary couversion. like-
kind exchange, tax free § 331 transfers. or tax free reorganizations, to name
a few possibilities? Furthermore, the § 6039A notice required to be given to
beneficiaries has no evidenciary value. (Its numerous uther shortcomings will
be discussed in detail later.)

IV. PROBLEMS WITH INTEGRATING CARRYOVER BASIS WITH PROVISIONS OF THE CoDE

The current Carryover Basis statute provides for too few exceptions from
its application and is not properly integrated with the other sections of the
Internal Revenue Code. The following areas are some of the more blatant short-
comings of curreat law :

A. Personal Residence.—There is no specific exclusion or exemption from
Carryover Basis on any amount of gain recognized on the ~ale of a personal
residence. Congress has long indicated its desire to defer the payment of tax
on the gain recognized on a personal residence (§ 1034), with special tax con-
siderations given to people over age 685 (§121). It is incomprehensible that
Congress would now take away these tax considerations through Carryover
Basis, creating an even heavier tax burden on the ultimate disposal of a per-
sonal residence without a specific exemption of some amount,

B. Property which has an Indebtedness in E>cess of its Basia.—Borrowing
against property has never before been treated as a taxable event. However,
when a taxpayer disposes of property which has an indebtedness in excess of its
basis, he is treated as having received income to the extent the debt exceeds
basis, even if it is a gift: see Malone v. U.8., 325 F. Supp. (ND Miss, 1971),
off'd. per curiam 435 F. 2d 502 (5th Cir.. 1972). and Johnson v. Comr. 485 F. 2d
é079 8:)6"1 Cir., 1974) ; or a charitable contribution, Rev. Rule 73-194, 1975-1

.B. 80.

Under the foregoing rationale. the deceased, or his estate or heirs, would also
have income. It is doubtful that Congress intended to tax a surviving spouse
on the transfer of the family residence, merely because it had a mortgage on
it in excess of itz tax basis. Due to the non-recognition treatment of the sales
of principal residences, or the refinancing of a tome for educational or medical
costs, this could become a common occurrence. The fact that the estate is still
liable for the debt makes no difference to the Internal Revenue Service.

C. Section 303 Redemptions.—Section 303 permits a family corporation, by
redemption. to distribute funds sufficient to pay death taxes and administration
expenses without the distribution being taxed as a dividend. Indeed, prior to
the 1976 Act. a § 303 redemption gave rise to no taxable income at all. because
the decedent’s estate obtained a stepped up basis for the stock redeemed under
§ 1014

Under the 1976 Act. an estate will take a Carryover Basis for the stock
redeemed. Thus, a § 303 redemption will now generate capital gain tax in most
cases. In the family corporation context. the tax so generated could be quite
substantial. since shareholders in such corporations frequently have a very
low basis in a business they originated.

The purpose of § 303 is to permit the estate of a large shareholder of a family
corporation to obtain cash from the corporation with which to pay the taxes
and expenses caused by the shareholder's death. Congress recognized that if the
money for death taxes and expenses could not he obtained from the corporation
without a dividend tax. family corporations would be forced to sell out at the
founder's death, thus contributing to the concentration of industry in large,
publicly held companies. The same policy considerations that justify affording
relief in the payment of estate and inheritance taxes occasioned by death apply
with equal vigor to income taxes generated by the Carryover Basis provisions
to raise funds to pay those death taxes.

Rection 303 currently offers inadequate relief to estates of closely held com-
panies and will result in the forced sale of many family corporations. For ex-
ample, if the 100c: shareholder's estate is able to withdraw £200.000 from the
corporation with which to pay estate and inheritance taxes and administrative
expenses. the only way available to raise the approximately £60.000 to $£75.000 of
income taxes payable on the § 303 redemption is by a further redemption. How-
ever. this redemption does not qualify for § 303 and probably will not qualify
for capltal gain treatment under § 302. This will result in the withdrawal being
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tully taxed as a dividend under § 301. resulting in additional income taxes at the
higher ordinary {income rate.

D. Bection 1221(3) Assets.—A literary work, work of art, or other such prop-
erty is not considered to be a capital asser in the hands of the person who created
it. However, under § 1221¢31 (), the estate of the creator (or his beneficiaries)
could treat such works as capital assets. The Carryover Basis provisivns change
this result because their basis is determined by refereunce to the basis of the
creator. Although this may be proper in theory. there is legitimate concern that
a part of these assets sufficient to pay death taxes and income taxes should be
eligible for capital gain treatment.

E. Recapture Propertics.—The general explanation of the Tax Reform Act of
1976 prepared by the Staff of the Joint Committee on Taxation makes the fol-
lowing statement :

It is also intended that where property passes to an estate which has un-
realized appreciation which would have been subject tu recapture (under sec-
tion 1245 or section 1230 if it had been sold by the decedeut prior to his death.
the potential depreciation recapture is to be passed through to the beneficiary
who receives the property.”

The first question that arises is whether the unrealized appreciation subject
to recapture under §# 1248, 1251, 1252, and 1234 is also to be passed through
to the beneficiary who receives the property. or was t intended to simply carve
out §§ 1243 and 1250 for special treatment. Another question is whether it was
intended that the “fresh start” adjustment for appreciation prior to 1977 was in-
tentionally made not applicable to §f 1245 and 1230 property.

Potential recapture carries with it an accrued tax liability that ig not reflected
in estate tax values. To the extent that this deferral continues. this is justified.
However, thig tax liability should properls be retflected if the estate is forced to
sell these assets to pay death taxes.

F. Net Operating Loss Carryforicard. —XNet operating loss carryforwards cur-
rently expire upon the death of a decedent. Siuce his assets now carry forward
their pre-death characteristics. it is equitable to also permit this carrsforward.

G. Capital Loss Carryforicard.—Also, under current law, capital losses expire
upon the death of a decedent. Since basis is carried over. these lusses should also
be carried forward.

H. Minimum Tar and Marimum Tar.—The untaxed portion of capital gains
is currently treated as a tax preference item, subject to the minimum tax. and
reduces the availability of the maximum tax. The combined effect of these taxes
increases the marginal rate of capital gains tax to almost 30 percent. The policy
considerations that led to the adoption of the minimum an® maximum taxes with
respect to capital gains do not necessarily apply to the sale of capital assets to
raise funds for the payment of death taxes.

1. Comprehenzive Tar Reform Propozials of the Adminixtration.—Within two
weeks. the Administration is going to announce itz Tax Reform Proposalz for
overhauling our tax system. In various memoranda of the Treasury Ddepartment
on these proposals. there is indication that substantive revizions will be proposed
in capital gains, capital losses. real estate depreciation. ordinary income rates,
indexing of basis. and integration of corporate income taxes. Rince changes in
these areas dramatically affect Carryover Basis. it is absolutely essential that
these provisions properly mesh with the trearment of unrealized appreciation at
death. The only proper method of achieving this result iz a reconsideration of
the Carryover Basis concept. not only in light of its many shortcomings. but also
in light of major tax revision that is about to begin.

V. TECHNICAL AND PRACTICAL PROBLEMS OF IMPLEMENTATION OF CARRYOVER BASIS

The general explanation of the Tax Reform Act of 1976 prepared by the Staff
of the Joint Committee on Taxation stated. in Section I, Paragraph F. that two
of the major purposes of the Estate and Gift Tax portion of this Act were (i) to
relieve the pressure on the estates and families of farmers and small businessmen
to sell or partition the assets of the estate in order to pay the Federal estate
taxes. and (ii) to raise the level of estates that may escape the imposition of
the Federal estate tax. The greatest practical problem with implementing the
current Carryover Basis provisions is that there is no exclusion of asset: from
these requirements. All estates. regardess of size, are required to make basis
adjustments. flle notices. and comply with a myriad of other complex and need-
less details. The following section will set forth the broader practical problems
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inherent with implementing these Carryover Basis provisions. Only a few of
the overwhelming number of problems have been addressed by the Technical
Corrections Act of 1977. Many are inherent in the concept of Carryover Basis:
others are present in the current law, but can be changed only by substantive
policy decisions.

A. Personal Property Erclusion—The term ‘‘Carryover Basis property is
defined as any property which is acquired from or passed from a decedent and
which is not specifically excluded from such definition. Among the limited types
of property excluded (such as income in respect of a decedent, proceeds of
life insurance, etc.) are “personal or household effects” in the hands of the
decedentr and with respect to which the executor makes an election to exclude
from the application of the Carryover Basis rules. The personal and household
effects selected for exclusion by the executor may not exceed in value $10,000.

This provision was intended to provide relief from the burden of tracing and
proving decedent’s basis in personal and household effects, unless he is wealthy.
However, a taxpayer with two average cars already exceeds the £10,000 worth
of personal and household effects exemption, so it is of limited value to many
middle class families.

The first decision an executor is faced with is what assets are personal or
househnld effects for these purposes, Is there any reason to distinguish between
clothing. cars, televisions, etc.. and works of art, coin collections. stamp collec-
tions, ete., hased on the investment aspect of the latter group? Neither the statute
nor the Committee reports provide any guidance.

Since the Carryrover Basis of personal or household effects cannot exceed the
estate tax value for purposes of determining a loss. the executor is further faced
with a decigion as to what personal or household effects to elect to exclude from
the Carryover Basis provisions. This assumes that the executnr will be able to
determine the basis of the propertvx—which is the nverwhelming problem that
the exclusion of personal and household effects attempted to solve. Thus. the
executor must still determine the hasis of every asset so as to make the further
determination as to which ones to exclude.

The Technical Corrections Act of 1977 attempts to soive this problem by
providing that in calcuiating the hasis adjustment under § 1023¢h) (2), an arbi-
trary & percent annual discount back to December 31, 1976. is to be applied to
the Federal estate tax valuation of “tangible personal property.” thereby re-
moving the need to establish the basis of such assets. Although this amendment
eliminates the need to establish the basis of tangible personal property acquired
prior to 1977, it still has formidable problems. For instance, the law is further
complicated by a new term “tangible personal property.” presumably different
from “personal and household effects.” but lacking any definition. The arbitrary
8 percent annual discount bears no relationship to time economic changes and
is of no value to assets acquired after 1976.

Annther area which will cause serious problems to an executor is the acquisi-
tion by a decedent over a period of time of a large number of similar assets hav-
ing small individual value. such as a coin or stamp collection or silver service.
It is impossible to determine the basis of each item acquired over the years, but
there is no provision allowing for an averaging nf basis for ease of administration.
(A similar problem exists with dividend and mutual fund reinvestment plans.
To require an accounting of the cost basis and acquisition date of every re-
investment nr every acquisition of a part of & collection is an absurd burden on
?ecumrs and an impossible enforcement problem for the Internal Revenue
Service.

Still another practical problem is who is to make the election if there is no
formal administration of the estate. due to the small size of the probate estate.
In such a situation. § 2203 provides that the person in possession of the property is
the “executor.” If there are several surviving joint owners of property held with
the decedent. there will he competing interests as to which assets are excluded
from Carryover Basic. And even if there is a formal administration of the
estate. the executor will likely be faced with competing interests as to the assets
<elected if there are two or more beneficiarier of personal property. Still further
problems may arise if the estate rax valuation of such personal and house-
hold effects is raised on audit. Does the executor then file a new election? If
assets are snld during administration. may others be substituted? May the ex-
ecutor madify or revoke a prior election?

B. Adjustments in Computing Carryover Baxiz.—The adjustments to basiz
of Carryover Basis assets are nothing short of horrendous. Perhaps the greatest
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injustice of these awful adjustments {s that they apply to virtually every de-
cedent who has appreciated Carryover Basis assets, without execption. It is far-
cical to think that every taxpayer who qualifies as executor in its ali-encompa~sing
tax definition is going to make these adjustments. and file the required § u3v.\
notice, thus striking at the integrity of our self-assexsment tax system.

The law provides for four adjustments to ba~ix, each of the last three turning
on calculations made in the preceding adjustments. The following is a descrip-
tion of some of the more onerous adjustments:

(1) Item-by-Item Adjustment.—Each asset must be adjusted individually.
There i{s no provision for grouping like or similar assets. For example, fractional
shares of a dividend reinvestment program wmnust each be adjusted separately.
Assets not subject to tax do not qualify for some of the zdjustments, o the sume
asset’: may have a different basis. depending upun whetler it was allocated to
the marital deduction or to the residue.

{2) Multiple Bases for the Same Assct.—The “fresh start’ adjustments apply
only for purposes of determining gain, bur not for the purpuse of determining
loes. Further, most states still allow a step-up in value of ussets to their fair
market value on the date of death. These results mean there may be as wmauy
as five possible bases for a single asset.

(3) Suspended Basis Problem.—Section 1023i(c¢) provides thLat the basis of
appreciated Carryover Basis property shall be increased by an amount which
bears the same ratio to the Federal and state estate taxes as the net apprecia-
tion in value of such property bears to the fair market value of all property
subject to the estate tax. However, the amount of the Federal and state estate
taxes will be uncertain until these taxes are finally determined. thereby “suspend-
ing” the basis adjustment provided in § 102,(c¢). The same may be true with
respect to the basis adjustment provided in § 1u23(e) providing for an adjust-
ment for state succession taxes paid by a recipient of appreciated Carrgsover
Basis property. If such property is suld prior to the final determination of tl-e
Federal and state estate, death, and succession taxes, it will e impossille to
determine the amount of gain or loss resulting from such a sale because of the
suspended basis of the asset sold. As a result, it will also be impossible for the
seller to accurately report his gain or loss for income tax purposes. If the
reported taxes are relied upon by the seller, and the final determipation is
different from the reported taxes, then claims for refund and amended returns
wilt have to be filed. Since the statute of limitations may well run on the inc n:e
tax returus where Carryover Basis asset sales are reported prior to the finaliza-
tion of death taxes, the filing of protective claims for refund and protective assess-
ment of taxes will become necessary. The burden of these tasks is in defunce
of sound tax administration and an unmanageable burden on both the taxparsers
and the Internal Revenue Service.

(4) Recalculation of Carryover Basis.—Any time the value of any property
includable in the decedent’'s adjusted gross estate is changed upon audit. the
basis of each Carryover Basis asset must then be re-determined because of thLe
reliance upon the ratio of net appreciation in value of property to the value
of the estate in determining Carryover Basis adjustments.

Further adjustments are required in the basis of each Carryover Basis asset
if a different “fresh start” adjustment is made. For instance, if the holding
period of a nonmarketable asset changes, even slightly, then there is a change
in the total net appreciation of assets subject to adjustments and recalculation
of basis of every asset must be made.

(5) $60,000 Minimum Basis.—Section 1023(d) provides for a “minimum basis™
adjustment up to $80,000 afrer the “fresh start” adjustment aund the § 1023(c)
death tax adjustment. It is the intention of this adjustment to eliminate many
small estates from the subsequent capital gains tax inherent in Carrvover Basis
properties by allowing a minimum blasis of $60.000. However. this provision is
inadequate, since many modest-sized estates wiill have to pay much more in
income taxes than they saved in estate taxes LY introduction of the credit.
Further, the average family residence now sells for the amount of these adjust-
ments, leaving other assets of a modest estate with possible substantial income
taxes to be paid.

(8) Fresh Start Adjustment.—The first of the complex series of adjustiments
to basis ig a step-up to December 31. 1976, value. This adjustment is made solely
for purposes of determining gain, so the executor must determine a lasis with
the adjustment and another without the adjustment. Marketable bonds and se-
curities are given a step-up in basis to their value on December 31, 1976, if the
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fair market value on that date exceeds their adjusted basis on such date. The
term “marketable band or security” is loosely deiued as any security for which
there was a market on the stock exchange. in an over-the-counter market, or
otherwise, as of December. 1976. Neither the Conference report nor the Commit-
tee report assists in defining what the term “othe: wise” means. Furthermore, in
the only regulations isxsued under Carryover Basis, T.D. 7500 on marketable bond
or securities do not lend much light on defining the term “or otherwise.” It does
not discuss in depth what constitutes a marketable bond or security. For in-
stance, what is the status of stock in a personal holding company which vwus mar-
ketable bonds and securitiex? What i8 the status of restricted stock of a publicly
held company? What is the status of commodity futures contracts which are
normally traded on a public market? In addition. of alarm and serlous concern is
the fact that the International Revenue Nervice waived both notice and hearing
requirements when adopting these temporary regulations. thus denying auy public
input into their content.

If an eligible “fresh start” arset is not a marketable bond or security. then a
proration of the appreciation ig to be made as between the holding period of the
asset prior to January 1, 1977. and the holding period of the asset fromm Decem-
ber 31, 1976. to the date of death. To the extent that personal property is not
excluded under the $10,000 exclusgion for personal and housebuld effects, the basis
and holding period for each personal property axset must still be determined. The
taxpayer is required to establish the basis and holding of each asset which was
acquired prior to December 31, 1976.

The calculations necessary to compute the “fresh start” adjustment to basis can
become highly complex, even in what would be considered uormal situations. For
instance. suppose a decedent owns real estate that she acquired upon the death
of her husband many years ago. If no Federal or state estate or inheritance tax
returns had to be filed at that time. and no apprairal was made. it would be an
exceedingly difficult task to go back and “appraise” the value of the real estate
as of the death of the husband. Another problem occurs if the decedent owued
several residences over a period of years and. making matters even worse, made
substantial improvements to each of the properties before selling. If no records
are available as to the purchase price or basis of the first residence. then it will
be difficult to make all of the adjustments necessary upon the xales and pur-
chases of subsequent residences. In addition. taxpayers very often keep poor
records as to substantial improvements they make to their properties. Such sub-
stantial improvements are treated separately for purposes of the “fresh start”
rules and without sufficient records, it will be impossible to make the required
calct lations.

In many cases where a decedent has inherited properties over a period of years
and has received substantial gifts over a period of years. there will be ahsolutely
no record of where the items came from, of when they were acquired. nor of the
basis of such items. The time spent by the executor in researching the basis of
such items would be excessive.

The enormous problems of proof have already been discussed in detail. Suffice
it to say that these problems are even more serious. since the proration rule is
applied retroactively when taxpayers had no notice and now have no means of
establishing the facts required to establish cost basis and acquisition date ac-
quired many years ago.

The step-up in basis provided by the “fresh start” rule alzo contributes to
the “lock-in" effect, since holders of highly appreciated property will attempt to
hold such property until death to avail their estates of this step-up.

(7) Foreign Tar Adjustment.—Currently, no basis adjustment for unrealized
appreciation in Carryover Basis property is allowed for foreign death taxes,
even though they are actually paid and are credited against the Federal estate
tax (as are state death taxes).

(8) Bpecial Use Valuation Election's Effect on Basis Adjustments.—In the
event of recapture, there is no current means to effect basis adjustments with
respect to special use valuation property (§ 2032A), as though the election had
not been made. This i{s a prime deterrent for electing special use valuation.

(9) Miscellaneous.—Certain aspects of the basis adjustments for Federal and
state taxes on pre-1977 appreciation encourage taxpayers to make large sales
and to reduce indebtedness immediately prior to death. Because the Federal and
state estate tax adjustment are computed at the average rate of such taxes,
if a highly appreciated asset {8 sold and a capital gains liability incurred im-
mediately prior to death, the estate taxes are reduced at the highest marginal
rate, therefore producing an overall tax advantage. Additionally, the deductions
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under § 20533 are not included with the marital and charitable deductions allowed
in determining the gross estate for purposes of the basis adjustment under
§ 10231c). Therefore, basis may be further increased by satisfying indebtedness
{mmediately prior to death.

VL INCREASED BURDEN OX EXiCUTORS

Executors have the responsibility to carry out Carryover Basis in the face
of the multitude of problems previously described. Many of the professional ex-
ecutors, such as banks and trust departments, will refuse to serve except in very
large estates. This shifts the burden of Carryover Basis to people with modest-
sized estates and they are least able to afford professional assistance absolutely
required to comply with this hydra-headed monster. In addition, executors now
have more pronounced fiduciary duties to the estate aund its beneficiaries, which
cause justitied concern.

A. Fiduciary Rcsponsibility of Erecutors.—As previously mentioned, in deter-
mining the basis adjustments under subsections (¢) and (e) of § 1023, providing
for basis adjustments for Federal and state estate and death taxes, property
qualified for the marital and charitable deductions are to be treated as not sub-
ject to tax and will not be entitled to these adjustments. Therefore, the executor
must decide which axsets to allocate to a marital or a charitable portion and
which assets to allocate to the taxable portion of the estaie. The difference is
rignificant where certain assets have greatly appreciated and other assets have
not greatly appreciated. If the greatly appreciated asset is allocated to the tax-
able portion of the estate, then the Federal and state estate and succession taxes
paid with respect to such property may be added to the basis under subsections
(c) and (e) of §1023. This will have the effect of maximizing the basis increase
and minimizing the gain realized upon subsequent sale. However, the gain that
would have been realized upon the sale of the high basis-low appreciation asset
still might be less, 80 the executor must determine how likely it is that a sale
may occur in the taxable portion of the estate and what gains would be realized
respecting the various assets in the estate if they were sold. Naturally, the
executor will also have to consider the effect on the surviving spouse and to her
beneficiaries upon her later death of allocating high-basis or low-basis assets to
the marital portion.

The Carryover Baris provisions raise what appear to be unresolvable issues
relating to the real value of arsets in an estate. Under former law, when an execu-
tor was told to distribute, for instance, $150,000 to a beneficiary, no problem was
presented.

Under the Carryover Basis provisiong, that same executor is now confronted
with the problem of how to satisfy such an instruction. For example, given two
assets to work with, both worth $150.000, but one of which has a cost basis of
$140.000 and one a cost basis of $10.000, which asset should the executor choose
to deliver the designated beneficiary? Is that to be a fair market value at death,
the value of any potential income tax liability in an asset, or some compromised
value in between? This whole new world of questions relating to the true value
of estate assets incredibly complicates the job ofan executor distributing estate
assets from an estate, forcing him to balance two variables where only one
existed before, and exposing him in the course of this balancing act to increasing
claims and liabilities from disgruntled beneficiaries.

B. Section 6039A Notice.—New § 6039A provides that every executor, as de-
fined in § 2203, is required to furnish the Internal Revenue S8ervice and the re-
ciplent of the decedent’s property certain information with respect to Carryover
BRasis property. New § 6604A provides for substantial penalties for executors who
do not furnish the information required under § 6039A.

A similar problem with the definition of “executor” appears with respect to
§ 6039A as appeared with respect to the election to exclude up to £10.000 worth
of personal and household effects. In other words. where there is a small estate
with respect to which formal administration is unnecessary, or where administra-
tion is not actually necessary because most of the property is jointly held or in the
hands of an independent trustee or there are similar assets not passing through
an executor’s hands, there may be confusion as to who is responsible for filing
the notices required under § 6030A. As previously indicated, § 2203 provides that
the term “executor”’ means the executor or administrator of the decedent or, if
none, then the person who is in actual or constructive possession of the property
of the decedent. Therefore, where there i8 no formal administration of the estate,
but there are several beneflciaries. it would be difficult to point to any one bene-
ficlary and s