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Comumrrrze oN Ways AND MEANS,

' Washington, D.C., January 29, 1969.
Hon. Davio M. KennNeoY, | |
Secretary of the Treasury. -

DEAr MR. SECRETARY: A8 you know, by letter to the Speaker of the
House of Representatives dated December 31, 1068, President John-
son formally advised the Congress of the existence of the studies and

roposals for tax reform which were developed by the staff of the

reasury Department, pursuant to the Revenue und Expenditure Con-
trol Act of 1968, and of his decision to make no recommendations to
the Congress in the light of the fact that he would be leaving office
on January 20, This communication also referred to the fact that the
material contained in the studies and proposals would be made avail-
able to the Committee on Ways and Means of the House of Represent-
atives and to the Finance Committee of the U.S. Senate at such time
as those committees might request such material.

You will also recall the meeting which we had some days ago at
which time the senior members of our res‘:ctive committees dis-
cussed with you the procedures which might be followed with regard
to obtaining these studies and proposals.

The purpose of this letter is to request, on behalf of the Committee
on Ways and Means of the House of Representatives and the Com-
mittee on Finance of the Senate that you make available to our re-
spective committees the studies and proposals to which reference is
made. It would be appreciated if you conld provide a copy to each
committee at your earliest convenience.

With kindest regards,

Sincerely yours,

Wisor D. Minis,

Chairman, Committee on Ways and Means, House of Repre-

sentatives.
Russein B. Lona,

Ohairman, Committee on Finance, U.S. Senate.

ke DG Funary 30y 1965
GJ ? t [} 2 { ()
Hon. WiLsur D. MiLis, "o ’ ’

Chairman, Committee on Ways and Means,
House of Representatives,
Washington, D.C.

Dear MR, CHAIRMAN : In response to our earlier understanding and
your request in the letter of January 20 from both you and Chairman
Russell B. Long, Committee on Finance, U.S. Senate, I enclose here-
with a copy of the tax reform studies and })mposals for the Commit-
tee on Ways and Means of the House of Representatives. As you
know, these studies and proposals for tax reform were developed by
the Treasury Department. during the administration of President
Johnson and were transmitted to me by then Secretary Joseph W.
Barr on January 17, 1969.

Sincerely yours, Dave M. K
Aavip M. Kennepy.
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Tl#sw mgr Uﬂ?maryﬂ 1869,
a8 ton, .
Hon. Davio M, KenxspY, ' '
U8 Trenmey Desenoment
e
Waskington D.C . ’
Dzar Mz, Kennzor: The attached are the studies and
ing tax reform which were reviewed by Sounmz Fowler prior

to lua leaving the Treasury Department, together with his woomrny-
ing statement which was approved by him. last paragraph o

statement states as follows:

We bave besn conducting Treasury staff studies as background respecting
mht«"'urucuurlum However, they are not sufficiently

mature or complete to support specific proposals at this time. These studies are
soing forward and should be available to Congress in the next seesion.

Since that date some of the material referred to in that last
pomh has been completed. These staff studies are therefore
hereto as supplomenury material, as background for the
gev’olopment and assessment of proposals in tbuwwnth which they

Sincerely yours,
Josxra W. Baxz.
"
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I. STATEMENT OF THE HONORABLE HENRY H. FOWLER,
SECRETARY OF THE TREASURY, FOR THE CONGRESS
OF THE UNITED STATES, ON THE TAX REFORM PRO-

GRAM
(December 11, 1068)

We present to the Co proposals for comprehensive reform of
the Internal Revenue Code of 1954, This [brggmn contains proposals
for tax reform developed by the Treasury Department over more than

2 years and meets the request of the Con in section 110 of the
4 %ontrol Actof 9%&5

Revenuo and Expenditu 1 )
Most of our individuals, families, and business firms are paying

their fair share of the Federal tax bill which yielded $150 billion in
fiscal 1988, They do this primarily by a process of voluntary self-
assessment, under o system of tax administration that employs the
most modern technology and methods of m:er:;llsement, and operates
efficiently and at low cost. Furthermore, asa t of major steps that
have been taken in recent years—through the Revenue Acts of 1962
and 1964, the Excise Tax Reduction Act of 1965, the Foreign Investors
Tax Act of 1966, the Tax Adjustment Act of 1066, the Federal Tax
Lien Act of 1966, tho Revenue and Expenditure Control Act of 1068,
and administrative reform of depreciation procedures—our tax sys-
tem is today better attuned than ever before to the requirements of
high-level investment and economic growth.
o can take pride in these facts.

At the same time, however, we must recognize that there are other
facts about our tax system which we cannot, by any means, view
with pride. On the contrary, as believers in justice and fairness we can
only deplore circumstances like these:

nder present law, 2.2 million families with incomes below
the poverty level are required to ;lm.y Federal income taxes, These
persons of all our taxpayers are least able to pay taxes. For ex-
ample, a married couple with an income of the poverty limit of
$2,200 would gnqmlly pay an income tax of $84. Such a tax bur-
den on these low-income individuals and families is inconsistent
with a tax based on ability to pay and a national commitment
toehmmut:tgoverty.

On the other hand, there are a sizable number of individuals
with very high incomes who pay little or no income tax. Indeed,
although the Federal income tax is designed and understood to be
pl:oFresswe, the fact is that many persons with incomes of $1
million or more actually pay the same effective rate of tax as do
persons with incomes only one-fiftieth as large.

In contrast to the ﬁ'mup just described, there are other persons
with high incomes who are fully taxable on all their income and
thus pay effective rates of tax in the 60- to 70-percent range, well
above the average offective rate on persons at these income levels.

8)

- -y



4

There are many billions of untaxed capital gnins income in-
cluded in the assets owned by persons who die each year—in 1966
about $18 billion. Simply because the owners found it neither
necessary nor desirable to sell the assets during lifetime, these
gains are not and will never be subject to income tax under present
law, unlike other wealth accumulated during lifetime out of taxed
income, such as wages. N

When a husband dies, his widow may be subject to tax on a
substantial part of the property which he leaves to her. This may
mean a heavy burden of estate taxes on the widow, even though the
property has been accumulated in part through her efforts and is
intended to provide for her old age. The burden on the widow will
be accentuated if there are minor children. The problem is espe-
gully difficult if the property is in the form of a family business or

arm.

There are a number of large business organizations, with mil-
lions of dollars of wealth subject to overall common control, which
pay tax almost entirelm the special rate designed for amall busi-
nesses—not at the substantially higher rate applicable to large
corporations—by organizing their businesses in the form of a
chain of amall corporate units, and claiming multiple exemptions
from the corporate surtax rates. An enterprise with total assets of
many millions can divide itself into hundreds of separate corpora-
tions with the aim of achieving an annual tax saving of millions
of dollars,

Some tax-exempt private foundations are being ured to accumu-
late assets and wealth. Over a period of years, such foundations
do not realize any appreciable amount of income and consequently
do not distribute any significant percentage of their resources to
charity. Thus such foundations accumulate wealth, and thereby
deprive charitable activities of funds which the tax-exempt status
accorded the foundation (and contributions to it) was designed to
accomplish. This abuse is compounded when the motivation of the
accumulation is to further personal or business purposes of the
donors of the foundatinns and their families.

Through situations such as these, and other types as well, a minority
of the population &ays far less than its share of tax while others may
bear special hardships to meet their tax liabilities, Many of these spe-
cial benefits and devices are intricate, subtle, and difficult for the aver-
age person to understand. But all of them flaw our tax system and
undermine the standards of justice and fairness which should prevail.
For the minority who benefit, these special advantages add up to sub-
stantial windfalls.

There i8 no comfort to be found in the view that, after all, no tax
system is perfect. The flaws are too severe, too widespread, and—in
some cases—too notorious for that.

As indicated earlier, much has been done by the four Congresses
since 1961 to improve our revenue laws. Some examples of the impor-
tant reform provisions in individual and corporation income taxes
enacted in the Revenue Acts of 1962 and 1964 would include:

Introduction of the minimum standard deduction to lighten the

income tax burden on the poor.



Corrections of abuses that arose through the use of deductible
ex accounts for personal expenses. .

Information returns on dividends and interest to improve com-
pliance in reporting these items.

Rop«: of ;dnyndend d:redlt;. " "

Recapture of gains on depreciable personal property.

Fullog uxatigl: of lom'l;u tax-haven oorgomions, and other

forms of foreign income,
Fuller taxation of mutual casualty insurance companies and

tives,

gimitutions on tax-free reserves of mutual thrift institutions.

Revised taxation of certain employer-financed fringe benefits,
such as sick pay, group life insurance, and stock options.

Introduction of averaging under the individual income tax.

Introduction of deduction for employes moving expenses.

i Lli:jution on use of multiple properties for computing
epletion,
trengthened personal holding company provisions,

Further tax refom? were woomd;lllghed iﬁnmflm, and 1068, The
1085 Excise Tax Reduction Aot tl]ln-ovidod equity, simplification, and
reduction, by repealing most of the discriminatory excise taxes levied
by the Federal (Government. The 1968 and 1968 acts introduced gradu-
ated withholding and also completed the structure for shifting the pay-
ment of corporate income taxes to a current payment basis, consistent
with payments by individuals. .

To build upon what has been done, this effort must be continued.
Toward this end the Treasury submits herewith for congressional con-
sideration a program nf comprehensive reform of the Internal Revenue
Code. The program of reform we are recommending will accomplish
the following major objectives:

For the individual income taw it will—

Take & major step, through incmaiﬁthe minimum standard
deduction, toward lifting the anomalous burden of income taxation
from families and individuals who live on the margin of‘é)ovarty.

Assure that those who are financially able will pay at least &
minimum fgo in support of their Government, covering that
minority of high-income individuals who are able to arrange their
il:nroes of income so that they pay little or no tax under present

w.

Assure that the system of deductions for Feraoml expenses and
the provisions excluding certain sources of income operate con-

sistently and do not provide a double benefit. This would be accom-
plished by allacating itemized deductions between tawable income
and excluded income for taxgayers who have large amounts of
excluded income, rather than by allowing the full amount of the
deductions to be offset only against tawable income, as is now

permitted. e
Establish a mawimum tax to assure that henceforth no individual
will pay more than half his total income in Federal income tax.
Simplify greatly the income tax by raising the standard deduc-
tion limits to bril:f them more closely into line with current pat-
terns of personal deduction outlays and current levels of personal
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income, thereby restoring the use of that deduction to the level
which prevailed when it was established in our tax system.

Revise the structure of the charitable contribution deduction
to retain and even increase the encouragement for charitable
giving while still achieving simplification through the expanded
use of the standard deduction,

Simplify the income tax for the elderly and channel the tax
relief to the taxpaying elderly who need it most,

Limit the deductibility of “farm losses” from nonfarm income
to correct the abuse of farm accounting rules by wealthy non-
farm taxpayers and corporations,

Liberalize the tax treatment of moving expenses for the steadily
increasing number of our working force who change residence
because of a change in the place of their employment.

Correct other defects and provide important simplifications
of present law.

For the death and gift taxes it will—
Achieve fundamental revisions of an area which has not been

thoroughly reexamined or revised since 1942,

_ Reduce rates of estate taxation by 20 percent over a period of
time. '
Change present law income tax treatment of appreciation in the
value of assets transferred at death or by gift, so tﬁat in the future
such apprecintion, to the extent it occurs after the date of enact-
ment, will be taxed at death or gift under the income tax in the
same manner as other capital gains. Only the net value of the
assets after deducting the inconme tax will be subject to the estate
tax.
Permit transfers of property between husband and wife by gift
or by bequest to be entirely tax free.

Replace the present dual system of treating lifetime gifts se;fm-
rately from transfers at death, by a single unified system for
taxing both. The unified system will eliminate a source of very
considerable tax advantage now accorded to those fortunate
em;:gh to be abje to distribute wealth by gift during life as com-
pared to those who, for various reasons, are not in a position to
make lifetime gifts.

Deal with the tax adwntage now available through the use of
lox}g-term trusts to avoid estate tax for a generation or more.

rovide special estate tax relief where property is left to
orphaned children.

rovide liberalized rules for the payment of death taxes to
avoid possible forced sale of closely held businesses and farms.

Provide additional structural improvements.

For tax-exempt organizations the program will—
Carry out the recommendations made in the Treasury Depart-
ment report on private foundations to the Congress on February
- 2, 1960, to eliminate serious abuses which have arisen among some
private foundations and their donors.
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Remove the marked inducement which present law provides for
tax-exempt organizations to purchase businesses and other in-
come-producing property with borrowed funds. .

Expand the tax on unrelated business income to cover addi-

tional tax-exempt organizations. . _
Tax the investment income of social clubs and certain other

tax-exempt membership organizations,

For the corporate income tax the program will—

Restrict the use of the $25,000 exemption from the corporate
surtax so that it serves the purposes for which it was intended—
relief for truly small business—and thereby end the advantage of
multiple exemptions now obtained by corporations operating in
chain form.

Correct a defect in the 1962 legislation reforming the tax treat-
mont of mutual savings banks, so that such banks will be paying
the amount of tax expected from them under that legislation.

Correct. the tax treatment of mineral productjon pnivm.ents to
prevent avoidance of the limits on the allowance for depletion and
eliminate distortions arising from the mismatching of income and
expenses. o o

Some of the recommendations I now submit to implement this ﬁrq-
gram will incrense revenues; others will decrease them. Together, their
revenue effects are balanced ; they produce no significant net revenue

in or loss. This balanced approach reflects the conviction that the

asic work of tax reform need not await general tax increases or de-
creases involving an overall adjustment in rates, nor should the basic
work of tax reform be tied to temporary tax changes for counter-
cyclical purposes, .

The proposals recommended have been framed to provide a fair and
orderly transition in those cases where individuals and businesses have
made their arrangements based on existing law, We do not intend to
have the harsh impact of abrupt changes, On the other hand, we do
not want to be frozen into the status quo where it causes special inequi-
ties or preferences, )

Tax reform is used here to mean structura) tax reform—revision of
those provisions of our law which shape the tax structure through
defining the taxable base, rates of tax, and the administrative require-
ments of reporting and payment.

This program therefore does not extend to fiscal policy measures
designed to influence economic stability and the level of economic
activity (such issues as possible continuation of the tax surcharge and
authorization for the President to make discretionary changes in tax
rates), nor does it include programs to spend or distribute revenues
(such as the negative income tax and other income-maintenance pro-
grams, and revenue sharing with State and local governments).

In working on the structure of our tax system, one is confron
with the suggestions for tax incentives to enlist private initiative to
meet our social and economic problems. We have given careful con-
sideration in this proposed revision of our tax system to such possible

LRV
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solutions to these problems. We believe that our social and economic
needs can better be served through direct measures outside the tax
system, rather than by tax credits and other forms of tax incentives,

nsistent with this conclusion, we have also attempted to minimize
distortions caused by existing special tax provisions.

Indeed, it has been our experience that when the Jgroposed tax in-
centives are viewed as alternatives to budget expenditures, there are
direct nontax methods available which are feasible and helpful, and
which give greater benefits for the budgetary costs involved than dothe
tax incentives, Examples of effective nontax methods of achieving ob-
mttlhies that hadl been s&ugh: throu%: the (;ax gym include tguarar;t

oans, equal opportuni ants, and other pro assi

students an(ﬁheir amilies wyitgrthe costs of higher e&uoation; direct

ants for water pollution control projects; rent supplements and
interest subsidies to increase the supply of low- and middle-income
housing; and Government contracts with private employers to train
‘hard-core unemployed for jobs. These methods achieve the important
objectives in & manner consistent both with an equitable tax system
ang :lv\xtlbgaroful and responsible budgetary control by the executive
and the Congress.

Also udopglpn of tax oredits and other sﬁecial tax provisions, which
generally are inefficient in accomplishing their objectlvesl‘would cause
an unnecessary loss of revenue and thereby delay or make less likely
general reduction in income tax rates. General rate reduction is the
most equitable and most neutral form of tax reduction.

The proposals I am recommending represent & minimum but compre.
hensive program for tax reform which the Treasury Department u
Congress to act upon in the coming session, Thesa glroposals are Im-
Krtant, :Feclﬂc, positive, carefully researched, and fully documented.
They merit prompt action by the Congress. They represent significant
Improvements over existing law.

me emphasize that we are recommending a minimum plan with
the hope that it will receive widespread support and be enact into law
as promptly as possible. We are therefore not covering areas and lssues}
whose inclusion might delag prompt consideration and approval o
the proposals recommended here. )
ore specifically, the recommendations do not extend to the taxation
of certain industries—extractive industries, timber, real estate, finan-
cial institutions—which receive special tax preferences to such an ex-
tent that the effective tax rates on these industries are far below the
average for all industries. The omission of recommendations for these
industries affects mainly the corporate income tax, and not the indi-
vidual income tax. The proposals for taxation of appreciated prop-
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erty transferred at death, the minimum tax, and allocation of deduc-
tions will go far to prevent the treatment accorded particular indus-
tries from distorting the application of the individuaﬁncomo taxina
manner contrary to the ability-to-pay concept.

The lack of specific proposals, however, should not be taken to mean
that the current tax treatment of these industries is necessarily correct.
For example, there are many proposals by Members of Congress and
others re?arémg the current taxation of the extractive industries es-
pecially oil and gas which deserve consideration.

The tax treatment of this industry, however, is only one aspect of
many relating to our energy industries and therefore bears a relation-
ship to our overall energy policies. These' policies are of importance
to national securlt{y, our balance of payments, foreign trade, and other
important areas of public concern in addition totax fairness,

resident Johnson almost 2 years ago directed his science adviser
and his Oftice of Science and Technology to sponsor a thorough study
of energy resources and to engage a staff to coordinate energy policy on
a Government-wide basis. The study was to include examination of,
and recommendations concerning, the tax treatment of our natura
resources, including petroleum, nonenergy minerals, and timber. Un-
fortunately the ag ropriation recommended by the President to finance
this study has not been approved by the Cox&gms.

We have been conducting Treasury staff studies as background re-
specting proposals for these particular industries, However, they are
not sufficiently mature or complete to supsort specific proposals at this
time. These studies are going forward and should be available to Con-
gress in the next session. )

In addition to this statement of mine, the Treasury Department pre-
sents the following materials to describe the tax reform proposals and
the reasons and data which support them:

Part II.—General description of proposals.

Part ITI.—Concise summary of proposals and summary tables.
Part IV.—The case for and the dimensions of tax reform.

Parts V-VIII.—General and technical explanations. .

The program here presented represents a major step in the continu-
ing tasﬂ of tax reform, The proposals will materially strengthen the
structure of our system of income and estate and gift taxes. L

We recommend this program to the Congress for prompt action in
the next session.

N
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II. GENERAL DESCRIPTION OF PROPOSALS*

Inpivibvar, Income Tax
RELIEF FOR PERSONS IN POVERTY

Minimum standard deduction

Under today's law single individuals and all but the largest fam-
ilies may be subject to income tax even though the‘ﬁ are living in
Foverty. This results from the fact that the present individual exem

ions and standard deduction are lower than the poverty income levels,
There is thus a clear case of the need for tax relief at these income
levels. The most effective way to provide relief at low income levels
and to concentrate the associated revenue loss at such levels is through
an increase in the minimum standard deduction. .

Thes Treasury recommends that the minimum standard deduction
be increased from the present $200 plus $100 for each allowable ex-
emption to $600 l&)lus $100 for each allowable exemption (subject to
the same overall limit of $1,000 that exists under present law). Out of
the 2.2 million families in poverty who are subject to Federal income
tax under present law, about 114 million would become nontaxable
and the remaining 1 million would receive tax reductions,

ELIMINATION OF UNACCEPTABLE TAX ABUSES

A number of the recommendations relate to the elimination of un-
acceptable tax abuses or advan which are primarily available to
higher bracket individuals especially those who can choose their in-
come sources, These provisions have the effect of creating considerable
variation in effective tax rates amox;g mxf)aye;s in these income levels,
causing considerable unfairness in the allocation of the tax burden.
A, Minimum individual income tax

Tax reform must come to gn;;s with the fact:that under present law
it is possible for some individuals with very large incomes to pay little
or no tax, while other individuals with far less income are required to
pas a higher percentage of their income in tax and persons with low
and modest incomes are required to pay a significant share of their
income in tax, This situation is indefensible, It arises because certain

pes of income enjoy a favored tax status under the Internal Revenue

o. Whatever may be the merits of each of these tax preferences, of
overriding importance is the principle that every individual with
substantial income should pay a minimum tax toward the cost of
Government that in itself bears a relationship to the income involved.
The preferential provisions and the resulting exclusions from in-

1The text contain ral description of th proposals. A concise summary
the m«m. tog:tl;c: %’:‘éﬁ revenue estimates m&ry ublo.i and the é&u of tl?:
pro; s, appear in II1. (18)

.

T e 0

T e - e

TR U AR AN e P WIS Ewe L -



14

come that contribute most significnntly to this disparity in trentment
among individuals are:

The exclusion of one-half of the taxpayer's net long-term capital
gains, with the alternative of taxation of the entire gnin at a mnxi-
mum rate of 25 percent.

The exclusion of interest roceived on State and local govern-
ment bonds.

The exclusion resulting from percentage depletion in excess of
the capital invested in the ownership of minerals or other natural
resources.

The exclusion of the appreciation on charitable gifts of appre-
cinted property, such as stocks, to the extent that this appreciation
is taken as a deduction.

The Treasury recommends s minimum tax to be applied to an income
base brondened to include the amounts now omitted because of the
exclusions referred to above, The schedule of rates for the minimum
tax would be gradunted from 7 to 35 percent. The tax is designed so
that when applied to the expauded income base it yields u tax oqual
in amount. to the tax payable under the regular rates on half as much
income, Thus the minimum tax would have the effect of placing a 50-
percent ceiling on the amount of an individual’s total income which
may be excluded from tax. The individual would be required to pay
this minimum tax whenever it exceeded his liability under present law
definition,

An individual would ordinarily not be subject to the minimum tax
(that is, he would not find the minimum tax to be larger than his
regulne tax) unless the sum of his excluded items exceeds the amount.
of his regular taxable income. In no event, however, would an in-
dividual need to be concerned at all with the minimum tax computation
if his total income—computed on the expanded basis—is less than
£10,000 (or $5,000 for a married individual filing a separate return).

Asexamples, n married couple:

With $5,000 of wage income (i.e., ndjusted gross income) and
$4,500 of the exclnded type income, would not. come under the
minimam tax. Their total of regular plus excluded income is helow
the $10,000 exemption.

With $25,000 of regular taxable income, after deductions and
personal exemptions are nllowed for, would not be subject to mini-
mum tax so long as excluded type income was also $25,000 or less,

With $150,000 of regular income, after deductions and exemp-
tions, and $400,000 of completely excluded income, would be sub-
ject to minimum tax, Present law tax would be $76,980—only 14
percent of total income. The minimum tax on their total income
of $550,000 would amount to $163,280, $86,300 more than present
law tax, and would equal 30 percent of totn] income, This is ap-
proximately the same amount of tax as would be paid on $275,
of m&;gm' taxable income (equal to half their total income of
$550,000).

B. Allocation of deductions

Under the present structure of deductions and its relationship to
the composition of income, taxpayers are able to obtain a double bene-
fit from items of excluded income and thereby significantly reduce
their tax burdens. This situation occurs amofig those taxpayers who
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have apprecinble amounts of excluded income together with personal
deductions, and who thus escape a fair tax because their deductions are
up{{hed agninst only the taxable part of their income, )

he unfuirness of the present systom is illustrated by the following

cRse:

was in capital gains, the remaining $74,202 from wages, dividends, and
interest. He oxcluded one-half of his capital gains, which he is allowed
to do under present law, thereby reducing his present law (adjusted
gross) income to $670,405 (after allowing for the $100 dividend ex-
clusion). From this income he subtracted all his personal deductions,
which amounted to $676,419 and which included $587,698 for interest
on funds borrowed presumably for the purpose of purchasing the
securities on which the capital gains were earned. As a result, after
allowing $1,200 of ?\ersonal exemptions his taxable income was re-
duced to $1,786 and he paid a tax of $274. His overall tax rate, there-
fore, was about two-hundredths of one percent,

Deductions which reduce taxable income are justified only to the ex-
tent that they are properly assignable to that income, When an in-
dividual receives income in forms that are excluded from taxation—
such as the items discussed above in connection with the minimum
tax—it is not consistent or proper to permit him to subtract all of his
eligible deduction items from that part of his income which is subject
to tax and ignore the excluded part. )

The T'reasury recommends that an individual’s itemized deductions
be allocated between his taxable income and his excluded income, with
only the part allocable to the taxable income to be permitted as deduc-
tions in computing tax. The excluded income to be taken into account
for this allocation is represented by the items that would be added to
the tax base in applying the minimum tax. An exemption would be
provided to insure that taxpayoers with less than $5,000 of excluded in-
come need not make this allocation,

The application of this allocation proposal to the example just cited
would produce a taxable income for the individual of $319,004 rather
than $1,786, and a tax of $208,850 rather than $274.

In this case, the tax due after the allocation requirement is such
that the individual would not be liable for the minimum tax. In other
cases, however, the tax computed in accordance with the allocation
rule may still be below the minimum tax, The individual would then
pay the minimum tax rather than the tax computed by the allocation
rule, but in computing the minimum tax the individual would be able
to utilize all lis deductions including those allocated to excluded

income.
0. Correction of abuses by nonfarmers of farm taw rules

Farmers are permitted to u}()lply liberal tax accounting rules for the
computation of income and deductions associated with farming. These

liberal departures from good accounting practices are permitted for

1This is derived as follows: The a nﬁed gross income equalmﬂa.oo re nt of AGI after
it Is expanded to include the excluded half of capital gains less the a&m al $6,000 exemption
($679,408 divided by tr‘e sum of $670.408 plus $605.213 minus $8.000 e?ulla 53.09 per-
cent) ¢ this p;?entn“e n'npll«l to allocable perronal deductions ($676.4 o_hvhlch ves
the amount of deductions allowed againat adjusted gross income ($369,111). This disallows
sm.aog of deductions permitted under present law; thus taxable income is increased to
$319,094 from $1,788 under present law.

An individual had a total income of $1,284,718 of which $1,210,426
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farm operations in order to sgmre the ordinary farmer the bookkeep-
ing chores associated with the taking of inventories and accrual
accounting, Briefly these rules permit farmers: .

To use the cash accounting method and ignore their yearend
inventories of crops, cattle, etc.; ) )

To depart from the normal treatment for capital expenditures,
such as those associated with the development of breeding herds
or of citrus groves, fruit orchards, vineyards, or similar ventures,
and instead obtain current deductions for these expenditures.

Over the years more and more high-bracket taxpayers, whose pri-
mary economio activity is other than farming, have exploited these
rules for the purpose of gaining tax advantages. hv electing the special
farm accounting rules which allow premature deductions, many of
these high-bracket taxpayers show “farm losses” which are not true
economic losses. These “tax losses” are then deducted from their high-
bracket nonfarm income resulting in large tax savings. Moreover
these “tax losses” which arise from deductions taken because of ca ital
costs or inventory costs usuallﬁv thus represent an investment in farm
assets rather than funds actually lost. This investment quite often will
ultimately be sold and taxed only at low capital gains rates. Thu
deductions are set off against ordinary income, while the sale price o
the resulting assets represents capital gain. )

In addition to creating these important escapes from the individual
income tax, these practices are leading to a distortion of the farm
economy and are harmful to the ordinary farmer who depends on the
farm for his livelihood. The attractive farm tax benefits available to
wealth l[:;wsons have caused them to bid up the price of farmland
beyond that which would prevail in & normal farm economy. Further-
more, because of the present tax rules, the ordinary farmer must com-
pete in the marketplace with these wealthy farmowners who may con-
sider a farm profit—in the economic sense—unnecessary for their

pu?’)]oees.
ere is, therefore, a clear need to prevent exploitation of the farm
tax rules by taxpayers who were never intended to benefit from them.

The T'reasury recommends that the deduction of “farm losses” against
nonfarm income bt limited to $15,000 in any taxable year (but with
the opportunity to carry losses back for 8 years and forward for 5
years). This limitation would not apply in those cases where the net
income from farming is computed by normal business methods of
accounting with the use of inventories and proper capitaliza-
tion of preparatory and development costs. These rules would apply to
both individuals and corporations.

This ‘pro;i‘osal would affect fewer than 14,000 individual tax returns,
and would have little or no effect on taxpayers with less than $15,000
of nonfarm income, About two-thirds of the revenue gain from the
proposal would come from individuals with nonfarm income of more
than $100,000,

D. Tawxation of multiple trusts and accurnmlated income in trusts

One premise of our present tax system is a progressive rate scale for
individuals. This system is abused when taxpayers create additional
entities for the purpose of spreading income among several “tax-
payers” thereby lowering the overall tax rate, One marked abuse is the
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creation of trusts to accumulate income at low rates and to distribute
that income with little or no additional tax even where the beneficiary
is in a high tax bracket, In such a case, unwarranted tax reduction is
achieved because the trust's income is taxed separately from the
beneficiaries’ to whom it is ultimately distributed. Present law contains
the so-called “throwback” rule which taxes to the beneficiary the trust
income earned in the 5 years preceding distribution. This rule, how-
ever, is subject to exceptions which have permitted abuse.

M’oreover, in some cases, tax?myera are seeking to compound the
abuse by creating multiple similar trusts with a view to dividing the
total income among numerous taxpaying entities,

he T'reasury recommends that the throwback rule be applied to all
trust distributions without being limited to the last 5 years income and
without the various exceptions now contained in the code. Some minor
exceptions will be provided for administrative convenience. The effect
of this change will be to treat all taxpayers receiving distributions
from trusts as if th?{v had received the income over the years it was
earned, Credit would be given for taxes paid ‘lg the trust. Also, sim-
plified methods of computation will be provided. To reach the special
situation where, on the termination of a trust accumulating income, the
gropprty is to be returned to the grantor and the accumulated income
istributed to his wife, the rules would provide that the grantor of the
trust be taxed currentiy on all income accumulated for eventual dis-
tribution to his spouse. This is consistent with the present rule that
income accumulated for eventual distribution to the grantor is taxed

currently to him.
LIMITATION ON TAX BURDEN

Mazimum individual income taw

As part of a program for achieving tax fairness among higher in-
come individuals, it is appropriate to consider not only those who B:xy
too little tax in relation to others, but also those who pay too much tax,
The former group consists of individuals whose true income includes
substantial amounts of excluded income. A minimum tax has be
proposed for them under a rate schedule that could raise their effective
rate of tax on true income u|f) to nearly 35 percent. )

The latter group consists of individuals who enjoy few, if any, tax
preferences. For example, of those with taxable income of ugo,ooo
or more, about 20 percent would pay—after the other reforms included
in the program—more than 50 percent of their true incomes in tax.
This tax burden is high in relation to what others in their income class
pag' or are being asked to pay under the reform program,

he Treasury recom: , 88 & component of an overall program
to improve the equity of the income tax at the hi{gher brackets, that
no individual be required to pay more than one-half of his total income
(including presently taxable income plus the major sources of excluded
income) in income tax to the Federal Government. This would be ac-
complished throzﬁh the introduction of an optional, alternative mawi-
mum tax, In making this recommendation the Department stresses
the concept of “total income,” for the maximum tax approach is valid
only if there is assurance that an individuals total receipts are realis-
tically and fully taken into account in computing the tax,

334-8030 - 69 -pt.i-3
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This alternative mawimum tax would be computed at the rate of 50
{)ercent on the same concept of income proposed in connection with
he minimum tax with the addition of the value of stock options at
the time of their exercise. Taxpayers would have the option of paying
;,lus maximum tax if it: were lower than their regular tax under present
aw.'
It is necessary to emf)hasize that the establishment of such a maxi-
mum tax is feasible only in conjunction with the recommended treat-
ment for the taxation of appreciated nssets transferred at death or by
gift. A high proportion of those who would benefit from the maximum
tax proposal are also large holders of appreciated assets, They, there-
fore, now benefit from the permanent exclusion from income taxation
of the appreciation on these assets, which is possible under present law.
Unless this special tax benefit is removed, it would be unfair to provide
additional benefits through any reduction in the tax rate applicable to
annual dividends, interest, and other income mainly derived from
those assets. Indeed, such treatment would be inconsistent with the
concept of the maximum tax as setting a limit on total tax paid in rela-
tionship to total income including capital gnins.

INCREASED SIMPLIFICATION AND EQUITY IN TREATMENT OF DEDUOTIONS

A number of the proposals are aimed at a restructuring of the treat-
ment of deductions, primarily the itemized deductions, in order to
achieve increased simplification in that treatment and to improve the
equitable distribution of the tax burden.

A. Liberalization of the stondard deduotion

Under present law, an individual taxpayer is entitled to deduct cer-
tain personal outlays from his net income before he computes his tax
liability. Included among these personal deductions are such items as
nonbusiness interest, taxes, charitable contributions, medical expenses,
and casualty losses. To obtain the benefit of personal deductions, the
taxpayer may either itemize the actual amounts of his various deduc-
tions or claim the so-called “standard deduction.” Present law allows
the standard deduction in an amount equal to 10 percent of the tax-

ayer’s income, with a maximum of $1,000 and a minimum of $200 plus
100 for each allowable personal exemption. .

A careful reexamination of the policies underlying the present limits
on the standard deduction and the relationship of the standard deduc-
tion to itemized deductions has suggested major changes in the present
treatment of personal deductions. ' )

The standard deduction is one of the most helpful and desirable
features of our tax system for combining simplification with equity.
It is used by almost 40 million people, or 57 percent of our individual
taxpayers, For these individuals the standard deduction vastly simpli-
fies the problems of maintaining records and computing a number of
separate deduction items. Tax liability is, therefore, easily computed.
By the same token, the simplicity of the standard deduction—a boon
to so many taxpayers—also reduces the auditing problems of the Gov-
ernment and, in doing so, makes an important contribution to the

orderly and uniform operation of the taxing system.
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The present limits on the standard deduction were established when
typical income levels were lower and when personal deductions were
much lower in relation to income than they are today. When estab-
lished, the standard deduction was used by more than 80 percent of
our individual taxpayers, It is time to bring the standard deduction
closer into line with today’s income levels and with today’s relative
cost and expenditure patterns for deduction items, and thereby to
restore the coverage of the standard deduction to about the same
percentage of taxpayers which eixsted at its adoption.

he Treasury recommends that the amount of the allowable standard
deduction be incrensed from 10 to 14 percent of adjusted gross income,
und the dollar limitation on the standard deduction be increased from

$1,000 to $1,800.
B. Revision of charitable contribution deduction
1. Allowance of deduction in addition to standard deduction

The tax deduction for charitable gifts is designed to serve as an
incentive to individuals to contribute to charitable organizations,
When individuals utilize the standard deduction, they may not now
separately claim a deduction for their charitable gifts. In a separate
recommendation, the Treasury has proposed that the standard deduc-
tion allowance be liberalized. This, in itself, would significantly re-
duce the incentive effect of the charitable deduction since many addi-
tional taxpayers would no longer have sufficient other personal de-
ductions to warrant itemization and thus will receive no tax benefit
for their charitable contributions,

The Treasury recommends that those using the standard deduction
be permitted also to claim n deduction for charitable contributions.

8. Charitable deduction threshold

. Although it is desirable to remove the charitable contribution deduc-
tion from the scope of the standard deduction so that the incentive
effect of the charitable deduction is not impaired, it is not possible
to allow the deduction for all amounts, The complete extension of the
charitable deduction to those claiming the standard deduction would
result in virtually every individual income tax return claiming chari-
table deductions, many of them small in amount, Verification of these
millions of small contributions would pose an unacceptable and costly,
and indeed, impossible, enforcement problem. Moreover, the complete
extension of the deduction would represent a move away from simpli-
fication and ease of compliance for the taxpayer.

The Treasury recommends, as n companion proposal to allowing
the charitable deduction outsiée the standard deduction, that the chari-
table deduction be limited to those amounts in excess of 3 percent of
adjusted gross income. The limitation would apply both to taxpayers
using the standard deduction and those using itemized deductions.

e increase in the standard deduction and the adoption of the 3-
rcent threshold for the charitable contribution deduction will re-
uca significantly the number of returns requiring auditing for per-
sonal deduction mams;i while maintaining the tax incentive for more
than routine charitable gifts, This will permit release and realloca-
tion of revenue agents’ time with a resulting increase in revenue to be

expected.

G e b e
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3. Inoreass of deduction oeiling

The effect of permitting charitable deductions only to the extent they
exceed & 3- t old focusus the tax deduction where an in-
centive for charitable giving is mewirxzﬁfnl—gifts of more than routine
amounts. The incentive oofld be further strengthened by raising the
oxmtm 30-percent of income limitation on the maximum amount of
charitable gifts which may be deducted. .

The T recommends that the present 80-percent limitation

reasury
on deductible charitable contributions be inc to 50 percent.
4. Qorrection of certain charitable deduotion abuses

a. Avoidance of poroentafe limitations—Since the adoption of the
original deduction for individual charitable contributions in 1017
Congress has maintained percentage limitations upon the ability of
taxpayers to reduce their tax base by charitable gifts. These limits
reflect & fundamental judgment that charitable contributions should
not enable taxpayers to escape making a reasonable contribution to

the costs of Government.
Two provisions of sresent law, however, conflict with these princi-

les and permit avoidance of the general percentage limitations on
he charitable contribution deduction. L

One provision permits charitable deductions without limitation if
certain conditions are met. This provision is used by less than 100
very-high-income individuals and grants them special tax savings

of approximately $25 million each year. . .
@ unlimited charitable deduction requirements ostensibly require

that the donor give most if not all of his income to charity. Thus, it
is often assumed that persons using the unlimited deduction are turn-
ing over their entire annual incomes to charity. In fact their contribu-
tions typically consist of greatly apprecia pr:(;)erty for which de-
ductions based on fair market values are claimed. In this way they
retain their annual incomes untaxed, since the appreciation in value
of the ;roperty contributed is not subject to tax, )

T'he T'reasury reoommends that the unlimited charitable contribution
deduction be repealed and that these taz:lpe?'ers be made subject to
the same percentage ceilings on charitable deductions as apply to other
taxpayers, However, because present law requires a period of quali-
tying contributions before the benefits of the unlimited deduction
become available, and some taxpayers have undertaken the actions
necessary to qualify upon the assumption that the unlimited deduction
would be in effect when their qualification is complete, a grace period
of 10 years would be allowed before the repeal of the unlimited charita-
ble contribution deduction becomes effective.

The second special provision, which permits avoidance of the per-
centage limitation, allows a t;})lemon to establish a 2-year trust for the
benefit of charity. He may erebﬁv exclude the income from his tax
base and donate it to charity without regard to the limitations that
would have applied had he given the income directly.

The Treasury noommemg' that the special 2-year charitable trust

provision be repealed.
. b, Other oharitable deduoction abuses—Several recommendations are
included to correct other abuses of the charitable deduction provisions.
The following are the principal areas of concern covered by these
recominendations,
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When property is transferred to & trust in which a charity has
either an income or remainder interest, the contributor often receives
a deduction for an amount considerably in excess of the amount that
the charity ultimately realizes. This occurs because the method for
valuing the charitable interest may have little relation to investment
policy a8 regards income versus capital growth, .

The Treasury recommends that for gifts in this form the charitable
deduction be allowed only under arrangements which guarantee that
the charity will actually receive an amount equivalent to the amount
for which the deduction is allowed.

Persons owning appreciated property which would be taxed at
ordinary income rates if sold, are able ‘to realize a ter after-
tax profit by contributing the property to charity than by selling the
g)roperty and keeping the proceeds. Obviously, the charitable con-

ribution deduction is not intended to generate tax savings detached
from charitable motives. .

The T recommends that there be included in income the
amount of ordinary income or short-term capital gain that would
have resulted had property donated to charity been sold at fair market
value, The full value of the property would continue to be deductible.

Significant tax savings can be effected by selling appreciated prop-
erty to a charity for less than its value, for example, at an amount
equal to its cost (tax basis). This allows the donor to obtain a tax-
free recovery of his cost, and at the same time to secure a deduction
for the full amount of the untaxed appreciation,

The T recommends that in any case when property is sold
to charity for less than its fair market value, a proportionate part
of the apgreciation be allocated to the sale elcment of the transaction
and be subject to tax.

C. Repeal of gasoline taw dedwotion

State gasoline taxes paid as personal expenses are deductible in
determining an individual's Federal income tax. Like the nondeduc-
tible Federal gasoline tax, the State gasoline tax is essentially & direct
charge by the State for the highway facilities it provides to those
on whom the tax is imposed. It's deductibility is inconsistent with
the user charge character of the tax in that it serves to shift part of
the cost from the highway user to the general taxpayer.

The Treasury recommends that State gasoline taxes paid as per-
sonal expenses no longer be deductible. However, gsoline taxes paid
a8 a business expense would continue to be deductible.

D. Conasistency of capital gain and loss rules

Under }]msent law, net capital gain income is taxed at preferential
rates, while net capital losses may be claimed as ordinary deductions
against regular income subject to an annual limitation of $1,000, This
inconsistent treatment affords an undue advantage to investors who
are able to realize their gains and losses in alternate years since the
ﬂm are taxed at a maximum of 50 cents on the dollar while each dol-

of loss offsets a dollar of fully taxable income.

he Treasury recommends that each dollar of net long-term capital
loss be permitted to offset only 50 cents of ordinary taxable income,
sub{oct to the present $1,000 overall limitation on the amount deducti-
ble in any one year. I the total net long-term loss for & year exceeds
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$2,000, 8 deduction of $1,000 would be permitted for the year in which
the loss is realized and any excess over $2,000 may be carried over and
treated as a long-term capital loss in the succeeding year.

In some instances, married couples pay the same amount of tax
whether they file separate returns or a joint return, When this is the
case, n couple may double its maximum cnPita] loss deduction to $2,000
A year b?' ling separate returns instend of following the normal prac-
tice of filing a joint return, )

The Treamr[t/ recommends that the annual limitation on the capital
loss deduction he lowered to $500 in the cnse of a married person filing

a separate return.

E. Liberalization of moving evpense rules
An individual who moves his residence because of a change in the
location of his employment may frequently incur substantial expenses,
Under present law, in this situation, a tax deduction or exclusion is
ﬁmnted for the cost of transportin the employee, his immediate fam-
y, household goods, and personal effects. Some liberalization in the
tax treatment of employce moving expenses is justified, particularly
in view of the increasing mobility of our working force. However,
since these expenses are both business and personal in nature, it is not
ap;ropriute to allow their deductability without limit.
he Treasury recommends that the tax allowance for moving ex-
penses be liberalized to includo—
The cost of house hunting trips;
The temporary living costs at & new location while awaiting
permanent quarters; an :
Certain costs incurred in selling a house;
But with all these items subject to a combined dollar limitation

of $1,500, )
In the future, all tax allowances for employes moving expenses

would be in the form of a deduction from gross income.
REVISED TAX TREATMENT OF THE FLDERLY

The tax laws now contain a variety of complex income tax benefits
for the elderly. Social security and railrond retirement benefits are ex-
cluded from income; a complex retirement income credit (at a maxi-
mum of 15 percent of the first $1,524 of eligible retirement income for
a single person) is provided to grant somewhat comparable tax bene-
fits to individuals with pension or investment income who are not cov-
ered or are only partinlly covered by the social security or railroad re-
tirement programs; and all persons age 65 or over are accorded an ex-
tra $600 personal exemption and an additional $100 minimum standard
deduction. Wage income is not eligible for the retirement income credit
and, in addition, wage income reduces the amount of that credit avail-
able for investment and pension income.

These tax provisions are inequitable and inefficient in distributing
financial aid to the elderly. They discriminate unfairly against those
who need to continue working after reaching 65, The retirement in-
come credit is so complicated on the tax return that many senior citi-
zens do not understand it and therefore lose the benefits to which the
are entitled. Finally the provisions are of greatest benefit to those wit.

the highest incomes.
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The Treasury recommends that the income tax trentment of the el-
derly be revised to eliminate these complex features of existing law
and to provide, instead, a simple and uniform method of equitably tax-
ing all nged taxpayers, )

n place of the existing benefits, a special exemption of $2,500 would
be allowed to all single taxpayers who have attained the age of 65 and
a specinl exemption of $4,200 would be allowed to & married couple
where both spouses are over the age of 65. In order to limit their ap-
plicability to situations which warrant financial help, these special ex-
omptions would be reduced dollar for dollar. for income émcludmg
socia] security and railroad.retirement benefits) received during the
taxable year in excess of $6,500 in the case of a single individual and
$11,500 in the case of a married couple. However, in order to reflect
the retiree’s own contributions to the social security or basic railroad
retirement system, the amount of his special exemption would, in no
case, bo reduced below an amount equal to one-third of the amount of

these benefits included in his income for tax purposes,
VOLUNTARY WITHHOLDING ON INDIVIDUALS °

The existing system of income tax withholding provides most em-
t)loyeqs with a convenient and efficient method of currently paying
heir income taxes, By grov;ding for automatic current taxpayment
evenly over the yoar, withholding obviates the need for employeos hav-
ing to make large lump-sum payments of tax at m\& one time, As a con-
sequence, withholding also greatly simplifies the Government’s collec-
tion problems. .

There are, however, various rayments of wages, and payments in the
nature of wuﬁ e\Eh'nch are by law excluded from the withholding sys-
tem, The excluded items include wages paid to agricultural and do-
mestic employees, as well as retirement pa{‘ments made to an employee.
These payments cannot be voluntarily subjected to withholding even
thol}gn the employee and employer desire it.,

. The Treasury recommends that the present system of withholding of
income tnxes be extended to those situations not covered by the manda-
tory system if both the employer and employee voluntarily agree.

CorporaTE INcoME Tax

"Four of the recommendations relate particularly to corporations
and involve situations where the existing provisions of the law produce

unintended results.
ELIMINATION OF MULTIPLE SURTAX BXEMPTIQNS

The income of corporntions is subject to tax at the rate of 22
percent on'the first $25,000 and 48 percent an all income in excess
of $25,000. This lower rate on the first $25,000 of income—referred
to as tixe surtax exemption—is the most important of several provi-
sions df the tax laws designed to lielp small corporate businesses.

Contrary to the ifitent of the provision, a number of large pusi-
nesseés have taken advantage of the surtax exemption by orgamsz
themselves in chains of separate corporations, each claiming to qual-
ity for a separate surtax exemption, In this manner, large business
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enterprises seek to cover most if not all of their income under the
29- t rate* and thus secure significant tax reduction. Con
in 1064 dealt particularly with this situation but the provisions have
proved largely ineffective,

The T'reasury recommends that thess distortions of the fundamental
moeo of the surtax exemption be eliminated by ultimately limiting

commonly controlled business enterrrise to one surtax exemption.

To accomplish this result in an orderly fashion, curing the worst
abuses first, the number of permissible surtax exemptions available
to a single controlled group of corporations would be reduced from
500 to one over a 7-year period, Similar limitations would be applied
to limit the extent to which other small business provisions may be
claimed by large corporate chains,

MINERAL PRODUCTION PAYMENTS

In recent years the use of mineral production imyments has in-
creased substantially, primarily for tax reasons, By the use of carved-
out %roductxon ayments, the limitation on the depletion allowance
which Congress has provided has been distorted. Under present rules,
the depletion deduction with to a mineral property is limited
to 50 percent of the net income for the taxable year from that prop-
erty. However, by the sale of a Froduction payment, this limitation
can be avoided since the seiler of the payment takes the proceeds of
the sale into account as depletable income in the year of the sale.
The seller excludes from income amounts used to pay out the pro-
duction payment, but nevertheless claims a deduction for the expenses
relating to the production payment.

In ABQC transactions, the production {myment is used as a financing
device. But the tax consequences of the transaction are distorted
because the owner of the mineral interest excludes from income the
amounts used to pay the production payment, but claims a deduction
for the expenses attributable to the production payment.

In each case, there is a mismatching of income and expenses which
distorts the tax liability of taxpayers in the extractive industries,

The Treasury retommends that these distortions be eliminated by in
general treating production payments as loan transactions. The result
will be that income and expenses relating to the tﬁroductinu payments
will be matched in the same taxable year and the abuses now being
encountered will be corrected.

CURING OF DEFECT IN 1062 RULES REGARDING MUTUAL SAVINGS BANKS

There is a considerable degree of overlap in the functions rmed
by the various types of banks and savings institutions, and they often
rovide essentially similar services. In this situation it is particularly
important that the tax lJaws do not unreasonably favor one type of in-

stitution over another. . i
In 1962, Con took an important step in reforming the tax treat-

ment of mutual thrift organizations. However, due to defects in the
assumptions underlying the legislation passed at the time, one group

tIn tl':nny of these cases, & 6-percent penalty rate applies, thus making the tax rate 38

.
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of thrift institutions, the mutual savings banks, have been able to con-
tinue to conduct their operations so as to make tax-free additions to
reserves of an amount which has permitted them to remain virtuall
exempt from tax. In other words, they are not paying the tax whic
%&gms fully intended they should pay when action was taken in

The T'reasury recommends elimination of the particular alternative
(i.e., the 8-percent method) for computing bad debt deductions which
has resulted in the current undertaxation of mutual savings banks,
Also, the Treasury suggests that consideration might be given to add-
in ﬁegibility to the other special formula for computing bad debt
deductions for all mutual thrift organizations,

REVISION OF TREATMENT OF SUBOHAPTER 8 CORPORATIONS

In 1058, Congress enacted a new provision—commonly referred to as
subchapter S—allowing small corporations to elect not to be subject to
the regular corporate income tax. ”I;lstead, they can elect to have their
income taxed directly to their shareholders in somewhat the same man-
ner as a gartnershlp. This special alternative has generally worked
well over the 10 years it has been in the law, However, as with any new
concept, experience has revealed certain difficulties which should be
corrected. On the one hand, the somewhat complex rules have groduced
unintended hardships in certain areas—frequently because the share-
holders were unfamiliar with one or another of the many provisions.
On the other hand, these provisions have sometimes couferred unin-
tended benefits on certain taxpayers,

he Treasury recommends a revision of subchapter 8 that would
make the rules for these corporations and their shareholders conform
more closely to the rules governing Yam}erships and partners, and
make them easier and simpler to comply with. Certain of the tax bene-
fits these corporations now receive would be conformed to those avail-
able to partnerships. For example, a shareholder-employee owning
more than 10 percent of the corporation’s stock would be taxable on
contributions made to a pension plan on his behalf to the extent the
contributions exceed those allowable to a partnership.

Tax-Exempr ORGANIZATIONS

Examination and review of the operation of organizations which
qualify for tax exemption, indicate that certain of these organizations
carry on activities which are incompatible with the purpose of their
exemption, Three of the recommendations concern these situations.

PRIVATE FOUNDATIONS

Generous provisions for tax exemption of private foundations and
for the tax deduction of contributions to such foundations have 1
been provided in the tax laws. However, since this tax treatmen
diverts amounts from the public treasury to private foundations, it is
imperative that the tax laws insure that these private foundations put
these funds to ghilunthropic purposes that benefit the public, )

In order to determine if private foundations are indeed discharging
the - philanthropic obligations which justify their tax benefits, the
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Treasury Department, at the request of the tax committees of the House
and Senate, conducted a study into the operations of private founda-
tions. This study revealed that the preponderant number of private
foundations are performing their functions without tax abuse. How-
ever, the study also revealed that a minority of such organizations
are being operated so as to bring private advantage to certain individ-
uals, to delay passing on directly benefits to charity for extended pe-
riods of time, and to involve the foundation too greatly in the owner-
ship and management of commercial enterprises, The study revealed
that the restrictions in present law dealing with these problems have
been difficult and expensive to administer, hard to enforce in litiga-
tion, and otherwise insufficient to prevent these abuses.

The Treasury Department submitted to the Congress in 1965 a re-
gort recommending action to deal with these foundation abuses, The

Vays and Means committee of the House has already secured public

comments upon the Treasury Department report and has published
those comments.

The Treasury recommends that the Congress act on this report
and its recommendations to climinate the tax abuses in this area.

CURBING OF ABUSES IN DEBT-FINANCING OF ACQUISITIONS

The Supreme Court in 1965 approved capital gains treatment for
persons who sold a business to a tax-exempt organization in an arrange-
ment elaborately structured both to aveid payment of Federal income
tax upon the earnings of the business and to immunize the exempt
organization from any liability or risk of loss. By means of the arrange-
ment, the exempt organization undertook to acquire ownership of the
business entirely without investment of its own funds, '

The availability of tax exemption for use in transactions followin
this pattern creates serious problems. First, where the purchase price o
a business or other income-producing property is to be financed from
the future earnings of the property, tax-exempt organizations are
uniquely situated to pay a considerably higher price than other
purchasers can afford—their exemption makes it possible for them, in
effect, to pay to the former owners of the business the money which a
taxable purchaser would have to pay to the Government in taxes. This
advantage to exempt organizations creates a strong incentive for the
sale of businesses to them.

Second, use of the exemption in transactions of this type permits
exempt organizations to grow independent of the amount of con-
tributions or membership fees which they receive from the public.

The Ways and Means Committee in 1968 held hearings on legislative
yroposals, developed by the Treasury Department and the staff of the

oint Committee on Internal Revenue Taxation, which were addressed
to these problems, Bills reflecting further study of those proposals
have been introduced subsequently.

T'he T'reasury recommends that the Congress adopt the pending bills.

EXPANSION OF TAXATION OF INCOME FROM UNRELATED BUSINESS AND FROM
INVESTMENTS OF CERTAIN ORGANIZATIONS '

Prior to 1950, it became general knowledge that some tax-exempt
organizations were engaging in businesses unrelated to their exempt
purposes. If tax exemption were available to shield the income from
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these unrelated commercial activities, organizations could enjoy, vis-a-
vis their taxpaying competitors, substantial competitive advantages
such as the ability to charge lower prices and to expand their business
operations out of earnings undiminished by taxation. Congress re-
sponded to this problem of unfair competition by the passage, in 1950,
of the unrelated business income tax. Under these provisions, with
certain exceptions, income tax is imposed upon the income derived b
exempt organizations from the regular conduct of an unrelated trade
or business,

However, the unrelated business income tax under present law does
not apply to certain tax-exempt organizations, including churches,
social welfare organizations, social clubs and fraternal beneficia
societies, Organizations of this type are presently engaged in unrela
business activities and are otherwise earning tax-free income from
sources incompatible with the proper scope of their tax exemption.

The Treasury recommends that :

(1) The existing provisions of the unrelated business income tax
be extended to churches and to social welfare organizations.

(2) The tax exemption for social clubs be limited to income from
dues, fees, or other amounts paid by members for providing to such
members or their guests goocg, facilities, or services constituting the
basis for the tax exemption. Thus, income from sources outside the
membership generated in any manner, and income from the member-
ship generated other than in exchange for goods, facilities, or serv-
ices consistent with the club’s exempt functions would be subject to
the unrelated business income tax. Moreover, the present exceptions
to the unrelated business income tax for investment income would be
mapf)licable to social clubs, to eliminate the unwarranted benefit now
available to members in these clubs resulting from the fact that pleas-
ure and recreational facilities are provided them out of the untaxed
investment income of these clubs,

(8) Fraternal beneficiary societies be taxed in the same manner as
social clubs, but with an additional exemption for income from prop-
erty permanently committed to providing life, sick, accident or other
benefits to the membership or their dependents.

The possibility of unfair competition resulting from the inap-
plicability of the unrelated business income tax may exist in classes
of tax-exempt organizations other than those dealt with under this
proposal, Furthermore, unwarranted benefits to members from non-
member income, similar to those encountered in connection with social
clubs and fraternal beneficiary societies, may also exist in other
classes of tax-exempt organizations (including social welfare orga-
nizations). Finally, special problems are raised by the relationship
between the unrelated business income tax and the insurance, banking,
retirement or other business oriented functions of several exempt or-
ganizations (including the insurance function of fraternal beneficiary
societies), The question of the proper tax treatment in all of these
cases is under review and study by the Treasur&Deﬁ:rtment. At alater
date, when this study has been completed, the Treasury may have
further recommendations to offer in this area.
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Estate AND Gorr Taxes

Taxes on pw left by an individual to his heirs is one of the
oldest and m dely accepted forms of taxation. Although the
revenue yield of the tax is not large in relation to the income
tax, the tax does play an important role in our tax system. Since

fts during life are an alternative to gifts at death, taxation of gifts

y the living is a natural companion to taxation of gifts at death.

While the past 8 v‘yeo.rs have seen major reforms enacted in the
corporate and individual income tax structure and the repeal or
reduction of most of the excise taxes, our estate and gift taxes have
not been thoroughly reexamined or revised since 1942, It is widely
recognized that a complete revision is long overdue. Various provi-
sions of the law produce complexities in estate planning, encourage
dispositions of assets contrary to the best interests of taxpayers, bene-
ficiariee, and the economy, and work gross inequities am?:g taxpayers.
Considerable information for such a revision is available through
substantial studies that have been conducted recently by the Brook-
ing Institution and the American Law Institute Federal estate and
gift tax project.

The following proposals combine to produce this needed complete
overhaul of these taxes.

TAXATION OF APPRECIATION OF ASSETS TRANSFERRED AT DEATH OR BY QIFT

Associated with the needed revision of the taxation of transfers of
wealth at death or by gift is a much needed revision of the income
tax treatment of appreciated K;operty so transferred. Under present
law, accumulation of wealth from ordinary income—wages, salaries,
giivudends1 business profits—is subject to the income tax as the wealth
is accumulated, Similarly, when a taxpayer sells a capital asset which
has appreciated, the gain is subject to income tax, On the other hand,
if o taxpayer holds an appreciated asset until he dies, the appreciation
is not subject to the income tax,

As a result of this situation, there is obvious and gross inequality
in the income tax treatment of people who accumulate their estates
by means of untaxed appreciation or value as compared to those who
accumulate out of currently taxable income. Vast portions of capital
gains—$15 billion a year—fall completely outside the income tax

When tax liability is allowed to depend on whether or not an ap-
reciated asset is sold or kept until death, not only is there a serious
inequity in the tax law, but, particularly in the case of older people,
assets become immobilized. Investors become “locked in” by the pros-
pect of avoiding income tax completely if they hold appreciated assets
until death rather than selling them. This freezing of investment
itions curtails the essential mobility of capital in our economy and
eprives it of the fruits of an unencumbered flow of capital toward
areas of enterprise promis,i‘x:f the largest rewards,
he T'reasury recommends taxation under the income tax, in a man-
ner similar to that of other capital gains, of the appreciation in the
value of assets transforred at death or by gift, To assure equitable
application of the tax, it is recommended that—
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023 appreciation occurring after the date of enactment be
subject to tax to remove any semblance of unfairness toward
those who already hold appreciated assets in anticipation of tax-
free transfer at death;
The tax on;&procmtion of transferred assets be allowed as a
deduction for estate tax purposes; )
Taxpayers be allowed a minimum basis of $60,000 with the
result that no tax at all would be im on gains when the
total value of assets transferred is $60,000 or less;
. .g)x_?‘ple.? exemptions be allowed for transfers between spouses
or to charity; . <
Limited exemptions be allowed for transfers to or;l)han chil-
dren and transfers of ordinary personal and household effects;
Net unrealized losses on business or investment g)mperty be
allowed as an offset against capital gain and, subject to appropri-
ate limitations, against ordinary income for the 8 taxable
years preceding the decedent’s final income tax return;
Gains on transferred assets be eligible for averaging.

The adoption of this recommendation to tax appreciation on assets
transferred at death or by gift is essential to permit the reduction in
estate tax rates and the removal of the limit on tax-free transfers
between husband and wife which the Treasury is also recommending.

Imposition of an income tax on appreciated capital assets at d
would not result in a doubling up of death taxation. A tax on the
appreciation would be due under the income tax, but the amount of
such tax would not enter the estate of the decedent. The base of the
estate tax would thus be net of the income tax paid, as is the case for
those who accumulate their estates out of ordinary income or out of
capital gains realized priorto death.

TAX-FREE TRANSFERS BETWEEN HUSBAND AND WIFE

Present law fermits o husband to leave up to half his property to
his wife free of estate or gift tax. The 50-percent limitation upon this
so-called marital deduction is undesirable as transfers of property
between husband and wife are not approgx;iate occagions for imposing
tax, An especially difficult burden may be im by the tax when
property passes to a widow with minor children. Instead, when the
surviving spouse dies, the transfer tax can be properly imposed as the
property passes to the heirs, )
rthermore, the distinctions drawn by existing law between trans-

fers which quufify for the marita] deduction and those which do not
have generated drafting complexities, artificial limitations upon dis-
positions, and considerable litigation. . .

The Treasury recommends that the present limit on the marital
deduction be removed. As part of this recommendation, the present
restrictions upon the types of interests which qualify for the marital
deduction would be liberalized, Finally, to add further flexibility to
the planning of transfers between spouses, the spouses would be given
power to determine the extent to which they wish the marital deduction
to a? ly and the extent to which, therefore, the transferred property
wou X be subject to tax upon subsequent disposition by the t
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ORPHAN CHILDREN’S DEDUCTION

A need for special relief must be recognized when a decedent has
no surviving spouse but leaves minor children.

The Treasury recommends that an appmyriate deduction be pro-
vided for parents’ transfers to their orphan children.

UNIFICATION OF THE ESTATE AND QIFT TAXES

At present, the estate and gift taxes are applied as two separato
taxes, This dua] tax structure permits very large differences in tax
liabilities to arise amonq estates of equal size. The individual who
is fortunate enough to hold his wealth in forms which lend themselves
to distribution by gift during life rather than at death may emplo¥la
number of major advantages available through the gift tax system. He
can take advantage of liberal gift-tax exemptions. For gifts in excess
of the exemption, gift tax rates are much lower than estato tax rates.
Then, after a lifetime of giving at rates that do go higher and higher,
the taxation of the individual's remaining estate starts over with a
;mw sot of exemptions and with a whole new rate schedule starting at
ow rates, »

Further, the gift tax rates are applied only to the net amount of
the gift, so that the amount used to pay the gift tax does not enter
the base; the estate tax, however, is levied on the full value of the
estate which includes whatever amount is needed to pay the tax. These
among other things, bring about significant reduction in the taxes
which such an individual's property should bear. Other persons—
possessed of estates too modest to permit large lifetime gifts or
. owning interests which cannot be disposed of conveniently or prudently
during life—are unable to make use of the special preferences inherent
in the present system,

The discrepancies in tax treatment can be great, For example:

A father dies and leaves an estate of $713,385 to his two
children and four grandchildren. The estate tax liability is
$213,385 leaving $500,000 for his heirs. However, under present
law, had the father been in a position to make gifts to his heirs
while he was alive—which many taxpayers are not in a position to
do—he could have given $500,000 to his children and grandchil-

.. dren entirely tax free. To accomplish this he could have given
$6,000 per year to each recipient for a period of 14 years,
. The transfer at death of an amount equal, after tax, to $1 million
involves n tax liabilty ot least 75 percent greater than if the family
were wealthy enough to accomplish the transfer half by lifetime
gift and half by a bequest nt death.

The advantages of lifetime giving over bequests at death are
-more valuable the greater the amount of wealth involved. By
splitting $1 million worth of property between lifetime gifts and
bequests at death, the heirs will receive about 16 percent more
than if the property were passed entirely in the estate at death.
But splitting property worth $5 million between lifetime gifts
and bequests at death will increase the amount available to the

. heirs by as much as 37 percent.
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A further unfortunate result of our present dual-transfer-tax system
is the spawning of complexity and controversy. The separation of the
gift tax from the estate tax has necessitated the creation of elaborate
rules for determining which tax should apply to situations in which a
donor transfers property during his lifetime, but retains some interest
in it or some opportunity to recover it. Sliﬁht differences in the form of
such transfers often lend to substantial differences in the amount of
tax which must be paid. .

The T'reasury recommends full unification of the cstate and gift taxes
into a single-transfer tax to accomplish the dual objectives of fairness
and reduced complexity, Under this unified transfer tax—

Lifetime gifts and transfers at death would be added together to
determinethe total wealth subject to transfer taxation;

A single exemption and a single rate schedule would be made
ap'gl icable to that total ;

he base of the Hift tax would be grossed up to include the

amount of tax, parallel to the trentment for estate taxes;

Appropriate rules would be provided to accomplish an orderly
and equitable transition to the new system.

ARRANGEMENTS FOR GENERATION SKIPPING

Present law encourages the establishment of complex arrangements
under which l)ropert.y i8 left in trust for succeeding generations. The
objective of these arrangements is to avoid estate tax by skipping its
application to the succeeding generation in the wealth-transfer
sequence. Under even more elaborate. arrangements, trusts may be
established to provide incomes for children and then for grand-
children, and so on, with the trust property ultimately gging to great-
grandchildren, or i)eyond. Thus, estate taxation can be skipped for
two or more entire generations. The enjoyment of the property by each
il;gcess}(ge g;;lemtion is not skipped—it is only the estate tax that is

ing skipped. :

The special tax advantages of this estate tax generation skipping
have several undesirable features, First, they are available to some, but
certninly not to all families, The wealthier the family, the greater the
opportunity for arrangements of this character. Evidenco from a re-
cent study indicates that the use of generntion skipping trusts is about
10 times as great nmon% those leaving gross estates of $1 million or
more than it is among those leaving cstates of $300,000 or less, For
those leaving estates of $2 million or more, almost all the family trusts
were of the generation-skipping type. :

The availability of this tax avoidance device creates an artificial
incentive for disrositions of a kind which would not otherwise be
chosen—frequently restraining the free transfer of property for a
considerable number of years. Finally, generation-skipping conflicts
with the fundamental principle of estate and gift taxation that wealth
should be taxed as it passes from one generation to the next.

- The Treasury recommends the imposition of a substitute tax upon
arrangements accomplishing the avoidance of transfer taxation for one
generation or more, This tax would be imposed at the time enjoyment
of the transferred wealth acturlly passes to each succeeding genera-



tion, The tax would not be applicable to transfers—whether direct or
in trust—which have heretofore become irrevocable.

RATB REDUOTION

Two of the major structural changes recommended—the taxation of
appreciation of assets transferred as a gift or at death, and the unifi-
cation of the transfer taxes—will, over time, produce substantial reve-
nue yields under the rate schedules existing today.

The Treasury recommends that these revenue effects be counter-
balanced by a scheduled reduction of the transfer tax rates to take
place in month-by-month steps over a period of 10 years. After the
transition, the top transfer tax rate would be 65 percent compared to
the 77-percent rate for the present estate tax. The remainder of the rate
schedule (“cell\)t for the very low rates—starting at 8 percent—at the
begmmng of the scale) would be reduced commensurately by about 20
gsment of the present net Federal estate tax rates, The credit allowed

r State death taxes would not be changed from present law.

EXEMPTIONS

Under present law there is a lifetime gift tax exemption of $30,000
plusan es&te tax exemption of $60,000.

The Treasury recommends an overall exemption of $60,000 be
rovided under the unified transfer tax, Although this single exemp-
on is numerically smaller than the present ined $90,000 exemp-

tion, this is more than offset by the recommendation for a complete
exemption of transfers between spouses which will result in a consider-
ably mtgm liberal overall exemption structure than the present general
examptions.

Pr&ent law contains an annual $3,000 per donee exclusion intended
to permit relatively small ﬂsfts (e.g., Christmas and birthday %)
to be made free of tax. This exemption applies on an annual basis
with respect to each donee, regardless of the number of donees. This
$3,000 limitation should be retained to facilitate lifetime giving of

The Treasury recommends continuing the annual per donee exclu-
gion, at the present level of $3,000.

LIBERALIZATION OF PAYMENT RULES

In certain situations the nature of the assets comprising an estate
resents special impediments to the prompt discharge of the estate’s
gn lisbility, Estates consisting largely or entwellz7 of interests in
closely held businesses or farms are particularly likely to encounter
these difficulties when the decedent’s heirs wish to maintain owner-
ship of the business. Present law affords insufficient relief for these
situations. The proposed rate reductions and the proposed full exemp-
tion of transfers to a spouse will do much to reduce or eliminate these
problems, Still, difficulties may remain in some cases,
The Treasury recommends that special provisions be adopted to
rovide liberalized rules for deferred payment of death tax liabilities
n cases in which payment problems are present.
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III. CONCISE SUMMARY OF PROPOSALS AND
SUMMARY TABLES
InpvipuaL Income Tax
RELIEF FOR PERSONS IN POVERTY
Liberalization of minimum standard deduction

Under existing law, each taxpayer is entitled to & minimum stand-
urd deduction of $200 plus $100 for each exemption, subject to an
overall limitation of $1,000. This would be raised to $600 plus $100 for
each exemption, still subject to the same overall $1,000 limit.

This change will reduce taxes principally for taxpayers earning
under $5,000 & year. It will eliminate all income tax liability for a
lg?ong of taxpayers with poverty level incomes and materially

uce

e tax burden of the remainder.
Revenue loss—The annual revenue loss would be $1.1 billion.

, ELIHINA‘I’lOﬁ OF UNACCEPTABLE TAX ABUSES

A. Minimum individual income tax

A minimum income tax would be adopted apgilicableto taxpayers
with significant amounts of excluded income, Individuals who receive
a substantial portion of their income from tax-exempt sources would
be required to pay a tax under a g'mluated minimum tax rate sched-
ulze:gplied to their “expanded income base” if that minimum tax

ed their liability under present law,

The “expanded income base” for minimum tax &urposes would be
the present taxable income expanded to include the following excluded
items: the excluded one-half of long term capital gains, State and
local ir)tond ir(xltemst, ppx;qentqge depl ibl:i in et:doeg oh tl}: cofgt.r ofhlglcxﬁ
property, and-appreciation in property dona! charity for w
atax degucnoﬂils)allowed. '

Generally, the minimum ¢ax rates would result in a tax eqﬁl to the
tax under the normal rates on one-half as much income, Thus, the
minimum tax will not generally aPply unless the individual’s excluded
income exceeds his ‘f)resently mcludible income. In no case would it
g%)%oto an individual whose “expanded income base” is less than
, .

About 40,000 taxpayers in the highm-~ income groups would pay

minimum tax, .. . )
Revenue gain.—~The minimum tax provision would increase reve-

nues by $420 million per year. |
B. Allocation of deduotions ' = ' ‘

An individual’s nonbusiness itemized deductions would be allocated
between his taxable income and his major items of excluded income
with only the part allocable to the taxable income to be allowed as de-

(85)



ductions, The excluded items to be taken into account in ¢this computa-
tion are the same as those in the “expanded income base” under the
minimum tax: the excluded one-half of long term capital fmns, State
and local bond interest, percentage depletion in excess of the cost of
the property, and appreciation in property which is donated to charity
and for which a tax deduction isallowed.

Allocation would not be required unless the taxpayer had at least
85,000 of the above-excluded items, Moreover, the standard deduction
would always be allowed without allocation,

This proposal would affect approximately 400,000 taxpayers, most
of whom have total income in excess of :20,000.

Revenue gain.—The proposal would increase revenues by $405 mil-
lion per year.

0. Correction of abuses of farm tax rules by nonfarmers

The deduction of “farm losses” against nonfarm income would be
limited to $15,000 in any taxable year (but with the opportunity for
carrybacks and carryforwards of any excess to avoid imposing the
restriction where a large isolated loss is incurred in one year). The
limitation would be applicable to individually operated farms and
to farms operated by a corporation or a partnership. This limitation
would not apply, however, In those cases where normal business meth-
ods of accrual accounting and proper capitalization of preparatory

and development costs are used by the taxpayer.
This proposal would affect about 14,000 taxpayers and would have

}ittlo or no effect on taxpayers earning less than $15,000 of nonfarm
ncome,

Revenue gain—The proposal would increase revenues by $145 mil-
lion per year,
D. Taxation of multiple trusts and acoumulated income tn trusts

The existin&“thmwback” rule regarding the accumulated income of
trusts would be applied to all trust distributions without being limited
to the last 5 years' income and without the various exceptions now
contained in the code, Some minor exceptions would be Yrovided for
administrative convenience. The effect of this change would be to treat
all taxpayers receiving distributions from income accumulated el:{
trusts as if thegahad received the income over the years it was earned.
Credit would be given for taxes paid by the trust. Also, simplified
methods of computation would be provided. Where a trust is estab-
lished to accumulate income for eventual distribution to the grantor’s
spouse, the trust’s income would be taxed currently to the grantor.

Revenue gain.—These provigions would produce a gain of $70

million per year.
LIMITATION ON TAX BURDEN

Mavimum. individual income tax

A maximum tax would be introduced under which a ceiling would
be placed on the total tax imposed on the total income of individuals.
Under this maximum tax, the income tax could not exceed 50 percent
of a taxpayer’s total income, measured generally in accordance with
the same expanded income base as is used under the minimum tax. A
taxpayer would have the option of paying this maximum tax if it were
lower than his regular tax under present law. _
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The maximum tax would not go into effect 8o long as the temporary
10-percent surcharge is in effect, It is estimated that the maximum tax
would be used by about 12,000 high-income tax{myers.

Revenue loss—~The maximwn tax proposal would result in an
annual revenue loss of $208 million,

INCREASED EQUITY AND SIMPLIFICATION IN TREATMENT OF DEDUCTIONS

A. Liberalisation of general standard deduotion

At present the standard deduction is 10 percent of adjusted gross
income with a ceiling of $1,000. It would be raised to 14 percent of
adjusted gross income with a ceiling of $1,800.

e change would result in about 80 percent of taxpayers using the
standard deduction rather than itemizing their deductions, It would
principally benefit taxpayers in the $5,000- to $15,000-income range,

Revenue loss.—This provision involves an annual revenue loss of
$1.4 billion.
B. Revision of charitable contribution deduction
1. Allowance of deduotion in addition to standard deduction
The charitable contribution deduction is rgresently an itemized
deduction which is not available if the standard deduction is claimed.
Under the proposal the charitable contribution deduction would be
allowed to be claimed even if the standard deduction were used.
Revenues loss.—The allowance of charitable contribution deductions
outside the standard deduction would involve an annual revenue loss
of about $440 million and affect 18.5 million taxpayers after the pro-
sosed liberalization of the standard deduction, minimum standard
eduction, and the proposed application of a 3-percent threshold
(disoussed below).
9. Oharitable deduction threshold
A limitation on deductibility would be imposed so that only those
contributions in excess of 8 percent of adjusted gross income would
be deductible outside the standard deduction, This threshold of 8 per-
cent would also apply to taxpayers electing to itemize all personal

deductions and not taking the standard deduction.
Revenue gain—The disallowance of deductions under the 3-percent

level would increase revenues by $1.5 billion and affect 21.8 million
itemizers remaining after the proposed liberalization of the standard
deduction and minimum standard deduction.

3. Increase of deduction ceiling

Under present law, the maximum limitation on the charitable con-
tribution deduction is 80 or 20 percent of adjusted income, de-
pending on the recipient. The general 80 percent limitation on the
charitable deduction would be increased to 50 percent.

Revenue loss—The effect of the proposal will be a $20 million rev-
enue loss and would %merally benefit upper-income taxpayers who
make large amounts of charitable glfts, including those who would
lose the unlimited charitable contribution deduction discussed below.

4. Correction of certain charitable deduction abuses

(a) Avoidance of percentage limitations.—Under esresenl: law, the
maximum limitation on the charitable contribution deduction does not
apply for the very small number of taxpayers who qualify for the
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unlimited charitable contribution deduction. Also, the percenta‘m
limitations may be avoided under a special provision which {)ermitst 1
creation of n 2-year trust for the benefit of charity resulting in the
exclusion of the trust’s income from the donor's gnxuble income.

The unlimited charitable deduction option and the specinl 2-year
trust rule would be vepealed (the former after a 10-year trunsition

eriod). These taxpayers would be subject to the proposed 50-percent
imitation,

Revenue gain—Repeal of the unlimited charitable contribution de-
duction would gain $25 million after the 10-year-grace period has
expired. The revenue gnin after repeal of the trust rule would be small.
Repeal of the two special exemptions to the percentage limitation rules
would affect a limited number of wealthy taxpayers.

(b) Other charitable deduction abuses.

1. The charitable contribution deduction for a trust interest given
to a charity is based on an assumed actuarial calculation made at the
time the trust is created. Management of the trust property, however,
can be conducted with a view to favoring the interests of the non.
charitable beneficiaries and giving charity less than was assumed in
calculating the deduction. The proposal would restrict the deduction
to the amount that the charity actually receives.

2. With certain limited exceptions, a taxpayer can deduct the value
of n;})‘preciated {:ero({)erty donated to charity without payment of the
tax that would be due had he sold it. In cases where the gain realized
on snle would be taxed as ordinary income (such as in the case of
inventory or section 308 preferred stock), the result for high bracket
taxpayers is that thef can realize more after-tax income by giving the
property to charity than by selling it and keeping the after-tax income
for their own use. This would be corrected by including in income the
amount of ordinary income which would have resulted on a sale of the
property at its market value.

3. Significant tax savings can be effected by selling appreciated
property to a charity for an amount equal to its cost (tax basis). This
permits the tax-free recovery of cost, and at the same time a deduction
for the appreciation in value without the payment of tax on the appre-
cintion. To correct. this abuse, special rules for the allocation of basis
on these “bargain sale” transactions would be prescribed. '

These changes would affect only high bracket taxpayers, The rev-
enue increase 1s under $5 million,

D. Repeal of gasoline taw deduction

Under existing Inw, taxpayers may deduct State gnsoline taxes but
not the Federal gasoline tax. State gasoline taxes like the Federal gnso-
line tax are essentially charges for the use of highways and therefore
are more like a personal expense for automobile travel (such as tolls,
ete.) than a tax, This proposal would eliminate this deduction. Such
repeal would affect most taxpayers who itemize their deductions,

evenue gain—This provision involves an annual increase in rove-

nues of $310 million.

E. Consistency of capital gain and loss rules

) Undp:;gresent law, only 50 percent of net long-term capital gnins
is required to be included in income (subject to 2 maximum alternative
tax equal to 25 percent of the gain). On the other hand, net long-term
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capital losses may he deducted in full against ordinary income, up to
$1,000 per year, and the excess over $1,000 may be carried forward in
full and troated us o Jong-term capital loss. To make the rules appli-
cable to long-term cu‘)ita losses consistent and parallel with those gov-
orning long-term capital guins, a change is proposed under which each
$1 of net long-term capital loss would offset only 50 cents of ordinary
taxable income, subject to the present $1,000 overall limitation on the
amount deductible in any 1 year.

If the total net. loss for a year does not exceed $2,000, 50 percent of it
would be deductible agninst ordinary income, with no carryover, If
tho total net loss excee(fé $2,000, » maximum deduction of $1,000 would
be gggmitted for the current year and the aimount of the loss in excess of
$2,000 could be carried over and treated as a long-term capital loss in
the succeeding year.

In addition, the annual §1,000 capital loss limitation would be low-
ered to $500 in the case of a marrie Iperson filing a separate return.

Rtevenue gain,—The proposal would increase revenues an estimated
$60 million in the first year. As the backlog of existing capital loss
carryovers is absorbed under the new rule, the annual revenue gain
wonld increase to an ultimate level of about $100 million (at 1969

income levels) within about 6 years.

F. Liberalization of moving expense rules

A tax deduction for employce moving expenses would be extended to
cover the cost of house-hunti ng} trips. temfomry living costs at the new
location, and the commission for selling the house at the old location,
All of these items would be subject to a combined dollar limitation of
$1,600. At present, only the direct transportation costs incurred in
job-related move may be deducted or excluded.

Revenue losa—This provision involves a revenue loss of $85 million

per year,
TAX TREATMENT OF THE ELDERLY

A specinl exemption would replace the various fax benefits now
available to the el(lierl,v (retirement income credit, exclusion of social
security benefits, additional $600 exemption) and their attendant com-
plexity. This special exemption would be available to all lower and
middle-income elderly regardless of their source of income, but would
not be available to higher income individuals where there is no need
for tax relief because of atga . )

The dollar amount of the special exemption for single persons
would be $2,600, For married couples, the special examption would be
$4,200. (Ench aged person would continue to receive the regular $600
exemption.) The income level at. which the special exemption begins to
phase out. would be $8,500 for sinfle people and $11,600 for a married
couple. An additional special deduction would be provided for those
receiving rilroad retirement benefits. .

Of the approximately 4.8 million elderly individuals who now pay
income tax, almost 3.6, million would be either completely exempted
from tax or would receive tax reductions, The remainder—in the mid-
dle and upper brackets—would realize tax increases.

Revenue loss—This proposal would result in an annual revenue loss

of $80 million.
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VOLUNTARY WITHHOLDING ON INDIVIDUALS

There are frequently situations where an employer and his employees
may desire to institute income tax withholding on wages but are pre-
vented from doing so by the technical provisions of present law. To
correct this situation, wage withholding would be permitted in those
situations not now covered by the law ?such as agricultural labor) if
both the employer and employee agree to such withholding.

CorrorATE INcoME TAx
CORRECTION OF ABUSE OF MULTIPLE SURTAX EXEMPTIONS

Corporations pay a tax of 22 l;\)ercent on their first $25,000 of income
and 48 percent on income over this amount, This exemption of the first
$25,000 of income from the general corporate rate is known as a “surtax
exemption.” .

The proposal would eliminate the ability of a controlled group or
chain of corporations to claim more than a single surtax exemption.
This result would be achieved over & 7-year transition period which
would allow the corporations ample time to adjust their affairs to the
new system,

Thg transition to this rule would be accomplished by a sliding scale
of maximum limits on the number of surtax exemptions that may be
claimed by any controlled group of corporations, For the first year the
maximum would be 500 exemptions; for the second year, 250; for the
third year, 100; for the fourth year, 50; for the fifth year, 25; for the
sixth year, 10; and for the seventh year, 5, Thereafter, no more than one
surtax exemption could be claimed by a controlled grouq.

Revenve gain—This provision would increase annual revenues by
$235 million when the transition is fully effected.

CORRECTION OF ABUSH OF MINERAL PRODUCTION PAYMENTS

The tax treatment of the extractive industries may be distorted
under present law by use of mineral production payments. Where the
owner of a mineral interest sells a carved-out production payment, he
takes the proceeds of the sale into account as depletable income in the
year of the sale, By this device, the limitation on the deduction for de-
pletion may be avoided, Further distortion may occur because the
owner of the working interest excludes from income amounts used to
pay off the production payment, but claims & deduction for the ex-
penses attributable to the production payment, In ABC transactions,
the production pag'ment is used as a financing transaction, but its tax
consequences are distorted because the owner of the working interest
excludes from income the amount used to pay off the production pay-
ment, but claims a deduction for the expenses attributable to the pro-
duction payment. In both cases there is a mismatching of income and
expenses which distorts the tax treatment of the extractive industries.

he proposal generally would treat mineral production payments as
loan transactions. As a result the ovner of a mineral interest subject to
a production payment will take the income and expenses with respect
to the production pagment into account in the same taxable year.

Revenue gain—This provision would increase annual revenue by

$200 million,
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CORRECTION OF TREATMENT OF MUTUAL SAVINGS BANKS

To correct the fact that mutual savings banks are not paying the tax
which Congress intended they should pay as a result of the 1062 re-
form of the tax treatment of mutual thrift organizations, mutual sav-
ingg banks would no'longer be permitted to use the so-called 3-percent
method of creating tax-free reserves. Instead, their additions to these
reserves would have to be on the basis of actual experience or on the
basis of 60 percent of taxable income, Moreover, it would seem advis-
able to revise this 60-percent method of oonclﬁutm additions to reserves
for all thrift institutions in a manner which would merely reduce (in-
stead of eliminate as under present rules) the tax benefits involved
to the extent that the institution fails to maintain a specified level of
investment in residential mortgages, while at the same time not inter-
fering with the institution’s investment flexibility. )

Revenue gain—This provision would increase revenues by $40 mil-

lion per year.

SIMPLIFICATION OF TREATMENT OF SUBCHAPTER 8 CORPORATIONS

The provisions relating to so-called subchapter S corporations would
be revised so that the tax rules for these corporations and their share-
holders conform more closely to the rules governing partnerships and
partners and to make them easier and simpler to comply with. Con-
sistent with this goal of parallel treatment to partnerships, some of the
tax benefits now available to subchapter S corporations would be lim-
ited to those available ta partnerships—for example, the nontaxable
contributions that may be made to pension plans on behalf of share-
holder-employers owning more than 10 percent of the business would
be limited to the amount of such contributions that may be made to
self-employed pension plans on behalf of the owners.

Tax-Exempr ORGANIZATIONS
CORRECTION OF ABUSES IN PRIVATE FOUNDATIONS

. Approximawclg 8 years ago, the Treasury Department submitted a
report to the Congress concerning private foundations. The report
contained a series of recommendations to correct abuses which were
revealed in a thorough study of this area. The recommendations in
the report are designed principally to prevent the creator of a private
foundation from utilizing the foundation’s property for his personal
benefit, to require that property transferred to a private foundation
be devoted to charitable use within a reasonably prompt period of
time, and to divorce the philanthropic aspects of foundations from
their control and management of business. The }l)roposals endorse
these recommendations, These proposals affect only a minority of
private foundations and have no significant overall revenue e

OURBING OF ABUSES IN DEBT FINANCING OF ACQUISITIONS

Charitable otg}a:nizations are muiring business enterprises under
a technique which has very favorable tax aspects for the parties con-
cerned. The exempt organization purchases the business, its obli

tion to pay being limited to a specified percentage of future pmgt:
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Since the profits dgenemted b{ the business are not subject to tax in
the charity’s hands, it is able to pay an inflated price for the business.

The sellers realize capital gain on their profit, a result which has been
usheld by the Supreme Court in the Clay Brown case, In accord with
bills considered in 1966 in public hearings by the Ways and Means
Committee, and reintroduced in revised form in 1967, a tax would be
imposed on the unrelated debt-financed income of exempt organiza-
tions to curb this practice. Although this would not have any imme-
diate significant overall revenue effect, it would prevent substantial
future revenue losses, :

EXPANBION OF TAXATION OF INCOME FROM UNRELATED BUSINESSES AND
FROM INVESTMENTS OF CERTAIN. EXEMPT ORGANIZATIONS

A. Unrelated business income :

Most types of exempt organizations are subject to income tax on
income from businesses unrelated to their exempt activities. This
proposa]l would extend this tax to certain exempt organizations to
which it does not now apply—churches, social welfare grouﬁ, civie
leagues, social clubs, and fraternal beneficiary associations. This tax
would not apply to income from businesses related to the organiza-
tion’s exemgt, function, such as an insurance business run by a fra-
ternal beneficiary association. :

B, Investment income L
The interest, dividends, rents, and royalties received by exem
organizations are, for the most part, not subject to income taxes, This
exclusion is appropriate to those organizations which are exemf)t
because they are rendering some service to the community as a whole,
There are certain classes of exempt organizations, however, which are
exempt on a theory of mutuality, Organizations such as social clubs
are operated solely for the benefit of members and any “profit” derived
from rendering services to members.is used by the club for the ben-
efit of members and therefore represents merely a reduction to the
member of the cost of services rendered to him because the services
in fact cost less than the original charge. Where, however, a social
club has income from interest, dividends, rents, or royalties, this in-
come inevitably reduces the member’s cost below the actual cost of pro-
viding the purely personal facilities made available by the organiza-
tion, The proposal would tax social clubs and certain other membership
organizations on all income other than that derived  from rendering

services to members,
Revenue gain.—These pro) would increase annual revenue
receipts by an undeterminable amount. :

[

Estate AND Girr - -Taxes?
TAXATION OF APPRECIATED PROPERTY TRANSFERRED AT DEATH OR BY GIFT

Under existing law, appreciated pro[')erty may be transferred at
death without the imposition of a capital gains tax on the increase in
value, Additionally, the recipient of the property takes its market value
at death as his tax basis. Thus, the appreciation forever escapes incorhe
taxation. - 3 | S

1 Revenue effects of the various proposals are discussed at p. 44.
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It is proposed that a capital gains tax be imposed on the apprecia-
tion in assets transferred at death or by gift, with certain exemptions
and exclusions, The tax would apply, however, only as to apprecia-
tion occurring after the date of enactment, Since every taxpayer would
be presumed to have & minimum basis in pmpertfy transferred at death
of $60,000, only those with significant amounts of asscts would be

affected by this proposal,
TAX-FREE TRANSFERS BETWEEN HUSBAND AND WIFE

Presently, there is a 50 }l):went limitation on the amount o{‘}‘)rgerty
which can tax free from a husband to his wife at death, with a
similar limitation on gifts, This limitation would be removed so that
up to 100 percent of proper&y could be transferred between spouses
free of estate or gift tax, Additionally, the rules concerning the ty
of interest in property which mes(ziy qualify for the marital deduction
would be liberalized and simplified. L

These revisions will be of benefit to smaller and medium-sized
estates and will be a considerable benefit to estates lacking liquidity.

ORPHAN CHILDREN'S DEDUCTION

A deduction for property left to orphans of the decedent would be
rovided, which would be $3,000 for each year of the orphan’s age

low 21.
UNIFICATION OF GIFT AND ESTATE TAXES

Under present law, there are separate pro ive rate-schedules
and separate exemptions applicable to the gift tax and to the estate
tax. A more equitable and uniform system of transfer taxation is
proposed. The gift and estate taxes would be combined into one sin-
%le transfer tax with a single rate schedule and a single exemption.

he gift tax rates are presently 25 percent lower than the estate tax
rates, The unified transfer tax would further equate lifetime and
deathtime transfers b{ roviding rules for computing the tax on life-
time transfers so that, in effect, the tax is ({mid out of the property
transferred, as is the case with transfoers at death, Thus, the pro
provides for computation of the tax on lifetime transfers by valuing
the gift (“grossing-up” the gift) so as to include the amount of the
tax_within the amount of the gift upon which the tax is computed.

Unification would generally increase the total transfer tax burden
for those taxpayers with accumulated wealth at levels sufficient to in-
duce them to make large amounts of lifetime gifts, .

_ TAXATION OF GENERATION SKIPPING ARRANGEMENTS

By means of complex legal arrangements, property can now be
pass%d throughi to su%sequer%l? nemt%tems wi hgut theyimposition of
& transfer tax in each generation. This procedure is commpnl( re-
ferred to as “generation skipping,” and can be indulged in only by
those possessing considerable wealth. A special tax would be imposed
on “generation skipping” transfers of property which would serve
as a substitute tax for the tax that would have applied if the property
had paid estate tax successively through each generation,
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EXEMPTIONS

Under present law an individual may give $3,000 of property to a
donee each year without this either being counted as & gitt or using ulp
any of the iao,ooo lifetime exemption, A married person may double
these amounts, In addition, there is a separate $60,000 exemption
under the estate tax.

Whether a particular transfer to a relative is & %ift or a discharge
of a support obligation is also a complex issue that comes out differ-
ently under one State law as compared to another. )

e gmﬁ:ml would introduce & uniform Federal rule to designate
which kinds of property transfers are gifts and which are support
ments. The present separate exemptions for gift taxes and
estate taxes would be combined into one $60,000 exemption under the
unified transfer tax. The present $3,000 per donee exclusion would be

retained, .
RATE REDUOTIONS

To counterbalance those aspects of the estate and gift tax reforms
which inorease revenues, significant reductions in the present estate
_ tax rates would be implemented in month-to-month steps over a 10-
year seriod. When the transition has been fully effected, the top rate
would have been reduced from 77 percent to 65 percent, with most
other rates reduced by approximately 20 percent,

LIBERALIZATION OF PAYMENT RULES

The Internal Revenue Code presently has special provisions which
senmt deferring the payment of estate taxes in cases in which the
acedent owns & closely held business, These rules would be liberalized
to make their use more readily available to estates which encounter
difficulty in immediately raising the funds necessary to satisfy estate
tax liabilities. These special rules would also be made applicable where
& capital gains tax is imposed at death on the appreciation in closely
held business interests. .
This would help owners of small businesses and farms who desire to

leave the enterprise in family control.
REVENUE EFFECT OF ESTATE AND GIFT TAX PROPOSAL

Most of the estate and gift tax recommendations will have revenue
effects that would change considerably over a long transition period.
Over this period the estate and gift tax revenues would rise consider-
ably even if there was no change in the law. The most meaningful way
zfx escribe the mvenuef etl}'lects ;ﬁcttl;?lso changes,.tlllsrefo:lg, is to ex fm

em as percent. of the ex revenue yleld of the present law
estate unse ift t:xges .

The unlimited marital deduction would initially cause a revenue
loss of about 18 percent of the present estate and gift taxes. This loss
would decline after 10 yearsto about 10 percent.

Unification of estate and gift taxes would initially cause a revenue
loss, due to the new start for the gift tax, of about 1 percent of the
present estate and gift tax revenues, and atter 10 years this would be
converted into a 5-percent revenue gain, ‘
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The generation skipRing substitute tax would initially increase the
{yrgsqnt estate and tax revenues by 2 percent, After 10 years

his increase would be 4 percent,

The taxation of capital gains on transfer of appreciated &;roperty
b¥ death or gift would initially cause a revenue gain equal to 6 percent
of present estate and gift tax revenues and rise toward 23 percent
qfteirﬁ lot)years (as the prescribed valuation date becomes less
significant),

he estate and gift tax rate changes would after 10 years reduce
present revenues by 17 percent. |

The other substantive changes would approximately cancel out
and would have no effect on present revenues,

The overall combined changes would reduce taxes on estate and

ft tax returns filed for 1970 decedents by about 7 percent and
increase these taxes for 1980 decedents by about 5 percent. Due to
the lon& riod for filing estate tax returns, the revenue loss in fiscal
year 1971 would be below $100 million, It would be about a $260
million loss in fiscal year 1972.

OVERALL EFFECTS OF REFORM PROGRAM

Table 1 (pt. 1) attached hereto indicates that the aggregate effect
of all the srorosals, other than those dealing with estate and gift
taxes, would yield an annual net revenue gain of about $155 million.
The estate and gift tax proposals as shown in table 1 (pt. 2) involve
early annual net revenue losses of about $260 million. However, in
the 10th year after enactment the estate and gift tax proposals would

roduce a revenue gain of about $360 million.

For individuals, the pro};:owd income tax reform will ‘}o a long
way toward simplifying the problem of filling out the 78 million
tax returns each year. About 3.5 million filers will be taken com-
(ﬂetely off the tax rolls. More than 18 million filers will switch to
the standard deduction and will no lox;ger find necessary the record- -
keef)ing and detailed accountin% required by itemized deductions, This
will inorease the percentage of filers using the simple standard deduc-
tion from 57 percent to reent. ' )

The proposed reform will also go a long way toward removin
the Federal income tax burden on families in poverty. Of the 2.
million poverty families paying tax under present law, 1.2 million
would become nontaxable, and the other 1 million families would
e ion, The. proposed ref ill go a1

addition, the pro reform program wi a long way
toward making the &xgose m more fgir and equitabqg by removing
tax abuses and defects. As a result there will be taxpa{ers with tax
increases as well as taxgayers with tax decreages. Overall, among the
78 million filers, 44 million, or 56 percent, will have tax decreases;
21 million, or o7 rcent, will have tax increases; and 13 million, or

17 percent, will show no net change.
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Table 1 (pt. 1)—8Summary revenue estimates for income tax provisions: This
table shows aggregate revenue chap (at 1969 levels of Income) attrib.
utable to each major individual and corporate income tax proposal. Sub-
totals are also given for (1) all individual income tax changes, (2) all cor-
porate tax changes, and (8) all income tax changes, both individual and

corporate. .

Table 1 (pt. 2)—Summary revenue estimates for transfer tax provisions: This
table shows aggregate revenue changes (for 1970 and 1980 decedents) attribu-
table to each major transfer tax proposal. Revenue effects are also
provided for fiscal years 1971, 1072, 1976, and 1980,

Table 2—Overall effects of the individual income tax reform ‘proposals (1060)
levels) : This table indicates tax vhanges resulting from all individual income
tax proposals combined. Tax chunges are given by AGI classes (1) as dollar
amounts, (2) as percents of present tax, and (8) as percents of adjusted
gross income.

Table 3—Revenue effect of major parts of the reform program related to indi-
vidual income tax (1969 levels) : This table provides dollar amounts of tax
change, by AGI classes, for each mal’or individual income tax proposal.

Table 4—Tax change as percent of tax liability under present law of major parts
of the reform program related to individypal income tax (1969 levels) : This
table gives tax change as a percent of present law tax, by AGI classes, for
each major individual income tax proposal,

Table 5—Percentage distribution of tax change by income class of major parts
of the reform program related to individual income tax (1969 levels) : This
table distributes among AGI classes, on a percentage basis, the tax change
resulting from each major individual income tax proposal,

Table 6—Number and percent of tax returns affected by individual income tax
provisions of the reform program (1969 levels) : This table shows the num-
ber of returns (taxable and nontaxable) and the percent of returns within
each AGI class (1) which are given a tax increase, (2) which are given a
tax decrease, and (8) which are unaffected by proposals relating to the
individual income tax. , .

Table 7—Galners (tax decrease) and losers (tax increase) from individual in-
come tax provisions of the reform program by filing status and deduction
status under present law (1969 levels) : This table indicates, by present law
filing status (joint returns/other returns) and by present law deduction
status (itemized deductions/standard deduction), the number of returns
with each AGI class which are given a tax decrease and which are given a
tax increase by all proposals affecting the individual.

Table 8—Tax increase and tax decrease from individual income tax provistons
of the reform program, by filing status under present law (1 levels) :
Present standard and itemized deduction returns combined : This table shows
by present law filing status (joint returns/other returns), but not by deduc-
tion status, dollar amounts of tax increase and tax decrease within each
AGI class for all taxable returns.

Table 9—Tax increase and tax decrease from individual income tax provisions
of the reform program, by filing status and deduction status under present
law (1060 levels) : Present itemized deduction returns: This table indicates,
by present law filing status (Joint returns/other returns), dollar amounts
of tax increase and tax decrease within each AGI class for present itemized

deductfon returns only.
(46)
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Table 10—Tax increase and tax decrease from individual income tax provisions
of the reform program by filing status and deduction status under present
law (1969 levels) : Present standard deduction returns: This table indicates,
by present law filling status (joint returns/other returns), dollar amounts
of tax increase and tax decrease within each AGI class for present stand-
ard deductors only.

Table 11—Tax status change in taxable and nontaxable returns under the reform
program (19060 levels): This table gives, by AGI classes, the number of re-
turns taxable and nontaxable both under present law and under the reform
proposals affecting the individual income tax.

Table 12—Number of returns affected by major parts of the reform program
related to individual income tax (1969 levels) : This table shows, by AGI
classes, the number of returns affected by each major individual income tax
proposal. A return may be affected by more than one proposal, Therefore the
figures are not mutually exclusive of each other,

Table 13—Number of Itemizers shifting to standard deduction under reform
program (1960 levels) : This table provides, by AGI classes, the number of
returns and the percent of returns who presently itemize deductions and
who presently elect the standard deduction, the nwmuber and percent of pres.
ent law itemizers shifting to the standard deduction, and the number and
percent of itemizers and nonitemizers under reform,

Table 14—Number of itemizers switching to the standard deduction as a result
of major parts of the reform program related to individual income tax
(1969) levels) : This table lists, by AGI classes, the number of returns which
switch from the standard deduction to itemized status as a result of each
major individual income tax proposal.

Table 15—Number of taxable individual Income tax returns, adjusted gross
income, taxable income, and tax liabilities by adjusted gross income classes
at calendar year 1969 levels of income: Present law : This table summarizes
the number of taxable returns, AGI, taxable income, and tax within each
AGI class under present law.

Table 16-—Number of nontaxable individual income tax returns and adjusted
gross income: Present law: This table summariges the number of nontax-
able returns and their AGI within each AGI class under present law (at
1969 income levels).

Table 17—Number of returns (taxable and nontaxable combined) by filing
status and deduction status under present law, 1060 levels: This table shows,
for present law, the cross distribution of all returns according to both
filing status (Joint returns/other returns) and deduction status (itemiged
deduotions/standard deduction) within AGI classes,

Table 18—Number of taxable returns, by filing status and deduction status
under present law, 1069 levels: This table shows, for present law, the num-
ber of returns which itemize deductions and the number which elect the
standard deduction within each AGI class.

Table 19—~Rstimated changes in effective rates of transfer tax under the pro-
posed program by sige of gross transfers during life and at death ; married
transferors: This table displays the individual and combined effects of pro-
posed transfer tax revisions, expressed as dlfferences from the effective
rates of tax paid under present law, by transferors who are married, for
various siges of gross transfers (beguests, gifts, and transfer taxes).

Table 20—Estimated changes in effective rates of transfer tax under the pro-
posed program, by size of gross transfers during life and at death; non-
married transferors: This table displays the individual and combined effects
of proposed transfer tax provisions, expressed as differences from the effec-
tive rates of tax paid under present law by transferors who are single or
gldov;ed. for various elzes of gross transfers (bequests, gifts and transfer

xes),

Al
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TABLE 1 (PT. 1).—SUMMARY REVENUE ESTIMATES FOR INCOME TAX PROVISIONS
(' millions of dollars)

Revenue
mﬁ"‘ lovels

INDIVIDUAL INCOME-TAX CHANGES
g]'lld for n in mmty‘ Ubgrna‘l“muon of minimum standerd deduction. .....cececrececncsecaren -1,180

rmw :
W« no?l?ifuiinomm tax ruln.. e r——————rrant Pg
}.luuh um b’ ‘1 ndvldual me:imm..... 4!7
wm ' “ ....‘.'..I'......‘...l".‘.".'........'. -,
TR mg'f&bm"'"'m" it 14 porcant §
mmzdolh ulmﬂ NS T reeeeeeeeeesaevuraeee -l.ﬂo
ﬂ nll'lbﬂ uction:
ﬂlmﬂ’d.s'mn. eeeceoneesne cecssrascssassncernace -
lmm Muctmunmma-umn M —— +1.8
llmmolun deduction?. +2
f:ra dzl hwpomm...... -
.n....u. 1 OO g
Wuxwm‘wlﬁm OO -
Total Individual Income tax changes. ............. ceverescaces covecseesan ceeseracossnsece . -420
p e - §
CORPORATE TAX CHANGES

Wlﬁ;‘. tax almu dm
surts xmm ..... . %
a mmonnumlmlmmku......,...

.......

Tt COrPOMID 8 CHANEES. e vcronnrecmsencmsensmmneeesessenesenes . T
i o e st esion hioagh roduction i v ol i g T Im
. -]

Neot revenue change for income tax provisions . ceecsesnne +185

1A the rmhbamld lxt be ollmlnmd unti 10 years after enactment of the reform program, the revenue
aln nation
$This s the wmummmmumwmm
TABLE 1 (PT. 2).—~SUMMARY REVENUE ESTIMATES FOR TRANSFER TAX PROVISIONS

Yoar of death

. 1970 1950

. Porcant of tax that would be

due under present law

Unlimited marital deduction.......... tereceerenenreseenaesenssansanes vereeecerenns - -]

o ————— e B
uuu""”""’ et éiiuiiift.' ...................
Estats and ;'n'mmum provisons '.".' . i anilety 0 -
Total estate and e eeeressmesestcomaeneseasaneerensnnsnsananan S -1 -

Capital gains on transfer by Qoath OF G- oo o e ceeeeeennncececranverinranerennaes 3 %3
Total translor taX CRANEES. . ..o.c.oeeeeenereciacnracncnecsecsscesnancencacas -7 +5

Note: Detalls may not add to totals because of rounding.



49

REVENUE COLLECTIONS
| Fiscal Fiscal Fiscal
Faal vt o {37 )
Expochd ylold. ptmnt law (OIlIONs)....eueeennenennns ﬂ 3 e 1§ ﬂ.%
In fiscal yoor revenues......c...c.. =57 . 3
Rmnuo ehma%lllm:). .’ cevessnconseanss -31 -$260 i +$37
Note: Detalls may not add to totals because of rounding.
TABLE 2.—OVERALL EFFECTS OF THE INDIVIDUAL INCOME TAX REFORM PROPOSAL (1969 LEVELS)
{Dollar amounts in millions)
Present law " Porcentage Pron T '3:'&':":"
AGH (In thousands of dollars) % Tex changs ok change H é
$ .] $-418 -,
i - -
| - -
12 )
W NG OVOT - neeoeeeommmonmmnnses I ¥ :w
ToMeereneecenearncennns 78,490 $ =530 -] 568, 508

long-run ¢ | loss limitation provision and the

T B

3348030 - 60 - pt.1 -8



TABLE 3.—REVENUE EFFECT OF MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)
PART 1 OF 2 PARTS

in millions]
Libecalization of standard deduction
plus $100
stand- 14 percontstand-  $1,800 standard Disallow State
AGl class (ia thousands of doliars) srd deduction ard deduction  deduction ceiling  gas tax deduction
Cto3..... -$415 cee +3$1
3teS.. - —420 . - +10
;:{0 -200 :“s .................. +30
101015. 7770700 . S 8 s 495
15020 ——- ~145 +35
20050 ———- c—oam—— -3 435
S0 to 100. . -5 +10
s - +
1,000 snd over.. 8
Total. -1,130 =215 -1,190 +310 +1,470 —~440 ~20 +25
1 Less than $500,000.

Nots: Amousts msy not add %0 totals because of rounding.



TABLE 3.—REVENUE EFFECT OF MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)
PART 2 OF 2 PARTS
[in millions}

ital loss
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and the $70,000,000 gain from current taxstion of individuals of income accumeisted in cestain

Note: Amousnts may not add % totsls because of rounding.
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Changes i itemized dedections
Allow outside
standerd
deduction

Dissllow State
ceiling gas tax deduction 3-percent floor

&m

PART 1 OF 2 PARTS

-

Liberalization of standard deduction
14-percent stand-
ard deduction

asd deduction

$600 plus $100

TABLE 4.—TAX CHANGE AS PERCENT OF TAX LIABILITY UNDER PRESENT LAW OF MAIOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)
AGH class (in thoussnds of dollars)
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PART 2 OF 2 PARTS

TABLE 4.—TAX CHANGE AS PERCENT OF TAX LIABILITY UNDER PRESENT LAW OF MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)

AGt cless (in thousands of dollars)
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TABLE 5.—PERCENTAGE DISTRIBUTION OF TAX CHANGE BY INCOME CLASS OF MAIOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)

. PART 1 OF 2 PARTS
Changes in itemized deductions
Liberalization of standacd deduction
Asl e o ) $600 plus $100 lm $1,800 standard State Allow outside Dissllow
gas
minimum stand- deduction  tax deduction 3-pescent standard 50-percent untimited
ard deduction deduction ceiling floor deduction ceiling deduction
[ 1 3 TP 7 —e- 3
3teS 7 © 3 © 1 8
13 /R 18 k< N 10 4 12
L4 3 L I, 67 2 2 14 24
OO IS, .o eeececcceccccccecccccccneesecmasceemceeaceasmreaasananae . 58 31 18 31
150020 .ol .- 12 11 11 11
20t050_........ - coae 7 11 25 9
S0 to 100. - 1 3 14 1
300 b0 1O -T2 ! 1 §§
1,000 and over. .. ISR 8 1 2
L - ISP 100 100 100 100 100 100 100 100
1 Less than .S percent.
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TABLE 5.—PERCENTAQE DISTRIBUTION OF TAX CHANGE BY INCOME CLASS OF MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)
PART 2 OF 2 PARTS
Dedaction loss mm Farm loss
Al class (in thousands of dolisrs) siiocation limitationt expense 3
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Note: Percentages may not add to 100 because of rounding.
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TABLE 6.—NUMBER AND PERCENT OF TAX RETURNS AFFECTED BY INDIVIDUAL INCOME TAX PROVISIONS OF THE REFORM PROGRAM (1969 LEVELS)
{Mumber of returns in thousands}
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AGI (n thousands of doltars)
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TABLE 7.—GAINERS (FAX DECREASE) AND LOSERS (TAX INCREASE) FROM INDIVIDUAL INCOME TAX PROVISIONS OF THE REFORM PROGRAM BY FILING STATUS AND DEDUCTION STATUS UNDER
PRESENT LAW (1969 LEVELS)
{Nember of returns in thousands}]

Fresent ilamized returas Present standacd returas

Pressat standard a0d itemized returas
All returas Joint returas  Other returas Al returns Joiat returns  Other returns All retumns Joiatretums  Other retoms

Giin lose Gain (lose Galn Lloss Gain lose Gain loss Gaim lose Gaim Loss Gain (loss Gein Lo

AG! (thousands of doliars)
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TABLE 8—TAX INCREASE AND TAX DECREASE FROM INDIVIDUAL INCOME TAX PROVISIONS OF THE REFORM PROGRAM, BY FILING STATUS UNDER PRESENT LAW (1969 LEVELS),

PRESENT STANDARD AND ITEMIZED DEDUCTION RETURNS COMBINED

{is millions]

Other retums

Tax
decresse

AG! (in thousands of dollars)
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TABLE 9.~TAX INCREASE AND TAX DECREASE FROM INDIVIDUAL INCOME TAX PROVISIONS OF THE REFORM m BY FILING STATUS AND DEDUCTION STATUS UNDER PRESENT LAW (1969
LEVELS), PRESENT ITEMIZED OEDUCTION RETURNS

[in millions}
ARl retutns Joiot returns Other retums
Tax Tax Tax Net tax Tax Tax Net tax Tax Tax
AG! (in thousands of dollars) change increase decreass change change increase decresse
0 - {3 S

: %= % % % P 5§ 3 i %Bs
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7 4388 282 194 469 239 170 +19 43 24
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TABLE 10.—TAX INCREASE AND TAX DECREASE FROM INDIVIDUAL INCOME TAX PROVISIONS OF THE REFORM PROGRAM BY FILING STATUS AND DEDUCTION STATUS UNDER PRESENT LAW

(1969 LEVELS), PRESENT STANDARD DEDUCTION RETURNS

{in miliions]

Other seturns
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TABLE 11.~TAX STATUS CHANGE IN TAXABLE AND NONTAXABLE RETURNS UNDER THE REFORM PROGRAM
(1969 LEVELS)

[Number of returns in thousands}

Nontexsble Vaxable made zs......_.

under presant  nontaxable by o taxable Nontaxable
low reform 333 under reform

AG! (in thousands of dollars) program program
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TABLE 12.—NUMBER OF RETURNS AFFECTED BY MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)

PART 1 OF 2 PARTS

Number of returns in thousands)]

Changes in itemized deductions

Liberalization of standard deduction

1

AGI class (in thousands of dollars)
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PART 2 OF 2 PARTS

{Nember of returns in thoussads}

TABLE 12.—NUMBER OF RETURNS AFFECTED BY MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX (1969 LEVELS)

i

AG} class (in thousands of dollars)
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{Number of returas in thousands]
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TABLE 13.—NUMBER OF ITEMIZERS SHIFTING TO STANDARD DEDUCTION UNDER REFORM PROGRAM (1969 LEVELS)

o

Shifting to standard deduction Nonitemizers
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TABLE 14.—NUMBER OF ITEMIZERS SWITCHING TO THE STANDARD DEDUCTION AS A RESULT OF MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX
(1969 LEVELS)
PART 1 OF 2 PARTS
[Numbss oF isturas ia thousands}
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(1969 LEVELS)
PART 2 OF 2 PARTS

{Nomber of returns in thousands]

TABLE 14.—NUMBER OF ITEMIZERS SWITCHING TO THE STANDARD DEDUCTION AS A RESULT OF MAJOR PARTS OF THE REFORM PROGRAM RELATED TO INDIVIDUAL INCOME TAX

i

Micimum tax Mazimem tax
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AGH class (in thousands of dollars)
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TABLE 15.—~NUMBER OF YAXABLE INDIVIDUAL INCOME TAX RETURNS, ADJUSTED GROSS INCOME, TAXABLE
INCOME, AND TAX LIABILITIES BY ADJUSTED GROSS INCOME CLASSES AT CALENDAR YEAR 1969 LEVELS

OF INCOME~-PRESENT LAW

{Dollar amounts in millions)
Number of
taxable Adjusted
Adjusted gross Income class (in thousands of dollars) mw’:‘."‘n&"& lng:: lnonm u'l,"ﬁ'-‘{'a'
| 0 sl
TR
fﬂ ek
3 e

64,860 369,019 75,4%0

1 o8 capital gains subject to the 25-percent alternative rate,
imgdwerms.”h l o S-parcantalle

Note: Figures do not necessarily add to totals due to rounding.

TABLE 16.—NUMBER OF NONTAXABLE INDIVIDUAL INCOME TAX RETURNS AND ADJUSTED GROSS INCOME,
PRESENT LAW, 1069 LEVELS

Numberof non-  Adjusted gross
taxsble rety i

O ovias ot dorary (hossndy  (milions)
1 ¥
X
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tLess than 500 returns,
Note: Figures do not necessarily add to totals due to rounding.
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TABLE 17.—~NUMBER OF RETURNS (TAXABLE AND NONTAXABLE COMBINED) BY FILING STATUS ANO DEDUCTION

STATUS UNDER PRESENT LAW, 1969 LEVELS

(Number of returns n thousands]
AGI Standard and itemized Presant itemized returns Present standard returns
(in tu?ound;ol
lars, Al Joint Other Al Joint Other All Joint Other
0tod............ 2], 4130 12,8 8 1, 19, 140 ,326 1
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Total...... a9

6,130 44,128

e 2,3

TABLE 18.~NUMBER OF TAXABLE RETURNS, BY FILING STATUS AND DEDUCTION STATUS UNDER PRESENT

LAW, 1969 LEVELS
{Number of returns in thousands)
AG! Standard and itemized Present itemized returns Present standard returns
(in thousands of

dollars) All Joint Other Al Joint Other ANl Joint Other
9,017 875 21 9,132 m 361
5 2,424 l.gog }'gsg 6.809 2 2:780
4,4 4,610 2,81 , 7 82 2 f.M;
2,7 3.712 8,7;3 1,03 ,010 g. ,687

oI om ow e dm
153 ftﬁ x:g 1;. 29 18 3 7
f ;7 10 1.0 0. 0.3
Total...... 64,866 41,167 23,700 32,316 26,717 5,600 32,550 14,451 18,099




TABLE 19.—ESTIMATED CHANGES IN EFFECTIVE RATES OF TRANSFER TAX UNDER THE PROPOSED PROGRAM, BY SIZE OF GROSS TRANSFERS DURING LIFEAND AT DEATH; MARRIED TRANSFERORS ¢

{Percent of gross transfers]

Changes in effective transfer tax rates due 1o proposal to—

Incresse future transfer taxes

structural revisisoas

Tax on
transfors
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Provide
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Total  deduction3
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_TABLE 20.—ESTIMATED CHANGES IN EFFECTIVE RATES OF TRANSFER TAX UNDER THE PROPOSED PROGRAM BY SIZE OF GROSS TRANSFERS DURING LIFE AND AT DEATH; NON-JMARRIED
TRANSFERORS 1
‘ : {Percont of gross transfers)
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IV. THE CASE FOR AND DIMENSION OF
TAX REFORM
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IV-A. THE CASE FOR AND DIMENSION OF TAX
REFORM: INDIVIDUAL INCOME TAX

InTRODUOTION—THE (G0ALS OF TaXx REFORM

Our individual income tax system has developed great disparity and
unfairness in the total tax treatment of individuals in lower, middle,
and upper income ranﬁes. This statement describes both the general
nature and extent of these disparities and inequities and also some of
the major reform proposals which help to correct specific problem
situations, )

The disparities and inequities that havo developed under the income
tax involve many problems: Among low incomes there is the.groblem
of burdens beinﬁ mposed on people in poverty, Among middle in-
comes there is the problem of a steadily increasing number of tax-

ayers being thrown into the com&)lexity of itemization and of grow-
ing disparity of effective tax rates due to extreme variations in the ratio
of personal deductions to income, Among high-income taxpayers there
is the problem of the disparities and the unfairness that has developed
because of excluded items of income and also the combination of such
items with extraordinary personal deductions.

Tax reform is designed to promote four general goals: (1) kee})ing
tax burdens in line with the ability to pay taxes, (2) equity of tax
burdens among similar taxpayers and between dissimilar taxpayers,
38). tax simplicity, and (4) neutrality of the tax system in economic

ecisions,

The ability-to-pay objective is basic to our tax system, Factors which
are generally accepted as influencing taxpayers” ability to pay taxes
are income, family size, and to some extent personal and business ex-
penses including those related to the earning of income.

The equity objective is twofold : taxpayers similarly situated should
pay equal amounts of tax and dissimilar taxpayers should pay un-
equal amounts of tax according to their different abilities to pay. And,
in keeping with the general progressive nature of our tax structure,
high-income individuals should pay a larger share of their incomes in

‘tax than isrequired of lower income individuals,

Tax simplicity is encouraged in instances where complex provisions
are apt to produce undesirable taxpayer errors which lead to incor-
rect allocations of tax burdens, where the vast majority of taxpayers
can be spared computational and recordkeeping tasks without the
:&::qxﬁca of fairness, and where tax administration can be made mom

clent,

Neutrality of the tax system is an objective because it is generally
undesirable for special provisions of the income tax to influence the
outcome of economic decisions of taxpayers, since otherwise invest-
ment resources are misallocated where tax savings through special
preferences are considered.

(73)
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I. Low-IncoMe TAXPAYERS
A, THE IMPOSITION OF TAX ON THOSE IN POVERTY

A major problem of the individual income tax is that tax is imposed
on some ﬁ)eoplo whose incomes fall below the Foverty line, Since the
verty line is established to measure lovels of income (according to
amily size) which are barely sufficient to provide the necessities of life
which every American family should enjoy, it is t%uesl:ioxmbla whether
individuals having incomes below this line have the ability to pay any
income tax, Table 1 provides some data on the relation of iIncomes now
subject to tax and poverty levels of income, including estimates of the
number of families in poverty who are now subject & income ¢ax.
The additional hardship that the income tax imposes on people in
poverty is particularly severe for single individuals and for families
with less than seven members. Table 1 indicates that about one-fourth
of all single individuals with incomes under the poverty line pailsome
income tax. The structure of the minimum standard deduction (MSD)
gradually reduces this taxable fraction as family size increases; how-
ever, it i8 not until families exceed six persons that the MSD affects
a virtual elimination of tax.

TABLE 1.—BEGINNING TAX LEVELS AND POVERTY LEVELS

Exem Estimated.number of
":'33 Poverty  family units (ﬂ»uu%
minimum income
standard  levels 1969 4 Totst Texable
deduction

..............................................
..............................................

..............................................

1 Assumed to be 6 percent above the HEW nonfarm poverty levels for 1968,
1 Averages 8 por .mu'i."‘

Admittedly, the definition of any poverty line is arbitrary. The
widespread use of the HEW estimates which are cited in table 1
reflects & very general opinion that these are living standards below
which people ought not to have to live and, implicitly, it reflects an
opinion that imposing an income tax below these ]evefs is harsh,

It is important to note that the poverty income definition is in
terms of total income, so that a single person with $1,000 of adjusted
gross income for tax pu could well have other nontaxable in-
come, such as social security benefits, that Put him above the poverty
level. Nevertheless, there are many people below the poverty line
whose only income is from work, and therefore taxable, and for whom
income tax is a serious hardship.

B, PROPOSED RELIEF TO LOW INCOMES: INCREASE IN THE MINIMUM
- STANDARD DEDUCTION

It is pro to increase the minimum standard deduction from

$200 plus $100 for each exemption to $600 {;lup $100 for each exemp-
tion. The provision of existing law which limits the deduction to.
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$1,000 would bo retained, The effect of this gmposal would be to
make an additional 2.4 million returns nontaxable. Due to other pro-
posals, another 1.1 million people will be made nontaxable, The details
of numbers becoming nontaxable are shown in table 1A. Of the 2.2
million poverty families paying tax under present law, 1.2 million
would become nontaxable. An ndditional 1 million families in poverty
would have their tax reduced although not completely eliminated.

TABLE 1A.—NUMBER OF RETURNS MADE NONTAXABLE BY MAJOR TAX REFORM PROPOSALS

{Thousands of retutns)
) @ 6)) ()] ®
contipuioms
Minimu dmfuon Rovised tax
standard Standard outside of the reatment Totp!
AGI class ded eduction standard of the (s ?
(in thousands of dollars) changes changes deduction elderly  proposals
00 3eeenenecieeencrccnenanrmannnnn 2,025 ...cceannneenn 1 2
- 3:2 ............. ?” oa !
'tgl ............................... 1 ‘3 I ;
1oto?iIZIIIIIZZIZZIZZIIZZZIIIIIZIIZZIZZIZZZIIZZZ ST
Total (all classes). . ............. 2,360 5 508 s18 3,490

1 Other deduction changes such s the liberalization of the moving expense deduction and the increased celling applicable
to the charitable contribution deduction eliminate tax for s small number of returns. Returns whose tax status is atfected by
miscetlansous provisions are t0o few to separately show but are Included in the total column,

‘"ﬁ‘m than 500 returns.
Note: Totals may not equal sums due to rounding.

II. Mmpre-INCOME TAXPAYERS
A. THE EROSION OF TAX SIMPLICITY

Shortly after the Congress extended the income tax to the broad
mass of the population, early in World War II, the deliberate de-
cision was made to reduce the complexity of the income tax system by
adopting a standard deduction which would apply to over 80 percent
of taxpayers. Two aspects of this decision are noteworthy. It meant
that for the great mass of taxpayers the recordkeeping and general
complexity of itemized deductions for personal expenses—such as
interest, taxes, medical expenses, charitable contributions, casualty
losses—would be avoided; also, to the extent of something like
average personal deductions, the variations in deductions between
otherwise similar taxpayers wouldn’t count in changing the tax. For
most taxpayers only personal expense deductions over the average
would change the tax.

Two things have happened since: In the first place, average deduc-
tions have risen, with higher State and local taxes and greater home
ownership. Further, incomes have risen, while the standard deduction
has continued to apply only to the first $10,000 of income of a married
couple. The result has been a progressive decline in the relative use of
the standard deduction, as shown in table 2, with an attendant increase
in the actual complexity of taxpayer compfiance, and a greater spread
in effective tax rates for similarly situated taxpayers,

R A0 A

g
Y
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TABLE 2.—~PROPORTION OF INDIVIDUAL TAX RETURNS WITH STANDARD DEDUCTIONS, SELECTED YEARS SINCE

1944 AND ESTIMATED 1969 PRESENT LAW
Percent Percent with
Totpl number of m!."? ndard
Yoar ntu’gs (miliions) deductions do?:ctlm
1969 Cestimated).........o.oooliiiIIITLL .0

1 It should be noted that the lowsr percent with itemized deduction in 1965 was due to the introduction of the
minimum standard deduction in 1964,

Table 3 shows that, for taxpayers above the poverty levels up to
the middle-high brackets, there is now a considerable range of effec-
tive tax rates due to variations in the ratio of itemized deductions to
adjusted gross income (AGI). In the income ranges around $10,000 to
$20,000, the bulk of taxpayers are distributed over a range in which
the effective rate on the most favored is half the effective rate on
the least favored.



TABLE 3.—PERCENTAGE DISTRIBUTION OF RETURNS BY EFFECTIVE TAX RATE CLASSES: PRESENT LAW TAX AS A PERCENT OF ADJUSTED GROSS INCOME, BY SELECTED AG!

CLASSES, 1969 LEVELS
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. Table 3 presents the distribution of effective rates on adjusted groes
income for a family of four persons, at various income levels, The
same pattern would ugpear for other size families or for single persons,
If all taxpayers were lumped together in these calculations, the spread
of effective rates would, of course, be quite wide. We consider, however,
that family size and income level are appropriate reasons for varia-
tion in effective rates,! Table 8 therefore was constructed to show a
selected group of similarly situated taxpayers who, based on income
and family sizo alone, ought to be paying about the same rate of tax,
Similar results would appear if we selected other family sizes and
other income levels,

These variations in rates arise due to itemized personal deductions.
These deductions are also a source of complication on the tax return,
Whether any taxpayer computes his correct tax depends upon his accu-
racy in recordkeeping and mmnin%as well as upon his sophistica-
tion in knowing what is deductible, Further, the itemized deductions
reflect at least some problems of tax policy. The homeowner gets the
advantage of deducting the interest on his housing investment and his
property tax, while the same expenses are borne by the tenant in his
rent without their being deductible. Without arguing that particular
itemized deductions should or should not be allowed, they should not
make so much difference in tax liabilities for people at the same income
level as the present variations in effective tax rates reflect.

1This means that we consider personal exemptions and income splitting as appropriate
causes for variation in effective tax rates among peo;ale with similar incomes, even though
income npllmnr accounts for wide effective rate differences between single and married
people at middie-lncome levels, Our view Is based on the “ability-to-pay” criterion, If our
approach were otherwise, then income splitting would represent, as some contend, an im-

portant tax preference to married couples, particularly at the middle-income range,
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B. PROPOBED RESTORATION OF THE EFFECTIVENESS OF THE STANDARD
DEDUCTION

Because the standard deduction no longer properly serves its in-
tended purpose—to simplify the tax system for most taxpayers who
have twem levels of deductions—and because this failure creates
unwarranted tax inequities between taxgayers who are able to itemize
their personal deductions and those who are not able to separately
itemize their deductions, it is proposed to expand the standard deduc-
tion and thereby restore it to its former relative position.

The proposed standard deduction would be l.ﬂwl to 14 percent of
AGI subject to & maximum of $1,800, compared to a 10-percent de-
duction subject to a $1,000 ceiling under present law, The larger

ercent is in recognition that Fergonal deductions have increased as a
raction of income since the Institution of the present standard de-
duction, The higher limitation reflects some of the increase in incomes
c\lvhm(llt has occurred since the present standard deduction was intro-
uced.

As a result of this gmposal, about 80 percent of all taxpayers
would again be using the simplified standard deduction. (This com-
pares with 82 percent who used the standard deduction when it was
introduced in 1944 and with 57 percent who would use it in 1969 in
the absence of this proposal.) This means that for the vast majority
of taxpayers changes in tax liabilities resultin? golely from variations
in the level of personal expenses will be eliminated for all but those
with extraordinary deductions above the general average.

III. Hiou-IncoMe TAXPAYERS
A. UNFAIRNESS DUE TO DIFFERENCES IN EFFECTIVE TAX RATES

1 . Gmm :

Extreme variations in tax burdens exist among high-income tax-
payers because of variations in the tax treatment of income according
to its source. As a result, many htxhgh-mcome taxg)ayers are paying far
less than their intended share of the income tax burden, and others are

paying tax currently at very high rates,
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PRESENT LAW TAX AS A PERCENT OF AMENDED TAXABLE INCOME? BY AGI CLASSES, 1989 LEVELS
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TABLE 4.—PERCENTAGE DISTRIBUTION OF RETURNS BY EFFECTIVE TAX RATE CLASSES
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The implication of the treatment of various income sources for
creating disparitios and unfnirness is brought out in table 4, This
indicates for various AGI levels the distribution of taxpayers by the
effoctive rate of tnx paid in terms of nmended taxable income, The table
shows for taxpayers in various brackets of adjusted gross income the

rroportions having various percentages of tax to “amended taxable
income,”—defined for purposes of this table as taxable income (i.e.
after the personal deductions) increased by the exempt part of caplmf
gains, exempt, interest, and excess percentage depletion, Tax as a per-
cent ,?f amended taxable income 18 referred to as the “effective tax
rate.

Effective tax rates calculated in the above manner are more meaning-
ful than “effective tax rates” superficially calculated on either present
law taxable income or adjusted gross income, Both taxable income and
ndjusted gross incorne are terms which are incorporated into the tax
lnw. But so far as both exclude income from certain sources, neither
represents an income base which reflects o taxpayer’s true economic
position or his ability to pay taxes.

TABLE 5.~RETURNS WITH TAXABLE INCOME, 1968: MARGINAL AND EFFECTIVE TAX RATES

10)) @ (£)) W ® ®
Effective Effective Effective
Effoctive rate on ate on rate 0n
Avenage rate on sdjusted amended amended
Adjusted gross income class marginal taxable gross taxable
thousands; " ncome income$ income$ gross income ¢

00085..cc.cnerereeennnrcnncroncnces 16.0 |
no“g‘i‘g’g:::'" iﬁ iﬁ
S01o 100..... 1.1 { %i
- {ﬁ:::: = maf B
1081,000.....0cceiennnancecanens g{‘g ;ig

1,000 80G OVOFnrrsmeeeessosnessoenes

1 Average rate applicable to top doliar of income taxable at normal and surtax rates,

1 Statutory taxable income; sdjusted gross income less exemptions and deductions.

3 Statutory adjusted gross income.

¢ Statutory taxable income increased by items of excluded income. (Only excluded long-term capilal gains, the largest
single item of excluded incoms, are included in this computation; therefore the rates shown are slightly overstated as com-

pared to table 4 whare estimates are made as 10 other exciuded [tems.)

¥ Statutory adjusted gross income increased by items of excluded incoms. (Only excluded long-term capital gains, the
largestsingle item of excluded income, are included in this computation; therefore the rates shownare slightiyoverstated as
compared to table 4 where estimates are made as to other uxcluded items.)

The relationship between effective tax rates calculated on amended
taxable income and those calculated on other bases is shown in table 5.
From these data it is evident that for taxpayers with AGI greater than
£100,000, “effective tax rates” calculated on bases which exclude vari-
ous income items seriously overstate the proportion of income paid in
tax. For high-income individuals the meaningful effective tax rates
nre those calculated with respect to amended taxable income and
amended adjusted gross income. Since effective tax rates based on
amended adjusted gross income do not take account of personal deduc-
tions, which commonly influence the ability to pay taxes among high
incomes, effective tax rates sho.n in table 4 are based on amended
taxable income,

331092060 -pLi-T



A second drawback to the usual discussions of “effective tax rates”
is evident upon comparing the average effective tax rates computed for
each income class (col, 5, table 5) with the effective tax rates computed
on the same base in table 4, Table 4 is considerably more useful because
it shows not one effective tax rate figure for an entire income class but
a range of effective rates and the percent of taxpayers in each income
olass who pay rates within this range. These figures are necessary for
examining tax inequities within a single income class as well as inequi-
ties between classes.

It will be seen from table 4 that for incomes up to $100,000 there is a
clear central tendency. For each bracket there 18 a generally common
rate and some variation above and below depending on special circum-
stances. In the $50,000 to $100,000 bracket this clustering of rates be-

gins to flatten but.
+ Above th8 income level of $100,000; however, two patterns emerge.

A higg\.}y taxed class shows a grouglmaof h effective tax rates which
rise above 50 percent. For the highly taxed In the income groups above
ggoo,ooo, tthe effective tax rate is most commonly in the range of 60 to

rcent.

ere is also a low effective rate group among the high-income grou
who Fay tax rates which are less o%r:hep aver:gge than 510 rates pgil(‘lo bg
people in the income bracket from $50,000 to $100,000. In this high-
Income group the typical effective rate is 20 to 80 percent.

8. Ewoluded income which operates to reducs effeotive taw rates
Items of excluded income which work to reduce tax rates for high
- incomes generally are, in order of importance, the excluded half of
long-term capital gains realized‘,) interest on State and local bonds, de-
ductions for unlimited charitable contributions (largely unrealized
capital appreciation), farm “tax losses,” depletion in excess of basis,
the excess of deductions for intangible drilling expenses over deprecia-
tions of oil wells, and income excluded for the aged. Table 6 shows how
these factors combine to produce low rates of tax for the aggregate of
h%h-inqonw tawpayers. Table 6 has some omissions because of -the
difficulties of obtaining data on the distribution of the excluded in-
come: Among the omissions are accelerated depreciation on buildings;
interest on life insurance savings; and employee fringe benefits such as
pension plans, .
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TABLE 6.—FACTORS REDUCING TAXES FOR TAXPAYERS WITH HIGH ADJUSTED GROSS INCOME OF $100,000 OR
OVER, 1987 LEVEL

Dollar swounts in milions)
v o

' Anonddulummluul ..................... $6,720  $12,208 8,015
- Mu)umﬂm %

350 )
Amonded taxable Income.............cc.oeeeneueenes 31&% 'li& ‘l.gg 12,
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w rm used m selection was the tax over amended adjusted gross income.

dga i the excluded of
i I e A s
) t.'g clal approxima
30 m;g:d‘%egnn o '“mo %oﬂouon lgnco Mn‘ll:’oiu én:lned%e etion la in exeet::
)

am rocess tnvolm a fatr) erTor on mm
r tha on deduction fs ow beuuu

rtl It 1s ol
&o. '.8 nnn& conttlbnuon cases while the expected number in &

fa} mnlo
i taxable aumamaodl 1 less deductions other than the unlimi
table contribution deduction. OL les * v ted



84

_Table 7 provides more detail on the high income group which tpays
little or no tax. It is based on a 1 in 15 random sample of tax
returns in 1064 showing effective tax rates below 22 percent, where
effective rate is defined for selection purposes with a base of adjusted
gross income, adding the excluded part of capital gains and excess de-
pletion but not allowing personal deductions.!

_ Since the data in table 7 are taken from actual tax returns, no
information is available on exempt items of income other than the
exempt half of long-term capital gains and excess depletion. Thus
the computation of effective rates and the following analysis is lim-
ited to an_income base which includes only income from taxable
gsources and these two items of exem;;t income. Of these remaining
items of income it is clear that the largest item in this picture is

capital ﬁains.

or the grogg as a whole, capital gains constitute about 55 percent
of the amended adjusted income. The part of income which
does not consist of capital gains is virtually offset by deductions
(ﬁreatmg excluded percentage depletion income as a deduction) and,
therefore, the tax actually paid 1s substantially the tax paid at the
alternative capital gains rate of 25 percent. This works out to an
average rate of 15 percent on the total amended adjusted gross income
because of the 25-5»ercent rate on the capital gains portion and the
near zero rate on the balance. On the effective rate definition used in
table 4, that is, allowing personal deductions, this average rate would
- be 21 percent. Table 7 presents a reasonably good picture of the large
segment of the high-income population shown in table 4 as falling
in the 20- to 25-percent effective-rate bracket.

It can be seen at this point that there are two kinds of problems
underlying the disparities in effective tax rates: (1) As table 7 brings
out, great disparity arises because some kinds of income are subject
to low tax-rates; and (2) personal deductions taken on high-income
returns with large amounts of excluded income contribute to the bulk
of very-high-income taxpayers having very low rates.

In table 7 it can be seen that the effective tax rate on income after
deductions for the low-rate, high-income taxpayers is only 21 percent.
The tax rate ori the basis of amended adjusted gross income before
deductions is even lower—15 percent—vwhich is the rate paid by most
people in the $15,000 to $20,000 bracket.

3. The interrelationship of personal deductions and excluded income

In the following analyses, further consideration is given to the
relationship between personal deductions and excluded income, espe-
gial]y the particular deductions for charitable contributions and
nterest.

a. Personal deductions in gencral—Table 7, discussed previously,
indicates the general problem. Broadly, the personal deductions offset
about 28 percent of the amended AGI. But out of the amended AGH,
about 40 percent was protected from tax because it was covered by
farm losses or excess percentage depletion, or was one-half of net long-
term capital gains. Thus, the personal deductions in fact were used

1 The fact that these returns were relected on a criterion that makes no allowance for
personal deductions is not a drawback since we are at this point interested in the income

characteristics of these people.



85

against the taxable 60 gercent of amended AGI. Thus, 40 percent of
amended AGI was taxed at a zoro rate (thnt covered by percentage de-
pletion, net farm losses, and personal deductions), and the remainder
of amended AGI ($364 mlllion) was capital gnins taxed at a 25-percent
rate. (We could expect that there was also some tax-exempt interest
not shown in these data.) This use of personal deductions against
the more highly taxed income explains why the effective tax rate
on these returns was less than the 25 percent alternative tax rate on
net long-term capital gains,

b, The unlimated charitable contribution deduction.—A particular
roblem of personal deductions is the provision in present Iaw which
imits the charitable deduction to 30 percent of AGI for most tax-

payers, but permits an unlimited charitable contribution deduction
to & handful of high-income taxpayers. Table 8 describes the situation
of 50 high-income returns in 1964 that had this privilege. (The total
number of eligibles was about 70, about one ten-thousandth of 1 per-
cent of taxpayers.)

TABLE 8.—Data on 50 returne with AGI over $200,000 and charitadle contridu-
tions over 30 pereent of AGI

[ Dollar amount in milljons)
Amended AGI? .. eerceemreecccasenm e eac——en——————— $107
Including AIvidends. .o e ccccecceercccccemeae—————— 78
Less excluded one-half of capital gains. —— - - 17
Contribution deductions crmmem—————— 86
Other personal deductionS..c.eeeeccmaceecaan -—
Taxable Income. .. .. e ereceeeccmecmccc e —————————— 2.
Tax before credits et e e e e e e e e e e e 1
Oredits o ccc e e e m e c e e ———
Tax after credits

1
Effective tax rate on amended AGI. ..o oe e conecaes percent.. 1.
Effective tax rate on amended taxable fncome?>. . ovo e eovenan-. do.... 1,

‘Amended gross income 18 adjusted gross income plus the excluded part of net long-term
capital gains, the exclusion due to percentage depletion, and for the group as a whole the
excess of farm losses over farm gains.

2 Amended taxable income equals amended AGI less deductions other than the unlimited

charitable contribution deduction,

The amended AGI of these taxpayers was $107 million for which $33
million was capital gains and $73 million was dividends. The contribu-
tions deduction itself was $86 million and the tax about 114 percent of
amended AGI. Again the dividend figure is strikinf. The stock which
generated $78 million of dividends would presumably increase in value
in o typical year by $146 million, and this sug%ests a total income of
$220 million (after deducting the $33 million of realized gain already
included). The amount given away in contributions, which on the
basis of prior analysis of unlimited contribution returns was mostly
in the form of a;f)preciated securities, was about 39 percent of the
wealth increase of these donors. (It is clearly appropriate to count
appreciation in assets held because the contribution deduction counts
appreciation in assets given away.) In substance the unlimited contri-
bution deduction provision works out to be a special device for usin,
the charitable deduction exclusively against the taxable portion o
income. The group as a whole enjoyed $107 million in realized income
from their holdings and an additional amount of about $113 million
of increase in wenlth—or a total of $220 million. By giving away $86
million of their property, they almost completely escape tax on the
$107 million of reahzed ircome and still have a net wealth increase
of $27 million in addition to the untaxed realized income.
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TasLE 0.—Data on 50 roturns with AGI over $200,000 and interest deductions

over 80 percent of AGI
{Dollar amount in millions)

Amended AGI? . $21.0
Including dividends ——— 1.4
Wages and salaries e e 3.6

Less excluded half of capital gains.. 4.5
Interest deduction -e-- 838
Other personal deductions —- 2.0

Taxable income 4.8

Tax before credits.. 2.2
Oredits - - remcsemenm—aneam - .1

Tax after credits - 2.1

Effective tax rate on amended AGI percent.. 10

BEffective tax rate on amended taxable income® d0ea-. 20

1 Amended adjusted gross income Is adjusted gross income plus the excluded of net
long-term cnpltgl nl‘.' the exclusion du‘e to pe'mnun depletion and for the %p asa

'gm&%ﬂ'xi’m{“:%ﬁﬁ'qﬁﬂ':gﬁﬂ %Gl less deductions other than the unlimited
charitable contribution deduction.

0. The interest deduction.—Another case of extreme tax savings
from deductions is suggested by the data in table 9 which shows in-
formation on 50 high-income returns that had an interest deduction
of over 30 percent of AGI. These returns had amended AGI of $21
million, of which $7 million was dividends. Again realized gains were
modest, only $9 million when their stock alone presumably increased in
value by about $15 million a year. These returns showed $8.3 million
of interest deductions, however. This, along with other personal deduc-
tions of $3.6 million, offset entirely the ordinary income items, The
taxpayers were, in eﬂzect, using most of their borrowings to finance the
holding of assets for appreciation and they e&)aid tax only on the
nearly half of their income which was realized as capital gain, and
that at only a 25 percent rate, Their effective rate on realized income
was thug brought down to 10 percent.

4. The aspect of unrealized appreciation in wealth

The 1 in 15 sample discussed earlier suggested that in addition to a
number of low effective rate returns there were also about 1,000 returns
of AGI over $200,000 that paid effective rates of over 50 percent. The
results for this group are summarized in table 10.!

TaABLE 10.—Characteristics of an cstimated 1,000 ta2 rcturns in 1964 with AGI
over $200,000 and effective taz ratcs over 50 percont*?

(Dollar amount $n millions)

Amended adjusted gross income®. $367
(Including dividends 184)
{(Including wages and salaries.

1Basedonalinil sam“dple.

8 The effective rate used for selection was tax over amended adjusted gross income,

% Amended adjusted gross income Is adjusted groes income plus the excluded part of net
long-term capital ’alno. the exclusion due to percentage depletion and for the group as a

whole the excess of farm losses over farm gains.

1 Again table 10 uses an effective tax rate definition on amended AGI, Le, not allowin
for nal deductions. Since personal deductions for this group are trivial the table woul
be little changed if the selection had been based on taxpayers with high effective rates on
amended taxable income, 1.e., after personal deductions.
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Tanre 10.—Charaoteristics of an estimated 1,000 taw returns in 1064 with AGI
over $200,000 and effective taa rates over 50 poroeni—Continued

{Dollar amount in miltions)

Less excluded 34 of capital gains #“
BExcess percentage depletion 0
Net farm losses over gains. - 16
Contriputions 16
Other personal deductions ———— 20

Taxable income ——— aee 34

Tax before credits ——e 218
Less credits - 8

Tax after credits y

Pffective rate on amended AGI percent.... 58

Effective rate on amended taxable income®....eueccenccacncanns do.... 7]

4 Amended taxable income equals amended AGI less deductions other than the unlimited
charitable contribution deduction.

Ostensibly this group of high-taxpaying, high-income taxpayers
paid an avega rat% of 1?8 rcegt on nmendqé Aél, and 64 percent on
amended taxable income, the measure used in table 4. )

Table 10, however, reveals a striking feature about these high-tax-
paying individuals. Half of their AGI is from dividends, but remark-
ably little is realized as capital gains. Any cross section of stocks held
in recent years would have shown almost twice as much appreciation
in value as dividends for an average year. )

If it is assumed that this group had an average collection of stocks,
their total increase in wealth in a year like 1964, taking into account
stock apgreciation, alone would have been about $723 million rather
than $367 million, and their effective tax rate on amended AGI would
fall to 20 or 81 percent on amended taxable income. )

Since another quarter of the income of this group was from business
sources, it could well be anticipated that there was additional ap(fre-
ciation associated with these business property holdings (includin
¥ropnetorsh1ps,dpartnership interests, and 1nterests in real estate an
farms). It could also be ex({)ected that there was some tax-exempt
interest. The total wealth addition of this group could have been near
$1 billion, and the effective rate as low as 21 percent.

6. The stability of income patterns and effective tax rates

, Section 1 of this analysis dealing with high incomes described the
Income situation of 1 year, Experience indicates that high-income
taxpayers tend to show consistent income patterns, and thus consistent
offective tax rates year after year. Thus, the analysis in section 1 can be
taken as a picture of the behavior of high-income taxpayers who are
consistently either high taxpaying or low taxpaying.

The returns of a group of 50 taxpayers with high tax rates in 1959
and a group of 50 with low rates in 1959 were collected along with
their returns for the years 1958-61, All the taxpayers had AGI over
$160,000 in 1959, Ninety-four returns are classified in table 11 accord-
ing to both their adjusted gross incomes and effoctive rates of tax.!
Each row within an AGI class grouping represents a single taxpayer,
with the digits 14 designating the years 1958 through 1061, respec-
tively; thus variations in effective tax rates over time are shown wm
a given taxpayer falls into more than one effective tax rate column,

1 Taxpayers for whom records were not avallable for all 4 years of the sample od

were omitted from this analyais, Presumably miss records were due to
Out of the high-rate group records for two tn’ipn eum were not complete, Ou?w:rlow-rtnht.i

group records for four taxpayers were not complete,
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Among the high-rate group, there were 192 possible observations
(48 taxpayers for 4 years eaclS. Only 33 observations showed effective
tax rates on amended AGI below 50 percent. Only 14 observations fell
below 40 percent, only 7 below 30 percent, and on g 2 below 20 percent.

Among the low-rate taxpayers, out of 184 possible observations only
8 were above 30 percent and only 44 were above 20 percent.

. This analysis pro]{)erly does not take account specifically of par-
ticular tax¥ayem who in 1 year suffered a drastic decline in income
(and therefore in tax rate). The question at issue here is the adequacy
of the tax system in the way that it handles people with high incomes.
The data indicate that if people with high incomes are in the high- or
low-rate bracket in 1 year, they are apt to remain there in other years.

6. Specific cases of high-income, low-rate tawpayers

Cases 1 through 11 attached are drawn from actual tax returns and
were chosen to make more concrete the implications of the aggregate
data reflected in the previous tables. )

Cases 1 through 4 are taxgayers with total income from $6 million
to over $10 million each, who paid no income tax as a result of the
unlimited charitable contribution deduction. In cases 1 and 2 the
income was almost entirely from dividends and their dividen-! income
made it clear that each tax&myer must have had a very large amount of
unrenlized appreciation. It would have been normal tax practice
in both cases to use unrealized appreciation as a means of makmmm
charitable contribution so that each of the taxpagers should have been
in a position to use every dollar of the dividend income for personal
oxpenses, In cases 8 and 4 the taxpayers had a considerable amount of
realized capital gain and in each case were able to completely avoid
tax by giving away far lessthan their full income. )

Cases 5, 6, and 7 are all taxpayers with large amounts of capital gain
plus large itemized deductions. In each case they were able to take
advantage of using the deductions against the included part of their
income so that their effective tax rate on total income was less than the
relative capital gains rate, This was carried to an extreme in case 7
where about 90 percent of the taxpayer’s income came from capital gain,
and his total deductions were about half of the income, so he virtually
‘wiped out his tax, reducing it to three one-hundredths of 1 percent of
total income. In the particular case the deductions were primaril
interest deductions which were the cost of carrying assets on whie
capital gains income was realized. Even though the interest cost was
only half of the total eapital gain income, for tax purposes, he is per-
mitted to use the interest deduction to wipe out the half of capital gains
which is included. :

Cases 8 and 9 indicate taxpayers with large rcentage depletion
deductions. In case 8 the percentage depletion deduction by itself vir-
tually wiped out tax on a $1 million dividend income. In case 9 the
taxpayer’s income sources were from oil and gas operations plus capi-
tal gains, At the same time the taxpayer reported a “loss” of almost $1
million from farming, It would seem most likely that the farm loss
represented an extensive investment in farm assets which under the
applicable tax rules could be written off as current expenses.

ase 10 indicates that the successful real estate operator has signif-
icant sources of income from other endeavors and is able to shelter it
from tax by excess real estate deductions. Later the real estate oper-
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ated at & “tax loss” is sold, and the resulting gain is subject to tax only

at capital gain rates,.

- Case 11 reveals the typical farm loss, The loss is great enough to
insulate other income from tax while capital gains on farm assets, in

this case over 75 porcent on breeding cattle, indicate that the farm loss

is not an economic loss, Rather, it is an investment in an asset which

by its v«i‘xiy nature appreciates but is subject only to capital gain rates

when so
Case 1.—Taxpayer with unlimited charitable contridution deduction

Adjusted gross INCOMO..e.cvav v cccrccceccecarenccenmmanee wene-n=w $10, 822, 622
Amended gross INCOMO Y. ..o ceeneccnccenmemnenecanconmacons 10, 829, 028
Wi and ealaries . - -
Dividends - - 10, 806, 947
INLOPEBL v e e e mccmecmcn e e ma e — e ———————— - 3,158
Capital gains (100 percent) e c——— - 12,812
Other income (DOt) oo cmeeaccaean — ——— 6,111
Total deduetions oo ccecacancncceccncrene e neeeno e 10, 950, 354
Contributions? . ... eeceeeeeccemcanncea e ———————— 10, 508, 414
IDEErEBt v e cccc e e c—e e ——————— 7,073
TAXES wooeemcecccccce- cmemcmemcrmcemenene—.————- 147,831
Medical .. —— 0
Other e e cc e e em e e ———————— 289, 036
Taxable INCOMe v eemercecccccccceccmrccemccmeae 0
Tax cmmm—————— 0
Tax as a percent of amended gross INCOM@ae- e ccomaccncanan- 0
Tax as a percent of amended taxable income®.. .o eeuacnacan. 0
Tax as a percent of income paid by a single individual at the poverty
level ($1,700) c——— c—— 6.9

1 Adjusted gross income plus the excluded part of net long-term capital gains and losses.
? Mostly ap{reelated property which represents an increase in wealth,
s nded taxable income equals amended AGI less deductions other than the unlimited

Ae
charitable contribution deduction.
Casg 2—Taapayer with unlimited charitadle contridbution deduction

Adjusted gross fDCOMe. v cae e e mccn e —————— $5, 007, 606
Amended gross InCOMe .. oo e em 5, 932, 512
Wages and salaries
DIVIAONAS ceceececcercnccrcccreecccccenercenr e ann———————— 5, 881, 828
Tnterest - oo ccceceacancaae - 1,783
Capital gains (100 gercent) cemmemmmm—————— 49, 832
Other income (net) -931
Total deductions. 65, 053, 366
Contributions® .. — cmeanasmve e m—————————— b, 328, 510
Interest ceammumeneaen—— 205
Taxes - 142, 510
Medical 0
Other 487, 441
Taxable income 0
Tax 0
Tax as a percent of amended gross income 0
Tax as a percent of amended taxable income * 0

Tax as a percent of income paid by single fndividual at the poverty
1evel ($1,700) e ccncnccannaccacccacmenaneman o 6.9
2 Adjusted income plus the excluded part of net long-term caplital gains and losses.

 Partnership and rental loss,
$ Mostly appreciated property which represents an increase in wealth.
¢ able income equals amended AGI less deductions other than the unlimited

charitable contribution deduction.
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Oase 3.—Tazpayer with unlimited charitadle contridbution deduction

Adjusted gross income. $4, 172, 088
Amended gross income’...... - - 8, 228, 078
Wages and salaries.....cooveee. - com— 50, 000
Dividends oo eeeaecaceacae - 1,281,111
Interest o ceeeeereecciiren e n e e aae ——-
Capital gains (100 percent)....-eeee.- 6, 900, 034
Other income (net) - 2,676
Total deductions - 8, 200, 718
Contributions® - 5, 118, 404
Interest ...... - 56, 620
T‘!e’ - - . - - 11. m
Medical e ceccccacaaee c——- 1,369
Other aucccmcmncccccnncnncan wedmmmmmeamceancn————— 28,608
Taxable income...... - —— 0
Tax 0
Tax as a percent of amended gross iNCOME...o e vnecanacacanas 0
Tax as a percent of amended taxable income® 0

Tax as a percent of income paid by a single individual at the poverty
level ($1,700) cveevucceceamcaccccccccccmacmecacaccecasannaaa-- 69

1 Adjusted gross income plus the excluded part of net long-term c:lpltal gaine and losses.
 \ostly appreciated property which represents an increase in wealth,
3 Amended taxable income equals amended AGI less deductions other than the unlimited

charitable contribution deduction.
Case 4.—Taxpayer with unlimited charitable contridbution deduction

Adjusted gross income.. .. . c.oceeen... - ---- #4, 817,086
Amended gross income’. ... oo - 0,511,908
Wages and salarfes.. .- .coo... 1, 800
DIvidends eeceercoccccaccmcccencccmaccccneee- —e-= 2,080,133
Interest —eeeocemeocccececcecccana ——— 746
Cntgltal gains (100 percent) .. - oo caaaaaee 4, 887, 834
Other income (net) *.o-e---. - ———- 41,600
Total dedUCtioNS. v ariccccecccnrcccscanannamecancman 4, 5708, 682
Contributfons* —meeemame—————— 4, 080, 614
Interest 0
Taxes .. --- 465,308
Medical mmwmeeemeneeeeae—me————————————————— ————— B8, 543
Other .. memmmememmm—m—— e ——————————— 24,129
Taxable income cmmemmm—ama——— 0
TAX ceeercnccennncans ———— 0
Tax as a percent of amended gross income. 0
Tax as a percent of amended taxable income ¢ — 0
Tax as a percent of income paid by a single individual at the poverty
level (8$1,700) 6.9

1 Adiuated groes income plus the excluded part of net long-term capital galns and losses.
artnership income of approximately $80,000, penslon income of '1-2.000. and farm

IOI.I of $30,000.
Mostly appreciated property which represents an increase in wealth,
¢ Amended taxable ln‘;omerguull unel':)ded AGI less deductions other than the unlimited

charitable contribution deduction,
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Case §.—Taxpayer with income over $§ million and over $§ million in capilal
gains with large itemized deductions

Adjusted gross Income. ———— cmccremm e e ——————— $3, 281, 603
Amended gross {ncomé’....eeeanee... .- f5, 335,008

W. and salaries mnemmeme s e ——.—————— ORI 21, 418

Dividends ... cemewse——n. cmrceretnan—————— 224, 807

Interest .ocecemmcomcimcimneccacnmcnnacane . ———— 217,782

Capital gains (100 percent).... ——— wew 4,108,051

Other income (net)....oo—-... ———————— 2 s e 958, 621
Total deductions....... 5 2 0 0 e e e e e 1,193, 872

Oontributions - —— 748,171

Interest .oceceeeacnnncnan e ————— - 52, 603

TAXES veuncrccnccccccmnenmacon——- e eeama——————————— 276, 287

Medlcal .coe..-. w——— ceememmn——an—— enmeean————

O Nl e cccmen—am e sase e me e ————————— 111,487
Taxable INCOMEaccencnrcaeenmnancane c——— --- 2,085,421
Tax after credits ——— emmemmem—m——————————— wommeam--w 1,031,218
Tax as a percent of amended gross INCOMEe. ... neaneconnccccnnancenn 19.3
Tax as a percent of amended taxable income®.......cuu... c———— 24.9

Income level at which a single individual pays 10.3 percent of his in.
COME N X cmccmccmcemeen e e e —————— 12, 600

1 Adjusted gross income plus the excluded part of net long-term capital gains.
'Ax(x‘x'ended t‘a’xable 1neomemeqnals amended A%.l less deductlgna other ';han ghe unlimited

charitable contribution deduction.
Case 8.—Tazpayer with high capital gains and large itemized deductions

Adjusted gross INCOME. .o e eeeceeccecnnaen—a—— $659, 873
Amended gross income’ ... —— mm—mee——a——— ———- 985,781
Wages and salaries. .o oo e - 17, 708
Dividends oe-cecmecmecaecae- - e 258, 080
Interest - —— - ——- 69, 304
Capital gains (100 percent) . ..-.oeeeevecemcmemacccceen 561, 998
Other income (net) - —— ———— 28, 595
Total deductions....... —— ccmmmmmeemeen——— 306, 108
Contributions oo e ec e e arcanmr——————— 120, 330
ItereBt e ceccenrenra e a——— e n e —— 247, 809
TAXEB coecemcmcecnn - 14,629
Medical 0
Other ——— c—— 13,340
Taxable INCOMe. v e cemcam e ceane e ———————— 261, 365
Tax after eredits oo e cmce————————— 137, 854
Tax as a percent of amended gross income 147
Tax as a percent of amended taxable income®.. e e omaaceno. 28.5
Income level at which a single individual pays 14.7 percent of his
income in tax. —— 6, 300

1 Adjusted gross income plus the excluded part of net long-term capital gains and Josses.
!Agjended taxable income equals amended %‘G‘ less deductions oth':r t‘:g; the unl{mlled

charitable contrtbution deduction.
Oasx 7.—Tawpayer with high capital gains and large {temized deductions

Adjusted gross income. $679, 405
Amended gross income® —— -- 1,284,718
Wages and sealaries. ——— - 20, 000
Dividends - cmrmeee—n————— 76, 868
INtEReBE o e ere e e m e e ————————— 207
Capital gains (100 percent) .- coeeono - - 1,210,426
Other income (net)>. - — 22,288
Total deductions : -- 876,419
Contributions .. - - 463
Interest 587, 693
Taxes 85, 401
Medical 2, 500
Other ——— 362
Taxable income - 2,386
383

Tax after credits. oo o cecce e e e aee e rmemeneccn—aca—-

Tax as & percent of amended gross income .08




Casy 5.—Taxpaycr with income over $8 million and over $4 million in oapital
gaing with large {temized deductions~Continued

Tax as a percent of amended taxable income* .08
Tax as a percent of income pald by a single individual at the poverty
level ($1,700) 6.9

1 ﬁgjumd groes income plus the excluded part of net long-term capital gains,

s Amended taxable income equals amended AGI less deductions other than the unlimited
charitable contribution deduction,

Case 8.—~Taapayer with total income over 8900.000 with more than
$800,000 of excoss percentage depletion

Adjusted gross income... $49, 220
Amended gross income* 924, 722
Salary t 50, 000
Dlvldend 1,022, 812
Interest 676
Capital gains (100 percent) 26, 519
Farm profit 10,683
Ol1 and gas operations before excess percentage depletion®______. -185, 468
Excess percentage depletion - 862,042
Total personal deductions. 41,141
Contributions .o meae 9, 964
INtereBt - cceeeee e cecncaceener s mnecacn e re—————ma— 0
Taxes . - 4,112
Medieal cocamcuecnanaas - 2,902
Other - 24,163
Taxable Income. oo v caccccaeracea . 3,980
Tax after credlts. - oo e eeeeeeee e 307
Tax a8 a percent of amended gross income - 0.04
Tax as a percent of amended taxable income*® 0.04
Income level at which a single individual would pay $397 in tax_.._.. 8, 400
1 Adjusted gross income lplul the excluded part of net long-term capital gains and excess
of .percentlge over cost deplet
Incom from oil and gas minus exploration ad development, intangible drilling, and

oth e
nded taxable income equals amended AGI less deductions other than the unlimited
charitablo contribution deduction,

CaAse 0.—Tacxpayer with total income over $1.3 million 1with more than $860,000
of cxccss pereentage depletion

Adjusted gross Income. o caeeceoacaanaaaeaaas $111, 422
Amended gross Income* 1,818, 81%
ary
Dividend -- - ——— 42, 828
Interest 206, 280
Capital gains (100 percent) 6178, 800
Farm loss - —828, 571
Other business and partnership. oo o , 200
Ofl and gas operations before excess percentage depletion®. ... 1, 469, 179
Excess percentage depletion 865, 644
Total personal deductlons.. oo ceveocaeean. 178,401
Contributlons « e e ——— 32, 800
Interest -—coeeo- 19, 457
Taxes —— - 95,808
Medical 0
Other - we—- 80,820
Taxable income - ; 0
Tax after credits mmcememmem—mee—e—————— 0
Tax as a percent of amended gross income. ... 0
Tax as a percent of amended taxable income * ——- 0
Tax as a percent of income paid by a single individual at the poverty
level ($1,700) 6.9

1 Adjusted gross income plus the excluded part of net long-term capital gains and excess

of percentage over cost depletion
pncomoso rom ofl and gas minus exploration and development, intangible drilling, and

other cost
s Amended taxable income eqnm tmended AGI less deductions other than the ualimited

o it ' cantribattan d dnotic v

e
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Oasr 10.—Taapayer with total income over $1.4 million 1with more than $860,000
of real cstate deductions in cxecss of real cstate inconie

Adjmt«l “0“ illm-----------.---.-..--.-....-“....---..----' ..... "”.m
Amended gross InCOMe ... o e e e 560, 000
Salary ceevecercsrmaraseeea————— 39, 000
Dividend e me e ———— ——n——— 221, 000
INtErest o v vanmm—— - 23,000
Capital galns (100 percent). . oo eaaaen 1, 150, 000
Total income before excess real estate deductions.......ooeeee.... 1, 433, 000
Real estate deductions in excess of real estate income....ooeeoeno.. —864, 000
Total personal deduetiontic . v v et 41,400
Contributions aeu e oo eeecn e e ——maeaa 33, 000
Interest - e cemanman - 5, 300
Taxes ——— cememmsmcreamanno——— 1,200
Medical oo cnc e n———c e wae - 1,700
Other ——— .- ceevemmeemn——— 0
Taxable income. cetmesraewteememmev———————————— 0
Tax after credits. oo cccccncmene——am—— 0

Tax as a percent of income paid by a single individual at the poverty

1evel ($1,700) e e aceaem—————————

1 Adjusted s8 Income plus the excluded part of net long-term capital gains.
'llf.e”gg %.‘rgr about $762,000, of these c'zplta? galus wfu atmlﬁmblg‘ to sales of
real .

6.9

Casg 11.—Taxpayer With Total Income Over $700,000 With a Farm Loss of More
Than $450,000

Adjusted gross dnCOMe... c e ec—————— $38, 037
Amended gross Income . oo oo eeececaeem 288, 119
Bl oo ———— 0
Dividend oo ————— 16, 207
Interest - ———— ceeemmccmesecimaccaceasmmevamm———n 103, 192
Capital gains (100 percent) oo e 408, 365
Other business and partnership_ ... 30, 349
Total Income before farm 1088 . . oo cecacmacan 788, 208
Farm 1088, oo eaaee eemesemereseeecsmraramcan——————— —450, 084
Total personal deductions....... S U P 3,162
Oontributions emmemmeeeeemmsecmsssesecememmamcanane 3,162
IntOrest e —— 0
TAXEH oo eameccnccccmcmnnecanecsemccnnmecoecanccmeanaana e ——— 0
MeeAl e ctc e c e 0
L84 0
Taxable income cememeeemmcacecmmcemcaam—ama—— 85,178
Tax after credits. . cmemcmecmememae———— 0
Tax as a percent of income paid by a single individual at the poverty a9

level ($1,700) .. ceee e cea - —— e

1 Adjusted groes income plus the excluded part of net long-term capital rlns.
3 Capital gains attributable to farm assets exceed the total capital galns just slightly

because minor losses were reported on the sale of non-farm assets,
B, MAJOR PROPOSALS TO IMPROVE EQUITY AMONG HIGH-INCOMB TAXPAYERS

1. Minimum ¢ax

In recognition that high-income taxpayers with large portions of
excluded income are not paying a fair share of tax, it is proposed to
introduce a minimum tax under which those with more than half of
their incomes from excluded sources would pay tax according to a

aduated minimum tax rate schedule. This minimum tax would have
the effect of placing a 50-percent ceiling on the amount of an individ-
ual’s total income that could enjoy tax-exempt status. In computing
his minimum tax base, the individual would be allowed all of his de-
ductions, Moreover, in lieu of these deductions, he ma{eelect a special
alternative $10,000 standard deduction, if this would be more advan-
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tafeous to him. Thus the minimum tax would apply to any individual
whose tax-exempt incomne exceeds his income from taxable sources and
- whose total income exceeds $10,000, The hulk of the tax increase under
this provision comes from taxpayers with more than $1 million of in-
come ench year. The total number of returns involved would be 40,000.

2. Allocation of deductions

Taxpayers with excluded income enjoy an unwarranted double bene-
fit from that income: No tax is paid on the excluded income and per-
sonal deductions are used to ofiset income from taxable sources. To
remedy this it is proposed to require taxpayers to allocate their non-
business personal deductions between income from taxable sources
and income from nontaxable sources, This proposal would affect about
400,000 taxpayers, although it would mrggg affect any returns with
adjusted gross income of less than $50,000.

3. Removal of the unlimited charitable contribution deduction

It is proposed that the unlimited charitable contribution deduction
be repealed after allowing a 10-year grace period out of consideration
for those who have relied on the present law provision. This affects

only about 100 taxpayers.

4. Mazimum tax

It is proposed that no individual be required to pay more than
one-half of his total income (including presently taxngle income plus
the major items of excluded income) in income tax to the Federal
Government. This would be accomplished by the introduction of an
optional, alternative maximum tax. About 12,000 high-income, high-
rate taxpayers would be affected.

5. Taxation of appreciated assets transferred at death

It is proposed to revise the tax treatment of the transfer of appreci-
ated gropert » at death by making such transfers subject to the income
tax. Since this proposal concerns transfers of property at death, it
is related to #)roposals in the estate and gift tax area and is discussed
in the Case for and the Dimensions of Tax Reform: Estate and Gift

Tax. .
' 1V. OveraLl. Errects oF ProrosaLs

The accompanying charts illustrate in summary fashion both the
eaplty problems associated with our present tax law aud the overall
effects of the reform program on tax equity.

Chart 1 shows the present distribution of persons a()‘v(i)gg various
different effective rates of tax for income classes above &i, . For this
presentation taxpayers are classified according to their “amended
adjusted gross incomes”—adjusted gross income plus certain items of
income excluded from tax; and effective rates of tax are defined as tax
paid as a percent of “amended taxable income”—amended adjusted
gross income less all deductions allowable under the reform program.!

. Two facts are clearly illustrated by this chart. First, individuals
similarly situnted in income often pay strikingly dissimilar rates of

t This income classification and effective rate hase have been selected so that chart 1 will
be consistent with chart 2, Items of excluded income which are added to AGI to produce
amended adjusted grosrs income are one-half of long-term capital gains, percentage depletion
clajmed after full remver{):df basis, unrealized appreciation of property donated to charity,
and tax-exempt interest. uctions allowed under the reform rr m exclude the deduc-
tion for l{ne tax and, for certaln taxpayers, exclude those detuctions allocated to exempt
income, Allowed deductions include the expanded standard deduction.
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tax. For example, while almost two-thirds of those with incomes in
the $500,000 to $1 million class {)ay an effective rate of tax between
20 percent and 30 percent, a significant number gabout b percentg pay
rates less than 20 percent, and & larger fraction (about 7 percent) pay
rates in excess of 60 percent. The remaining one-fourth of the returns
in this income class pay rates ranging from 30 percent to 60 percent,
Although some of this rate disparity is expected due to the range of
income represented within the class limits, the significant number of
returns falling into high and low rate extremes is not an expected re-
- sult of the present law marginal tax rate schedule, which is constructed
go that similar rates apply to roughly similar levels of income,

The observed variations of rates within income classes are due both
to variations in the amount of income excluded from tax and to varia-
tions in the amount of personal deductions claimed, although rate dif-
ferences resulting from variations in deductions do not appear as severe
as they would if rates were computed on an income base which did not
already exclude deductions.

A second problem underscored by this chart is the fact that equal
rates of tax are often paid by taxpayers with marked differences in
income. For example, most taxpayers with incomes in the $20,000 to
$50,000 income class pay rates between 20 percent and 80 percent,
Most taxpayers with incomes between $500,000 and $1 million also
pay rates of 20 percent to 80 percent; however, the latter group has,
on the average, about 20 times the income of the former group.

TAX INEQUITIES: ILLUSTRATED BY THE PERCENT OF RETURNS IN EACH
INCOME CLASS PAYING VARIOUS DIFFERENT RATES OF TAX

Present tax lav applied to 1969 levels of income)
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Another way of examining the favorable treatment of certain higher
income returns is to observe that almost 5 of every 10 returns with
income ranging from $50,000 to $500,000 pays an effective rate of tax
less than 30 percent, while almost 7 out of every 10 returns with in-
come from $500,000 to $1 million and about 8 out of 10 returns
with income in excess of $1 million pay an average rate of tax lower
than 80 percent. This is clearly contrary to the expected results of a
tax rate schedule which is nominally progressive.

The proposals—although not all specifically aimed at altering effec-
tive rate inequities—taken together have major effects on both hori-
zontal inequities (unequal tax treatment of like incomes) and vertical
inequities (equal or perverse tax treatment of unequal incomes). The
degree to which the proposals improve overall tax equity can be meas-
ured by comparing chart 2, which shows the distribution of effective
rates of tax by income classes after the proposals, with chart 1. Be-
cause the proposals are not designed (1) to eliminate any specific
class of deductions (other than the gasoline tax deduction) or (2) to
apply regular rates of tax to income currently exempt from tax, some
apparent inequities still exist. However, by achieving the goals of
each specific proposal—namely to correct major abuses—the overall
picture of tax equity is greatly improved.

Primarily because of the expanded standard deduction and the in-
stitution of the charitable deduction outside of the standard deduction,
the rates paid by lower middle income taxpayers would be more
L nearly homogeneous; taxpayers paying rates greater than 20 percent

TAXIMUI‘HS: TLLUSTRATED BY THE PERCENT OF RETURNS IN EACH
INCOME CLASS PAYING VARIOUS DIFFERENT RATES OF TAX

(Proposed tax lev applied to 1969 levels of incame)
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are fewer under the reform program than under present law for in-
come classes up to $20,000. At the same time those with higher incomes
w‘in:l bg:y rates as low as 20 percent are substantially reduced in
n .
The dramatic increase under present law in the proportion of those
gaymg less than 80-percent tax rates as income rises is eliminated

y the pro&c)»sals. Although the proportion of those with incomes
between $500,000 and $1 million and who pay rates less than
80 percent is still somewhat higher than the same proportion in the
$50,000 to $500,000 range, it 18_nevertheless sharply down from
the present law situation (approximately 5 out of every 10 taxpayers
compared to 7 out of 10). And, more important, the trend no longer
continues into the highest income: the ratio of somewhat more than
1 out of 10 individuals earning more than $1 million and paying
tax rates of less than 30 percent compares favorably with the 8 out
of 10 ratio under present law,

Although a few high-income individuals continue to pay extremely
low rates Sthose with little or no excluded income and large itemized
deductions), no taxpayers have an effective rate greater than 50 per-
cent, This reduction in the incidence of extreme rates, both high and
low, considerably improves the overall picture of horizontal equity—
fairness among those with like incomes. And the reduction in the
low-rate incidence for high incomes and the high-rate incidence for
low incomes similarly improves vertical equity—fairness between
those with unequal incomes.

IV-B. THE CASE FOR AND DIMENSION OF TAX
REFORM: CORPORATE INCOME TAX

The corporate income tax is generally described as requiring that
corporations pay taxes at a 48-percent rate on their total net income
as net income 1s usually defined for business purposes. (We leave
out of account the temporary 10-percent surcharge.) This is what
would happen if there were no surtax exemption, no special capital
gains rate, no special deductions or exclusions and no investment
credit. Table 1-provides estimates of the effective tax rates actually
paid by corporations, as a group and for several industries. The table
recognizes the regular corporate rate of 48 percent in the first column.

ith the allowance of a surtax exemption for the first $25,000
of income but with corporate chains prevented from obtaining mul-
tiple surtax exemptions, the effective rate of all corporations would
be 45.8 percent, as shown in the second column, The third column
shows that with allowance of the investment credit the effective rate
would be 434 percent. This rate may then be compared with the
lower tax rates on total net income that are actually being paid,
ghown in the fourth column of table 1.
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TABLE 1.—TAX RATES ON CORPORATE TAXABLE INCOME COMPARED WITH ACTUAL TAX RATES ON TOTAL NET
INCOME FOR CERTAIN CLASSES OF CORPORATIONS, 1965 DATA

[In percent)

Tax without Tax with Tax with
surtax riax rtax

YT W
exemption  exemption  exemption
i ‘eta e SR N
n on men on taxs n

credit credit cred o Income

A Industrios... .. cconeneueennnmenannn 48 45, 42 .5
Ol wmaral indusiri oo ! Y ﬁé ‘*i ;I:s
LUMDO.......eeeeneeeeeeeeenanns 8 :§: ] :i.z g:g
Commaorcial banks................ 48 1 .0 5 .4
sweemioco 8 OB O© o® M
Other menufscturing.............. s 4513 ﬂ.s “a ;

. The reduction in the effective rate from 43.4 percent for all corpora-
tions to the actual rates in the fifth column is due to special provisions
for computing taxable income which make taxable income less than
total net income for the industries and activities benefited. The follow-
ing are the principal special provisions involved, and their average
effect on tax rates for all corporations combined :

Percent
Effective tax rate on total net income allowing only the appropriate surtax
exemption and investment credit. - —— 43
Reduction in effective rate due to—
Excess percentage depletion ——
Excess exploration and development COSt e vuermccccccnmcncaccane
Tax-exempt interest ... cecomesammana ———
Capital gain rate and definition... ————
Excess bad debt deduction of financial institutions....vevcececuaeo.
Multiple surtax exemptions — ———
Excess depreciation on buildings S
Western Hemisphere Trade Corporation deductlon. - aceccecocana--
Total reduction
Actual effective tax rate on total net income._.. - - 815
The analysis is based on 1965 data, the latest for which tax return
data are available. It might be noted that at 1968 profit levels a change
of 1 point in the effective rate means $800 million of revenue and a
change of 0.1 point means $80 million. More detailed information
basic to table 1 is given in table 2, which also indicates the effect of
various provisions for some industry groups. The issues raised by
these special provisions are best explained by some discussion of indi-

vidual industries.
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TABLE 2.—FACTORS REDUCING THE TAX LIABILITIES OF CORPORATIONS, 1965 DATA

{Doliar amounts in millions]
. Selected industries
Other aad Other
" — S
industries Petroleum industries Lumber banks banks cistions tuting!
$79,792 $6, 861 $952 $542 $3,008 uss 967 $37,531
4, 2,858 305 oo 1 ... s
1,751 4 1 1,096 12 9 3
1,167 . 507 119 L} S,
e S I R e ———— 2
..... L U6 i 54 . o = .y 116
&mmmum.. .................................... 70,840 3,308 57t 541 2,204 b3 317 36,59
T mtmldbo except f erential treatment of capital gaias and
. St “W ................................... 30,745 1,481 2 -« 957 10 128 16,445
Ml taxstion of ainntudonnﬁaluh .............. 572 35 13 63 2% 2 2 158
ano": “M ............................. 225 cmcecmammeamcen—a . .- - . -3
Equuamalmmdhmsmwmm 29,948 1,446 231 160 931 8 12¢ 16,262
Computed tax rates:
of taxable income as reported: Actual tax to United
: dotdqa:&nmmg.----i.&xm” peid ot @3 Qa7 ws 26 @2 n1 207 “ws
[ 32.5 211 2.3 2.5 2.4 53 s 9.3
§ Total manufacturing excluding petroleum 3 Excess estimated only commercial banks, mutuat banks, and savings aad loan associations.
2190 of deduction assumed to be in excess of cost-basis in the ron €50 of and assumed 10 be in excess of
MMWMW duction odt n depletion. :?M percent of exploration development expenditures deprecistion.

001
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1. ExTrACTIVE INDUSTRIES

Companies doing several kinds of business have to be put in one
industry classification representing their principal business actlvxt&,
as indicated in the tabulations of corporate tax return data on whi
tables 1 and 2 are based. Companies classified in the petroleum business
(oil and natural gas) report 60 percent of the depletion claimed on
corporate returns, Firms characterized as mining other than oil and
natural gas report less than 10 percent of the dt:r etion, and about 30
percent is claimed by corporations in other industry classifications.

The effective tax rate for the petroleum mc_lustl;yh is 21.1 percent, as
shown in tables 1 and 2. For mining companies other than petroleum
and natural gas, the effective tax rate is shshtly‘hlgher, at 24.3 percent.
These effective rates are not always fully descriptive when it i8 recog-
nized that the tax returns from which they are drawn include bo
extractive and nonextractive operations and, in general, do not indicate
the appropriate allocation between the two activities. It is possible, for
example, for an integrated company to earn income equally from
extraction and processing and pay effective tax rates of zero and 46
percent respectively, and show an overall effective rate of 23 percent.

The overwhelming bulk of the special tax advantage for companies

engaged in mineral extraction arises from percentage depletion, which
is properly called a special deduction because it results in receipt of
nontaxable income after the investor has fully recovered his cost. In
the petroleum area it appears generally that 80 percent of the percent-
age depletion deduction allowed is in excess of what would be allowed
as cost depletion, The revenue loss due to the excess of percentage over
cost depletion for all extractive industries is $1.83 billion, of which
$1.1 billion is due to corporations and $0.2 billion to individuals. (The
revenue effect would be larger during a transition period.)
. The tax treatment of certain capital costs to bring a mineral deposit
into production is also significant. These costs may be deducted as
current expenses in calculating taxable income rather than spread
over the useful life of the property. These costs include the intangible
drilling costs for gas and oil and the costs of developing other mineral
properties. Under present law, these costs are deductible without
affecting or limiting the percentage depletion deductions, Under cost
depletion, the expensing of intangible drilling costs would reduce the
amount to be recovered through cost depletion. The revenue cost of
expensxpi; intangible drilling costs is $300 million a year, of which
$240 million is due to corporations and $60 million to individuals.
In money terms about 80 percent of the tax relief for extractive in-
dustries goes to the oil and gas industry, and the other 20 percent to all
other minerals.

A Treasury study on the taxation of extractive industries is going
forward and should be available during the next session of Congress.

2. TiMBER

Timber growers are permitted to claim capital gains treatment on
the portion of their income which can be attributed to the increase in
value of trees while the trees are growing and before they are cut.
As a result of this special provision, companies in the lumber and wood
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products industry (excluding furniture) have in the nggregate “capital
gains” which amount to about half of their net income.! (The ratio
for corporations asa whole is below 5 percent.) This benefit alone
would reduce the tax of lumber comlpanies about one-half if all of
the income arose from the increased value of trees; the reduction would
be one-fourth if half of the income came from appreciation of tree
values and half from logging, sawing, and distribution. The final
effective tax rate of 20.8 percent comes out about two-thirds of
that paid by other manufactuﬁng corporations,

The capital gains and thus the tax savings are concentrated in a
small number of large companies. In 1965, the last year for which tax
return data are available, the 16 largest corporations in the lumber
g}vwood and paper industries with assets over $250 million reported

.8 percent of the long-term capital gains reported on all the 13,251
eo?orate returns in these industries. Fivo companies alone reported
51.8 percent of all these long-term gains, of which one company re-
gorted $108 million of capital gains, or 24.4 percent of the total claimed

y the entire industry.

The estimated revenue loss of this capital gain treatment is $125
million & year, of which $100 million is for corporations and $25
million for individuals.

A Treasury study on the taxation of timber is going forward and
should be available during the next session of Congress.

3. FINANCIAL INSTITUTIONS

Three specinl features reduce the effective tax rates for commercial
banks, saving and loan associations, and mutual savings banks. In the
first place, each category of financial institutions has a special bad
debt reserve provision quite unrelated to its actual loss experience.
The ratio of allowed bad debt reserves to actual losses is considerably
larger for savings and loan associations and mutual savings banks
than it is for commercial banks, although the amount of the allowed
deduction is large in absolute terms for commercial banks, The rev-
enue loss due to the current bad debt reserve provisions is $600 million,
of which $250 million goes to commercial banks.

Another feature that reduces the effective tax rates of banks is the
fact that they can take full deductions for the cost of obtaining de-
posits which in effect are borrowed funds, but they then invest some
of those funds in nssets which are excluded from corporate taxable
income, Interest on tax-exempt securities is fully excluded, while divi-
dends on corporate stocks are largely excluded under the corporate
dividends received deduction provision. With respect to these invest-
ments the banks thus obtain a double benefit. This feature is important
for both commercial banks and mutual banks, The revenue cost 18 about
$600 million.

These financial institutions also receive preferentinl treatment on
long-term capital gains and losses on securities. They receive capital

ains treatment on net gains, as do other taxpayers, but may treat net
osses on securities as deductions from ordinary income, a treatment
not available to other investors in securities. The revenue loss due

ln; us'ogn’o gains from the special tax treatment of glmbef go also to firms in the paper
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to the non-parallel treatment of these gains and losses, based on the
experience of 1961 to 1966, averages $50 million, .

A Treasury stndg on the taxation of financial institutions is going

1d be available during the next session of Congress,

4. Rear EstaTe

Present law provides considerable, but not easily measured, benefits
for corporations owning real estate. The benefit arises because tax de-
reciation deductions for real estate are excessive in relation to actual
epreciation and also because a large portion of the recovery of exces-
sive depreciation at the time of sale is taxable as a capital gain. The
revenue cost of the excess of accelerated depreciation over straight line
depreciation is $750 million of which $500 million is fcr corporations
and $250 million for individuals. )
A Treasury study on the taxation of real estate is going forward
and should be available during the next session of Congress.

8. Tax-Exempr ORGANIZATIONS

Another area of corporate tax reduction is that of exempt organiza-
tions and businesses owned by exempt organizations, There is no basis
for a general revenue estimate here because the whole matter h
on what organizations one thinks ought to be tax exempt and, if
organization is to be taxed, how funds secured by the organization and
amounts accumulated or expended for the purpose of the organization
nrgtobetreatqd. ) : 1 justity i

ome organizations whose overall purposes may justify exemption
from income tax may operate businesses at a prof% unrelated to their
exempt purposes. In such cases, unless the tax exemption is retructed
to the nonbusiness activities, tax revenues are reduced and taxpaying
businesses are placed at a competitive disadvantage.

6. ForeiaN-EarNep Business INcoME

Profits of foreign subsidiaries of U.S, corporations are generally
not taxable in the United States until the profits are repatriated as
dividends to U.S. parent corporations. Profits of foreign branches,
however, are subject to U.S. taxes in the year earned, whether or not
the branch profits are repatriated. Further, the special exemption from
“gross up” in relation to the foreign tax credit for subsidiary dividends
of companies in less developed countries provides a tax advantage to
U.S. corporate parents of those companies in certain situations, In
somewhat the same category are provisions which (1) reduce the tax
of certain U.S. companies, primarily in the natural resource area,
operating in the Western Hemisphere, or (2? deriving most of their
income from U.S. possessions. These several provisions together re-
duce revenues by $320 million,

forward and shou
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IV-C. THE CASE FOR AND DIMENSION OF TAX
REFORM: DEATH AND GIFT TAXES

I. DescrierioN oF Present Law

ESTATE TAX

The Federal estate tax is levied upon the transfer of property at
death, In the normal case, the rate of tax is not affected by the amount
of the transfers already made by the decedent during his lifetime, The
tax is levied uKon the total value of all the property in a decedent’s
grom estate. The gross estate includes, in %enera , the property owned

y & decedent at the time of his deu{h, ({) us certain property trans-
ferred during his life in which he retained an interest at the time of his
death, and property transferred in contemplation of death. The
tax is im upon the taxable estate; that is, the gross estate less al-
lowable deductions and exemptions. The estate tax is progressive, be-
i:ause the tax rates increase as the size of the taxable estate becomes
arger.

n estate tax return must be filed by the estate of every U.S, citizen
or resident whose gross estate at the date of death exceeds $60,000.
In Lﬁmeml, the return (and any tax payable) are due within 15 months
of the date of death, although an extension of time may be granted. If
the estate consists largely of an interest in a farm or closely held busi-
ness, the estate may elect to pafy the tax attributable to that farm or
business interest over a period of up to 10 years.

The executor or administrator of an estate may elect to value the
property in the estate either as of the date of the decedent’s death, or
as of the “alternate valuation date” which is 1 year after death, How-
ever, the property sold prior to the alternate valuation date is valued
at its sales price. The alternate valuation date provides relief to an
estate which contains property that declines in value during the year
subsequent to the date of death.

The deductions and exemptions allowed for estate tax purposes
include an exemption in the amount of $60,000, and deductions for
funeral expenses, administration expenses, claims against the estate,
mortgages or indebtedness where the full value of the mortgaged or
encumbered property is included in the gross estate, certain State and
foreign taxes, losses, charitable transfers, and certain bequests to a
surviving spouse. The $60,000 estate tax exemption insures that no
one leaving an estate of $60,000 or less will be subject to estate taxa-
tion. In addition, if a decedent has taken full advantage of the avail-
ability of the marital deduction, no tax is due unless the estate exceeds
$120,000. There are no percentage limitations on the charitable con-
tribution deduction for estate tax purposes. However, the amount of
the charitable contribution deduction may not exceed the value at
which the donated property is included in the gross estate.

A marital deduction is allowed for roperty passing to the decedent’s
surviving spouse. This deduction is limited to 50 percent of the
“adjusted gross estate,” which is defined, in general, as the gross estate
minus the allowable deductions (and after elimination of any com-
munity property included in the gross estate), The deduction for
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charitable transfers and the $60,000 exemption are not required to bo
taken into account in computing the adjusted gross estate.

Four credits are allowed agnmst the estate tax liability, The most im-
portant of these is the credit for State death taxes. The maximum credit
sllowable for State death taxes is expressed as a percentage of the
decedent’s taxable estate in excess of $40,000, The effect of this credit is
to permit the States to obtain substantial death tax revenues which
would otherwise be collected by the Federal Government, without in-
creasing the total death tax burden on their citizens,

Credit against the estate tax is allowed for gift taxes paid by the
decedent on transfers which were made by him ﬁring his lifetime, but
which were included in his gross estate because the transfer was incom-
plete or because it was made in contemplation of death, The amount of
this credit is limited to the amount of the gift tax paid with respect to
the property included in the gross estate, or the estate tax paid with
reslpect tosuch property, whichever is smaller,

n order to prevent the imposition of successive estate taxes on the
same property within a brief period, a credit is also allowed for all or
part of the estate tax paid with respect. to proper(tly transferred to a
particular decedent, or his estate, from another decedent within 10
years before, or within 2 years after the particular decedent’s death.
This credit is a vanishing one, since it is reduced by 20 percent for each
full 2 years separating the dates of denth of the two decedents.

Finally, a credit is allowed for foreign death taxes with respect to
groperty situated in a foreign country which is subject to both United

tates and foreign estate taxes, The credit is limited to the lesser of
the United States or the foreign tax attributable to such propery.

GIFT TAX

Gifts during life are a natural alternative to gifts at death, especially
for wealthy individuals who can afford to give away a substantial part
of their property during their lifetime without impairing their stand-
ard of living or making use of funds needed for emergencies, Conse-
quently, the taxation of gifts during life is a natural companion to the
taxation of gifts at death. For this reason, Congress developed a system
of Federal gift taxes shortly after the introduction of the Federal
estate t 1x system,

Like the estate tax, the Federal gift tax is imposed upon transfers of
property from one person to another. The tax isa liability of the person
makir{g the gift and is based upon the value of the transferred prop-
erty. Unlike a gift at death, the amount of a taxable lifetime gift does
not include the tax on that gift. ) .

The existing tax on lifetime gifts is cumulative, that is, the applicable
tax bracket is determined by taking into account the sum of all tax-
nbl((al ifts maldo since enactlmte(r)nt( o) tlhe law in t1]932. The tax tgi)ﬁ;
paid in any 1 year is equa; 1) the tax on the aggregate o
taxable gifts mt{de since 1932 less (2) the amount of tax on the aggre-
snte gifts made up to the beginning of the current taxable year. In

etermining (1) and (2), gift tax rates in effect in the current tax-
able year are applied, Consequently, the tax is determined by apply-
ing the current tax rate which is applicable to the donor’s bracket to

the gifts made during the year.
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In oomputingothe amount of “taxable gifts” in any 1 year, the first
$8,000 of gifts each recipient may be excluded, if the donee receives
& present interest in the donated property. This is the so-called “per
donee” exclusion. Where a spouse a%:eee to treat gifts made by the
other spouse as having been made one-half by each, & maximum annual
exclusion of $6,000 per donee is available, )

In addition to the annual “per donee” exclusion, there is a specific
exemption of $30,000 of total lifetime gifts to all donees, This exemp-
tion may be claimed in full in a single year or, at the taxpayer’s
option, over a number of years until the full $30,000 exemption is
exhausted. A married person’s specific exemption is increased to
$60,000 if the other spouse agrees to treat gifts as having been made
one-half by each.

Certain deductions are also allowed in computing the amount of
taxable f:fts. @ifts made to charitable organizations may be deducted
in full, In addition, one-half of the value of gifts between a husband
and wife may be made tax-free. This marital deduction corresponds
roughly to that allowed for estate tax purposes.

II. GENERAL BACKGROUND

The estate and gift taxes comprise a significant element in the prog-
ressivity of the overall Federal tax system. Estate and gift taxes com-
bined constitute only 2 percent of Federal tax receipts, but they play
& much larger part in the progressivity structure of the tax system.
Roughly, the progressivity element of the individual income tax can
be defined as the revenue raised by that portion of the rate schedules
in excess of 20 percent. In 1965 this element was $5 billion, while total
estate and gift tax liability was $2.7 billion. Studies of the association
of wealth and income indicate that estate and gift taxes are involved
almost exclusively with families with annual income of over $20,000.
Thus the estate and gift taxes are probably responsible for about one-
third of the net progressivity in the U.S. tax system.! )

However, an analysis of the estate and gift tax system which has
developed over the past 45 years reveals many features of the system
which run couniter to the basic functions of that system.

These features have produced erratic results in the sense that the
burden of estateand gift taxes is much heavier on some forms of wealth

‘ and on some forms of transfers than on others. The principal
roblem, therefore, in the present estate and Fﬂ; tax system is horizon-

1 egmty, that is, the unequal treatment of wealth holdings of com-
Lm-a. le size as the result of different patterns of transfer of those

oldings, The different patterns are the consequence of differing fam-

1 At the lower end of the income scale the income tax is progressive due to the personal
exemptions. A number of studies, however, suggest that this progreesion in the income tax
just about offsets the rgreul ty of sales and property taxes, leaving the overall tax
gsﬁm as a whole roughly proportional up to income of $10,000-$20,000. We can thus

ink of the upper income progreesivity as the net pro, ty.

The extent of the net pro&'eumty contributed by the corporate tax is not fully clear,
since this depends mostly on the extent to which the tax is shifted.
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ily desires or needs as to the patterns of wealth accumulations and dis-
sitions. As a result, a number of individual large estates have actual
ower tax burdens than many middle size estates.

III. Sreciric Derects 1N THE PreseNT TransrER Tax System

A, NONTAXATION OF APPRECIATION OF ASSETS TRANSFERRED AT DEATH
OR BY GIFT

The failure to see clearly that the estate and gift taxes are not substi-
tutes for income taxes has led to adoption of rules with regard to prop-
erty transferred at death which subverts the goal of income taxation.
If & person accumulates income during life from taxable sources
(wages, dividends, interest, rent, and unincorporated business profits)
he pays a tax on the income as earned, and the balance of accumulated
after-tax income may still bear an estate tax at the person’s death if
the accumulation is large enough. The estate tax and its companion
gift tax are essentially separate levies which in the normal case fall
on wealth accumulations after income tax. .

With regard to capital assets the law has failed to recognize the
necessarily separate character of estate taxation on the one hand
and income (capital gains taxation) on the other. It has not treated
the transfer of appreciated property at death as an occasion for im-

osing a capital gains tax, but then has given property, which has
n transferred at death, credit for having been through the estate
tax “mill” in the form of a stepped-up income tax basis which pre-
cludes any income tax on the aﬁpreciatnon in the hands of the testator.

Thus, a wealth holding that has grown to $1 million by appreciation
in value has no income tax under present law, but only an estate tax.
The same accumulation from wages and dividends would have paid
both an income tax and an estate tax. Clearly, equity between various
forms of wealth accumulation is not achieved under present law.

Data available readily indicate the scope and impact of this lack
of equity in the present tax system. A 1 in 15 sample of high income
taxpayers shows that there were about 1,000 returns with adjusted
gross income (AGI) over $200,000 that paid effective tax rates of
ov&r liolperoent in 1964, The results for this group are summarized in
table 1.

1 Table 1 uses, for sample selection purposes, an effective rate definition on amended AGI,
that lu‘ adjusted gross income plus major items of excluded income (other than reciation
in wealth). Since personal uctions for this group are trivial the table would be little
chan, the selection had been based on taxpayers with high effective rates on amended
taxable income, that is, atter personal deductions.
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TasLE 1.—Characteristics of an estimated 1,000 taa@ returns in 1964 with
AGI over $200,000 and effective tax ratcs over 50 percest'?

[ Dollar amounts in millions)

Amended adjusted gross Income®......... ..o eeormcnnvecneacnema———— $36%
(Including dividends $184)
{Including wages and salaries. ..o oo eeceaae $30)

Tess Excluded 14 of capital gains. — $
Excess percentage depletion. e oo cicccceiccnaan 0
Net farm 108868 OVer gAINS. o e oo ceveeececcmenccecumccccnancan—- 0
Caontributions - $18
Other personal deductions $20

Taxable income .. - 3324

Tax before credits ——— $213
Tess credits oo memmemeaene—ae————————— $3

Tax after credite ——— - — $212

Effective rate on amended AGI (percent) - oo e oocccceec e ccane- 4]

Effective rate on amended taxable income (percent)* o4

1 Baged on a 1 in 158 sample.
$The effective rate used for selection was tax over amended adjusted groas income.

8 Amended adjusted gross income Is adjusted gross income plus the excluded part of net
capital nln? the exclusion due to excess percentage depletion, ang for the group as a whole
the excess of farm losses over farm gains, Tax exempt interest an aprreclluon of pro{wrty
donated to charity should also be Included in this income but were not available from these

nmx}: data,
¢ Amended taxable income equals amended AGI less deductions.

Ostensibly this group of high-taxpaying, high-income taxpayers
paid an eﬂ'ec%ive tafr ratepof 58 pegrcent «?n imgnde(f AGI,and 64 pergent
on amended taxable income.

Table 1, however, reveals a striking feature about these high-tax-
paying individuals. Half of their AGT is from dividends, but remark-
ably little is realized as capital gnins. Any cross section of stocks held
in recent years would have shown almost twice as much appreciation
in value as dividends for an average year. { Dividend rates have been
around 3 percent while appreciation in value in the 1960’s has been
at a rate of about 6 percent. A 6-percent appreciation increase is
expectable in the aggregate because ultimately common stock is a
claim on corporate profits, and these profits in the aggregate grow
at the rate of money GNP, about 5 percent to 8 percent a year.)

If it is assumed that this group had an average collection of stocks,
their total increase in wealth in a year like 1964, taking into account
stock appreciation alone would have been about $723 million rather
than $367 million, and their effective tax rate on true income would fall
to 29 percent or 31 percent on income after deductions, (In 1964, as a
matter of fact, appreciation in value was about five times dividends.
This was a year of unusual stock price movement, however. There-
fore, to avoid distortion an assumption of appreciation equal to two
times dividends is used. Realized gains are subtracted from this ap-

reciation to get the appropriate adjustment to find the total wealth
increase, It also would be reasonable to assume that taxpayers facing
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marginal rates of 60 to 70 percent on dividends would have tried to
select stocks with higher than average appreciation to dividend ratios.
No explicit allowance is made for this last factor.)

Since another quarter of the income of this group was from business
sources, it could well be anticipated that there was additional apprecia-
tion associated with these business property holdings (including pro-

rietorships, partnership interests, and interests in real estate and

arms). Tt could also be expected that there was some tax-exempt in-
terest, The total wealth addition of this group could have been near
1 billion, and the effective tax rate as low as 21 percent.

It is typical for returns that show high or low effective tax rates in
one year to have a similarly high or low rate in other years, It could
be expected, therefore, that those taxpayers who have high income
from dividends and do not realize gains follow this investment
strategy year after year, and depend upon unrealized gains as a way
of building wealth, Thus, most of these bifh tax rate cases have in
fact relatively low rates, since under present law such capital apprecia-
tion at death forever escapes income tax. (It is irrelevant that this
wealth may be subject to estate tax, since the estate tax also falls on
income accumulated after income tax.)

These people cannot be regarded as paying at relatively high tax
rates unless steps are taken to close the escape of appreciation in value
at death., The apparently highly taxed gro:&) includes a number of
salary earners who presumably have untaxed fringe benefits not in-
cluded in these figures which would further reduce effective rates.

Turning to statistics for the aggregate of high-income taxpayers,
an alternative estimate of appreciation in assets over realized gains is
appropriate, This estimate is based on aggregate data which indicate
total appreciation tends to be about three times realized gains, and thus
the excess of appreciation in 1 year over total realized gains in that
year is about twice the realized gain itself. Table 2 uses this estimate by
assuming that for each income class the annual addition to unrealiz
appreciation is twice the volume of realized gains for each class. (It
should be noted that while this technique provides the best overall
estimate of excess appreciation for the aggregute of high-income tax-
¥nyers, it is clearly inappropriate for estimating excess appreciation

or the special group of taxpayers included in table 1 who report dis-
glpportnqnatel small amounts of capital gain and hence pay super-

cially high effective rates of tax.)
_ Estimates of other income exclusions for the afgeregate of high-
income taxpayers are also included in table 2. It will be seen that these
inclusions bring the effective tax rate to the area of 15 percent for all
returns over $100,000 AGI and to about 10 percent to 11 percent for the
returns with AGT over $1 million. In each class the unrealized appre-
ciation is about equal to all other income sources put together.
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TABLE 2.—FACTORS REDUCING TAXES FOR TAXPAYERS WITH HIGH ADJUSTED GROSS INCOME OF $100,000 OR
OVER, 1987 LEVEL

(Doliar amounts in millions)

Allover  $100,000 to 000 1,000,000
$100,000 saiuo.cuoo 1, .06'3 ‘.2‘&%..,

Total income—~broadest definition .............. 1,820 1,248 175 400
Less personal deductions (taxes, interest, charitab “ , " ®,

¢ontributions, m.zbbut not including the uniimited

charitable contribution..............oveeeeeo.oooo. 2,35 1,800 260 20
Available total income (including sppreciation in

L) T 29,470 19,45 3,915 6,110

Loss mr:'o annual sppreciation on capital assets (in

goins realized) that will not be sold during

oxcess
IHOMO. oo oeeoc o aiiieeieirananaanan 15,100 9, ]
Amended taxable income. ..................... "s: k11 lg. 233 12:3?2 : i§
Less one-half of capital ?im on assets sctually sold.... 3,n A 15 0
Less exempt interest on State and focal bonds. ......... “og 1 ‘2
Less deduction for unlimited charitable contribution. ... 1l | 1 ?
{:3 1:2’.“,;*:.'.0. u'"'a' ypletion s~~~ T20TTTTT 53 2% 2 13
ntage depletions. ...................
Loss oxcess of doductfon for intangible Ptmloum drilling
L .gp:xm: ‘:::r' g'o b ::t.lgn of oil wells................ $H 3 ® 1% " 15
}‘:'u‘bu INCOME....eenanennnnnnns o 2 0 ;.1 sgg 1,265
T LT — a.§ zi ) s{g
rcen NCOMe...eeneennnnn X ,
Taxas g:mnt of t:ul income...... m ............... } * R.? } .3

1 After deduction for proper business expenses but lnclndin{hunmlhod appreciation in wealth.
1 Although the figures shown in the table are tolal depletion, :r approximate the amount of excess percentage depletion
since the bulk of claimed depletion is in excess of the recovery of basis.

3 Negligible. .
U Th'& X “ﬁ&un reflects the lower alternative rate applicable to reatized capital gains, the retirement income credit,
and other credits.

Table 2 included as income the increase in wealth arising from the
increase in value of securities, since, if one individual increases his
wealth bg earning wages and using the proceeds to buy securities, and
another by having the value of his securities rise, they both could end
up with the same securities. The wealth increase from appreciation can
hardly be a different kind of thing than a wealth increase from wa,
if they can end up in the same investment. Whether or not it woul
a practical scheme to tax gains as they accrue, it is still a useful indi-
cator of the burden of taxes in relation to wealth increases to show the
tax actually paid in relation to total income including accrued gains.

It is apparent that the present system of not taxing appreciation on
assets transferred at death has serious defects:

The present system is fgrossly inequitable and substantially im-
pairs the progressivity of the tax structure.

At least $15 billion a year of capital gains fall completely out-
side the income tax system.,

From an economic standpoint this inconsistent income tax treat-
ment may produce unnatural holding patterns as older investors
become locked into appreciated assets to avoid income tax that
would result from the sale of those assets.

A more uniform tax treatment which does not produce pressure
either to hold or to sell could be achieved by first imposing the income
tax on appreciation on property passing at death, and then allowing
that income tax so imposed as a deduction from the taxable estate for
estate tax purposes. The estate tax would then be imposed upon the
balance with the result that the transfer tax would be imposed on he
same wealth base regardless of whether the wealth has been accumu-
lated from earned income or from capital appreciation.
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B. INTERSPOUSAL TRANSFERS

q e(? néx.mber of problems arise because of the present 50 percent marital
uction:

1. The present marital deduction is limited to one-half of the prop-
erty transferred by a decedent to a survivinE spouse. This means that
there may be a substantial tax on propertgv which is intended to provide
for the old age of the surviving wife. This adverse effect is primarily
felt by widows whose husbands leave smaller estates. Based on a spe-
cial study of 1957-59 returns, 50 percent of husbands with estates
under $500,000 transferred property to their surviving spouses in
amounts which exceeded the allowable marital deduction for Federal
estate tax purposes. In contrast, only 14 percent of husbands with
estates over $1 million transferred roperty to their widows in amounts
exceeding the marital deduction. Thus, the transfer tax burden, under

resent rules, falls relatively more heavily on the widows who are most
in need of funds to sustain themselves for the balance of their lives
than on widows who receive substantial amounts of wealth unreduced
by taxes on the husband’s death,

Table 8 indicates the period by which estate taxes are accelerated
under present law by taxing one-half of the family property in the
estate of the first spouse to die. Con'espondixﬁly it demonstrates the
distribution of the benefit that would be derived if all estate taxes were
deferred until the death of the surviving spouse.

TasLe 8.—Period of widows surviving their husdands

Peroent of
widows
surviving
Years after husband’s death :

1 04
2 88
5 78
10 54
20 27
80 9

Nore.—This s based on data from matching estate tax returns. The data were smoothed.

2. Extension of the marital deduction to only 50 percent of the
property transferred to the surviving spouse favors the wealthy who
can provide for the old age of the surviving spouse with the amount
exactly equal to the marital deduction. The balance of the property
can then be passed onto the next generation untaxed on the death of
the wife. Less wealthy sersons however, who must make the entire
estate available to provide for the surviving wife, are required to pass
property onto the children in a form which incurs a tax on the entire
estate upon the death of the wife. This disparity of tax results is
counter both to progressivity and equity.

Table 4 demonstrates that present rules primarily impose the double
tax on small estates. The study of the 1957-59 returns further bears
this out. Approximately 63 percent of husbands with adjusted gross
estates in excess of $1 million made g’roperty available to the surviv-
ing wife in an amount in excess of the allowable marital deduction,
but in & form which enabled that property to escape estate tax lia-
bility on the death of the wife. On the other hand, only 27 percent of
husbands with estates under $500,000 could transfer property to their
surviving spouses in an amount in excess of the marital tf:iuction ina
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form which gave the wife the economic benofits of the property but
avoided subjecting that property to estate tax on her death,

TABLE 4.—PATTERN OF BEQUESTS OF MARRIED DECEDENTS

Percent of adjusted gross estate

P left
outright ty
Outright  spouse not  Bequests to
Marital  bequests to under maa%al spouse In

Gross Transfer Class (Thousands) deduction to spouss deduction trust
Bolow $300. ... cceeiiee i iiiiiiiiiiiereinieraaeann 4.6 .5 X 10.6
0,000, oo el 4& 0 fﬂ 14,5

&,‘?08’ ?:om ..................................... 3&3 2.3 41 10.3

3. The present 50 percent marital deduction produces extremely
arbitrary results where the spouse in whose name the property is held
is the last to die. The maximum tax benefits are realized under present
law when the estate is split equally between the husband and wife. (The
combined tax on two separate $500,000 estates is $253,000; the tax on
a single $1 million estate is $308,200.) Present rules permit this result
to be achieved only by means of lifetime gifts by the spouses, with
resultant ;gft taxes because only half of the property can be transferred
tax free. Further the present system provides an incentive for such
transfers which in some families might well not exist in the absence of
these tax provisions.

4. Present rules with regard to interspousal transfers provide maxi-
mum benefits to extremely complex transfers and forms of ownershiq
that bear little relationship to economic realities with respect to contro
and enjoyment of the property. The Federal Government-has no real
interest in whether the husband or the wife controls the passing of
the property to the next generation; it need 0“131? be concerned that all
of the property is subject to tax at the time it finally leaves the hands of
the older generation and moves onto the younger generation.

C. THE EXISTENCE OF SEPARATE ESTATE AND GIFT TAXES

1. Characteristics of present dual tax struoture

(@) Two separate rate structures.—The estate tax utilizes a ,l)‘rogrgs-
sive rate structure operative on property transferred at death. The gift
tax also em{l)loys a progressive rate structure to tax lifetime transfers,
However, the gift tax is imposed on the cumulative total of property
transferred during lifetime entirely without regard to property trans-
ferred at death. Similarly, the estate tax progessive rate structure is
operative only on the transfers at death entirely without regard to
transfers during lifetime. Thus the person making transfers during life
is subjected to a tax based on one set of progressive rates, but the

roperty he transfers at death is subjected to a new and very low

nning set of rates.
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(b) Lower gift tax rates.—In addition to the fact that persons who
can transfer wealth during lifetime get to start at the bottom of two
separate rate structures, the gift tax rates are substantially lower than
the estate tax rates, The following tables 5 and 6 set forth the present

estate and gift tax rates. The tables reveal the marked pre

Co

accorded lifetime gifts as compared to the same gift transferred at

death,
TasLe 5.—Fedoral estate tar rates
If the taxable estate is: The tax shall be:
Not over $5,000 8% of the taxable estate,

Over $5,000 but not over $10,000....

Over $10,000 but not over $20,000......

Over $20,000 but not over $30,000..__.

Over $30,000 but not over $40,000.... ...

Over $40,000 but not over $50,000.__.

Over $50,000 but not over $60,000......

Over $60,000 but not over $100,000......

Over $100,000 but not over $250,000..

Over $250,000 but not over $500,000..

Over $500,000 but not over $750,000...

Over $750,000 but not over $1,000,000...

Over $1,000,000 but not
m.m.

Over $1,250,000 but not
500,000,

Over $1,500,000 but not
000,000.

Over $2,000,000 but not
500,000,

Over $2,500,000 but
000,000.

Ovl% $3,000,000 but

Over $8,500,000 but
000,000.

Over $4,000,000 but
000,000.

Over $5,000,000 but
000,000.

Over 0%03000.000 but 87,

Over $7,000,000 but $8,-
000,000,

Over $8,000,000 but not over $10,-
000,000,

Over $10,000,000. .. R

over §$1,
$1,-
82,
82,
$3.
$8,.
$4,
$5,-
$6,-

over
over
over
not over
not over
not over
not over
not over
not over

not over

334-8920 -89 -pt.1 -9

$150, plus 7% of excess over $5,000,

$500, plus 119, of excess over $10,000,
$1,600, plus 14% of excess over $20,000.
$3,000, plus 18% of excess over $30,000.
$4,800, plus 229 of excess over $40,000.
$7,000, plus 25% of excess over $50,000.
$9,500, plus 28% of excess over $60,000.
$20,700, }vlus 809% of excess over

$100,

m‘ggg. olus  82% of excess

3145.70'0. i)lus 35% of excees
$500,000.

sm,mmplm 87% of excess

$325,700, plus 899
$1,000,000.

$423,200, plus 42%
$1,250,000.

$528,200, plus 46%

$753,200, plus 49%
$2,000,000.
$008,200, plus 53%
$2,500,000.
$1,263, 200, plus 56% of excess
'$1,543,200, plus 859% of excess
$3,800,000.
$1,838,200, plus 63%
$4,000,000,
$2,468,200, plus 67%
$5,000,000,
$3,188,200, plus 70%
$6,000,000.
$3,838,200, plus 78%
$7,000,000.
$4,568,200, plus 76%
$8,000,000.
$6,088,200, plus 77%
$10,000,000.

over
over
over
of excess over
of excess over
of excess over
of excees over
of excess over
over
over
of excess over
of excess over
of excess over
of excess over
of excess over

of excess over
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TaBLx 6.—Federal gift tao rates
le gifts are— The tax shall be—
"rfr%% t:vx::, : L 214 % of the taxable gifts.
Over 5,000 but not over $10,000....... $112.50, plus 5% % of excess over $5,000,
Over $10,000 but not over §20,000.... $375, plus 8% % of excess over $10,000.
Over $20,000 but not over $30,000.... 3153203). lus 104% of excess over
Over $80,000 but not over $40,000... s'z.zxsdéo&;lus 18%% of excess over
Over $40,000 but not over $50,000...... w.w(;)'boglus 1614% of excess over
Over $50,000 but not over $60,000...... 36.:‘58)', lus 18%9% of excess over
Over $60,000 but not over $100,000-.. 37.125'. f)lus 219 of excess over
Over $100,000 but not over $250,000... slg.l%%abo(i)nus 22149 of excess over
Over $250,000 but not over $500,000.. 3432.%7(;;. olus 24% of excess over
Over $500,000 but not over $750,000_. $100,275, plus 26%% of excess over
Over $750,000 but not over $1,000,000. 31;;5.%6&0 plus 27%% of excess over
Over $1,000000 but not over $1,- $244,275, i)lus 203 % of excess over
260,000. 1,000,000,
Over 0%}),260,000 but not over $1, $317,400, oopgns 81%9% of excess over
mp (3 .
o% osoldtsoo,ooo but not over $2- mg,mo: plus 83%9 of excess over
Over'$2.boo,000 but not over $2- 3504:900: pluu 86%% of excess over
500,000, 000,000,
Over $2,500,000 but not over $3- $748,650, plus 39%9% of excess over
000,000. $2,500,000.
Over $3,000000 but not over $3- $9847,400, plus 42% of excess over
00,000, 000,000,
Over $3,500,000 but not over $4,- $1,157,400, plus 44349% of excess over
000,000, 500,000,
Over $4,000000 but not over $5, $1,878650, plus 47%% of excess over
‘m,m. mlm
Over $5000,000 but mot over $6, $1,851,160, plus 50%% of excess over
000,000, $5,000,000,
Over $6,000,000 but not over $7, $2353@50, plus 52%% of excess over
m.mo ssomi .
Over $7,000000 but not over $8,. $2,878,650, plus 54% % of excess over

“' » .
$3,426,150, plus B79% of excess over
:4.56'6,160. f)lus 87%9% of excess over
$10,000,000.

000,000.

Over $8,000000 but not over $10,-
000,000

Over $10,000,000.

2. Effects of dual taw system

(a) Inequities.—The present disparity between the tax on property
transferred during lifetime and that imposed on property transferred
at death is excessive from the standgoint of tax e(}uity. The magnitude
of the favoritism in present law to those that can “afford” lifetime gifts
seen by comparing gross transfers of $1 million at the top of the
At death the 77 percent top rate applies and
only $230,000 is transferred to the beneficiary. If this is transferred
during life, the top rate is 57.75 percent which is applied to the gift
not including the tax. Thus a transfer of aﬁproximate y $634,000 could
be made, the beneficiary getting almost three times as much because
thetransfer is made during life. -

can be
estate and gift brackets.
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The data show that little use is made of lifetime gifts by those with
smaller accumulations of wealth. Rather, lifetime gifts are used by the
weam to take advantage of the lower gift tax rates, the exemption
granted to lifetime gifts, and the amaller tax base that applies to life-
time transfers as compared to deathtime transfers, Table 7 shows that
the wealthy transfer a little more than 10 percent of their total wealth
accumulations during lifetime, On the other hand, those with small
accumulations of wealth transfer less than 2 percent of their property
by means of lifetime gifts. Put in another way, table 8 shows that 52
percent of those with large estates make gifts during lifetime. How-
ever, only 10 percent of those with small estates made lifetime trans-
fers, These data demonstrate that the present disparity between the tax
treatment of lifetimo gifts and deathtime transfers confers s very
substantial advantage on the wealthy, because the tax advantages ot
making lifetime gifts become increasingly r as the size of wealth
accumulations increase. The preferential gift treatment thus serves to
confer enormous benefits on those whose situation permits utilizin
lifetime gifts—generally those who are so prosperous that they do n
deper.léi on this wealth and the income it yields for living expenses and
security.

TABLE 7.—GROSS TRANSFERS AT DEATH AND DURING LIFE, ALL DECEDENTS, 1957 AND 1959
[Dollar amounts in thousands)

Number of

decedents

Toal  norhars
Numberof OO Ubletune et Gtax hbn  Taues peid
Estate size Socodonts  tnsters T UUS Gblegits | peld  bequests by séate

197; i %8 m 8 g B

- i A 4 B . BT B8
Small.............. m s 4 , 50,38 o84
Moo WodE o8 4R el B e

Source: Special program study, 1957-59; table printed in Carl Shoup's, Federal Estate Gift Taxes.
TABLE 8.—GROSS TRANSFERS DURING LIFE AND AT DEATH, PERCENTAGES. ALL DECEDENTS, 1957 AND 195
[Dollar amounts in thousands)

g

Noncharitable lifetime gifts

Gift tax peid Estate tax
83 8 percent-  peid a3 2 per-
Numberol e A oo horin cuttt e
umber
Estate size decedents nsfers reporting ‘:rmim gifts bequests
1957
mall.e oo 3‘3 10.0 is 03 54
... 0 '] 4 7
O T e 1.ﬁ z,;gfm 1 5 s ai
Small...o.......... mn g{.m 10.2 27 I [} 5
Medium........o 00" %3 ,538 0.9 87 Iy
Latge oo LIS 2,708 59 €7 1, 3]
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(bf) Pressures to use certain patterns of disposition—Not only do
the foregoing effects produce inequity for taxpayers with relatively
smaller wealth holdings but also they operate as powerful pressures
to make particular family dispositions, even though an entirely dif-
ferent disposition might be desired for nontax reasons.

(e) Complexity—The present dual tax structure also produces a
“gray” area in which extremely complex rules have developed. In
many situations both gift and estate taxes are incurred, with a credit
beimg given for the gift taxes paid. This hybrid form of tax treatment
results from highly refined concepts of what constitutes “ownership”
for tax purposes, concepts which nre often necessary to prevent gross
evasion of the estate tax and to recognize the economic reality of
property control and enjoyment.

(@) T'wo sets of exemptions.—Two sets of exemptions are provided,
one for transfers during life and a separate one for transfers at
death, The person whose holdings and family disposition patterns
permit lifetime transfers can thus arrange to use both exemptions,
whereas a person with different holdings or disposition patterns may
be able to utilize only the exemption for deathtime transfers,

(eg Different taw bases.—The gift tax is imposed on a different and
smaller tax base than is the estate tax, This results from the fact that
the estate tax is paid, and properly so, out of the property transferred
whereas the gift. tax is paid out of other property of the donor. Thus,
the amount used to pay the gift tax is removed from the transfer tax
base, although this result does not apgly in the case of the estate tax.
For example, if a taxpayer dies with an estate of $10 million, the
estate tax is $6,088,200 and the heirs will receive slightly less than $4
million. If the entire estate were transferred prior to death, the tax-

ayer would be able to transfer slightly more than $7 million, retain-
ing approximately $3 million for payment of the gift tax on that
amount. In this case, 75 percent more of the wealth can be retained by
transferring it before death than if it were to be held until death,

As noted above, tables 7 and 8 demonstrate that the advantages con-
ferred on lifetime giving as compared to deathtime transfers—lower
rates, additional exemption, and smaller tax base—are utilized by the
wealthy much more than by persons with modest estates. This is be-
cause the present system is structured to increase the tax benefits that
result from lifetime gifts as a person’s wealth increases.

D. GENERATION SKIPPING -

For the estate tax to be equally distributed, it should apply to the
entire amount of property available for distribution from one genera-
tion to the next generation. However, under present law, enormous tax
savings can be realized by the wealthy by transferring property
through several generations in a form that will avoid tax upon the ex-
piration of each intervening generation. Thus, a donor can set up
a trust providing for ultimate disposition of his property to his great-

andchildren. His children and grandchildren can be given the bene-

t of the income from that property and, indeed, the ;l))x;operty itself
under specified circumstances, without any transfer tax being imposed
as the children and grandchildren each succeed to the enjoyment of
the property. Persons of relatively modest means are usually not able
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to take advantage of these tax-skippin¥ transfers. As a consequence,
the great-grandchildren of the less wealthy receive their property re-
duced by transfer taxes as it is passed through each generation, where-
a8 great-grandchildren of the wealthy receive the property undimin-
ished by transfer taxes. .
The data bearing on generation-skipping transfers are summarized
in table 9. Those decedents whose estates were under $300,000
made transfers to persons, outright and in trust, amounting to %4.4
billion ; of these transfers, only 9.4 percent are estimated to be genera-
tion skipping; among decedents with gross estates of $1 million or
more, however, 25.4 percent of transfers to persons were generation
skipping. This marked tendency of wealthier decedents to more fre-
quently utilize generation-skipping transfers, particularly in trust,
can be further illustrated by the following comparison: Among hus-
band decedents with estates below $500,000 who bequeathed to family
trusts, 77 percent bequeathed to trusts that were not generation skip-
ing; but among husband decedents with estates over $2 million who
ueathed to family trusts, only 25 percent bequeathed to trusts that
were not generation sknEping, and 60 percent made their trust bequests
entirely in generation-skipping form.

TABLE 9.—PROPORTION OF TOTAL NONCHARITABLE TRANSFERS SKIPPING A GENERATION, BY ESTATE SIZE
AND TYPE OF DISPOSITION

(Dollar smounts in millions}

Generation skipping transfers 3
Totsl Not in trust in trust
Noncha
Gross estate Gross  Teanster tadle Percent :gmnt Percent
size (in thou-  transfers? tax transfers none of non-
sands of charitable charitable charitable
dollars) (1)) @ (1-2) Amount transfers Amount transfers Amount transfers

&
L

Under 300........ .57 1 #, $410 $l 3 $252 S
Ao - 1.35.; iﬁ ] %§ b%! &'§ & Hci

1 Total value of noncharitable transfers made during life and at death plus the amount of transfer taxes paid.

1 A special stu“d: prepared by RS identified remaindermen of trusts as children, grandchildren, great grandchildren,
other relatives and nonrelatives (as well as additional categories not here relevant such as charity, brothers and sisters,
ofc.). Thus, the ts 10 lineals could be clearly distinguished betwsen generation sklppin{ and others. For other,
relatives and non, it was necessary to fook % d tions (0 lineals to estimate the likely portion of bequests
{0 other relatives and nonreistives that were generation sk J)ping. With regard to direct bequasts to (ineals the portion that
?l“ %‘at}on skip, m § um&t. W“&n munt from 3303.000 Sl 2 ,000, and 15 percent sbove

000, or ermen genen ng smong lineals was rcent below h
SeToont 1o RS0 000 o 1 000000, nd 70 coreant ubare $h Dot doe o

Source: IRS, “*Special Tabulstion on Estate and Gift Tex Returns, 1957-59."

E. CHARITABLE TRANSFERS

Present rules with respect to estate and gift-tax treatment of charita-
ble transfers produce inequity and tend to reduce progressivity, Pres-
ent artificial rules of leia] ownership permit the creation of split
interest trusts whereby the donor or an estate can obtain a present
deduction in an amout in excess of that which the charity will actually
receive from the gift or bequest. For example, a donor may contribute
i)roperty to a trust requiring the g.ayment of income to a charity for

0 years and the remainder to the donor’s family. Under present
law, the amount of the allowable deduction would be determined on
the assumption that the trust will earn 814 percent a year which will
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be paid to charity and that the present value of such periodic pay-
ments may be determined by diseount;’:lnsa:he anticipated payments
at 314 percent. In fact, however, the ¢ may invest the property
in the common stock of corporations pursuing a policy of retaining
earnings rather than distributing dividends so that the periodic pay-
ments to the charity are far less than the 814-percent return assumed.
In such circumstances, the trust property is clearly being invested for
the ll')“gn‘;'eﬁt of the donor’s family to the detriment of the charitable
inte
In addition, under present rules, the operation of the charitable de-
duction can increase the amount of the marital deduction simply by
the form in which the transfer is cast. Thus, a person can transfer
Froperty to a charity, retaining complete enjoyment and control of
he property for his lifetime. While this property is included in his
estate for estate tax purposes, the only effect is to increase the amount
of property that can pass tax free under the marital deduction, There
is no increass in estate tax liability because the full value of the chari-
table transfer is deductible for estate tax purposes.

F. ESTATE TAX RATE STRUCTURE

. Present estate tax rates in many respects run counter to pro essiv-
lt?'. The rates move from 3 percent to.25 percent for the first $50,000
of taxable estate. (See table 5.) Yeg, the rates do not go h'igher than
32 percent until a taxable estate of $500,000 is reached. To be con-
sistent with progressivity, the estate tax rates should be spread in
more uniform brackets on taxable estates up to $500,000,

_ In addition, the structure and level of rates should be examined
in light of changes to deal with other problems so that the overall
burden on transfers, including that involved in any change in the
income taxation of appreciation transferred at death, is appropriate.

@. ILLIQUID ESTATES

Estates which contain farms or closely held businesses sometimes
encounter difficulty in finding the cash needed to pay the Federal taxes
which become due shortly after death. This can result in different
disposition patterns than would have been selected had sufficient cash
been available to Yay the Federal tax on the transfer at death, These
problems can be alleviated by permitting tax free interspousal transfers
and by easing rules for payment of taxes for estates consisting largely

of farms or closely held businesses.
IV. Seeorric RerorM ProPosaLs

A. TAXATION OF APPRECIATION OF ASSETS TRANSFERRED AT DEATH OR
- BY GIFT

- An income tax on :P‘fmciation in value of property transferred at
death or by gift would be im . Generally, gains (or losses) on
assets held at death would be subject to a tax as long term capital gains
(or losses) ; however, appreciation and depreciation in value occurring
before the date of enactment would not be considered. Any income tax
due on such gains would be deductible in computing the transfer tax
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hase (i.e., the value of the estate). The exclusions that apply to the
unified transfer tax (unlimited marital deduction, orphan exclusion,
and charitable exclusions) would also afply to exempt gains on prop-
erty transferred to those beneficiaries. In addition, a “minimum basis
rule” is proposed which would generally exempt appreciation from
tax in smaller estates, Data on the operation of the proposal for taxing
appreciation on progorty transferred at death or by gift are set
forth in table 10, which show the effects of the proposal after full
implementation,

TABLE 10.—DATA ON THE OPERATION OF THE PROPOSAL FOR TAXING GAINS AT DEATH, 19814

Net capitsl

gaing tax

Net capitsl 83 percent

Percont of Appreciation gains tax of present

Economic estate estate of as percent a8 percent faw estate
¢dlass (in thousands appraciable Percent of of economic of economic tax after
of dollars) assets?  appreciation? ostate ostate credits

2 I ! Y
] i i
9

1 Assume an effective date of Jan. 1, 1970,
u%ugum. real estate, trust Interests, and moncorporate business assets. The economic estats is gross estate

3This takes into account the observed that appreciation rates and hoiding pariod sre higher at the wpper
mmmuﬂ;sm:hﬂg'umﬂm%.(ag nmlmfdomw‘l&’rm:mgt.‘nmh&”n

lmH‘hnt ot low wealth levels.)
s takes into account 4 factors: (a) the tendency for applicabis capital gain rates to be higher at upper wesith levels,

b; uction for contributions which is hi ith levels, (c) the deduction uests which Is
;&":‘.‘r‘l?‘mm.'mm.&mm ition of e coptalgas b et e esate 3 (1960 et whch

s more valuable at higher weaith levels,

B. TAX-FREE TRANSFERS BETWEEN HUBBAND AND WIFE

The present 50-percent limitation on the marital deduction for trans-
fers to a spouse would be removed, thus ﬁmibting transfers between
spouses to be made free of transfer tax. The marital deduction would

be expanded to cover gifts of income interests, These changes
would greatly simplify the transfer tax law by recognizing that most
married couples regard themselves as a single economic unit within
which individual title to propegtﬁ: is not significant and by eliminating
transfer tax consequences from shifts of property within that economic
unit. ,
C. UNIFICATION OF ESTATE AND GIFT TAXEA

_ Instead of the present separate gift and estatetaxes, a sin\gle cumula-
tive tax rate schedule would be applied to all transfers of proFerty
whether made during life or at death. This would include a single ex-
emption for all transfers during life and at death. Table 11 shows ¢the
tax change due to elimination of the present double exemption accorded
lifetime and deathtime transfers.
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TABLE 31.—~TAX CHANGE DUE TO UNIFICATION UNDER A $60,000 EXEMPTION, ALL DESCENDANTS
Unification Unifiestion

ross transfer class reent of Percent of transior class Porcent of Porcent of
ity e P | artints o Gotar) tx  tensier

Bolow 100.....ccveeeneeee 0. 50 801,000.....cc000eeee
{ﬁg SO 411 §'§::::::::::::
%g e : : ﬁm%ﬁéx:m
S — 18 [Gorg

D. TAXATION OF GENERATION SKIPPING

A substitute tax would be imposed to reach certain transfers which,
by passing ropert%eteo a distant ieneration, presently avoid the taxes
which would have been imposed had the property passed outright to
each intervening generation.

E. RATE RENUCTION AND REVISION

Reductions in the present level of estate tax rates are proposed which
would take place in month-to-month steps over a 10-year period. The
new single set of rates would apply both to lifetime and deathtime
transfers. In addition, structural revisions in the width of the brackets
would be made to improve the structure of the rate tables (see table
11A). Chart I shows the relationship between the new unified transfer
tax rates and the present separate estate and gift tax rates.

TABLE 11A.—STRUCTURAL REVISIONS OF SELECTED ESTATE TAX BRACKETS

............

Rate gliter
4220 percent

Presont Fodm?w’ Structrusl
Taxable estate bracket (I thousands of dollars) nte teduction change New rate
............ 4
g4 N
14 1 st ——— 7 3 - gg
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250 g 4

3
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F. LIBERALIZATION OF PAYMENT RULES

Provision is made for liberalization of the present rules governing
the deferral of payment of transfer taxes in cases where estates in-
clude interests in a closely held business or farm. Special deferred
payment provisions would also apply in these cases to the capital gain
tax incurred as & result of transfer of appreciated property at death,

G. TEOHNICAL REVISIONS

There are a number of technical revisions dealing with the taxation
of powers of a%gointment, jointly owned property, life insurance,
employee death benefits, deductions and disclaimers,

V. Erreors oF ProrosaLs

The effect of the proposals on transfers of property by gift or at
death are summarizeﬁ inp::gles 18 and 14 for mgrrll:l a)r,xd J1rlogx’llman'ied

transferors,



TABLE 13 ESTIMATED CHANGES IN EFFECTIVE RATES OF TRANSFER YAX UNDER THE PROPOSED PROGRAM, BY SIZE OF GROSS TRANSFERS DURING LIFE AND AT DEATH; MARRIED TRANSFERORS ¢
[Percent of gross transfers]
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TABLE 14.—ESTIMATED CHANGES IN EFFECTIVE RATES OF TRANSFER TAX UNDER THE PROPOSED PROGRAM BY SIZE OF GROSS TRANSFERS DURING LIFE AND AT DEATH;
TRANSFERORS *
- [Percent of gross transfers}

Changes in effective transfer tax rates due o proposal o

strocturst

substitute
skipping
Discounted When peid

transtor
taxes
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