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STATEMENT OF ROBERT W, HAACK, PRESIDENT, NEW YORK
STOCK EXCHANGE ON H.R, 13270, BEFORE THE
SENATE PINANCE COMMITTER

SEPTEMBER 16, 1969

Summary

My name is Robert W. Haack. I am President of the New York Stock
Exchange. With me today are Bernard J. Lasker, Chairman of the Board of
Governors of the Exchange, and Donald L. Calvin, a Vice President of the

Exchange.

My statement this morning is the summary of a comprehensive 18-pagq
statewent analyzing the impact of the capital gains tax provisions of |
the tax reform bill now before this Committee. Copies of the full staté-
ment, including my summary, have been submitted to the Committee.

In the ten minutes allotted to me this morning, I will summarize the
principal points and conclusions of that statement. &

* *x Kk ¥ o

As passed by the House of Representatives, the specific capital gaiﬁs
tax provisions of the tax reform bill constitute a sharp increase in the
capital gains tax. The Exchange believes that three major adverse resilts
may be anticipated if these provisions are enacted in their present form:

First, risk-taking incentives and the supply of essential venture i
capital would be seriously curtailed.

Second, investments in modern plant and equipment and in new techn&Lo-
gles would diminish, ’

And third, the mobility of capital assets -- which is crucial to
maintaining 8 dynamic and fluid economy -- would be impeded.
2
To my knowledge, there is no controversy about the need for maintgining
an adequate level of investment to promote long-run economic prosperity.
Recognition of this need is implicit in a recent statement by Secretany
David M. Kennedy, who pointed out that the bill passed by the House is
(quote) 'weighted in favor of consumption, to the potential detriment °
of the nation's productive investment." Secretary Kennedy concluded that
the present version (and again I quote) "could impede economic growth .-
in the years ahead by curtailing the incentive to make productive invest-

ments." (End of quote). i

o

The Lrchange's own analysis of the probable economic impact of the
proposals vnder consideration suggests that their hasty enactment coul
cause irrepsrable harm to the nation's long-term capacity for growth.'
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Let us look briefly at each of the major proposed revisions in capital
gains treatament:

d exiod

1 don't think anyone would quarrel with the proposition that smooth
functioning of capital markets is largely dependent upon liquidity --
that is, the ease with which investors can move in and out of invest-

ments.

The holding period required to distinguish between an investment
transaction ~- which qualifies for capital gains tax treatment -- and a
non-investment transaction -~ which does not -- sutomatically decreases
the liquidity of the national investment pool.

In determining the most suitable length of the holding period, there
is necessarily a trade-off between the opposing goals of making the neces-
sary distinction between types of transactions and of stimulating market
liquidity. To achieve one goal completely would be to sacrifice the other.

All available data indicate that the existing six-month holding period
is more than ample to filter out the majority of non-investment transactions.

The proposal to extend the holding period to 12 months simplistically
assues that most investors will refrain from altering their investment
behavior and that the net result will be a revenue gain. I submit that
it is far more realistic to assume that investors will tend to follow their
individual gelf-interest; that they will lock themselves into existing
investments for the longer period in order to qualify for capital gains
treatment. In that case, the net result could well be a revenue loss.

The logical tendency of an investor with a sizeable gain would be to
speculate against the holding period if there were any reasonable chance
of preserving enough of the gain to make waiting worthwhile. To the extent
that this incentive would be operative, it would tend to lock large amounts
of capital into current investment positions -- with an inevitable, and
significant, loss in both capital mobility and market liquidity.

The House Ways and Means Committee Report suggests that upper-income
taxpayers are the principal beneficiaries of the shorter holding period.
But an examination of the available data refutes this. The most recent
Treasury Department statistics show that only &4 percent of all long-term
gains realized by taxpayers with incomes of $100,000 or more were from
assets held between six and 12 months. By contrast, the ratios were 10
percent for those with incomes under $10,000 and 9 percent for those in

the $10-50,000 bracket.
Stated somewhat differently, the top-income group accounted for only -
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17 percent of all gains realized between six and 12 months after purchase,
vhile taxpayers with incomes under $10,000 accounted for 16 pexcent of all
gains realized during the six-to-12 month period -- and those in the
$10-30,000 bracket accounted for 50 percent.

Thus, it is clear that the major portion of the additional tax burden
that would be imposed by lengthening the holding period would fall not on
the wealthiest taxpayers -- but on those who can least afford to bear it.

e ernative @

The most direct impact on the flow of risk capital would result from
the proposed elimination of the alternative tax rate.

This is, pure and simple, an increase in the tax rate on long-term
capital gains. And as such, it would lower the incentive for investors
to put money at risk -- by xeducing the after-tax rewards. Moreover, it
would discourage the transfer of capital from matured investments to more
venturesome opportunities by raising the tax cost of such transfers. .
Ultimately, the cost of capital would rise as entrepreneurs would be forced
to compete for a portion of the smaller pool of available risk capital.

Relatively few individuals qualify for use of the alternative rate.
However, it is this group that is the prime gource of venture capital.
These investors provide the cutting edge of economic growth. In effect,
eliminating the alternative tax would penalize the group from which the
largest proportionate share of the national investment pool is expected to

be accumulated. .

Common sense dictates that the lower the after-tax value of an existing
investment, the more likely the investor is to hold onto it. This 1is, of
course, another aspect of the "lock-in'" phenomenon. The proposal to elim-
inate the alternative tax optimistically -~ we might even say, naively =--
minimizes the probable lock-in reaction of those who would be affected. The -
available data tabulated in the text of our statement clearly demonstrate
that the higher the income, the greater the tendency to wait before
realizing accrued capital gains. Elimination of the alternative tax would
strongly accentuate this tendency.

Treatment of Capital losses

Investment risk would also be affected marginally by the proposal
to restrict the long-term capital loss deduction from ordinary income
to 50 percent of the loss. It is no secret that investors weigh prospective
gains or losses in terms of total dollars, and make their investment

decisions accordingly.

- The capital loss proposal assumes that many taxpayers can manage
their investments so as to realize gains and losses in different years.
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Not only is this assumption not valid, but the proposed change would most
seriously affect lower-income taxpayers who are least able to time realiza-
tions to achieve a tax advantage, and who have the least prospect of off-
setting accumulated losses against future gains.

In effect, a majority of taxpayers who may sustain investment losses =--
which, in the lower and middle-income brackets can often amount to a
sizeable portion of annual income =-- would be gsubject to further penalties.
The rationale for this seems to be that it is justifiable in the interests
of restricting a relatively small number of higher-bracket individuals
who, however, would still be in a position to use the loss provision to
best advantage.

Contrary to the avowed intent of this measureb proponents, the disparity
in loss treatment would continue to exist between taxpayers who can manage
their investments so as to realize gains and losses in different years =--
and the great majority who can not.

Conclusions

The bill under consideration contains several additional proposals
which would tend to dampen investment incentives. Two of these are dis~
cussed briefly in the full statement we have submitted to the Committee.
We plan to submit & more detailed analysis of these provisions for
the record at a future date.

The proposals to lengthen the holding period, to eliminate the
alternative tax, and to restrict capital loss deductions would -~ '
if enacted -- have & serious adverse effect on investment incentives,

capital mobility and stock market liquidity.

We agree with the Secretary of the Treasury that they carry the po-
tential for impeding economic growth in the years ahead, and wé respect-
fully urge this Committee to reject all three provisions.

For the future, we would urge that any new proposals to revise the
existing capital gains tax structure be preceded -- or at the very least
accompanied -- by a detailed study of all aspects of capital gains taxation.
We would hope that such a study would provide more definitive data -- both
on the effectiveness of the existing structure and on the probable impact
of any proposed changes -- than were available to the House Ways and Means

Committee when the present bill was drafted.

Lz Y



ARALYSIS OF ECONOMIC ASPECTS OF THE CAPITAL

GAINS TAX PROVISIONS OF H,R, 13270
Any examination of the specific capital gains tax provisions of the
tax reform bill must consider the broad economic consequences which may
flow from enactment of the bill in its present form. As passed by the
House, these provisions constitute an effective increase in the capital
gains tax. The Exchange believes that three major adverse results may
be anticipated if these provisions are enacted in their present form:

(1) Risk-taking incentives and the supply of essential
venture funds would be seriously curtailed.

(2) Investments in modern plant and equipment and new
technologies would diminish.

(3) The mobility of capital assets, which is crucial in
maintaining a dynamic and fluid economy, would be
impeded.

These effects, as discussed in greater detail below, would retard long-
term economic growth and enterprise and would, ultimately, limit the
rise in our nation's real standard of living. The New York Stock Exchange
shares the view that policies which may inhibit the incentive to invest,
to innovate, and to taske risks should not be enacted in haste and without
careful study. The mobility of capital assets is vital to the entire
cs cept of private enterprise. Beyond these broader economic considera-
tions, we believe that the House proposals on capital gains will fail
in their avowed purpose of redistributing tax burdens in & more equitable
fashion. Therefore, the current proposals should be made to bear a heavy
burden of proof before they are accepted by the Congress.

Capital Gains and Risk

Congress has long acknowledged that there are distinct differences be-
tween ordinary income and gains realized on true capital agsets, in that it
is to the national economic advantage to encourage people to invest in
productive enterprises. Accordingly, capital gains should be -- and,
since 1921, have been -- subjected to a lower tax rate than ordinary
income. Long-term investments play a crucial role in promoting economic
growth. The House appears to have ignored the fact that the expectation
of capital gains induces not only saving, but investing, and an optimum
allocation of resources -- all of which are indispensable to a rising per

capita income.

Capital must be encourzged to flow into new ventures if society is to
benefit from new technolegical trends and discoveries. And the individual's
willingness to assume unusual capital risks depends to a considerable ex-
tent upon the prospect he sees for suitable returns. Obviously, then,
higher taxes on the gains from high-risk situations would discourage
investors from assuming such risks. Accordingly, if the tax provisions
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dealing with capitel gains are sltered to provide less favorable treatment,
a reduced flow of equity capital to newer, more risky, business ventures and
a diminution of aggregate investment will result.

Ispact on the Level of Investment

There is no controversy about the need for an adequate level of invest-

ment to promote long-run economic prosperity. Government has available

_various fiscal and monetary tools by which it can attempt to influence

. aggregate investment. Since the acquisition of physical assets, such as
plant and equipment, typically requires the issuunce of securities of one
type or another, tax policies towards buyers of securities directly affect
the ease and cost of financing expansion. Realistic tax treatment of
capital gains can effectively induce the saver-investor to offer funds in
greater quantity and at lower cost to enterprises undertaking the expansion
or modernization of their physical facilities. A number of industrial
nations -- including Canada, West Germany and Japan -- have indicated their
svareness of this by exumpting capital gains from any form of taxation.

Administration oificials have voiced concern on several occasions with
regard to this bill's detrimental impact on the level of real economic
investment. In & recent speech to the Tax Section of the American Bar
Association, Assistant Secretary of the Treasury for Tax Policy Edwin
§. Cohen stated that economic analysis indicated that the Bill "involves
too great an allocation of benefits to consumption and not enough to
investment in productive equipment and capacity." Secretary of the
Treasury David M. Kennedy reiterated the view that the House bill was
"weighted in favor of consumption, to the potential detriment of the
nation's productive investment." He concluded that the House version
"eould impede economic growth in the years ahead by curtailing the in-
centive to make productive investments."

Capital Mobility

Increases in capital gains taxation will adversely affact both the
leyel of investment and the allocation of investment funds.

Economists in general agree that the mobility of capital should be
encouraged in order to achieve optimum allocation of economic resources.
Tax measures which hamper investment liquidity and impair capital
mobility are clearly undesirable. Increases in capital gains taxation
offer a classic example of such measures. If funds are to be allocated
among competing investment projects with maximum efficiency, it s
essential for investors to have access to a liquid and orderly market -
wher a sale is to be consummated. Liquidity in securities markets
facilitates the purchase and sale of securities, and thereby frees

capital to flow to whatever industries or companies offer the highest
prospictive returns. Individuals should not be deterred from making
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desirable shifts in the composition of their assets as their needs and
expactations change. Inevitably, higher capital gains taxes,by discoursging
investors from switching to other alternatives,will interfere with the
optimal allocation of resources, to the ultimate detriment of economic

growth.

The level of Sevings and Inflation

1t would, in any case, be difficult to imagine a more inopportune time
for setting forth the proposed changes in capital gains taxation. The
major economic issue confronting the American economy today is excessive
demand and inadequate savings. Inflationary pressures are intense and,
to some extent, are likely to remain with us into the 1970's. Tax policy
at this time should encourage savings as a means of combatting the..
pressures of excessive demand. Instead,we find tax policy changes proposed
which would increase the tax burden on capital gains. Studies indicate
that individuals view capital gains in a different light than oxdinary
sources of income. Regarded as unusual and unpredictable receipts, capital
gains are not typically consumed but are returned to the flow of savings.
It follows that an increase in capital gains taxation may well stimulate
consumption at the expense of savings, and decrease the over-all pool of
funds available for investment. Such recommendations are inconsistent
with other recent counter-inflationary policies, such as the income tax
surcharge which represents a compulsory form of personal savings. To the
extent that business capital investment is financed through savings rather
than through the expansion of the money supply, price pressures are -
relieved and the task of the Pederal Reserve is made easier.

Higher aggregate savings can also lessen inflationary pressures that
arise from the "cost-push" side. Greater availability of aggregate
savings serves to promote investment in more productive techniques.

By making the most efficient equipment available to employees, industry
improves the productivity of the labor force. Larger gains in output per
san~hour serve to narrow the gap between wage increases and improvements
in productivity and thersby limit the inflationary push coming from. the
cost side. Thus, it seems clear that in the current economic environment,
any tax policy which discourages savings compounds the problem of achioving
non-inflationary economic growth. .

The current economic climate underscores the importance of continuing
existing capital gains tax policies without significant change. From the
short-run point of view as well as the longer-run goals of our economy,
it would be wise to refrain from altering the tax treatment of capital
gains in a manner that would reduce savings, impair the mobility of capital,
and seriously interfere with the flow of capital to newer, more dynamic, and
more risky ventures. We believe that the recommendations made in the House
bill have been conceived in haste and are based on inadequate data. Our
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analysis of the economic impact of the proposals under consideration sug-
gests that their hasty enactment can cause irreparable harm to the nation's
long-term capacity for growth.

In the following pages, each of the major capital gains tax proposals
is discussed in some detail, with reference to available data which we
believe strongly accentuate the dangers inherent in proceeding at this
time with the changes recommended by the House.

THE HOLDING PERIOD

Tax incentives for capital investment, however, are not the only
determinant of capital market efficiency. Smooth functioning of a
nation's capital markets is dependent upon liquidity -- the ability to
move readily in and out of investments. The less liquid an investment,
the less attractive it is to investors. Rates of return reflect, in part,
the degree of liquidity. The strength of the NYSE -- and the U.S.
securities markets in general -- stems from the large number of orders
that continually flow to it. Any diminution in the flow tends to impair

market quality.

The NYSE agrees with the assertion in the House Ways and Means Committee's
Report that "The holding period is an arbitrary and imperfect procedure that
may be inaccurate in some specific situations, but it provides an approach
under which there are significantly fewer administrative and complidnce
difficulties than would arise under a less objective standard.” 1In setting
this admittedly imperfect cut-off point, two considerations should be para-
mount. First, the barrier must be raised high enough to separate ordinary
business transactions and speculation from investment; and, second, it must
not be raised so high as to seriously impair market liquidity. In other
words, there is a trade-off between the two objectives. To achieve one
completely is to sacrifice the other.

The current six-month holding period filters out the vast majority of
transactions by those who earn their livelihood by buying and selling
securities. It has the same effect with regard to investors who buy and
sell securities with the objective of making short-term gains. The Ways
and Means Committee estimates that the revenue gain from an extension of
the holding period to 12 months will ultimately total $150 million
annually. Underlying this estimate is the assumption that the proposed
changes in the tax treatment of capital gains will have relatively little
impact on investment behavior. It is realistic to assume, however, that
investors would tend to significantly alter their pattern of realizations
to conform to the lengthened holding period requirement. Some investors
would be discouraged from purchasing equities altogether. It is, of course,
impossible to determine precisely, in advance, the revenue effect of a
changed holding pattern. It is clear, however, that, at best, postponement
of realizations would tend to minimize the revenue gain associated with
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a holding period extension and might very well lead to a revenue loss.

The problem is to weigh the uncertain promise of a small revenue gain
against the economic disadvantages which would stem from a holding period

extension.

Effectiveness of the Six-Month Holding Period

) All available data indicate that the six-month holding period is more
than ample to filter out the majority of '"non-investment" transactions.
Transactions data from the 1962 Internal Revenue study of capital gains,
for example, demonstrate where long-term investment apparently is not

the motivating factor, there is a strong tendency to go for quick gains,

Table 1

GAINS TRANSACTIONS IN CORPORATE STOCK
BY LENGTH OF HOLDING PERIOD

1962
Number of
Holding Periods Transactions
Short term, total 1,124,449
Under 1 month 408,114
1 under 3 months 316,687
3 under 6 months 260,411
Not available 139,237
Long term, total 2,621,942
6 to 12 months 432,214
1 under 2 years 472,202
2 under 3 years 300,343
3 under 4 years 223,332
4 under 5 years 151,044
5 under 10 years 411,212
10 under 15 years 153,808
15 under 20 years 71,304
20 years and more 78,422
Not available 328,061
Total, all periods 3,746,391

Source: ''Statistics of Income ~-- 1962, Supple-
mental Report, Sales of Capital Assets
Reported on Individual Income Tax
Returns," U.S. Treasury Department,

Table 12, p. 112,



‘6-

As can be seen from Table I, 2.6 times as many mﬁs_t_guh:ccunod
in stock held under six months than in stock held from six months to a

year. Especially significant is the fact that the number of gain trans-
actions that occurred in stock held under one month (408,000) was almost
as great as the total for the entire six to twelve-month period (432,000).
The number of gain transactions that occurred within three months of
purchase is, in fact, so great -- approximately three-fourths of all
short-term gain transactions -- as -to suggest that six months may be a
longer period than necessary to catch most non-investment transactions.

Corroboration of this view is apparent in the findings of studies of
public transactions on the NYSE over the years. Results of the most
recent studies are presented below.

Table 1
VALUE OF SHARES SOLD BY INDIVIDUALS

BY HOLDING PERIODS

Holding Periods
NYSE Public 1 Month Over 1 to Over

Transaction Studies or Less 6 Months Months
1960 17%* 2% 61%%
1961 10 32 58
1963 24 29%k " 47k
1965 12 T 28 60
1966 23 2 54

¥ Percentages are based on total excluding "don't know" category.

#A0ver 1 to 3 months of holding accounted for 16% of total sales
and over 3 months to 6 months accounted for 13%.

wiaQver 6 to 12 months of holding accounted for 18% of sales.

Source: New York Stock Exchange

As can be seen in the summary of the five studies in Table II, from
two-fifths to over half of the valug of sales occurred before the end
of the six-month holding period, with disproportionately large dollar
volume of sales taking place within the first month after purchase. A
more detailed analysis of holding periods is available only for the

1963 study.

10



-7-

In that study, not only did most sales (53%) not qualify for long-term
gaing under the six-month test, but also the amount of sales within the
fixst six months of holding wers nearly three times greater than th
amount in the six-to-12 month period. :

There was a greater tendency to sell within three to six months after
purchase than in six to twelve months. Pucting the 1963 sales data on a
monthly average basis, to allow for the differerce in length of period, the
ratio of all sales made in the three-to-six-month holding period (4.2%)
was higher than the ratio for sales in the later period (3.0%). ‘

In 1966, the American Stock Exchange undertook a similar study, the
results of which confirm the findings of the 1963 NYSE study. As can Dde
seen, 66% of the value of sales did not qualify for capital gains treat-
ment, and only 13% of the sales total was attributable to holdings in the
six-to-12 month category. Furthermore, the highest income group accounted
for a disproportionately low share of sales in the six-to-12 month holding

period,

Table III

VALUE OF SHARES SOLD BY HOLDING PERIODS
" AMERICAN ST CK EXCHANGE

MAY 25, 1966
Income Short Under 1u6
Class Sales 1 Month 1-3 Mos. 3-6 Mos. 6-12 Mos. 124Mos. Unknown
Under $10,000 5% 29% 23% 11% 15% 8%
$10,000 - $25,000 9 25 15 13 13 18 8
$25,000 + 10 27 14 10 9 25 5
Unknown - 24 12 27 13 12 12
Total % 28%  20% 11% 13% 14% 7

The transactions data collected by the New York and American exchanges,
do not specifically isolate the trading proclivities of short-term traders,
who are the prime target of the holding period. We believe, howevar, that
the typical short-term trader is interested in vapid turnover of funds
with relatively small profits on each transaction, rsther than with
achieving long-term capital gains treatment,

Evidence on this point is provided by a study made in July 1961. among
NYSE floor members who traded for their own account. There is little
reason to doubt that the 1961 findings remain valid today. The study
found that only 3% of both number and value of shares sold during a one-
week period was held longer than six months. By contrast, 86% of the
shares sold and 90% of their value were held one month or less. '

11
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The foregoing analysis of transactions strongly suggests that the six-
month holding pexiod is more than doing the job it was intended for. While
it "may be inaccurate in some specific situations," it is clear that the
six-month holding perjod excludes from long-term capital gains treatment
the vast majority of transactions which are not consistent with the basic
concept of what should and what should not qualify for preferential treat-

ment.

Shortcomings of Ways and Means Committee Analysis

Underlying the NYSE analysis is the concept that the most accurate
meagure of the holding period's effectiveness is the number and value of
transactions disqualified from capital gains treatment. The Ways and Means
Commjttee's conclusion that the current holding period is not adequate for
the job of distinguishing between investment a1d non-investment transactions
stems from a limited perspective of the problem, Rather than measuring
transactions directly, the Committee looked at capital gains realizations.
Standing alone, gains realizations give little indication of trading
patterns. One should also ask, how much trading do the gains represent?

For example, the Ways and Means Committee supports itscontention that
"...assets held between 6 months and 1 year tend to be speculative by
showing "that almost 90% of all capital gains on corporate stock in 1962
arose from sales occurring after 1 year of possession.'" But this offers
no true indication of the efficacy of the six-month holding perind. As
indicated in the table on transactions above (Table 1), taker €com the
same IRS study used in the Ways and Means Committee analys.s, more capital
gains transactions in stock (472,000) occurred between the first and
second years of holding than in the 6 to 12-month period, By contrast,
1,124,000 transactions took place before the expiration of the holding
period. If the six-month holding period did not adequately cope with the
question of speculative and normal business transactions, we would expect
the opposite results -- that is, & jump in gain transactions from the
first to the second half of the year after purchase and a decline in the
number of transactions in the second year after purchase.

The pattern of transactions provides a more reasonable basis for judging
the holding period then the statistic that almost 90% of gain occurs from
sales occurring after one year of possession. This compares growth over
a single year with the total of gains which have accrued over many years.
Obviously, in a growing economy with a secularly rising stock market, the
dollar value of appreciated stocks held over a period of years will be

substantial.

The Ways and Means Committee Report offers as evidence of the inadequacy
of the current holding period, the "sharp increase in sales between the sixth
and seventh months the stock was held." The fact is that there will always
be a tendency for realizations to bulge at the expiration of a holding

12



period of any duration.

In appraising both the preceding and the Ways and Means Committee's
discussion of trading patterns during the first year, it must be noted that
1962, the only year for which detailed IRS data on gains realizations are
available, was undoudtedly an atypical year. A sharp market break in the
spring of that year prompted early realizations of both profitg and losses
in order to preserve the former and minimize the latter. The high ratio
of realized losses to gains emphasizes this point. 1In 1962, short-term
losses reported to IRS ($768,000,000) were 2.2 times greater than short-
term gains. Similarly, the value of losses realized after six to 12 months
of holding ($804,000,000) was double the value of six-to-12-month gains.

The 1962 pattern of realizations emphasizes the need for preserving
flexibility for the investor. No matter what his initial intentions, he
is exposed to the fluctuations of the market after making his original
purchase. An intended "long-term investment" may become a short-term
gain, or evenaloss as market conditions shift. The greater uncertainties
of a longer holding period are bound to discourage investors. It would
impede the mobility of capital and thereby lessen market liquidity. New
ventures, particularly, would find financing more difficult as the longer
holding period added to the basic risk associated with venture capital.

From the Treasury's point of view, a longer holding period, particularly
in a year like 1962, would reduce revenue collections. This would occur
because the investor is often well-advised to wait for the end of the
holding period, even if substantial erosion in his gain takes place. With
capital gains taxed at half the reguvlar rate, the investor in the 50% tax
bracket waiting for the holding period expiration could accept a one-third
erosion in his gain and still come out with the same after-tax profit. At
the top 707 marginal rate, the break-even point is a 60% erosion in profits,
assuming a 25% alternative capital gains tax rate.

Table 1V

EROSION IN GROSS GAIN AT WHICH
CAPITAL GAINS AND REGULAR TAX RATES
RESULT IN EQUIVALENT AFTER-TAX YIELDS

Marginal Erosion Marginal Erosion
Tax Rate Factor Tax Rate Factor
147, 8% 50% 33%
20% 11% 607% 47%%
30% 18% 70% 607,*

40% 25%

*Assumes 257 alternative capital gains tax rate.
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Who Uses the 6-12 Month Holding Period?

The Ways and Means Committee report asserta that the inadequacy of the
six-month holding period is demonstrated by the pattern of realizations
in the first year of holding by the $100,000-and-over group. The report
demonstrates that the top income group realizes a far greater portion of
its first-year gain in the six-to-12 month period than in the 0-six month
period . As shown in the preceding table (Table IV), that is to be expected,
since higher income groups take a smaller risk (in after-tax profits) in
delaying realizations than do lower income groups. This pattern would hold

no matter what the holding period.

Furthermore, the Committee report does not point out that the higher
income groups tend to hold assets longer than the lower income groups.
In fact, when the data for all long-term realizations are examined -- rather
than just those for the first year -- we find that in terms of total long-
term capital gains, realizations in the six-to-12 month period are far
more important for the lower income groups than the higher income groups.

For example, as indicated on Table VI, in 1962, only 4% of all realized
long~term gains on returns with incomes of $100,000 or more were from assets
held 6 to 12 months. By contrast, the respective ratios were 10% and 9%
for those with incomes of under $10,000 and from $10,000 to under $50,000.

Put another way, the $100,000 and over group, while accounting for 33%
of all reported long-term gains in 1962, accounted for only 17% of all gains
realized in the six-to-12 month period; while taxpayers with incomes under
$10,000 accounted for 16% of all gains realized in the six-to-12 month
period -- and those in the $10-50,000 bracket accounted for S0% (Table V),

Similar results ware obtained in the American Stock Exchange study.
The AMEX study indicated that 74% of all sales in the six-to-12 month
period were made by persons in the under-$10,000 group, compared with only
14% for the over $25,000 group. By contrast, their portion of.sales of
stock held longer than one year were 44% and 40%, respectively.,

Table V
DISTRIBUTION OF CORPORATE STOCK CAPITAL GAINS
BY HOLDING PERIOD AND INCOME CLASS

1962
Taxable Returns
0,000 $50,000 N
Under Under  Under and
Holding Periods  $10,000 $50,000 $100,000 Over
6 to 12 months 1672 50% 16% 17%
1 under 2 years 16 50 17 18
2 under 3 years 15 47 16 22
3 under 4 years 14 47 16 22
4 under 5 years 15 45 17 23
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(Table V - continued) $10,000 § 50,000 $100,000

Under Under Under and

Holding Periods  $10,000 $50,000 $100,000 Over

5 under 10 years 13 39 16 32

10 under 15 years 7 39 16 39

15 under 20 years 5 31 16 48

20 years and over 8 21 12 59

Total, all periods 112 40% 16% 337

Source; "Statistics of Income -- 1962, Supplemental Report,
Sales of Capital Assets Reported on Individual Income

Tax Returns," U.S. Treasury Department, Table 12, p. 112,

Available data give strong indication that lengthening the holding
period would not exclude very many additional non-investment transactions
from long-term capital gains treatment. Its principal effect would be
to realign investment holding patterns, hinder market liquidity and
capital mobility and increase the risk to venture capital.

ALTERNATIVE RATE

Among the proposed revisions in capital gains treatment, the most
direct impact on the flow of risk capital would stem from elimination
of the alternative tax rate. First, it would lower the incentive to put
money at risk by reducing the after-tax reward. Second, it would discourage
the movement of capital from mature, less risky investments to new and
unproved but potentially rewarding opportunities by raising the tax cost
of transferring investments. Ultimately, the cost of capital would rise
as entrepreneurs vie for shares of the smaller pool of venture capital.

Relatively few individuals qualify for use of the alternative rate on
long~-term capital gains; however, it is this group that is the prime
source of venture capital, These investors provide the cutting edge of
economic growth.

In the landmark study, Effects of Taxation, Investments by Individuals,

it was concluded that "...business must look mainly to a very small
percentage of the population -- individuals with large fncomes or sub-
stantial holdings of wealth or both -- to find any widespread willingness

to assume the risks of business ownership, especially of unseasoned
enterprises.'" The authors also found that there is "...very strong evidence
for the validity of the major finding of this section, namely, that the
investment decisions of the upper income and wealth groups are of over-
vhelming importance in governing the flow of equity capital from private
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investors to business enterprise.'*

While any blunting of investment incentives serves as an impediment to
the generation and free flow of investment capital -- as the NYSE has
pointed out many *imes -- its effects are magnified as the degree of
risk increases. It is a fact of economic life that the relative handful
of large savers are in the best position to supply risk capital. The
problem is to maintain an investment environment which would stimulate
the large savers to frequently turn over their matured investments and
seek out new risk situations. The tax penalty for turning over an invest-
ment is clearly a major factor in the decision.

A dollar in an existing investment paying a reasonable return at minimum
risk,often proves more attractive than 75¢ (after the alternative capital
gains tax) in a high-risk investment that holds out the possibility of
gizeable returns. The existing investment dollar looks even more at-
tractive to top-bracket taxpayers when its after-tax value drops 13%,
from 75¢ to 65¢. The lower the after-tax value of an existing investment,
the more likely the investor is to hold on to it -- or "lock" himself in.
This "lock-in" effect is generally acknowledged.

The 1965 capital gains study conducted for the NYSE by Louis Harris and
Associates, Inc. was designed to measure investors' reactions to 20% and
50% reductions in tax rates. In examining the long-run implications of a
20% cut in the maximum capital gains tax rate, Harris estimated that
Treasury revenues would rise by slightly more than one-quarter. If the
maximum rate were halved, to 12-1/2%, estimated revenues would climb nearly
three-quarters. The implications of these findings in the context of a
tax rate increase are clearly disturbing.

This study of the lock-in effect of the capital gaing tax suggests that
an increase in the rate would have a substantial impact on capitul mobility.
As a consequence of the decline in gains realizations, the revenue increment
would not rise in proportion to the increase in the effective capital gains

tax rate.

Current Holding Patterns

Available data clearly demonstrate that the higher the income, the
greater the tendency to wait before realizing accrued capital gains. This

* J. Keith Butters, Lawrence E. Thompson, and Lynn L. Bollinger,
Effects of Taxation, Investments by Individuals (Cambridge,
Mass.: The Riverside Press, 1953), p. 27.
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shows up in the following table.
Table VI

DISTRIBUTION OF REALIZED LONG-TERM
CAPITAL GAINS ON CORPORATE STOCK
BY HOLDING PERIODS AND INCOME SIZE CLASS
1962

Taxable Returns

310,000 3 50,000  $100,000

Under Under Under and
Holding Period $10,000 $50,000 $100,000 Over
6 to 12 months 10% 9% 7% 4%
1 under 2 years 13 12 10 5
2 under 3 years 11 10 9 5
3 under &4 years 9 9 8 6
4 under 5 years 8 7 7 4
5 under 10 years 28 25 25 24
10 under 15 years 8 14 15 17
15 under 20 years 4 7 9 13
20 years and over 9 A 10 22
100% 100% 10 100%

Source: "Statistics of Income -- 1962, Supplemental Report, Sales
of Capital Agsets Reported on Individual Income Tax Re-
turns," U.S. Treasury Department, Table 12, p. 112,

In the lowest (under $10,000) income group, 51% of total long-term
capital gains were realized on assets held five years or less. While
this ratio is only modestly higher than those for the $10,000-to-under
$50,000 and $50,000~to-under $100,000 income groups, it is more than double
the 24% ratio for the over $100,000 income group. By contrast, 227% of
gains realizations by the top income group were accounted for by sales of
holdings of 20 years or more, compared with only 7% to 10% for the three

lower income groups.

We do not mean to imply that differences in the timing of realizations
are all attributable to the lock-in effect. We do suggest, however, that
securities markets (and other investors) would be better served 1if the
holding pattern of the top income earners more closely resembled that of
the less affluent groups (i.e., more frequent asset turnover). Elimina-
tion of the alternative tax on long-term capital gains would have the
opposite effect. It would further widen the disparity in length of

holding.
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From the point of view of capital mobility, inclusion of capital gains
in income averaging is not a substitute for the alternative tax. While
the latter helps to ease the lock-in problem somevhat, income averaging
would tend to aggravate it by providing an incentive to postpone the
realization of gains so as to qualify for the advantages of averaging.

The blunting of tax incentives to the prime source of venture capital
wi'l mean more competition for the pool of available risk money. Returns
ro risk capital will have to rise if new ventures are to attract equity
financing. In turn, desirable, but less promising, new ventures may fall .
by the wayside in the tougher competition for risk capital.

In an environment of strong competition for funds, it is especidlly
imperative that incentives for risk capital be preserved. if the business %
sector is to make a maximum contribution to national economic growth and -
well-being. The proposal to eliminate the alternative tax -- which is
essentially a technique for increasing the tax rate for the most sub-
stantial investors -- offers a virtually foolproof means of reducing
such incentives.

TREATMENT OF CAPITAL LOSSES

Investment rigk would also be affected marginally by the proposal to
restrict the long-term capital loss deduction from ordinary income to
50% of the loss. Investors weigh prospective gains or losses in terms
of total dollars and make their judgments accordingly.

The proposal is largely predicated on the assumption that many taxpayers
are in & position to manage their investments in such a way as to realize
gains and losses in different years. Not only is the assumption not valid,
but the proposed change would have the greatest impact on the lower-income
groups, which are in the least advantageous position to arrange the timing
of realizations to qualify for beneficial tax treatment. In effect, the
great bulk of taxpayers already hurt by investment losses -- often amount-
ing to a sizeable portion of annual income -- would be further penalized
in order to restrict a relatively small number of taxpayers who are in a
position to use the loss provision to best advantage.

Not only does that rationale lead to inequities, but it still does not
deal directly with the problem. Taxpayers in a position to properly time
gain and loss realizations would still do so.

It should be emphasized that most capital losses (74% in 1962) result
from stock sales. Stockholdings are subject to market fluctuations. For
the most part, losses may be realized either because of the need for cash
or to prevent possible erosion of the vaiue of holdings. In either case,
the sale cannot be postponed for very long. Similarly, for most investors, .
the possibility of erosion of the gain during the period when realization

18
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is postponed generally outweighs the advantage of the minor tax saving

attributable to proper timing.

From the individual's point of view, a loss 1s a loss no matter how
it comes. A dollar lost through a decline in an investment hurts just
as much financially as one lost through negligence or theft.

Jmpact of the Proposed Treatment of losses

The limitation on deduction of loss hits hardest at the lower income
groups. In point of fact, lower-income taxpayers with losses have far
less of a possibility of offsetting losses against future gains or future
income than do upper-income taxpayers. As a group, lower-income taxpayers
sustain very high losses in relation to income.

Table VII

LONG-TERM CAPITAL LOSS CARRYOVER ON TAXABLE
RETURNS SHOWING NET CAPITAL LOSS

1966
Average
Average Carryover
Adj. Gross Adj. Gross Average as % of
Income Classes Income Carryover - Average Income
Under $3,000 1,432 3,589 254%
3,000 to under 4,000 3,491 2,974 -85
4,000 to under 5,000 4,500 6,744 151
5,000 to under 6,000 5,005 13,628 248 -
6,000 to under 8,000 6,985 8,838 127
8,000 to under 10,000 8,941 4,308 48
10,000 to under 15,000 11,937 4,142 35
15,000 to under 20,000 16,976 5,428 32
20,000 to under 50,000 28,240 5,458 19
50,000 to under 100,000 65,847 7,183 11
100,000 to under 200,000 131,729 10,574 8
200,000 to under 500,000 280,453 16,202 -6
500,000 to under 1,000,000 670,661 14,077 2
1,000,000 and over 2,161,328 15,125 1

Source: Adapted from "Statistics of Income -- 1966 Individual Income Tax
Returns," U.S. Treasury Department, Table 19, p. 4l.

For returns with under $8,000 of adjusted gross income, the average
capital loss carryover generally runs well in excess of income, The
ratio of loss carryover to income dwindles as income rises above $8,000,
falling to only 1% for the top income earners.
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That the tax burden of proposed capital loss limitations (including
reviged treatment of losses of married couples) will fall upon the lower
and middle-incowe groups is corroborated by the Ways and Means Committee's
revenue estimates. Of the $65 million of additional revenue attributable
to the change in treatment of losses, 577 would be paid by the under
$15,000 income group and 34% by the under $10,000 group.

In summary, net capital losses in practice have been virtually non-
deductible. The proposed changes in treatment of logses will further
penalize investors whose financial positions have already been impaired.
They would hit hardest at individuals in the low and middle-income groups,
who have the least prospect of offsetting accumulated losses against future

gains.
OTHER PROVISIONS AFFECTING INVESTORS
In addition to the three proposed revisions in capital gains treat-
ment already discussed, the Bill contains several other proposals which
would tend to dampen investment incentives. The NYSE will submit a detatled
statement on these to the Committee on Finance at a future date. Here,
we will comment only briefly on two of these proposals.

Disallowance of Non-Business Deductions

Non-corporate taxpayers would be required to allocate non-business
deductions -~ such as interest, state and local taxes, charitable con-
tributions, casualty losses and medical expenses ~- between taxable
income and tax preference items. The latter include one-half of long-
term capital gains, presumably on the theory that one-half of long-term
capital gains is being excluded from income.

In simplest terms, the proposal amounts to an increase in the effective
rate of the capital gcins tax, It does by indirection and through ad-
ministrative complexity what could be more easily done by a simple increase
in the tax rate, if that were thought desirable. The burden of the change
in treatment of deductions would fall primarily on those individuals who
are the major source of venture capital. Their response to the proposed
change would be essentially the same as it would be to an increase in the

alternative tax (discussed above).

In addition, the provision does not differentiate between capital gains
realized in connection with a trade or business as contrasted with ordinary

investments.

Furthermore, the rationale for the allocation of deductions between
income included and excluded from taxable income does not, in actual
practice, apply to the vast majority of realized capital gains. In the
words of the report of the Committee on Ways and Means, "The bill
essentially requires allocation of any itemized deduction where it is
reasonable to assume that a portion of the pertinent expense is met out
of nontaxable income.”" The fact is. that most individuals who would be
affected -- those with relatively large capital gains =-- would tend to
reinvest their realized funds ratherthan use them for living expenses
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-= the assumption on which the proposal is based.

Overlooked completely by the proposal is its effect on the relation-
ship between state income taxes and the Federal tax. Escalation of state
tax rates at the upper end of the income scale is predicated on the theory
that the taxpayer would recoup a large part of the additional tax through
the state tax deduction. In addition, since many states tie their tax
bage to the Federal base, effective state income taxes in many instances
would also rise. Combined, the two would have a substantial effect on total
tax costs (state and Federal) of large investors which the report of the

Ways and Means Committee evidently did not foresee.

Limitation on Deduction of Investment Interest

Limiting the interest deduction on loans used to finance investment
property to $25,000 over and above investment income also penalizes those
individuals who exhibit the greatest willingness to take investment risks.
It seems anomalous to permit unlimited interest deductions for consumption
purposes, while limiting interest deductions on funds put into productive
investment. Furthermore, where does one draw the line between legitimate
risk-taking through leveraging investments and tax considerations? Even
where tax considerations are a factor, the end result is still an increase

in investment.

This provision was apparently prompted by the widely-publicized 150
or so high-income returns for 1966 in which excess investment interest
allegedly was used to insulate from taxation other types of income received
by the taxpayers. The simple way of handling this situation would have
been to include investment interest within the "limit on tax preferences"
structure. Instead, the Bill offers an extremely complex provision which
is shot-through with possibilities for inequities.

To the extent that interest must be offset against long-term capital
gains, with an effective 50% disallowance, the real tax on such gains
is substantially increased.

- 1f the investment on which the interest is being paid results in a
capital loss, both the loss and the interest in excess of the minimum
are disallowed -- a disturbing new form of double tax jeopardy. When .
a taxpayer repays investment borrowings from non-investment income, he can
deduct practically no capital losses and, under this Bill, only limited

amounts of investment interest.

The argument that the $25,000 annual limitation means that only sub-
stantial investors are confronted with such a choice of alternatives hardly
alters the intrinsic unfairness of the provision. It underscores, however,
the fact that the impact of the Bill falls most heavily upon those ip-
vestors who necessarily must be depended upon to supply a major share of

risk capital.

. !
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CONCLUSION

The whole question of investment incentives, including capital gains
taxation, is fraught with uncertainty. That incentives for investment
are essential for sustained economic growth in a free enterprise economy
is not in dispute. What constitutes a proper level of incentives is a
question on which reasonable men can differ. The existing treatment of
capital gains has been essentially unchanged for over a quarter of a
century., Over that period, the U.S. has compiled an enviasble record of

economic growth.

In the years immediately ahead, the rate of generation of new capital
must be stepped up if our economy is to meet the demands put upon it by
an increasingly sophisticated and expensive industrial plant and a
population demanding an attack on the backlog of social and environmental
problems. In the face of these needs, the structure of incentives which
has proved out over the years should not be casually or hastily dismantled.

Unfortunately, there is little hard current data on the capital gains
tax and other incentives. Based on the fragmentary data that do exist,
the NYSE believes that the various capital gains provisions are essentially

doing the job for which they were designed.

Heavy reliance by proponents as well as opponents of capital gains
tax revision has been put on a single study done in 1962 ~- a year in which
stock market performance, and probably gains realizations, was distinctly

not typical.

As we have demonstrated, the existing data offer no persuasive rationale
for altering the existing capital gains tax structure at this tine; and, in
fact, there is every indication that the provisions now in effect are ac-
complishing the job for which they were designed.

1f, at some future time, it should be deemed desirable to alter the
present tax treatment of capital gains, it would certainly seem necassary
to base any proposals for far-reaching changes on a detailed study of
capital gains. Such a study would aim to provide timely and definitive new
data on all aspects of the capital gains tax provisions of the Internal

Revenue Code.
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Summary of the Statement of Donald T. Regan
President, Merrill Lynch, Pierce, Fenner k Smith, Inc.
Speaking on Behalf of the
Association of Stock Exchange Firms
to the
Senate Finance Committee
on the
Tax Reform Act of 1969
September 16, 1969

Capital is essential to economic growth, Consequently, adequate incen-
tive to capital investment must be maintained to ensure that the nation's
economic development keeps pace with the needn of an expanding popu-

lation and its rising aspirations.

1. We recognise the need for tax reform, and we welcome any effort
to reduce taxes.

2. The provisions to repeal the alternative tax, extend the holding
period of capital assets, and reduce the deductibility of capital losses
would all serve to discourage investment and thereby stunt economic
growth. We oppose these provisions in H, R, 13270, although we approve
of tho Administration's proposal to revise the alternative tax,

3. We believe that the capital gains provisions of the House bill impair
its balance, We agree with Secretary of the Treasury David M. Kennedy's
view that the bill is "'weighted in favor of consumption to the possible
detriment of the nation's productive investment, " -

4, In drafting tax legislation, it is important not to erode the difference
between capital and income. The higher the tax on capital the less invest-
ment money there is to start now businesses and to expand existing

businesses.

5. Although a relatively few taxpayers use the alternative tax on long-
term capital gains, their importance is disproportionate to their numbers,
for they provide much of the risk capital for new business ventures.
Repeal of the alternative tax would tend to influence such taxpayers to
freese their present investments, with the consequence that there will be

less capital available for new enterprises,

6. The period of time that a security has been held is poor measure of
whether it is a speculation or an investment., As Keith Funston, former

President of the New York Stock Exchange, said:
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The holding period is merely an artificial, arbitrary,
but administratively convenient and definite device to
distinguish capital transactions from ordinary busi-
ness transactions,

The present six-montb holding period has been in the law since 1942, It
is well understood by all taxpayers and is sufficiently long to distinguish
capital transactions from ordinary business transactions.

7. We dispute the revenue estimates for the House provisions to repeal

the alternative tax and to extend the holding period. These estimates
are based on the assumption that investment would remain at the current

level., Since we believe investment and the disposition of investments
would decrease, we think there would be less -~ not more -- tax revenue

a8 a consequence.

8. An independent survey of a sample of Merrill Lynch's 1.5 million
customers confirms our belief that investment would be reduced by the

passage of the three capital gains provisions,

== Three out of four investors opposed tae capital gains provisions
of H, R, 13270,

-= More than four out of five favored the present six-month hold-
ing period or a shorter period and only one in eight wanted a

longer period.

-- Assuming paseage of all three provisions, one in three said
they would decrease their investments.

9. With inflation continuing and securities prices down, now is not the

time to create further doubt about the future of the economy by enacting
legislation that would diminish investment incentives,
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STATEMENT OF DONALD T. REGAN
PRESIDENT, MERRILL LYNCH, PIERCE, FENNER & SMITH, INC.
SPEAKING ON BEHALF OF THE
ASSOCIATION OF STOCK EXCHANGE FIRMS

TO THE

SENATE FINANCE COMMITTEE
ON THE

TAX REFORM ACT OF 1969
SEPTEMBER 16, 1969

Mr. Chairman and Members of the Committee:

I am honored to be here today and to have the opportunity to
teatify on behalf of the Asoociation of Stock Exchange Firms. The
Association represents 520 New York Stock Exchange member firms
doing 85 percent of the securities business of the nation. These firms
are concerned with the investments of more than 26 mjllion Americans
who own securities outright and 100 million more who own them indirectly

through their participation in pension and profit-sharing trusts and other

institutional investments.

As President of Merrill Lynch, Pierce, Fenner & Smith, I have
responsibility for the management of 209 brokerage offices throughout
the world. We hold 33 seats on 10 major U.S. and foreign securities
exchanges and employ more than3, 760 securities brokers to serve 1,5
million customers.

Accompanying me are Henry W. Meers, Chairman of the
Association of Stock Exchange Firms and a senior partner of White Weld

& Company, Dr. Leon T. Kendall, its President, and James R. Rowen,
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tax partaer in the firm of Sherman k Sterling of New York, New York.
These gentlemen will help me to try to answer any questions you might
have concerning the securities industry's position on three provisions
of H.R, 13270 dealing with capital gains.

While we recognise the need for tax reform, we oppose the
proviefon to extend the holding period for capital assets. We also
oppose the provision to repeal the alternative tax on long-term capital
gaing, although we are willing to accept the changes in this tax that the
Treasury Department has proposed. The provision of the bill limiting
the deductibility of capital losses also gives us pause. These ara the

only provisions of H.R. 13270 we are going to address ourselves to.

Economic Growth and Capital Formation

Although I am here to testify on proposed tax legislation, in
the broad sense the subject before us is much larger. It is economic
growth and the progress of the nation. Without a doubt the standards
and guidelines this body brings forth on taxation will do more to affect
the allocation of resources in the American economy than almost any
other act of the 9lst Congress. Tax policy has been and continues to
be the chief means by which the people themselves, making their voices
heard in & representative democracy, adjust the economic machinery

to fit their evolving needs and aspirations.
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The standard economic textbooks tell us that economic progress
is the result of a skillfull blending of four basic factors -- natural re-
sources, labor, capital, and management.

The importance of having all four elements is apparent when
we consider the economic history of regions of the world that have an
incomplete mix. Asia, for example, has an abundance of resources
and labor, but it is .short on capital and management. Consequently,
a number of Asian nations are still primarily dependent upon agri-
cultural sconomies.

Several Latin American countries are blessed with great
natural resources, but their growing multitudes are reluctant to
migrate to some of the promising but underdeveloped areas within
their own boundaries. There is also a deficiency of capital and manage-
ment in many of these lands.

At the other end of the scale is Switzerland, a storehouse for
world capital but a place where natural resources are more scenic
than economically productive.

In the United States, we have made particularly effective use
of land, labor, ctbiul and management, but as we look ahead it is
oqually clear that our economic machine is going to be called on to
perform tasks of ever-growing immensity. We are within striking

distance of an economy of one trillion dollare in terms of gross national

product.

27



Our population is expected to grow by 100 million between now
and the year 2000, and we cannot allow the economy to lag. No one
would willingly distribute our economic output in diminishing portions
among our growing population.,

In the 19708 new families will be formed at the rate of about
one million a year. This obviously means more housing, more jobs,
more everything. Providing for these needs will require huge amounts
of capital. At present, behind each job in manufacturing stands about
$25,000 in capital, and the figure will certainly rise.

Our standard of living has doubled during the past 40 years,
even allowing for inflation. To maintain this pace, heavy investment
must be made in research and development. Technological advance
enables our economy to surge shead. We are currently spending $25
billion a year fo RkD, and this total should rise rapidly in the next

decade if we are to continue to grow.

Dr. C. Lowell Harriss, Professor of Economics at Columbia
University, recently estimated that the 1. 4 million annual increase in the
labor force would require $28 billion in new capital investment each
year just to provide acceptable jobs. To allow for rising expectations
(s five percent annual increase in earnings of $8, 000) an additional $40
billion in capital would be needed.

New housing for 1.1 million new families a year would cost
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$16.5 billion, and this figure doesn't include the price of land, which
is skyrocketing. Emphasis on apartments instead of single-family
residences is also assumed in arriving at this estimate. Only modest
upgrading of 60 million existing housing units would take another $18
billion. All this adds up to $102.5 billion in capital -- to be raised
svery year.

The public sector will also require massive infusions of
capital for education, mass transit, health, urban development, and
other vital social programs. According to the Tax Foundation, more
than $250 billion in capital will be needed by state and local governments
over the next decade. Furthermore, we are only beginning to make a
systematic attack on air and water pollution. It is still too early to
put a price tag on this ambitious undertaking, but already we know it
will be costly to clean up' our waterways and make the air over our
cities fit to breathe.

A bumper crop of young adults, the children of the postwar
baby boom, have already had a decisive impact on national politics,
and gradually they will assert a strong influence in ordering our national
priorities. These yo.ing men and women have grown up in an era of
unprecedented prosperity, and we can be sure they will not settle for
second best -- from government or in their private lives.

Most of these young adults enter the labor force with consid-

erable talent and high aspirations, but with little accumulated capital --
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certainly not enough to supply their own needs.

Dr. Harriss perhaps summed up the problem most succinctly
when he said, "if the coming years of rising expectations are to be
dominated more by satisfaction than frustration, capital in large

quantities must be avajlable."

Managing The Economic Elements

We must never assume, however, that the nation's continued
economic growth is foreordained. We have the knowledge, the man-
power, and the capital-generating capability to move ahead. Will we
be able to manage them well enough to achieve our goals?

Our economic system has worked because we have never
lost sight of the great motivation that stems from a return on capital.
We may be less single-minded about it as a driving force than we once
were, but like Churchill in despeiring of finding a suitable substitute
for democracy, we have come to appreciate what only capital can do.

When we wore a young nation, pushing our frontiers wentw'nd.
we looked to the Old World for the capital to build our railroads and
many of our industries. Long since faced with a need for capital that
far exceeds all the European investments in 19th-century America, we
now Jook principally to ourselves. At the same time, millions abroad

look to us to help supply their own mounting capital needs.



Securities Industry and Capital Formation

Historically, the securities industry has played a vital role
in capital formation, and this role will surely expand in the years
ahead. Stock brokerage firms are a key link between potuntial in-
vestors with savings to put to work and the corporations and entre-
prensurs that are seeking funds for growth.

Doing business through liquid central markets, such as the
New York Stock Exchauge, these firms provide financial services to
large and small investors as well as to institutional and corporate
clients. Their fundamental objective is to create and to select invest-
ments that have a good prospect of being profitable.

The rising demand for new capital will require an increase
in the investment banking activity of Association member firms, an
increase that is already underway. We regard ourselves as the cata-
lysts in the creative process known as capitalism, bringing together
investors' risk capital and those who can put it to good use.

This process used to involve relatively few people, but our
capital requirements are now so large that only by tapping the enormous
pool of capital provided by the great mass of American households can
securities firms and other financial institutions assemble the necessary
investment funds, Thus, millions of people participate in the growth

and development of the economy.
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But every investor does not participate the same way, of
course. In our business, we strees the principle of "suitability” in
advising our customers on investments. Simply stated, this means
seleciing the investments that are right for each individual. For the
broad range of our own customers at Merrill Lynch we recommend
long-term investments in high-grade securities and a balanced portfolio.
We advise against riskier investments unless the customer has adequately
provided for all his financial needs.

Those who are financially able to take risks typically divide
their portfolios between investment-grade issues and more speculative
securities. Such people are a principal source of risk capital used to
underwrite new companies. These companies create new jobs, and
sometimes whole new industries,adding strength and diversity to the
aconomy.

The importance of risk capital can be seen in the following
figures. In fiscal 1968, the Securities and Exchange Commission re-
ported 2, 906 filings for new issues of stocks, bonds, and investment
company shares in accordance with the Securities Act of 1933, These
new issues raised a total of $54 billion. In fiscal 1969, there were
4,706 new issues that raised $87 billion. In July and August of this
year, despite a downturn in the market, there have been 703 new issues,
up 17 percent over the corresponding period last year. Among the

emerging industries benefiting from this flow of risk capital are
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oceanography, pollution control, computer software, and real estate

investment trusts.

Position on H.R, 13270

Let us now turn to H.R. 13270. We have read the House
Ways and Means Committee report on.tha bill, and we understand
what the committee intended in drafting the legislation. We recoy-
nize the need for tax reform and welcome the current effort to bring
it about.

It is in keeping with the nation's commitment to meet its
rising expectations that we come here to take exception to three
specific provisions of the bill., They are:

1. Section 511 repealing the alternative tax on long-term

cupital gains,

2. Section 512 changing the treatment of capital losses of

individuals,

3. Section 5!4 extending the holding period for long-term

capital assets from six months to a year.

We are in agreement with the position of the Administration
as stated by the United States Treasury Department on these sections.
We believe that these changes would impair capital formation by plac-

ing a heavy burden on investment, thus diminishing the flow of private
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capital into new and expanded businesses. We concur in Secretary of
the Treasury David M. Kennedy's view that the bill is "'weighted in
favor of consumption to the pou;ble detriment of the nation's produc-
tive investment, " and Sections 511, 512 and 514 are prime examples
of this weighting.

Former Secretary of the Treasury Henry H, Fowler said
in a recent letter to this comnhnce that is now part of the record,

“A re-reading of the tax and economic message of the late President
Kennedy in 1961-63 would raise serious doubts concerning the wisdom
of tax proposals admittedly designed to diminish the premium and pace
of risk investment. A primary thruat of these inessages, confirmed
as national policy in the Revenue Acts of 1962 and 1964, was the promo-
tion of adequate private investment -- the freer and fuller flow of
capital into productive effort. "

The changes we are pioposing are consistent with that philos-
ophy of taxation, Again in the words of Secretary Fowler, ""The nation
does not need lass capital and less private risk investment -- it needs
more. It needs more private risk investment to provide more and
better jobs which, in turn, increase total production and productivity,
new products and services. It needs more private risk investmeant to

provide opportunities for all our citisens and to increase the standard

~of living for all.”
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Sound tax legislation is based on a doctrine of fajrness. In-
deed, ft is the necessity to correct inequities in existing tax laws that
has led to the bill now before this committee. In trying to decide what
is fair, however, it is important not to lose sight of the reasons be-
hind the laws.

There is a contention that $1, 000 in salary or wages and
$1, 000 in capital gains are the same and should be taxed the same.
According to this theory, taxing capital gains at half the rate on income
is inequitable. To be sure, H.R, 13270 is not a literal embodiment of
this theory, but it clearly narrows the difference between capital and
income. '

It is important not to erode this difference, for the higher
the tax on capital the less investment money there is to start new
businesses and to expand existing businesses. The American worker
enjoys the highest standard of living in the world because $25, 000 has
been invested in the tools he works with. This is not a chicken-and-
egg argument, Capital investment must come first so that there are
the means by which income may be earned, and to attract investment
there must be incentive.

As our industrial economy becomes more service orientud,
the need for capital investment will not diminish. On the contrary, it
will increase. For example, in Merrill Lynch $30, 000 in capital stands

behind sach of our 15,395 einployees. Last year we created 2, 680 new



12 -

jobs and increased our capital funds by $42 million. The securities

industry as a whole added 23, 000 jobs and $1 billion in capital during

1968,

Alternative Tax Rate

As a matter of principle, we do not believe the alternative
tax should be eliminated.

The Ways and Means Committee in its report on H.R. 13270
noted that a relatively small group of individual taxpayers use the
alternative tax. Data for 1966 show approximately 1.4 percent of the
total number of taxpayers reporting net capital gains employed the
alternative rate. Ailthough a small percentage, it did represent
86, 000 'mxpayeu. This group accounted for approximately 28 per-
cent of all net capital gains reported in that year. Its importance was
all out of proportion to its sise.

Earlier in my testimony I noted in discussing the principle
of suitability that it is in the interest of investors to tailor the type
of risk securities an investor holds to his ability to bear risk, Further-
more, given the fact that most of the growing number of individuals join-
ing the labor force enter without accumulated capital, we must provide
adequate and certain incentives to those capable of providing that cap-
ital. The present 25-percent alternative tax rate on long-term capital
gains is an appropriate inducement to individuals capable of accepting

the largest risks.
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The Treasury's recommendations for revising the alternative
tax would accomplish the desired end without reducing investment in-
centives, The Treasury proposed that the alternative tax be limited
in its use by any taxpayer to long-term capital gains that do not ex-
ceed the higher of the two following amounts:
1. $140, 000 in the case of a married person and $85, 000
in the case of a single person if their other tax prefer-
ences do not exceed $10, 000, or
2. Four times the taxpayer's taxable income (other than
long-term capital gains) if his other preferences do not
exceed $10,000. (If his other preferences do exceed
$10, 000, the allowable amount would be four times his tax-
able income adjusted under the LTP and Allocation of De-
duction rules, less the amount of those other preferences.)
To prevent an excessive tax burden resulting from an oc-
casional realization of a large capital gain, the taxpayer would be
permitted to carry over for five years the unused portion of his Jimit
on the alternative tax computation for any taxable year. This will
achieve a fair averaging result.
As Assistant Secretary of the Treasury Edwin S, Cohen
testified, "The result of this rule will be to insure that a taxpayer
who consistently realizes large capital gains in relation to his ordinary

income will not be able to use the 25 percent ceiling tax to excess so

as constantly to reduce his total effective tax rate.'
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Capital Losses
The Ways and Means Committee report views the treatment

of long-term capital losses inconsistent with the treatment of long-
term capital gains, and Section 512 would change this, The economic
consequences of such a change give us pause. The provision would
reduce the willingness of individuals to take risks and in all likelihood
reduce funds available to those investors in the lower income brackets.
The ability to take losses when investment returns are negative and

to offset these losses against ordinary income seems to be particu-
larly important to the small investor. As the New York Stock Exchange
statement to this committes points out, a dollar lost through a poor

investment hurts as much as one lost through theft or a natural

disaster.

The Hol Period
A bolding period of six months has been a part of our tax laws

since Franklin Roosevelt's Administration. In fact, it was the Senate
Finance Committee that in 1942 proposed the lowering of the holding
period from 18 months to six months, and the proposal was enacted.
In recommending the change, the committee noted that the tax revenue
from capital gains and losses had been dropping steadily and said ''the
lowering of the holcilng period will have the effect of encouraging the
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realisation of capital gaine and thereby result in added revenue to the
Treasury," This was, in fact, the case, as was pointed out in
previous hearings on capital gains taxation,

We believe the effect of the enactment of Section 514 would
be to discourage the investment of private risk capital in badly
needed new ventures. With some of the incentive to invest removed,
present capital investments would tend to remain frozen, and the
growth of the economy would be stunted,

The Ways and Means Committee report concluded that the
one-year holding period was an appropriate criterion for determining
whether an equity purchase was a speculation or an investment, I
do not agree. No time period, such as six months or 12 months,
can serve to separate speculation from investment, but it can differen-
tiate ordinary business transactions frot;'x capital transactions,

Keith Funston, former President of the New York Stock
Exchange, gave what I consider to be the classic definition of the hold-
ing period., In testifying on the Revenue Act of 1964, he said:

The holding period is merely an artificial, arbitrary,

but administratively convenient and definitive device

" to distinguish capital transactions from ordinary busi-
ness transactions.

The use of the concept of time alone to distinguish speculation

from investment is an oversimplification of the reality of the market-
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place. If it is the intent of Congress to separate speculation froin
investment in some way, then it must recognize that speculatioa is an
intensely complex phenomenon that is tied to a great deal more tlan
time, It is tied to the nature of consumer demand, the compositior of
an industry, invention and innovation, the age or maturity of an
industry, even the psychology of the era,

For example, at one time railroad securities were blue chips,
but many today must be considered speculations. Tobacco stocks
have taken on new characteristics and have less of an investment
character. Conversely, many of yesterday's speculations are today's
blue chips. Polaroid in its early days was an unproven idea. Few
at one point thought Xerox would become a top investment favorite,

A speculative issue can achieve investment ranking in a short time,
but it can also quickly lose this rank and whole industries can, too,

There is no way to put a time frame around such developments,
Conditions within corporations are never static, and the interaction
of consumer demand on corporations and industries is changing con-
stantly. Finally, the economy itself is always in a state of flux,

To keep abreast of change, the securities industry emx;loya
thousands of security analysts and industry specialists to study prac-
tically every publicly held company that any investor might possibly

be interested in, The cost of research at Merrill Lynch last year was
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$4. 7 million,

As you know, these men and women are continually reporting
their findings to millions of investors, who rely heavily on this re-
search in making up their minds about the purchase and sale of
securities, Seasoned security analysts are the first to admit that the
boundary separating speculation and investment is always shifting
and never sharply delineated. It certainly isn't just the difference

between six months and 12 months.

Revenue Estimates and Survey Results

The revenue estimates in the Ways and Means Committee
report say that repeal of the alternative tax would yield $360 million
in additional income to the Treasury, and extending the holding
period would contribute $150 million more, We dispute both of these
estimaies, for they are based on the assumption that investors
would continue to turn over their holdings at the present rate, that
they would not change their investment habits, It is our belief that
the enactment of these provisions would tend to freeze assets and
discourage new investment, thereby bringing in less -- not more --
revenue,

Our belief is supported by the results of a recent survey of

a croes- section of Merrill Lynch's 1,5 million customers regarding
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H.R, 13270, The survey was conducted just before Labor Day weekend
by Guideline Research Corporation of New York, New York, an inde-
pendent organisationpecialising in marketing research, A total of

612 interviews were conducted in a dosen cities, New York, Los
Angeles, Chicago, Boston, Cleveland, Washington, D, C,, San Francisco,
Dallas, Nashville, Grand Rapids, Dayton, and Kansas City, Kansas.
Investors' names were nnd.o;nly selected by Merrill Lynch account
executives from their lists of clients in three income classes -~ $10, 000
to $20,000; $20, 000 to $50, 000; and $50, 000 and over. The respon-
dents had no prior knowledge of the impending interview, and the
interviewers did not know the source of the namea.

The results of the survey are presented in Exhibit A, In
summary form, the study showed:

1. Investors accept the fact that net capital gaine should be
taxed, and this attitude prevails throughout all income brackets,
Seventy-eight percent felt this way, although one out of five objected
to any taxation of capital gains,

2. The investing public is quite aware of H, R, 13270, and 73
percent of the respondents opposed the passage of the capital gains
provisions of the bill; 20 percent favored them, These attitudes
varied little from one income bracket to the next.

3. Regarding the holding period, 68 percent favored six months
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and 14 percent want a shorter period, Only one out of eight (12 per-
cent) would agree to a longer period than six months, Significantly,
respondents in all income brackets uuwero;i similarly on this count.

4, The projected investment behavior based on passage of
the capital gaine provisions of H, R, 13270 was tested regarding three
provisions -~ the holding period, the alternative rate and the change
in the deductibility of capital losses. Assuming passage of all three
provisions, 34 percent of the respondents said they would decrease
their investinents, six percent said they would increase them, and
54 percent said they would keep them about the same. The fact that
more than a third indicated they would reduce their investments is
considerable cause for concern. This rupor;u increased with
income, with 39 percent of those in the top income bracket ($50, 000
and over) indicating that they would decrease their investments,

As a pioneer in bringing the small investor into the secu-
rities market, and as a leader in investment banking as well, Merrill
Lynch has built up a large list of customers who are representative
of all income classes, Thus it is fair to assume that the response
to the Guideline Research survey is indicative of how all investors
feel about the capital gains provisions of the tax bill. If the resuits
of this survey are a true gauge of what lies in store, the shortfall in

revenue that the U.S. Treasury anticipates is an understatement,
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Projecting the survey results across the broad spectrum of
American investors, one sees that instead of enriching the Treasury
by a total of $510 mmlox;, enactment of these two sections would
undoubtedly produce less revenue than the Treasury now receives in

capital gains taxes.
There is another revenue factor in the Ways and Means

report that disturbs us. We cannot help but note that a bill designed
to give tax relief to low- and middle-income Americans contains two
provisions that increase the burden of capital gains taxes on taxpayers
in all income classes. According to the revenue estimate for the
extension of the holding period, taxpayers with adjusted gross income
of less than $3,000, $5,000 to $10, 000, or $10, 000 to $20, 000 would
be paying a larger capital gains tax just as those in higher brackets
would. Similarly, over 50 percent of the estimated revenue increase
from the capital loss limitation would come from persons in the under-
$15, 000 category and two-thirds of the total would be generated by
individuals with adjusted gross incomes of under $20, 000, The effect
of these provisions would be in marked contrast to other reforms in

the bill, which are aimed at the high-income brackets,

Conclusion

In conclusion, our principal concern is that thre: sections of
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the bill (Sections 511, 512 and 514) would tend to freeze capital assets
and to reduce incentives to invest. As a result the liquidity of other-
wise marketable securities would diminish, and this condition would
be detrimental to economic growth. As Mr. Cohen testified, "Present
capital investments would tend to be frozen and the economy as a
whole would suffer. '

Mr. Cohen's warning is well founded, gentlemen. Now is
not the time to create further doubt about the future of the economy.
The fallout from inflation is all around us, and the adjustment we have
been patiently waiting for is still more of a promise than a reality.

In the meantime, paper losses in the value of securities have
climbed to $125 billion since May, and that itself is quite a tax on
capital. Bear markets feed on doubt and indecision. There is a
large measure of both hanging over the securities markets today.
Investors are seriously questioning whether shifting social and political
tides can be channeled into the right course, or whether the legitimate
cry for tax reform will lead to some uneconomic decisions. The
final form this bill takes will be a key indicator that millions will be
watching.

Thank you, Mr. Chairman.

33-758 O -89 = No, § -- ¢
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EXHIBIT A
A STUDY OF INVESTOR ATTITUDES

TOWARD CAPITAL GAINS TAXATION
AND H. R, 13270

RESEARCH METHODOLOGY

Six hundred and twelve telephone interviews were conducted among Merrill Lynch
customers in twelve geographically dispersed cities through the country. The sample

was segmented into three income groups of comparable size as follows:
$10, 000-19, 999 (202), $20, 000-49, 999 (202), and $50, 000 or over (208),

The investors' names were randomly selected by account executives from their
lists cf clients. Each city was responsible for a quota of namas five times greater than
the anticipatad completion rate (200 per income group).

Neither the lists of names nor the envelopes in which they were sealed contained
any Merrill Lynch identification. Further, in almost every case a local messenger
service delivered the lists to the interviewing service, The messenger himself did not

know the point of origin.

The respondent had no prior knowledge of the impending interview. If he inquired
as to how he was selected, the interviewer, in truth, not knowing the source, replied:

"Guideline Research Corporation gave me a liet which contained your
name, I really don't know where they got the list, "

Cities of varying size were included in the study. Larger cities were allocated
a greater number of interviews than smaller cities. City size and availability of names
in the required categories were the prime reasons for the disproportionate aamplin;.

The following table shows the number of completed interviews in each city by
income segment,

# of Total Segments
Offices  Completed  $50,000 $20, 000- $10, 000-
City Sampled Interviews or Over $49, 999 $19,999
1. New York 15 150 50 50 50
2, Los Angeles 6 112 40 36 36
3. Chicago 3 54 18 18 18
4. Boston 2 42 14 14 14
S, Cleveland 2 43 15 14 14
6. Washington, D, C. 2 42 14 14 14
7. Sau Francisco 2 43 15 14 14
8. Dallas 2 42 14 14 14
9. Nashville 1 21 7 7 7
10, Grand Rapids 1 21 7 7 7
11. Dayton 1 21 7 7 7
12. Kansas City, Kansas '1 _21 1 _1 s
612 208 202 202
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The Corporate Planning Department of Merrill Lynch was responsible for study
design, questicrnaire design and final analysis, Guideline Research Corporation, an
independer.: rescarch firm, was responsible for the interviewing and tabulations.

DETAILED RESULTS

1. Awareress of the Tax Reform Bill and of the Capital Gains Provisions

The Merrill Lynch customer considers himself very aware of the Tax Reform
Bill and of ite capital gains provisions. While knowledge of the bill's existence
shcws litsle appreciabla diffsrence among inccme groups, knowiedge of the
capital gaine provisicns increases with income,

$10, 000- $20, 000- $50, 000

Total 19,999 49, 999 or Over
Aware of Tax Reform
Bill 86% 85% 84% 89%
Awarse of Capital Gains
Provisions 65 58 66 72

2. Atititude Toward Capital Gains Taxation

Taxing capital gains scems to be accepted as a ''neccssary evil'' and as such,
som«<thing that must b ‘'ived with, To this end, almost eight out of 10 customers,
regardless of their incume, express the opirnion that capital gains should be taxed.

$10,000-  $20, 000- $50, 000
Total 19,999 49, 999 or Over
Sheuld Be Taxed 79% 7% % 78%
Should Not Be Taxed 19 23 21 21
No opirion 2 -~ 2 2

3. Attitude Toward Passage ¢f the Capital Gains Provisions of the Tax Reform Bill

While the theory of capital gains taxation is wholly subscribed to, passage of the
three proposed capital gains provisions slicits preciscly the opposite reaction.
Seveantv-th.ree percent of the sample reject passage of the provisions while

20 peccent are for passage, $10, 000- $20, 000- $50, 000
Total* 19,999 49, 999 or Over

For Passage 20% 22% 20% 16%

Against Passage 73 70 72 76
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4. O-e¢rall Attitude Toward Length of Holding Period

The current six-month holding period meets with the approval of two-thirds of
these Merrill Lynch customers. Among the remainder of the customers, there
ars as many who favor decreasing the holding period as there are those who
want it increased. Income is not a factor here.

$10, 000- $20, 000- $50, 000

Total 19, 999 49, 999 or Over
Holding period should be:
Increased 12% 12% 14% 11%
Decreased 14 15 13 15
Kept the Same 68 68 68 67

=Summary tables in the text of this report do not add to 100% because "no opinion"
factor is rot included,

5. Picjected Investment Behavior Based on Passage of the Capital Gains Provisions

Whiie reading through the following data, it should be kept in mind that in reaction
to the possible passage of the provisions, over half the respondents state their
investment behavior will remain unchanged. The exact number might not be

the same, but this type of reaction can be assumed to occur in any similar situ-
ation short of something drastic. The proportion of investors who change in
eithcr direction is, therefore, smaller, but of at least equal significance;

a. Extension of the Six-Month Holding Period to One Year

If the provision to extend the six-month holding period to one year is
passed, 21 percent of these ML customers claim they will decrease
their investments in stocks during the next year. Planned increases
are at a minimum (5%), while no change is foreseen by 65 percent,

Decreases in investments will occur more frequently among upper
income investors ($50, 000 or over -- 27%) than among upper middle
wcome ($20, 000-49, 999 -- 20%) or middle income ($10, 000-19, 999 --
7%) in .
1T%) investors : $10,000-  $20,000-  $50, 000
Total 19, 999 49,999 or Over

Extension of Holding

Period
Increase investments 5% 6% 5% 4%
Decrease investments 21 17 20 27
Keep the same 65 67 67 62
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b. Elimination of 25 Percent Maximum Rate

Elimination of the 25 percent maximum rate appears to have a more
negative effect on the investor than the extension provision. In this
respect, 30 percent of the ML investors claim that passage of this
provision would cause them to decrease their investments next year,
(8% said increase and 55% , keep the same),

Negative reaction varies directly with income ranging from a low of
20 percent among those earning $10, 000-19, 999 per year to a high of
38 percent among those with earnings $50, 000 or more,

$10, 000- $20, 000- $50, 000

Total 19, 999 49, 999 or Over
Elimination of 25%
Maximum Rate
Increase investments 8% 10% 9% 4%
Decrease investments 30 20 31 38
Keep the same 59 61 £4 51

There are a number of people who are not yet in the tax bracket that
wil)l be affected by this provision,

It is hypothesized that the reasons for their decreasing their invest-
ments in the next year if this provision is passed are:

(1) Elimination may be detrimental to large investors who,
in turn, would reduce their investments. As a result,
the breadth of the market would be narrowed;

(2) They are not yet generating incomes that would make
this provision matter, but they anticipate the time
when they would be;

(3) Undoubtedly, income does not completely reflect their
tax positions; and

(4) A lack of knowledge.

c. Reduction of Deductible Capital Losses

Passage of the provisions that will reduce the amount of net long-term
losses that can be deducted will have as much negative impact as the
25-percent elimination provision. However, the feelings are more
universal and don't discriminate as greatly among income groups.
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Thirty-two percent of the investors feel that passage of this provision
will be cause to decrease their investments in the next year, Fifty-six
percent say it will make no difference and 4-percent claim it will have

a positive effect,
$10, 000- $20, 000- $50, 000

Total 19, 999 49, 999 or Over
Reduction in Deductible .
Losses
Increase investments 4% 5% 5% 2%
Decrease investments 32 28 31 35
Keep the same 56 58 55 55

d. Passage of All Three

)
Among those who feel that passage of the capital gains provisions will

affect their investment behavior next year, the feelings that evolve are
decidedly more negative than positive. Further, as indicated earlier,
the amount of income an investor has directly relates to his feelings
about the provisions. Projected behavioral patterns of a negative
nature are most pronounced among those with high incomes ($50, 000
or over) and slowly decrease as income decreases.

$10, 000- $20, 000- $50, 000-

Total 19,999 49, 999 or Over
Passage of all Three
Provisions
Increase investments 6% 7% 7% 3%
Decrease investments 34 26 35 39
Keep about same 53 60 50 50

September 1969
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. Sunmary of Recommendations *

1. With respect to capital gains, we recommend that:

a, A nev system be created for the separate taxation of long-term

capital gains of individuals, with more moderate rates of tax
than at present,
b, A credit against estate taxes of long-term gains of individuals

be provided under the new system,

c. A reasonable rule be enacted for allocation of interest deduc-

tions between income under the income tax system and long-term
capital gains under the new systenm,
d, Tax be eliminated on gains from sale of owner-occupied homes,

2, With respect to individual income tax rates, we recommend that:

a, In H,R. 13270 rate reductions through the middle brackets be
adjusted towards .the goal of flattening the curve of graduation,

b. The 50 percent maximum rate on earned income be enacted (Section

802 of H.R., 13270).
3. With respect to the corporation income tax, we recommend reduction in

the top rate to 45 percent to take effect in the near future.

*of The Tax Council. FProm: FUNDAMENTAL REFORM CAPITAL GAINS AND INCOME TAX
- RATES, Statement of Roland M, Bixler in Behalf of The Tax Council before the
Committee on Finance, United States Senate in the Hearings on H.R, 13270,

Tuesday, September 16, 1969.
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FUNDAMENTAL REFORM ,
CAPITAL GAINS AND INCOME TAX RATES

Statement of Rnland M, Bixler
In Behalf of The Tax Council
before the
Committee on FPinance, United States Senate
In the Hearings on H.R, 13270
Tuesday, September 16, 1969
My name is Roland M, Bixler. I em founder and President of J-B-T Instru-
ments, Inc., & manufacturer of electrical instruments and electronic components
located in New Haven, Connecticut,
I appear here on behalf of The Tax Council of which I am Chairman of the
Board of Directors. The Council is a membership organization supported by busi-
ness concerns, some large, some medius sized, and some small like my own, Broadly,
the Council's purpose is to work tovards a body of tax lav in harmony with the

economics of progress. We like to think of ourselves as a center for fresh and
ionovative thinking on tax issues of major importance to capital formation, econ-

omic growth and the creation of new and better jobs,
Consistent with its purpose, The Tax Council has developed two fundamental

programs of tax reform, one in the capital gafus ares and the other on income tax
rates,

The capital gains program implements a single idea, namely, that being
transfers of capitsl the long-term capital gains of {ndividuals do not belong

in the income tax base.

Our progrem for reduction and reform of income tex rates also implements
a single {dea, namely, that taxpayers should have firat but not irreversible

claim to at least one-half of the increase in revenue vhich comes from economic

grovth,
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We urge that H.R, 13270 be amende: to incorporate the Council program on
capital gains, and to make modest change. consistent with the program on income
tax rates, The major policy points which we propose for implementation in the
pending legislation are summarized below:

Summary of Recommendations
1. With respect to capital gains, we recommend that:

a, A nevw system be created for the separate taxation of long-term
capital gains of individuals, with more moderate rates of tax
than at present.

b, A credit against estate taxes of long-term gains of individuals
be provided under the new systesm,

¢. A reasonable rule be enacted for sllocation of interest deduc-
tions between income under the income tax system and long-term
capital gains under the new systesm.

d. Tax be eliminated on gains from sale of owner-occupied homes,

2, With respect to individual incoms tax rates, we recommend that:

a., In H,R, 13270 rate reductions through the middle brackets be
adjusted towards the goal. of flattening the curve of graduation,

b, The 50 percent maximm rate on earned income be enacted (Section
802 of H.R, 13270),

3. With respect to the corporation income tax, we recommend reduction in

the top rate to 435 percent to take effect in the near future.
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Discussion and Complete Recommendations

A, Capital Gains
All capital gains have been taxed within the income tax system since its

inception in 1913, but with special treatment (lower rates than on income) dating
from 1922, For twenty-five years, the Jtop rate (alternative tax) has been 25
percent, After studying capital gains for over a year, the Council last summer
released a program for reform based on the belief that much of the controversy
and unsettled atmosphere which pervades the field is due to its linkage with
income taxation, H.R. 13270 confirms this belief by eliminating the alternative

tax and by including gains in other provisions designed to increase the tax
on high incomes,
Our original program contains seven msjor recommendations, as follows:

1, The new system, Creation of a new system for taxing long-term capital
gains of individuals derived from transactions having all the characteristics of

a transfer in capital assets, Rates of tax would be more moderate than at present,

and there would be an appropriate form for reporting and paying this tax.

2, Holding period. Use of a uolding-period test for separating gains
to be taxed as transfers of capital under the new system, and ordinary income
under the income tax system,

3. long-term losses, That long-term losses of individuals on sale of
assets under the new system be allowed only as an offset against long-term gains
with unlimited carryover of excess losses.

4, Credit at death, Credit agsinst estste taxes of the taxes paid on
long-term gains by h!(!blldull!.‘ Under the new system, the taxed gains would be

cumulatively recorded in a special box in each annual return filed during a

57



obn

taxpayer's 1ife. The total would be offsst against any estate taxes otherwise
payable at death,

3. Mixed transactions, No departure from present practice in taxing
sains from mixed transactions, that {s, the special trsatment now accorded
capita) gains under the income tax system having characteristics partially re-
lated to transfer of capital assets and partially related to realization of in-

come, including but not 1imited to those which are now generally known as "special

statutory” gains,

6, Literary works, et¢c. That the works of creators of literary, music
and artistic compositions be accorded the sams tax treatment as the works of
inventors, by creation of a new class of "special statutory” gains.

7. Sale of homes, That tax be eliminated on gains from sales of owner-
occupied homes and of other properties not subject to loss offsets; morsover that
short-term gains on sale of homes and other properties involved be relieved from
tax unless loss offsets are provided. '

Interest deductions, In addition to its original recommendations, the
Council now recommends enactment of a reasonable rule for allocation of interest

deductions between income under the income tax system and capital gains under the

nev system,
Major points in support of the separate system are:

. Enactment of the separate system would make clear that these long-
term gains are really a part of capital and not of the income stream,

. Tax lev would be cleansed of the taint so often associated with
present treatment of gains by one branch of tax theory,

« It would o longer be possible to becloud the problem of tax burdens
on high incomes by lumping together income and long-term gains.
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’ The economic implications of both the income tax, and the capital
gain tax, could be more objectively observed, studied and evaluated.

. Revision in rates of tax on long-term capital geins would be related
to factors peculiar to capital use and not to factors peculiar to
receipt and use of income as at present,

. Because the tax would be a levy on the transfer of capital during
life which would be transferred again at death, the case for off-
setting the earlier tax againat the later one would be evident.

Thus, the problems of locked-in investments and fairness would be
solved by minimizing instead of maximizing tax,

. The situation of gains with income characteristics receiving special
treatment under the income tax system would be more clearly seen and

appreciated,

. There would be less tax restraint on mobility and venturesome use
of capital,

Suggested rate scales. The rate scales we suggest for long-term gains

of individuals under the new system are set forth in Tables I and II for simgle

and married taxpayers, respectively,

Table 1

Suggested Rate Scale for Taxable
Long-Term Capital Gains of Individuals

(Single Returns)

Taxable Gains TJax

Not over $5,000 4%

$ 5,000 - $10,000 $200 plus 7% of excess over $5,000
$10,000 - $15,000 $550 plus 10% of excess over $10,000
$15,000 - $20,000 $1,050 plus 13% of excess over $15,000
$20,000 - $30,000 $1,700 plus 16% of excess over $20,000
$30,000 - $40,000 $3,300 plus 19% of excess over $30,000
$40,000 and over $5,200 plus 22% of excess over $40,000
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Table II

] Scale axable

Long-Term Capital Gains of Individuals

(Joint Returns)

Taxable Gains Tax

Not over $10,000 4%

$10,000 - $20,000 $400 plus 7% of excess over $10,000
$20,000 - $30,000 $1,100 plus 10% of excess over $20,000
$30,000 - $40,000 $2,100 plus 13% of excess over $30,000
$40,000 - $60,000 $3,400 plus 16% of excess over $40,000
$60,000 - $80,000 $6,600 plus 19% of excess over $60,000
$80,000 and over $10,400 plus 22% of excess over $80,000

In comparing these rates to those paid under the income tax system, the
most important point to keep in mind is that they would be paid without regaxd
to a taxpayer's income. This fact {s of much less importance to people whose
gains are taxed at the alternative rate of 25 percent at present than it is to
those who have not yet built up substantial investment capital. Taxpayers
vhose gains are small in relation to income would benefit the wmost from break-
ing the link with income taxation., For example, a married taxpayer under the
present system with a gain of $8,000 would pay an effective rate of 12,5 percent
on the gains if his taxable income is $12,000 but 18 percent if it is $24,000.
Under the proposed system, the same tax would be paid on any given amount of

gains regardless of the amount of taxable income.
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In addition to taxing small amounts of gains at up to the highest rates
applying to capital gains, the present system taxes trivial amounts of gains
if the taxpayer has taxable income. We suggest an exemption at $500 to avoid
tax on trivial amounts of gains under ‘the proposed system,

A reason sometimes given for advocating that all capital gains be taxed
as income is that there are people who "1live off their gains", Granting that
there may be some such people, the fact is that taxing all gains as income
would compound the discrimination against the working people who now pay tax
on th?tr gains "off the top of their income". The proposed system would end
the present discrimination by bringing the tax on gains paid by those who earn
income down to the same tax paid by .thou who do not work for a living,

It 18 of more than passing interest to recall in these proceedings that the
program which the Kennedy-Johnson Administration submitted to Congress in 1963
would have substantially reduced the taxes on long-term gains,

Table I1I below shows the tax on $50,000 of long-term gains in relation

to varying amounts of taxable income under four diffcrent tax methods,
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—Tax on $30,000 of Long-Term Gains
Present System Proposals As Ordinary Income
Taxable Inc and Rates Tax %o\mcll 1963 Administration Under Present Rates
(V) ) %)

$ 0 $ 6,020 $4 840 $3,010 $17,060
5,000 7,070 4,840 3,570 18,840
10,000 8,100 4,840 4,200 20,480
20,000 10,180 4,840 5,540 23,340
30,000 11,770 4,840 6,680 25,660
40,000 12,500 4,840 7,510 27,040

Table 111

Comparison of Tax on Long-Term Gains of $50,000

ed Inc

cording to of Taxable

(Marpied, Joint Returns)*

*The temporary surcharge i{s disregarded in all figures,

If Taxed in Full

This table reveals a number of things, but especially illustrates how
the Council program in taxing long-term gains would eliminate the discrimination
against persons who earn income which exists under the present system and would
have been continued under the 1963 proposals., If gains were taxed fully as

incoms, the discrimination would be compounded, As shown by the table, s man

earning $40,000 in income now pays about $6,000 more on $30,000 in gains than

a man earmning no income, but if gains were taxed at present income tax rates

he would pay $10,000 more,
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The next table relates tax-wise varying amounts of long-term gains to

a stable amount of taxable income, $20,000,

Table 1V

Compurative Tax on Gains of Married Taxpayers With

20,000 Taxable Income and Varyin

Amounts of -Term Gaing *
Tax on Gains Under
Present System Proposals
Taxable Income Long-Term Gains Tax Council*¥* 1963 Administration
1) ) 3)

$20,000%* $ 2,000 $ 320 $ 40 $ 192
" 5,000 800 160 480
" 10,000 1,640 360 960
" 15,000 2,540 680 1,460
" 20,000 3,500 1,030 2,000
" 50,000 10,180 4,840 5,540
" 100,000 23,340 15,580 13,280
" 400,000 104,380 79,580 66,000
" 1,000,000 250,000 212,580 190,600

*The temporary surcharge is disregarded in all figures
w*Tax on income alone, joint return: $4,380
*tTax after two exemptions of $500
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It will be noted that a middle-bracket income taxpayer with capital

gains in the range of very modest up to something in excess of his taxable

income would benefit the most under the Council program, This would be true

as compared with the system now in effect as well as with the 1963 Adminis-

tration program, At higher levels of taxable gains, benefits under the Council

program would taper off percentage-wise but would still be quite significant

as compared with the system now in effect. In the highest levels illustrated,

however, the benefits under the 1963 Administration program would have been

greater than the Council now proposes.

Unrealized Gains at Death. Under present law, gains not realized before

death of & taxpayer are not taxed. This has led to a view held by a number of

tax authorities that such gains should be taxed as part of the decedent's last
income tax return, with remaining capital then being subject to estate taxation,
Others have proposed that the unrealized gains be taxed twice within the estate

tax system. Whichever way it might be done, the taxation of unrealized gains

at death would mean a double simultaneous impost on a transfer of capital,

We cannot avoid, however, the fact that ‘there is a problem of equity

between the parties affected when gains are -~ or are not -~ realized before

death, We also must recognize the effect on mobility of capital when gains are

not realized in order to pass them untaxed to heirs, The question of policy is

vhether it is better to resolve such problems by increasing or decreasing the

overall burden of taxes, Our view is that all possibilities for solution through

decreasing taxes should be considered before contemplating an increase in taxes.
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From this approach, there would be no reason to consider an increase in
taxes to resolve the problems caused by unrealized gains at death. Even with
long-term capital gains linked to the income tax system, it would be possible
to work out an arrangement by which taxes on gains during life were cumulatively
recorded and then credited against estate taxes at death, But the complete logic
of the matter here, as with other aspects of taxing long-term gains, would be
more evident if the link with income taxation were broken, and such gains taxed

in the first instance under a separate system as transfers of capital.

Allocation of Deductions for Interest. When we prepared our capital

gains program we had not contemplated any deductions against long-term gains

of individuals except those now allowed as costs added to the basis for separate
assets, plus the $500 exemption, This past winter we recognized that interest
incurred in realizing capital gains ‘s a cost which should be deductible against

the gains and we amended the program accordingly. Specifically, in substitution

for the provisions limiting the deduction of interest in Section 221 of H.R. 13270,
we recommend for a taxpayer with long-term capital gains, and interest payments
in excess of some figure such as $5,000 annually, the amount in excess of that
figure be allocated as follows:

First, deduction under the income tax system up to the amounts

of dividends, interest and 10 percent of other income included

in adjusted gross income.

Second, deduction under the separate capital gains system up

to the amount of otherwise taxable gains,

Third, deduction of any remainder under the income tax systex:,
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B, Income {1]
Basic program, ‘This program would insugurate regular, repetitive steps
in reform and reduction of personal and corporate income tax rates when inflation
has been contained, Its major elements are:
a, V Pre-emption of at least one-half of the revenue growth, now
estimated at $12 to $15 billion annually;
b, Substantial cuts in personal tax rates in all brackets with the
greatest cuts through the middle brackets to flatten the curve
of graduation;
ce Reduction of the top rate of corporate tax to 38 percent; and
d. Provision for temporary arresting of scheduled reductions by
Congress if and when the public interest requires.
In preparing this program, we have been guided by five basic benchmarks

as follows:

1., It is neither fair nor good economics to impose & sharply ascending

c of tax rates on the more ambitious ergetic and s 88ful members o
any given generation, This is the pattern of existing rates, and it is unfair
because it is contrary to the accepted norm for compensation, namely, that who-
ever works longer, harder, and more effectively than the average deserves extra
compensation, Gradustion of rates penalizes those who are rewarded for extra
effort by both private and public employers. The result is poor economics,

we believe, because it arbitrarily reduces the amount of new capital in the

most dynamic hands,

2, The greater the amount of capital available to any society, the greater

wil its economic d 0 and the higher its living standards. It is this
factor more than any other which tends to be overlooked when tax policy is viewed

from the short term, Taking a broader and longer view, vhatever limits capital
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limits economic growth arld the creation of new and better jobs, Looking

abroad, ve always recognize the insatiable need for capital, but there is a
tendency to overlook the application .of this statement at home, It is not
suggested here that tax policy should favor capital formation over current
consumption, but there certainly is a case for getting much closer to neutrality

as between the two than would be indicated by much of the economic literature

of recent decades, This is the course which would lead to more growth with
less inflation, to ever better jobs as well as more jobs, and especially to
the best opportunities for those Americans who to the present have been
counted among the disadvantaged.

3, xcesgive rates and bur of taxes at the federal level in-

evitably create taxpayer resistance to state and local levies, It {s evident

that the fundamental correctivc is moderation of both the rates and the burden

at the federal level.

4, The same excessive tax rates, and the same excessive burden of

taxation overall, inevitably would make it most difficult for the Federal

government to meet a really major new natfonal emergency. A significantly

lower base of both rates and overall burden would put the national government

in the position of being fiscally prepared to meet whatever emergencies may

come hereafter,

5. In planning ahead, the government can maintain flexibility as

regards that part of the revenue growth which is earmarked for tax reductionm,
but will lose flexibility as regards the part earmarked for spending. This

is because a program of scheduled tax reductions may readily provide for

arresting or even temporarily reversing any given reduction, but spending
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programs do not lend themselves to this kind of procedure. It is true this
procedure could exert. a discipline on increased spending for domestic purposes
by 1d¢nt1fy§n; the cost in terms of tax reduction dollars immediately foregone,
but this would seem an attractive addition to budget-making procedures.

The reform of personal tax rates recommended by the Council is shown

in Table V and illustrated in the chart vhich follows:

Table V

PERSOMAL 1 AX_RATE STRUCTURE

(disregarding temporary surcharge)

Taxable {ncome
bracket Percent
(single Rate
returns*) Present  Suggested Reduction
$ 0-0.5 4 9 : 36
0.6-1.0 15 10 33
1.0-1.5 16 n 3l
1.5 - 2.0 114 12 29
2-4 19 13 k74
4-6 2 4 36
6-8 25 15 40
8-10 28 16 a3
10-12 32 7 4
12-14 36 18 50
4-16 k) 19 51
16 - 18 2 20 52
18-20 45 21 53
20 - 22 48 23 52
-2 50 25 50
26 - R 53 27 49
-3 55 29 4
38 - 44 58 3 4
“ -5 k] 43
50 - 60 62 7 40
60 -70 64 40 38
70 - 80 66 “ 33
80 - 90 68 48 29
90 -~ 100 69 52 25
100 and ovar 70 57 19

* brackets are double the given range for joint returns
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We estimate that effectuation of the personal rate cuts over a five-

year period would result in tax reductions of something over $5 billion

annually based on current income levels,

Adjustment in Middle Bracket Rates of H.R, 13270. Despite the benefits

which would result therefrom, we rpalize it 1s too much to ask enactment of the

Council's complete program at this time, However, we do urge the Committee on
Finance to endorse the objective of flattening the curve of graduation through

the middle brackets., As applied to the rate reductions in H.R. 13270, this

principle would require adjustments in only a dozen brackets. These are shown

in Table VI below:
Table VI

Personal Income Tax Rate Reform
(disregarding tewmporary surcharge)

Taxable Income Bracket

(single returns#) Recommended
(Thousands) Present ’ H.,R, 13270 Adjustments
$0-0.5 . 13 -
0.5 - 1.0 15 14 -
1,0 - 1,5 16 15 -
1.5 - 2,0 17 16 -
2-4 19 18 -
4 -6 22 21 20
6-8 25 23 -
8 -10 28 27 26
10 - 12 32 30 29
12 - 14 36 3% 32
14 - 16 39 37 35
16 - 18 42 40 38
18 - 20 45 42 40
20 - 22 48 44 43
22 - 26 S0 47 45
26 - 32 53 49 48
32 - 38 55 50 -
38 - 4 58 52 -
4 - 50 60 54 -
50 - 60 62 58 57
60 - 70 64 60 59
70 - 80 66 60 -
80 - 90 68 61 -
90 - 100 69 61 -
100 - 120 70 62 -
120 - 150 70 63 -
150 - 200 70 64 .
200 and over 70 65

*brackets are double the given range for joint returns
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The reduction in rates with the adjustments we recommend would average
about 10 percent through the middle brackets, or one-fifth of the full cuts

contemplated in our complete program,

50% Maximum Rate on Earned Income. As a matter of principle, we believe

that the top rate of tax on all income should be no higher than 50 percent,
The maximum tax of 50 percent on earned income provided in Section 802 of the
House bill is a long step in this direction, We agree with the Ways and Means
Conmittee that this will diminish the pressures to avoid drawing down income
as earnings., We also recognize that it would not be feasible in one step at
this time to reduce the top rate on all income to this level, Accordingly,

we endorse the provision as included in the House bill, and strongly recommend

that it be retained in the final legislation,

C. Corporate Income Tax

As businessmen, we are acutely aware that the pace of business investment
in the contemporary perfod is thought to be a major factor in the continued in-
flation, This spending, however, is the first line of defense against inflation
over any period of time enabling as it does the production of more goods at
lower unit costs, Such spending also is necessary to keep us competitive in
international trade, It is noteworthy, moreover, that there is little or no
evidence today that industry is building excess capacity, or putting new machinery
in place which it cannot use effectively, The question then is what is industry
doing wrong? |

The answer is that too much current activity is being financed by borrow-
ing and too little from savings out of current income, From this standpoint,

the pending legislation is not going to help things. The drain of present taxes
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on retafned aarnings of corporations is a primary cause of dependence on

bank financing for expansion, It is & disturbing matter therefore that H.R. 13270
as passed by the House of Representatives would increase the overall tax burden

on corporations by almost $5 billion,

As much as we want to get the current inflation under control, we don't
vant & new era of deflation with lagging growth and employment such as existed
a decade ago., We are especially mindful that deflation would decrease the
employment opportunities for marginal workers.

We therefore were most pleased to note the Adainistration's proposal for
including in H.R, 13270 a on;-percantlge point cut in the corporate rate in 1971
and again in 1972, We do, however, recommend that the totai cut be increased
to three percentage points, or one nné a half point in each year,

Conclusion

In conclusion, may I note that, if long-term capital gains of individuals
were broken out of the income tax system, many aspects of capital gains taxation
which have proven troublesome through the years would fall into a rational pattern,
Overall, an unsettled and controversial field of tax policy -- a sort of breeding
ground for reform proposals inimical to taxpayers -- would become one with a firm
philosophic base consistent with the nature of capital and transactions in capital
assets,

In the field of income tax rates, moreover, H.,R. 13270 offers the op-
portunity to make a beginning towards full-scale reform over the years,

We appreciate the opportunity to presemt the thinking of The Tax Council
in these hearings, and we hope our thonghts and suggestions prove helpful to

you in your deliberations on improving the tax law.
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SUMMARY

Changes in the capital gains tax structure will crecate a further shortage
of investment capital and contribute to inflation, higher interest rates,
depressed securities markets and unemployment,

The Act as passed by the House fails to recognize the significant
difference between capital and income,

The practical effect of the amendment will be to discourage needed
capital investment at a time when such investment should be encouraged.

Domestic equity markets will become less attractive, inviting an outflow
of investment monies to foreign markets,

To the extent that investable capital is eroded by the imposition of taxes,
an inflationary expansion of credit results and this problem as it exists
today will be aggravated by the present proposals.

The twelve month holding proposal will reduce to a dangerous extent
liquidity in the securities markets and the long-term effect will be to
reduce, not increase revenues to the Federal Government.

If additional revenues from taxation of capital are imperative, they should
be raised through a kind of withholding tax on foreign investments. Wealthy
foreigners deal extensively in our markets, taking advantage of our system
yet making no tax contribution to its maintenance.

A healthy national economy demands more, not less capital investment.

I propose a graduated capital gains structure, similar, but not identical
to the present income tax structure. This progressive scale would reach
a maximum rate at say, $300, 000 per year and thereafter incremental
gains would be taxed at a regressive rate,
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STATEMENT

Mr. Chairman and Gentlemen of the Committee, my name is
David O. Ehlers; I am engaged in the brokerage business in Fort Lauderdale,
Florida, serving customers who invest very substantial sums in equity
securities, I am also President of The Gibraltar Growth Fund, Inc., an
open-end mutual fund with over 21, 000 stockholders and investments in
equity securities in excess of $75 million. 1 appreciate the opportunity
to appear before you today as a concerned citizen to testify against adoption

of capital gains amendments contained in the Tax Reform Act of 1969 passed

by the House of Representatives last month,

Industrial, financial and governmental leaders have recognized
and agreed for the past several years that a world-wide shortage of capital
exists, The problem has not been corrected and all indications point to a
worsening of the situation, This is true not only in the undeveloped nations

of the world where it is so painfully obvious but in the industrialized

countries as well, including our own United States, the most industrialized

.

nation of all,

A clear indication of the shortage of capital in the United States
is the present inflationary climate, including sharply rising interest rates,

depressed securities markets, and increasing unemployment.

In the face of a serious shortage of capital and the accompanying

(s
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Statement
Page Two

alarming symptoms present in the economy today, the U. S. House of
Representatives has included in the Tax Reform Act of 1969 amendments to

the existing capital gains tax structure which can only have the effect of

worsening the situation,

My purpose in appearing before you today is to make three
basic points:

FIRST, that the capital gains amendments adopted by the
House do not make allowances for the significant difference between
capital and income;

SECOND, that the amendments will discourage needed capital
investment at a time when such investment should be encouraged; and

THIRD, that as a result of the proposed legislation, our
domestic equity markets will become less attractive and less liquid,
thereby inviting domestic capital to consider domestic or foreign alter-
natives and foreign capital to cease its recent flow toward the U, S.,

thereby aggravating our already serious balance of payments problems,

There is a direct relation between capital and progress. A
dramatic example of this relationship within the memory of many living
in this country today is the depression of the 1930's. During that period
investment capital disappeared. Our economy was stagnant. Savings

were not being channeled into development of new industry or enterprises.

Since World War II, there has been generally a greater
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recognition that a high rate of savings or investment is necessary to support
a high rate of consumption; that the existence of one does not deny the other,
Savings and consumption will both falter, of course, if there is not a steady
expansion of credit and the supply of money, Credit and the money supply
are expanded in our capitalist economy by savings being distributed through
the nation's debt and equity n}arkets. To the extent that investable capital

is eroded by the imposition nf taxes, an inflationary expansion of credit

results,

The importance of capital investment to American industry can
be suggested from Department of Commerce statistics published last month.
During 1968 total expenditures for new plant and equipment were slightly
more than $64 billion, while the total labor force on payrolls increased by
about 2 million persons, This means that for each additional job created
in 1968, industry had to spend about $31, 000 in plant and equipment alone.
Comparable figures for the more capital intensive manufacturing sector
or our economy during the same period indicate an investment of about
$79, 000 for each new job. This high cost of creating new jobs emphasizes

the large amount of capital necessary to sustain expansion of our industry

and to employ our growing population.

The $64 billion needed to buy plant and equipment in 1968 came
of course from a variety of sources, including bank loans and retained

earnings as well as sale of securities. The Department of Commerce
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reports that in 1968 American corporations raised approximately $16 billion
of this amount from the sale of securities or 25% of the plant and equipment
expenditures. The figures also show that on a percentage basis, total sales
of equity securities (common and preferred stocks) about doubled in 1968
over 1967, while sales of debt securities (bonds) declined 20%. Because

of a number of complex factors, industry appears to be relying more and
more on equity financing and less on debt securities. It seems obvious

that any policy that will negatively affect the sale of gecurities will

jeopardize future plant and equipment expansion and the creation of new

and better jobs for our increasing labor force,

It should be noted that the repeal of the investment credit
contained in the Tax Reform Act will make less funds available internally
to industry from profits. Thus, industry will become even more dependent
on outside sources of capital. ' If outside sources are made less available,
as I believe they will be because of the capital gains tax amendment, industry

will have to curtail investment and will find whatever capital is available

to be costly.

I heartily agree with a statement contained in THE WALL STREET
JOURNAL's September 8th "'Review and Qutlook" column:

"Thus Treasury Secretary Kennedy is quite right in telling

the Senate Finance Committee that the House measure contains

a bias against investment in favor of consumption. 'Such over-

weighting, embodied in the proposed treatment of capital gains
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as well as corporate tax increases, could impede economic
growth in the years ahead by curtailing the incentive to make

productive investments. '

"It is important, we think, to gtress the long-term aspect
here, !f the economy is to meintain a much larger future
population in conditions of reasonable well-being, a high
degree of capital formation is absolu.tely essential. And
intentionally or not, capital formation is one of the principal

targets of the House bill, "

Contrary to what apparently is assumed by many members of our
national community, capital is not easy to create or to replace, It takes
time, care and confidence to develop and nurture its increase. An increase
in capital is very different from ordinary income earned from labor or
sale of goods. True, it superficially looks the same. One may save by
capital increase or save out of ordinary income. However, the increase
in capital or gain "realized" when one asset is transferred for another
really is not income at all. One "whole' has been exchanged for another
"whole." When a person spends the increase in value he is really disposing
of a part of his asset, not income. In short, there is nothing about a capital
"gain" to distinguish it from the rest of the capital; the entire capital is

equally as spendable or disposable,

This quality of capital gains distinguishes it from income. Since
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the inception of federal taxation of capital gains this distirction has been
recognized by Congress as one justification for extending different tnx
treatment in this area than imposed in the area of ordinary income. The
amendments now enacted by the House largely ignore this important dis-
tinction, seeking to tax the increase in value of an asset as if it were
ordinary income, Not only does the House disregard this basic difference
between capital gains and income, but also it has, in an effort to reform
the tax structure, chosen to ignore another basic reason for offerinyg
so-called "special treatment'' for capital gains that has been recognized

by past Congresses, namely the necessity of encour 'ging capital investment.

I firmly believe that the amendments enacted by the House, in
particular the repeal of the alternative capital gains tax and the lengthening
of the holding period, will result in investors curtailing investments go that
expansion of the economy through creation of new or expanded facilities
will be sharply reduced. The effect of repealix;g the alternative tax rate
and increasing the holding period for capital gains on exchange of property
will be most damaging to our equity markets and, in my opinion, the federal
government is bound to lose, not increase, revenue as a result of the
inevitable decline in the attractiveness of U. S. security investments. 1

am sure it is not the intention of this Congress to kill the goose that lays

the golden egg.

The expansion of the holding period from six months to one year

will 1essen the attractiveness of an investment in the first instance, and
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will further serve to postpone sale of securities that otherwise would be
sold, reducing liquidity of the securities markets, The damage to be
suffered inthe securities markets from loss of liquidity will be much greater
than any revenue benefits that the House apparently feels will arise from

denying long-term capital gains treatment to assets sold in the period seven

to twelve months after acquisition.

Wealthy investors account for a major portion of the capital
provided in our economy. The present alternative capital gains tax - a
maximum of 25% on net long-term capital gains as opposed to the imposition
of a regular tax on 50% of net long-term capital gains - does benefit the
wealthier members of our community; but more important it is the encourag-
ing factor that spurs the wealthy investor on to make his capital available.
If the repeal of the alternative tax as provided in the Act is retained, there
is no doubt that transactions will be curtailed and that the capital of the
wealthy will be less readily available, Increasing the corporate maximum

rate to 30% from 25% will have a simijlar adverse effect.

Other undesirable results can be expected from increasing taxes
on capital gains. Possessors of large amounts of capital may be expected
to shy away from common stocks, venture capital and other capital gains
situations in favor of either taking capital abroad (perhaps even changing the
domicile of the possessor) or deferring the realiz ation of capital gains. It
seems apparent that at the very least possessors of capital will, upon con-

sideration of the burdensome taxes imposed, begin to look elsewhere than
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the organized domestic stock markets for investing their capital, I believe
that investment funds in our free enterprise economy should be permitted to
flow to the point where return is maximized, and should not be impeded by

artificial tax considerations which will further aggravate capital shortages.

The Nation's already serious balance of payments problem 1"nay
be worsened by passage of laws non-beneficial to holders of capital. In
1968, our balance of payments was greatly aided by an estimated $2, 3 billion
of U. S. securities purchased by foreigners. *  After a number of years
of decline, foreign confidence in U. S. common stocks is on the increase
because of, for among other reasons, the substantial levels of foreign
sales of American mutual funds. To the extent that our equity markets
deteriorate in liquidity or attractiveness, foreign investors will look to
other forms of and areas for investment. Thus, the significant inflow of
foreign capital may well be expected to decline, thereby compounding

the already unfortunate balance of payments problem,
CONCLUSION

I feel that the amendments to the existing capital gains tax
structure adopted by the House in the Tax Reform Act ignore the difference
between increase in value of capital and income, the need to encourage rather
than discourage capital savings or investment, and the dangers to the economy
and securities markets, While I have directed most of my remarks to the
effect on securities markets of but two of many proposed amendments, it is

my opinion that the amendments, as a whole, by increasing the tax burden

* FORTUNE MAGAZINE, August, 1969
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on holders of capital or reducing their freedom of action will have serious

negative consequences for all capital markets in this country,

Therefore, I respectfully urge the rejection of the capital gains
amendments contained in the Tax Reform Act of 1969, and suggest instead
that consideration be given to setting up a separate structure for taxation
of increase or 'gain" of capital, apart from the income tax. This would
give clear recognition to the distinction between capital increase and
ordinary income, and would permit incentives needed to attract capital
required to benefit the long range needs of our economy. Further, it
would increase revenues to be collected by the Federal Government, not
only through sums realized by a capital gains tax but also through the tax

revenue from the general increase in business activity that would result.

This might best be accomplished by progressive tax on capital
gains at a rate lower than that applicable tv ordinary income. At some point,
say $300, 000 of capital gains for the year, incremental gaim; would be taxed
at a declining rate. While the decline might appear to be somewhat novel,

1 believe that it would permit possessors of substantial capital freedom and
flexibility not now possible to channel great amounts of capital to points
where new capital might otherwise not be available, so that new industries

and jobs could be created for our growing population,

A further innovation might include taxation at the source of foreign
investors' capital gains. Capital gains of foreigners currently are not taxed.

By placing their capital in our economy, foreign investors are, in essence,
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utilizing the advantages of the most highly developed nation in the world without
contributing to its support. In this respect, these foreign investors enjoy a
free pa'rticipation in the American economy not accorded our own citizens.

In all fairness, foreign capital should be willing to bear a fair share of

our tax on capital gains,

Thank vou,
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REFORMING CAPITAL GAINS: THE $100 BILLION MISUNDERSTANDING

By
Dr. Harley H. Hinrichs*

1. Professional economists and students of public finance generally agree
that the capital gains provisions of H.R. 13270 are an improvement over qgisting

tax law. The Treasury proposals are not.
2. Further significant improvement can be made:

(s) Treatiy capital gains as ordinary income in the context of income
averaging and lower top rates (to 50% or below) would be the most significant tax
reform that the Senate could accomplish. This would:

--generate up to $8.5 billion in new revenues making other reduc-
tions and reforms possible,

--enormously simplify the tax code (and H.R. 13270).
--advance both equity and economic growth.

(b) Closing the $3 billion loophole of allowing $20 billion in capital
gains annually to escape taxation by transfer at death would eliminate the present

reward of s tax-free step-up in basis. This would:

--unlock capital now frozen in anticipation of the tax-free transfer
at death. The financial community would serve its best interest by promoting such
a reform. Furthermore, this reform combined with the House-passed 12-months holding
‘period would increase capital mobility and improve the allocation of resources. In-
deed the Treasury recommended it in 1963.

~-greatly improve the equity of the tax system and at the same time
generate up to $15 billion between 1970 and 1975, As a minimum start capital gains
accrued after January 1, 1970, can be included; better yet, past gains (some $400
billion in gains outstanding held by scme 4 million top wealth-holders) represent
a potential federal revenue flow of nearly $100 billion which should not be allowed
to escape over the next generation.

L A L L T T P

*Associate Professor of Economics, U.S. Naval Academy, and Lecturer in Economics,
University of Maryland Graduate School; member of the Editorial Advic:ry Board of
the National Tax Journal, the official journal of the National Tax Association, and
Consulting Editor of the Center for Political Research, publisher of the National
Journal. The views expressed in this paper are those of the author and do not
necessarily reflect the views of any of the above organizations. The author was a
Fiscal Economist, Office of Tax Analysis, Office of the Secretary of the Treasury,
and participated in preparation of the Revenue Acts of 1962 and 1964.
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BASIC DATA SUMMARY FOR CONSTRUCTI_YE REALIZATION OF CAPITAL GAINS AT DEATH
(bi..a.ons of §)

Appreciable . .
Assets - Individual Wealth Decedents ' Wealth Decedents' Unrealized Capital Gain
1953 Total Top! Other Total Top  Other Total Top Other
Real Estate $442.6 §$ 70.1 $372.5 $9.757 §1.552 §$8.205 $4.545 $0.853 $3.692
Stock 2/ 127.2 105.7 21.8 3.487 2.983 .504 1.463 1.312 0.151
Non-Corp. Equity 187.4 20.0 167.4 4.498 0.48C 4.018 1.397 0.192 1.205
Total $757.2 $195.8 $561.4 $17.742 $5.0615 $12.727 $7.405 $2.357 $5.048
1958 -
Real Estate $ 633.3 $114.0- $519.3 $13.934 $2.509 $11.425 $6.521 $1.380 $5.141
Stock 252.0 216.7 35.3 5.797 4,985 .812 2.437 2.193 .244
Non-Corp. Equity 243.8 31.7 212.1 5.850 .760 5.090 2.059 .304 1.755
Total $1,129.1 $362.4 $765.7 $25.581 $8.254 $17.327 $11.017 $3.877 $7.140
1963
Real Estate $ 800 $160 $640 $17.600 $3.520 $14.080 $ 7.390 $1.760 $5.630
Stock 400 350 ) 9.200 8.050 1.150 3.890 3.540 .350
Non-Corp. Equity 300 45 258 7.200 1.080 6.120 2.270 .430 1.840
Total 1,500 $555 3945 $33.000 $12.650 $21.350 $13.550 $5.730 $7.820
1968
Real Estate $1,300 $250 $1.050 $28.600 $ 5.500 $23.100 $12.490 $2.750 $9.740
Stock 580 500 80 13.300 11.500 1.800 6.470 5.750 .720
Non-Corp. Equity 500 100 400 12.000 2.400 9.600 5.040 1.200 5.840
$2,330

330  $850 $1.330 $53500 $15°400 §54°500  $24°000 35700  $14.300

1/Gross Estate tax filers (assets over $60,000)

E?Stock held by individuals but excludirg personal trust fund-held stock.
Source: Harley H. Hinrichs, Center for Political Research; estimates for 1953-63 originally prepared for
the Office of Tax Analysis and these Hinrichs estimates are published with their methodology in
Martin David, Alternative Approaches to Capital Gains Taxation, Brookings Institute, 1968, p. 1Q0.
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FIGURE 4-4. Eresleon of Siatwtory Brucket Tax Rates Through Variows Provisiens of the Individuval iIncome Tax,
1964 At

2Fective Rute (Pervent)
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Sowsss Josaph A. Peshmen, foduwral Tax Policy (Brovhings nutiution, 1 9442, p. 6.
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Summary of Statcment

i recommend to the Finance Committee that the capital
gains tax law be amended to provide for realization of gain
or loss upon a gratuitous transfer of proparty, inter vivos

or at death, on a comprehencive basis,

The question whether this change in the income tax law
should be made is one of legislative policy. The Constitution
leaves the Congress free - act in this matter. And the draft-
ing difficulties that would be encountered in connection with
this change in the law are not peculiarly difficult.

The national economic consequences of either leaving the
capital gains tax law in this areca as it is, or changing to
realization at death as I recommend seem sufficiently minor so
that the legislative decision need not be greatly influenced
by this factor.

I think that the key factors are the weight to be attached
to the burdens placed by the income tax law upon family interests
in an adequate level of annual maintenance on the one hand, and
family interests in the inheritance of property on the other. In
these terms, I think that our present practice of forgiving the
gains tax upon appreciated assets retained until death is inappro-
priate because it results in an unjustifiable subsidy to the in-
terests of gome families in the inheritance of property, as opposed
to the interests of others in such inheritance, and becausc this
subsidy to inheritance seems incongruous ip the light of the bur-
dens placed by our mass income tax upon family interests in

annual maintenance.
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A Recommendation that H.R. 13270 be Amended to
Provide, COmbrehensively. for the Realization of
Capital Gain or Loss on Transfera of Capital Assets
by Gift or at Death, and that Unrealized Gains in
Respect of Property Held in Trust be Taxed Once in
Bach Generation-~-And a Comment. Upon a Related As-
pect of Pederal Estate and Gift Tax Reform

Thomas L. Waterbury
Professor of Law
University of Minnesota

Let me first state the change in the gains tax law which
I am supporting. At least since 1918, the federal income tax
law has provided that assets owned by a decedent at his death
should acquire a new cost basis for federal income tax purposes
in the hands of the decedent,'s successors. The Section of the
Internal Revenue Code of 1954 which so provides is Section 1014.
This new cost basis is equal to the market value of the assets
at the date of death (with limited exceptions which may be ig-
nored for present purposes). The result of this new basis is to
permanently eliminate the payment of gains taxes on any appreci-
ation in the value of such assets during the period of the dece~
dent's ownership. (E.gq., if A bought shares of X stock for
$10,000 thirty years before his deatk, and still held them at
- his death wﬁen they were worth §$50,000, the new basis would be
$50,000, and no gains tax would be due if A's executor sold the
shares in the course of administration of A's estate.) Of course,

v
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this new basis at death can wipe out deductions for unrealized
capital losses too--if an asset declines in value between the
date that a decedent chuiteo it and the date of his death.
But since investors are more prone to retain their successful
investments than their unsuccessful ones, the principal conse-
quence of this new basis at death is the "forgiveness® of the
gains tax on appreciation, '

The change in the gains tax law that I am supporting would
realize these gains at death, requiring payment of the gains tax
in a decedent's final federal income tax return, which will be
filed by his personal representative after his decath. In the
illustration above, A's representative would report A's $40,000
of appreciation in X stock in A's final income tax return, and
pay a gains tax on this appreciation. This change in the law
is commonly referred to as a change from “gains tax forgiveness

at death" to "gains tax realization at death," and I will use
this terminology here.

I also support the realization of unrealized gains in the
event of an inter vivos gift of an appreciated asset, the gain
to be taxed to the donor in the year of the gift. 1In the caeé
of gifts made since 1920, the donor's cost basis has "carried
over" to the donee. The Section of the Internal Revenue Code
of 1954 which so provides is Section 1015. (Again, there are
some refinements which may be ignored for present purposes.)
This statutory solution is commonly referred to as a “carry-over

basis rule,” and I will use that te.m here.

It is true that the carxy-over baris rule of Section 1015

does not immediately result in gains tax forgiveness, as does
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the forgiveness at death rule of Section 1014, Indeed, if the
donee immediately sells the property, any gains will immadiately
be taxed. But the donee may not sell. 1If an individual, he may
retain the property uﬁttl his own death and achieve forgiveness
of the gains tax. If a trustee, he may retain the properiy
throughout the term of the trust (which may be a century cx more),
and then distribute it (in a non-taxable transaction) to texminal

beneficiaries.

Realization.at_dé?th has been discussed academically for
years, and was receﬁiiy broposed to the Congress. The Kennedy
Administration presented restrained proposals of this kind to
the Ways and Means Comuittee of the House in 1963. The Committee
failed to approve them. Why, then,;do I revive the topic at

this time?

In a few words, the reason is that I think realization at
death may have been rejected by the Ways and Means Committee in
1963 because of errors of judgment made in developing and support-
ing the prnposal, and that I have some arguments to offer in
support of realization at death which the Finance Committee, and
ultimately the Congress, may find to be perstasive.

The Kennedy Administration presented its realization at
death proposals as part of a revision of capital-gains taxation
which included a lowering of gains tax rates, and advocated
realization at death primarily on the ground that if an investor
knew that he would have to pay gains taxes on his appreciated
assets at death if not before, the "lock-in" effect of the gains
tax would be reduced. That is, investors would be less likely
to retain appreciated asscts that, gains taxes aside, they would
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prefer to sell in order to make more attractive alternative
investments, if they knew that they would ultimately have to

pay the gains tax anyway.

-

J am not a formally educated economist, but I have a basic
understanding of public finance, and have worked to some extent
with public finance economists. I have studied the economic
aspects of realization at death in general, and the "lock-in"
problem in particular, with some care. I was ultimately able
to summarize the resulis of that work in about nine pages of a
Law Review Article. My -onclusions, in most pertinent part,

are as follows:

“This brief lock at the economics of gains tax
forgiveness and reulization at deatl suggests
that it does not matter much to the national
sconomy which choice is made.

“Apparently, the "lock-in" effect of con-

ditioning the gains tax, inter vivos, upon a

voluntary transfer would be somewhat reduced

by realizing gains at death, though the national

economic significance of the change secms slight.*

There is evidence that the Ways and Means Committee is
not much impressed with the "lock-in" problem in the current
proposals of the House Bill to somewhat increase capital gains
tax rates und lengthen the required holding period.2 But
even if one is impressed with the economic importance of keep-
ing gains tax rates down in order to minimize "lock-in" effects,
it does not follow that realizing gains at death would solve
the "lock-in" problem. The central difficulty with gains tax
realization at death as a “lock-in" remedy is that it is only
helpful insofar as owners of appreciated assets decide whether
to retain or sell them "in contemplation of dcath"--that is,
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with an eye to the alternative of holding the assets until
they die in order to avoid the gains tax. And it is not very
easy to accept the 1dga that the national economy is heavily
dependent upon the investment decisions of people (or those of
the investment advisers of people) who expect to die soon
enough so that holding appreciated assets until death appears

as a prominent alternative to “selling now."

Having concluded myself that the Kennedy Administration's
economic case for gains tax realization at death was not a very
strong one, I have supposed that the Ways and Means Committee
might have reached the same conclusion, And if they did, the
Committee may also have thought that this realization at death
proposal ought not to be enacted until a further case was made

for it.

I have spent a substantial amount of time investigating
the subject since the Kennedy Administration's proposal was
advanced, and have emerged from that investigation with a fur-
ther case that I find persuasive. This case of mine was pub-
lished in the Minnesota Law Review in the Fall of 1967,3 and

I have brought along some reprints for such use (if any) as
the Finance Committee Staff might wish to make of them.

Much of this Law Review discussion is concerned with essen-
tial technical matters which need not be reviewed here. Thus
this discussion includes an investigation of the constitutio n-
ality of gains tax realization at death. (I am satisfied, for
reasons elaborated there,4 that the Finance Committee need not
hesitate to svmport gains tax realization at death because of
constitutional doubts.) And this discussion concludes with a

v
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review of the technical drafting problems that would be encoun-
tered in giving legislative expression to gains tax realization
at death. (I am satisfied, for reasons elaborated there.s that
the Finance Committee need not hesitate to support gains tax
realization at death because of drafting difficulties.)

What I want to discuss here are the basic reasons why 1
think that gains tax realization at death should become a part
of our income tax law, immediately, and on a comprehensive
bagsis. These reasons are not elaborate. They are as follows.

First, most gifts and transfers at death of appreciated
assets are made to, or in trust for the benefit of, members of
the transferor's family.6 (Transfers to charity are not un-
common, particularly in disposing of large estates, but they
raise distinguishable questions regarding the appropriate scope
and character of subsidies to charitable giving, so I put them
tv one side for purposes of this discussion.)

When we forgive the gains tax at death by giving the de-
ceased property owner's successors a basis for his appreciated
' assets equal to their market value at his death, the practical
result, then, is very largely z subsidy to the transfer of
wealth within the family. The result is a subsidy because for~-
giving the gains tax leaves more wealth in the hands or the
family than would be the case if the gains tax had to be paid.
This fact alone is not a reason for opposing gains tax forgive-
ness. I have developed at length in the Law Review discussion
already referred to my reasons for believing that the interests
of families in the financial security and opportunities of their
success;ve generations are important social interests which are

entitléﬁ to respect under our progressive income, gift and
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death tax ltruccure.7 The objection to the subsidy afforded
by gains tax forgiveness is that it is an irrationally distri-

buted one. This is my next point.

Pamily interests are of fundamental importance in our soci-
ety, for the obvious reason that the society is by and large com-
posed of families. The family is our foundational social unit.
Thexefore it makes no sense to have.a tax structure which con-
tains subsidies to the financial security and opportunities of
the members of some of the families in the society, to the rela-
tive detriment of the financial security and opportunities of
the rest, unless thoge subsidies can be justified as achieving
something of importance for the society that could not as readily

be achieved without them,
Gains tax forgiveness at death cannot pass this test.

No significant national econcmic interests are served by
forgiveness at death that could not be served, equally well, by
offsetting changes in the tax law that do not involve compa-
rable subsidies. (I do not say that gains tax forgiveness cannot

" be supported by economic arguments. As my late teacher Grover

Grismore used to say of the Law of Contracts, "You can find
authority for anything.” 1Indeed, I know of an estate planner
who is full of economic arguments in favor of forgiveness at
death, I only say that, if the Finance Committee consults pro-
fessional economists of good competence in this matter, they
will support my conclusion.)

More specifically, gains tax forgiveness does not have
peculiar value to the'economy as a source of incentives to work,

v
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save or 1nvest.8 And gains tax forgiveness does not have pecu-
liar value to the economy as a subsidy to tlie formation of
private capita1.9 And gains tax forgiveness is not required in
order to avoid economically undesirable liquidation problems in
administering the estates of decedents.lo And gains tax forgive-
ness certainly does not contribute'to eliminating the "lock-in"
problem in an economically indispensable way. (It will be recalled
that the Kennedy Administration advocated realization at death

as a solution to the fg‘gck-im" problen.)

And, turning ffﬁm'phe interests of the economy as a whole
to family interests, gains tax forgiveness is not a plausible
subsidy to family interests in the inheritance of property.

Assuming that family ‘interests in the inheritance of pro-
perty are entitled to due consideration in designing the tax
structure, gains tax forgiveness is not a plausible subsidy to
family interests in inheritance. It is true that a fellow who
gives his appreciated assets to the members of his family inter
vivos, or retains them until his death and then transfers them
to his spouse, or children, or other relatives, has demonstrated
that he wanted the transferees to have the assets. But another
who has found it necessary, or desirable, to sell his appreci-
ated assets during his lifetime scarcely demonstrates, by sell-
ing them, that he is less interested than the fiﬁst in the eco-
nomic welfare of his spouse, or children, or other relatives.
What he has demonstrated instead is that he thought it was a good
idea to sell. Logically, this decision does not involve any

rejection of the interests of one's family.
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Also, in terms of tho priority of family interests, it is
hard to see why the family interest in inheritance should be
subsidized to a greater'dcgrea than the family interest in cur-
rent maintenance. There are more families in the society that
have an immediate interest in an adequate level of annual main-
tenance than there are families that have an immediate interest
in the inheritance of material amounts of property. Yet we
have found it necessary to resort to mass taxation under the
federal income tax, and hence to raise a great deal of revenve
from families that have relatively modest incomes. If we are
to continue to do this, it seems inevitable that we will not
be able to exempt incomes that are'reasonably required to fund
an adequate level of current family maintenance. And if this
last is so, it seems inevitable that gains tax forgiveness at
death will remain vulﬁérable to the objection that family inter-
ests in the inherltance ‘'of property ought not to be subsidized
in preference to family interests in an adequate level of cur-
rent maintenance. The gains tax, after all, is levied at prefer-
ential rates, which are not notably progressive at the maximum--
even under the House Bill, which would increase the maximum
gains tax rate to one-half the maximum tax rate on ordinary

income.

It is true that the inheritance of property is restrained
by federal gift and death taxes which do not apply to family
income that is devoted to maintenance expenditures, but it does
not follow that these taxes are adequate substitutes for collect-
ing the gains tax at death if not before. The basic reason is
that federal estate and gift taxes apply in the game way to
family wealth, whether or not it was accumulated With the aid
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of the subsidy of gains tax forgiveness, and without regard to
the extent to which its accumulation was otherwise impeded by
the income tax. It does not seem practicable, therefore, to use
these taxes to perform the function of gains tax realization

at death.

Gains tax realization at death is not objectionable, either,
on the ground that it would result in excessive taxation of the
inheritance of property, because of our pre-existing federal
estate and gift taxes. Any such exception necessarily assumes
that family wealth which has been accumulated without the aid of
gains tax forgiveness is now exposed to excessive taxation under
the existing gift and estate tax laws. Instead, gains tax reali-
zation at death should be enacted, and federal gift and estate
tax rates whould thep bq reviewed in the light of the fact that
they will be imposed as a second, or subsequent, tax on family
wealth that has already been reduced by the income tax.

The foregoing will suffice as a terse statement of my gen-
eral case for gains tax ééilization at death. I have also said
that realization at death should be enacted on a comprehensive
basis. Something shuuld be said about this, though apart from
one's view of the persuasiveness of the general case, the question
of comprehensiveness is inevitably a matter of addressing parti-
éular questions, and many more of them are acddressed in my Law '
Review discussion, already referred to, than can be addressed
here. For present.purposes. four, hopefully well-chosen, points
may be made. '

First, would it not make sense to have a reasonably substan-
tial exemption, in order to avoid reducing "small estates” by
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realization at docath? I think not, in viow of the vezy low
lavel of exemption permitted under the income tax for incomes
devoted to family maintenance. Exemptions on grounds of admin-
istrative convenience (e,gq., in respect of personal belongings,
and household furnishihgs, which, with the exception of a few
categories of valuables, are likely to be worth less than their
cost on the second-hand market) would, of course, be appropriate.

Second.y, since a surviving spcuase in community property
states is regarded as the owner of one-half of the spouses'
community property, presumably one-half of unrcalized community
property gains ought not to be realized on the death of the first
spouse to die. Therefore, in order to achieve equality of treat-
ment for surviving spggses;in non~comnunity property states,
ought there not to pg;éﬁ*"equalizing" exception to realization at
death for appreciaﬁég p;bperty passing to a surviving spouse? I
think not, despite the availability of analegies to income~split-
ting between spouses, and to the federal estate tax marital deduc-
tion. Income splitting béfween spouses, unlike gains tax forgive-
ness, does not exempt income from taxation, and, unlike a ce;ry-
over basis rule, does not permit indefinite future déferral of
the income tax-~income splitting between spouses only reduces the
tax rate, and capital gains already benefit from a preferential
rate. And an exemption of a deceased spouse's unrealized gains
from realization at death, insofar as his appreciated assets
were transferred to his surviving spouse (perhaps subject to a
ceiling of one-half by analogy to the community property situation
and the estate tax marital deduction) could result in the forgive-
ness, or indefinite deferral, of tax on a very lirge amount of
gain. Again, in view of the low level of exemption permitted
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for incomas devoted to family maintenance under the income tax,
this does not secem sensible. S0 I think that, in this situation,
the way to equalize treatment of surviving spouses in common law
and community property states is to appl) realization at death

to both the deceased and the surviving spouse's share of unre-
alized community property gains. (I do not uuggeét that there

is a strong case for such equalization: arguably, the co-tenancy
of community property spouses should be recognized for realiza-
tion at death purposes. After all, there are differences between
the marital property rights conférred by community property stat-

utes, and those generally prevailing in other states.)

Third, if gains tax realization at death is to be enacted
comprehensively, does it not follow that life insurance gains
should be taxed to thé;gwner-insured of a life insurance policy,
who “"gains* the préééeaé by his death? Analytically, this is a
difficult qustion,‘whiéh is treated at greater length in my
Law Review discussion than seems appropriate here.1 For
present purposes, sufficqlit to say that, at least in the case
of the proceeds of "pure" life insurance (i.e., proceeds in
excess of policy reserves--policy reserves contain 271 element
of accrued, but un-taxed, interest) purchased to insure the
policy benecficiaries against the premature loss of the income-
producing capacities of the insured, I think the answer is no.
Statistically, the families of "bread-winners" are unlikely to
be fully insured against the loss of future income through the
premature "bread-winner" deaths. So the proceeds of insurance
on such a decedent's life are unlikely to equal the provision
which the insured would have made for the policy 'beneficiaries,
had he lived out his productive expectancy. Argu;bly, as a
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matter of social insurance, the sur.iving contemporaries of
such under-~insured decedents ought to make the latters' income
tax contributions to tho cost of government, leaving the life

insurance proceeds for dependents.

To be sure, owners of appreciated assets may die prema~
turely too, but they will rot in the average case, and asset
appreciation is not normnally created by the death of the owner
of the asset. Conversely, “pure" life insurance gains are
created by a death that is statistically premature.

Fourth, and finally, what should be done to insure that
unrealized gains are realized, periodically, in the case of
assets which appreciate in the hands of a multi-generation
trustee? I think that such realization should be provided for in
the course of enacting realization at death legislation. But
the kind of case in which this problem arises is one involving
enough factual detail to require a rather lengthy illustration,
and since the same sort of illustration will be required in con-
nection with my next, and final, topic, economy of words will

be served by deferring this final point.

So much for the comprehensiveness of the realization at
death remedy that I recommend. It remains to supplement the
general case for realization at death, and the particulars just
discussed, with some attention to an unmanageable topic that is
broader than either, viz: assuming that a comprehensive reali-
gation at death remedy of the sort just described would improve
the income tax structure, would it not be preferable, in terms
of fairness, to postpone the adoption of this remedy, pending
other reforms in the income, estate and gift tax law to eliminate
more flagrant instances of subsidies to family interests in the

inheritance of property?
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I addressed this topic in a limited way in the Law Review
discussion previously referred t.o,13 suggesting that the adop-
tion of realization at death ought not to be deferred on this
final ground. I have not changed my mind. But since the punli-
cation of that discussion, I have about finighed another (regard-
ing the avoidance of gift and eséate taxes by means of multi-
generation transfers in trust) in the course of which I have
given this topic further thought. Hence some of the comments

which follow.

Again, only an illustrative discussion is possible here.
For illustrative purposes, let us consider the relative priority
of enacting gains tax realization at death, and of doing some-
thing equally comprehensive to eliminate the avoidance of gift
and estate taxes by means of multi-generation trusts (which,
under present law, can insulate family wealth from federal es-
tate and gift taxation for a century or more). Let me illustrate
this estate and gift tax problem (referred to in a current Amer-
ican Law Institute atudy14 a8 “rhe Generation-Skipping Problem*)
with a hypothetical case, which, in its federal cstate and gift

tax aspects, seems quite realistic.

Case A

In 1932, anticipating the imminent permanent enactment of
the federal gift tax,'A, aged 55, transferred stock in several
family corporations of the market value of $1,000,000 to "inde-
pendent” t-ustees (who were nonethcless reliably interested in
" maintaining business connections with A and A's family). A's
federal income tax basis for the stock was $100,000 (its value
on March 1, 1913). The trustees were authorized to retain this
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stack, and to participate in corporate reorganizations, and

were dirccted to pay the trust income to Aj;s daughter D, aged 30,
for life, and then to her surviving daughter G, aged 5, for life,
the principal to bo distributed upon G's death to her then-sur-
vivi;g issue per stirpes, or if none then over to other issue

of D.

Now, in 1969, the trustees hold stock in several additional
corporations in which A's family is interested, but this stock
was all acquired in the course of income tax free corporate re-
organizations, &o that all of the stock held by the trustees
still has an aggregate basis of $100,000. 1Its market value, how-
ever, is now $10,000,000. A is deceased, having paid no gift
or estate taxes in respect of the trust property, which was of
the market value of $6,000,000 wvhen A died in 1960. D is now
aged 67. When she dies, no ectate taxes will be payable in
respect of the trust property. G is 42, and has four children,
ranging in age from 20 to 10 years. When G dies and the trust
property is distributed, no estate taxes will be payable in re-
spect of the trust property. Thus the actuarial probabilities
are that the first estate tax liability to which this trust
property will be exposed will be in another 50 to 70 years, upon
the successive deaths of G's children. Thus far, no gains taxes
have been paid by the trustees in respect of the appreciation in
the value of the trust property which has occurred since 1913.
Conceivably, no gains taxes will be payablc at all in respect
of this appreciation, for the trustees might not make a taxable
sale of this stock prior to the texrmination of the trust on G's
death, the disctribution itself would not be a taxable event, and
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G's four children might retain their stock until their deaths,
and if gains tax forgiveness is still in the income tax law in
50 to 70 years, their successors will gaet a new basis for the

stock equal to its then market value.

This hypot:h etical case is surely atypical in its assump-
tion of a trust principal that has never been exposed to an
income tax, and in its assumed deferral of gains taxes for more
than 50 years. Also, the emphasis placed upon the possibility of
further deferral fosiﬁegthér half-century or more is conjectural.
These aspects of the-case, do, however, highlight the final
point regarding the need for a comprehensive realization at
death remedy which was previously deferred-~that there must be
some provision for(perioqig realization of gain in the case of
assets held in trust over several generations, if such trusts
are assuredly to be prevented from postponing the realization of

gains over very long periods of time.

Such a supplemental remedy would be ncecessary in cases,
such as Case A, in which successive generations of trust benc-
ficiaries did not have a sufficient interest in the trust prop-
erty to cause that property to be included in their estates for
federal estate tax purposes at death. And since the gains tax
is not a notably progressive version of the income tax, it is
hard to see why the opportunity for such prolongéd deferral
should be permitted to remain open--even though the retention
of an appreciated asset in a trust for more than a generation

may be more or less unusual.

Moreover, unless a currently enacted realization at death

remedy were extended to multi-generation trusts such as this,

v
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the current and future beneficiaries of such trusts would ver-
tainly enjoy a dramatic prefercnce over the bencficiaries of
much more modest contemporary and future accumulations of wealth,
if realization at death were comprehensively applied to the latter.
Opponente of realization at death in the case of smaller estates
could certainly argue very forcefully that if the spouses and
children of contemporary decedents of modest wealth should accept
realization at death in order to ach.eve a tax structure that did
not exalt family interests in the inheritance of property over
family interests in adequate annual maintenance, later issue of
past decedents of great wealth who have succeeded (to date) in

t

avoiding our federal gift and estate taxes should join the parade:

So much for the question whether a supplementary realiza-
tion at death remedy ought to be applied to such trusts. Let us
turn, in conclusion, to the question whethar there is a stronger
case for devising and enacting a generation-skipping remedy to
deal with prolonged federal estate and gift tax avoidance via
such transfers as that involved in Case A, than for proceeding

with gains tax realization at death.

In my earlier Law Review discussion,15 I answered in the
negative, essentially on the ground that a generation-skipping
remedy was, in its application to future transfers, primarily a
vzhicle for collecting second and subsequent rounds of gratuitous
transfer taxes, while gains tax realization at death was merely
a vehicle for collecting an initial (and not very progressive)
income tax. The underlying thought was simply that a less pro-
gressive tax is easier to justify than a more progressive tax
because the appropriate degree of progression in a tax structure

is an intrinsically vexed question.
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I should have added thal Lthe incoive tax should be the fiist
tax imposed upon unrealized appreciation in order to apply estate
or gift taxes to a base that has in all cases becen reduced by an
initial income tax (either an ordinary income tax on personal
savings used to purchase an asset which does not appreciate, or a
gains tax on realized gain if an asset which does not appreciate
is purchased with the procecds of sale of an appraeclated asset
previously reld, or a gains tax realized upon a gift or transfer
at death of an appreciated asset). And I should have emphasized
the importance of this to achievement of a reasonably even-handed

gift and death tax system.

Also, I should have qualified the argument I did make. The
levy of another progressive tax upon an accumulation of family
wealth once in each generation is not a repesated levy upon pre-~
viously taxed wealth to the extent of unpredictable asset appreci-
ation occurring during the intervening generation. As to that

appreciation, it is an initial prog}essive death tax.

Also, there is a basic argument in favor of progressive
gift and death taxes which qualifies my family-interest oriented
arguments, and which merits attention., That argument rests on
the assertion that we do not permit the accumulation of very
large personal fortunes primarily out of regard for family inter-
ests in the inheritance of property, but out of regard for the
advantage to our economy of having people who have great skill in
making investment decisions in control of investable wealth. (This
is not an economic argument to the effect that these economic ad-
vantageslare in fact very substantial. The point is, merely, that
our practices in this regard have been justified primarily upon

economic grounds. I think this is true.
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The nevt step in the argument ia the assertioa that, once
the person whose economic skills accumulated the wealth is de-
ceased, there is abruptly less economic reason to leave the wealth
in a few hands. A good many economists of undoubted fidelity to
the free market system, and of undoubted professional stature,
accept this view. This is an economic argument, centering on

incentives to accumulation.

If one accepts these economic v'ews, there is a pretty
strong case for relatively heavy progresaive gift and death taxa-
tion of very large accumulations of wealth (e.q., at maximum

rates substantiélly in excess of 50 per cent).

And hence, if one accepts these economic views, there is a
pretty strong case for exposing large accumulations of the past
to substantially nrogressive gift and death taxation as soon as
possible--particularly if they were initially accumulated without

being exposed to such taxes as in Case A.

And there are a number of historical facts about the evolu-
tion of our progressive taxes on incomes, estates and gifts to
suggest that there may be quite a few real cases which more or
less involve the kind of estate and gift tax avoidance illustrated
in Case A. Some of these are synopsized in the following extract
from my Law Review discussion, previously referred to:

To briefly review some familiar history, progressive

taxation in this century began with the enactment of a

progressive income tax which, by its basis rules and

exemption of gratuitous receipts, treated past accumula-
tions as sacrosanct. Several years later, an estate tax

was added which permitted an accumulation of wealth, once

exposed to the tax, to escape further death taxcs for the
period of perpetuities if the transferor chose to take

110a



~20-

full advantage of hix chan¢e to make a multigencration
transfer in trust. Gains tax forgiveness at death
accompanied the e¢state tax, allowing the transferor to
defer surther gains taxes on appreciation in the trans-
ferred property for the full term of the trust, and
indeed, beyond it if no realization was required in the
course of terminal distributions of principal.

A gift tax was »ot permanently added for another
decade and a half, during which interval, a well-advised
inter vivos transferor could achieve all of the multi-
generation trust blessings above-mentioned, except gains
tax forgivencss at death, without sustaining the initial
burden of paying the estate tax.l6

(It might not be miss to add that no such philosophy as
that just outlined is reflected in the American Law Institute's
recently recommended “Additional Tax" solution to the “Generation--
Skipping" problem.

On the contrary, the American Law Institute would not apply
its Additional Tax to past genaration-skipping transfers. There
is a good reason on the facts for this position. The Additional
Tax is a generation-skipping “remedy’ that is vulnerable to
astute pre-planning, and at the same time one that could penalize
failure to pre-plan very severely. Consequently, were the Addi-
tional Tax: #0 be comwonly applied to past and future generation-
skipping transfers, thw past ones (hccensarily designed without
regard to it) would prubably be much the more heavily burdened.

I do not mean to emdorse the Additional Tax. Instead, for
reasons that are elaborated in an article to be published in a
few months, I think the Adlitional Tax a generation-skipping
remedy better calculated $0 perpetuate the generation-skippin§
problem than to reliewe it.)

To sum up, I am still of the opinion indicated at the outsete-
that the enactment of a comprehensive scheme for realizing gains
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at death is a better first step to tikce in bringing the burdeas
of the income tax upon family interests in maintcnance and inheri-
tance into a more plausible relationship to one another than a
program of reform involving the federal estate and gift taxes,
which treats as irrelevant the incscapably relevant question
whether these taxes are beipq irposed upon wealth that has been
exposed to the income tax, and which ignores the fact that it is
eagier to justify rigor in the collention of a less progressive
gains tax rather than a more progressive gift or death tax.

Nonetheless, I am more respectful of the case for rela-
tively heavy progressive gift and death taxation of very large
accumulations of wealth than I was a couple of years ago. And I
suppose that the enactment of a comprehensive realization at
death statute, which would yield gains tax revenues from many
smaller estates, would tend to enhance the appeal of that case.

80 perhaps acceptance of these realization at death argu-
ments of mine would lead to more unfavorable adjustments in

taxing the inheritance of property than I had thought earlier.

Even so, I urge the Finance Committee to weigh my argwnents
with care, because I think it of importance to the morale of
the society that national policies which have a substantial
effect upon important family. interests be designed thoughtfully
enough so that they are reasonably defensible.

The financial burdens placed upon familieé of modest income
by the federal income tax are, I think, heavy enough to have a
substantial effect upon family interests in adequate current
maintenance. Unfortunately, I think that family interests in

the inheritance of property now enjoy a relatively favored status,
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and while I think these interests ar: of importance and entitled
to respect under the income, gift and estate tax structure, it

seems well to face the fact that they are relatively narrow

interests when compared with those in adequate current maintenance.

(It must not be forgotten that the opportunities afforded the
children of families with modest incomes are affected in impor-

tant ways by the level of maintenance that prevails.)

As a person who teaches law school courses which, in the

main, are relevant to estate planning, I am constantly faced

with the question whether the tax law in this area "makes sense." *

I have found law students to be an admirably pragmatic lot, but
they are not oblivious to questions of reasonableness. It is
very possible that, since I deal more with students than with
practicing lawyers and the trust industry, I attach much more

importance to this matter than the community at large.

Conversely, it is entirely plain that the practicing estate
planning bar, and the trust and other related industries, have

their own build-in biases in this area.

So the question boils down to one of informed, political
judgment, which is why I have ventured to bring it to the

Finance Committes of the United States Senate.
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RESTRICTED ST"CK PLANS

STATEMENT OF
JOHN SEATH
VICE PRESIDENT AND DIRECTOR OF TAXES
INTERNATIONA L TELEPHONE AND TELEGRAPH CORPORATION
BEFORE

THE SENATE FINANCE COMMITTEE
" SEPTEMBER 16, 1969

SUMMARY

Mr. Chairman and Members of the Committee:
My name is John Seath. I am Vice President and Director of
Taxes for International Telephone and Telegraph Corpox'aﬂén.
I am appreciative of this opportunity to present what I hope
will be considercd a constructive view of restricted stock plans. We
urge that the tax treatment presently accord.ed to restricted stock plans
under long-standing Treasury regulations be continued for plans which
“offer restricted stock to the employees of the issuing corporation or a
subsidiary. | |
Numerous articles have been written over the last fifteen years
about the scarcity of management talent in the United States today.
Unfortunately, the articles are factual. In the statement we are submitting
today we provide examples of how small closely-held corporations are
able to offer to managers large bl.ocs of these stock at very low prices.
Shortly after the manager accepts the ofier to purchasé this stock at very

low priccs, those companies have gone public at much higher prices,



-2 -

with a corresponding huge gain to the employee taxed at capital gain
. rates afpcr six months holding. .

This type of enticement is diﬁic‘ult. if not impossible, for us
to combat. One of our weapons, in fact about our only weapon aside
from the fascination of working for a corporation tnat is alive and moving
forward constantly, is our restricted stock plan. This plan offers shares
of the employing corporation to employecs at half of the market value, but
the employee may not keep any gain through market appreciation unless he
remains with the. corporation at least five years for 5%.of the shares, and
25 years or retircment, if that is earlier, for the whole gai;x.

A plan such as this permits us to reward diligent employees and
gives the employee a strong reason to remain with and to work for the
success of the corporation. The point here is that this is not a gimmick

) plan; particularly not a tax gimmick plan. It is a plan to provide our
management employees with a real financial intcrest in their company
and a reward for their endcavors through market appreciation, if their
.endeavors are successful, |

It is no answer that the nceds of industry can be met through the
use of qualified stock options. The changes in the Internal Revenue Code
of 1964 have made these options not particularly attractive as an employee .
incentive in view of the decline of market prices, the higher rate of interest
on borrowed funds, the fact that lOb% of market price must be paid for the

shares, and that the shares must be held a minimum of three years.
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It has been said that the present treatment of restx:icted stock plans
constitutes."an unwarranted and unintended benefit." It has been alleged
that there are abuscs under the law as presently written. It aisc; has
been argued that the change in the treatment of restricted stock plans

proposcd in the House Bill would correct an inequity.

As far as the so-called "unwarranted and unintended benefit" is
concerned, perhaps it should be remembered that when Mr. Dillon was
Secretary of tl;e Treasury and testifi~ed before the Ways and Means Committee
during consideration of the Revenuc Act of 1964, he called the present
regulations specifically and favorably to the attention of the Committeec.

If there have been abuses which, as we understand it, means the
granting of the right to purchase shares in a corporation other than the
employing corporation or its parent, then we respectfully suggest that

the way to correct the abuse is to limit restricted stock plans to shares

of the employing corporation or its parent. It makes little sense to

destroy a whole structure of management compensation for a few abuses,

especially when the abuses may be corrected.

The present interprctation of the law has been in existence since
1959. Tax payers desiring to set up plans to provide an incentive to retain
their management employees have been able to obtain rulings from the

Internal Revenue Service that such plans were in accordance with the

.
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Internal Revenue Code. Suddenly we are faced withra turnaround by
. . the Treasury saying that for the last ten years it didn't understand the
law, and even if it did understand it, it should be changed,

We feel strongly that this House provision has been hastily
comidércd, in that it would not provide revenuc for the Treasury.
In fact, examination of the examples given in our written statement
shows that the revenue would be even greater if the rate reduction on

individuals is enacted as proposed.
The House Ways a;xd Means Committee report; in commenting
on the restricted stock provision, says: "The revenue impact of this
provision is believed to be negligible in terms of any pickup in revenues
from existing law. This is because restricted stock plans, for the most
part, have the effect of transfering tax liability from the employees to
. the company. " Also, the report prepared by the staffs of the Joint Comnmittee
on Internal Revenue Taxation and the Committec on Finance says that the
revenue impact of restricted stock plans would be less than $2.5 million.
The Administration has proposed that the provisions of the House
Bill dealing with the deferred compensation and lump sum distributions
be deleted and left for further consideration. Also, we should like to
suggest that any provision characterized as providing an unintended and .
unwarranted benefit which, after the proposed change, can only result

in lower revenue to the Government, be sent back for further consideration.
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Mr. Chairman, we have brepared for your review a more
detailed statement which has been submitted to the Clark of the Committce.
I wish again to thank you for the opportunity of presenting our views on

this Bill.
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.., RESTRICTED STOCK PLANS

STATEMENT OF
JOHN SEATH
VICE PRESIDENT AND LIRECTOR OF TAXES
INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION'
BEFORE

THE SENATE FINANCE COMMITTEE
SEPTEMBER 16, 1969

Mr. Chairman and Members of the Committee:
We would like to submit for your ae::ious consideration our
~ views with respect to the Tax Reform Bill of 1969, H. R'. 13270, which is
now pending before you;- committee. We urge that the tax treatment
presently accorded to restricted stock plans under long-standing
Treasury regulations be continued for plans which offer restricted stock
. to the employees of the issuing corporation or a subsidiary.

There has been a myriad of articles writien on the subject of
the scarcity of management talent in the United States today. ITT, like
other companies, needs to retain the management it has in the f;ice of
talent ""raiding" by other companies. Our problems are real. A national
business magazine once referred to ITT as, in effect, a management
training st;hool, because our success as a company led other companies
to lure rﬁanagement personnel with offers of remuneration we simply could

not match. We need to retain our-managers for our shareholders and our
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employces -'- an;i' t.o do 30 we have to give our management an intercst
in' ITT's business future.
. It is yifficult for professional, managers, most of whom enter
industry from modest backgrounds with their managerial capacities
as their only capital, to transliate the carrying of vast responsibilities
into savings which compare to those amassed by their neighbors who,
for example, may have invésted in local cnierprises such as an automobile
distributorchip, or similar enterprises. About the only way that a
professional manager of a large company can do 8o is to be given an
opportunity to earn an ownership interest in his employer's busincss, We
believe that the restricted s'ack plan which our shareholders have authorized
is an appropriate way to do this, since it makcs acquisition of such
- an ownership interest financially practicable. It also provides the employee
with an incentive to remain with our company because his future is then
linked with ours. Also, it results in no revenue loss to the Treasury under
existing rules, in contrast to the current proposals.

Our plan is not limited to high-level exccutives. It is open to
'virtually all of our employees in key management, which number in excess
of 1100 in the U.S. Employees are offered the cpportunity to purchase
restricted stock at 1/2 of the current market price. They have all the
customary rights of ownership of the stock, except that the stock is .

restricted so that under specific conditions all or part of the stock
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mu"at be re-sold to the corporation at its original purchase price if the
employec—mer lcaves before retirement, or 25 years of service,
Réutrictions reguiring re-sale of the stc;cic to-thc company gra.du‘ally are
removed over the employee's period of service. Specifically, 5% of an).'

of the shares purchased become frec of restriction after 5 ycars of service,
and another 5% become frec for each additional year of service until 15

years of service have becn completed. The rcm;inixng 50% is generally not
freed ur;til the employec has 25 years of service after the purchase or reaches
age 65, whichever happens first.

This plan is not a ""gimmick" plan -- it is a carefully designed
employee benefit plan that works. And we necd it as an important incentive
to retain our management,

We have had numerous cases where our managers have been
approached by small, closely-held corporations and have left us because
of the opportunitics to make substantial long-term capital gains through
stock ownership interest. We could not match the opportunities these
smaller companics offered, often at bargain prices, because the stock ie
madec available at low cost prior to a public offecring at a much inflated

price. Let me give you but three examples from our files:
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Offering Price Market Estimated

Executive Shares Offered . Per Share Price " Gain
. 22,000 $ 18.00 s
Mr. A 20, 000 .20 $ 27.00 $734,000+
Mr. B 50,000 4.50 20.00 775,000+
Mr. C 42,700 13,63 39.25 1,300, 000+

We have to compete against offers like these. It is idle to
maintain, as the House Ways and Means Committce Report indicates
on Page.87, that employees can be given an adequate stake in their employer's
business through "statutory stock options.'" To those who maintain that
statutory stock options solvc this problem, we refer yo.u to an article by
vhe distinguishcd New York Times business correspondent, 'Mr. John J.
Abele, in the Business Section of the New York Times of Sunday, September 7,
1969. This article shows clearly that statt;to.ry stock options, especially in

a period of declining stock prices, are not only of no value to employees

but, even worse, encourage employees not to stay with but to leave their
employer ir order to obtain new statutory stock options at depressed
market prices. (A copy of Mr. .{\bcle'a article is attached.)

Even if stock prices were to rise, statutory options would still
not be attractive as long as interest rates remain at present levels, since
the net cos't (after receipt of dividends) of the borrowings necessary to
exercise statutory options would be prohibitive, Further, the change in
the trcatment of interest cost contained in H, R, 13270, limitin'g deductibility
to $25,000 plus investment income, if enacted, could further incrcase the

effective cost of statutory stock options by not allowing a tax deduction for
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interest paid on at .lenl a portion of the borrowings. The Trcasury Department's
recommendation that intcrest on .fundl borrowed for the purchase of stocks
" be allowed as a deduction is one which-we heartily endorse, but we
believe that to be effective that type of interest must also be eliminated
from 'l'allocable deductions,"

It should also be noted that the three year holding period required
for capital gains to apply to the sale of stock received on the exercisc of
qualified options is far longer than the normal holding period. The fact
that a qualified optiAon is at 100% of market value, whereas restricted
stock is at 50%, mear;a larger borrowings and is an additional reason why
qualified stock options are no longer attractive.

Thus, the restricted stock plan which ITT and many other coz:porations
use is truly a long-range plan which serves desirable corporate ends. And
it is not a tax gimmick, or, as Treasury testimony indicates, '"an unwarranted
and unintended benefit. "

These plans are set up under rulings issued by the Treasury under
.long-eatablilhed regulations. In fact, during the consideration by the
Congress of the Revenue Act of 1964, Secretary Dillon called the Treasury
regulations specifically and favorably to the attention of the Ways and Means
Committe;a. See Hearings before the Committee on Ways and Means (88th
Cong., lst Session) on the President's 1963 Tax Message - Part 1, p. 466.'

Under existing law, an employee who receives stock subject to

substantial restrictions rcalizes ordinary income at the time the restrictions
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o
lap;c. The amount of such income is equal to the lesser of:

(1) the difference betv;een the purchase price paid l?y the
e!ﬁployee f.o:; the stock and the fair market value of .the shares (determ‘ined
without .regard to restrictions) at the time of purchase; or

(ii) the difference betwecn such purchase price and the fair market
value of the shares at the time the restrictions lapse, whichever is the
lesser.

' However, under the Treasury proposal, contained in Section 321
of the House Bill, the employce will realize income when the restrictions
lapse in an amount equal to the diffcrence b¢ ween the purchase price paid
by the employee for the stock and the fair market value of the stock at the
time the restrictions lapse. (In other words, the initial spread existing
between the unrestricted fair market value of 'the stock at the time of
" transfer and the actua;l purchase price no longer limits the amount of
ordinary income taxable to the employce when the restrictions lapse, even
though such initial spread was the maximum compensation intended by the
employer. )

It must first be recognized that the new rules make restricted
stock plans generally unworkable because of the high tax impact on employees,
a high-tax impact that the emmployee can probably only meet by selling his
stock -- thus defeating the very purposc for which the plan was set up.

Secondly, and equally important, {t must be rccognized that the new rules
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dg not have a ligni;icnnt effect on overall tax revenues; they do not serve
to bring additional income tax revenues into the U, S. Treasury. To
" the extent that the new rules occasion more taxable income to the employee,
the employer will be entitled at the same time to a larger deduction for
the amount of compenution.retlized by the employee. Thus, considerations
other than Government revenue must underlic the proposal, -
Further, if the employee sells his stock after the restrictions
lapse, the proposed 1-gulations will result in a significant loss of tax
revenues to the Treasury, as pointed out in the Ways and Mcans Committee
report on the Tax Reform Bill, ' .
For example, fssume a married employee in the 45% bracket
(taxable income about $36, 000) purchases restricted stock at 100 with an
unrestricted fair market value of 200, In four years, the restrictions
~ lapse and the em?loyeé sells the stock for 300, its value at that t.ime.
Present law:

Tax on income to employee: Compensation $100 (200 - 100)@ 45% = $45
Capital gain $100 (300 - 200)@ 22.5% = 22.5

Total tax to employec $67.5
Deduction to employer: Compensation $100 @ 48 = 48
Net tax paid to Treasury under present regulations 19. 5

Proposed amendment:

Tax on income to employee: Compensation $200 (300-100)@ 45% = $90

Capital gain 0 (300-300) = 0
Total Tax to employec : $90
Deduction to employer: Compensation $200 @48% = 96
Net tax loss to Treasury under proposcd rcgulatio;na $ (6) .

D ———
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(Th» above figures do not take into account the surtax which would increase
the loss to the Treasury,) ’

Certainly, any tax proposal that can nimulta‘neounly cause responsible
corporatec employers to object and, at th; urﬂe time, reduce Tréacur;
revenucs is one that deserves careful consideration,

We understand that the present Treasury regulations have been
subject to abuse by a few taxpayers. We recommend and heartily support
any changes in the law to correct the abuses -- s.uch as a requirement that
the reat.ricted 'stOck must be stock of the employer corporation, or a
corporation that controls the employer corporation, or even a tequi'rcment denying
restricted stock benefits to 5% or more sharcholders of the employer corporation,
or 5% or more shareholders of an affiliate of the employér corporation. However,
to do away entirely with restricted stock plans simply because abuses have
been found would be causing hardship to those who have not abused the law.

The ITT restricted stock plan was adopted by the management and

.sharcholders to give its employecs an incentive to remain with us rn a
career basis -- an incentive which is not effectively pirovided by other types
of stock plans.

Thus, while we believe that abuses should be corrected, we urge
that there is no reason for the enactment of a provision which will result
in no increased revenues, but which will impede the efforts of large
corporations to attract and retain its management, It is this management

.

which corporations nced to keep moving forward in order to continue the
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T,
activities which provide employment for thousands and which benefit

the economy and the nation.
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SUNHARY OF SYATEGMENT ON M.R. 13270
SUBMITTED BY JOMH A, CARDON AND JONN M. SKILLING, JR.,
OF LER, TOOLEY & KENT

I. DEFERRED COMPENSATION (§331)

The proposal for texing deforred compensation should
not be adopted.

(1) Daferred compansation is fully taxable at ordinnry
jncome rates and in no sense represcnts a tux loophole.

(2) Dsforred componsation serves meny corporato purposes:
It attracts and holds employces; it providos supplencntal re-
tirement income; and, when avarded in the corporation's own
stock, it creates additional employee incentive. Morcovor,
its use 1s not limited to n fow highly paid axecutives, but ic
applicable to many employecs at many levels.

_ (3) The propoeal is unduly couplex snd prescnts a dis-
propoxtionate compliance burden, |

(4) Adoption of this proposal may woll couse @ loss of
tax revenud, and mont certainly will bo inflaticnary by en-
coursping current cash payrionts of compensation rathor than
defcorment,

(5) The proposcd treatmont of deafcrred compencsation
modifias radically the concopts of tho cush method of account~
ing and the annual accounting peviod. Both of thore concapis
have heen fundricental 4n our tax systen. No edaquate revenuo

purpose has bacn demonstrated for so diustic a depariure from

thase basic concepis.
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I1. DISTRIBUTIONS FROM QUALYFIED PLANS (§515)

The proposed method of taxing lump sum distributions
from qualified employce plans should be rejected.

(1) S8uch distributions ropresont the accumulation of
euployer contributions and increment thereon ovor a period
of many years. The proposal to tax post-1869 employer con-
tributions on a five-yoar "averaging" is neither realistic
nor equitable,

(2) The proposal would substitute a complox set of
rules for a very simple tax computation under existing law.
Data nceded to compute the tax liability uunder the proposal
is not readily obtainable, noxr is it always availnblo to tho
taxpayer.

(3) The adverse offects of tho proposal will be felt
by all plan payticipantn rocéiving lump sum distributions
and not merely by those whoso taxes on such distributions
might bg increaced,

(4) Tho attompt to provide a five-year forvard averag-
ing will result in overpaymont of taxes by sone retired in-
dividuzls who can leact afford it and yot prcvent them from

recovering overpayments for a period of five years.
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STATEMENT ON THE TAYX. REFORM ACT OF 1969
(H,R, 13270) BEFORE THE FINANCE
COMMITTEE OF THE UNITED STATES SENATE

Submitted By

John A. Cardon and
John M, §k1111ng. Jr.

This statement is submitted by John A, Cardon and
John M, 8killing, Jr., in opposition to Scctions 331 and
515 of H.R. 13270 dealing with tho taxation of deferrcd
corpensation and th9 taxation of lump sum distributions
from qualificd ponsion, profit sharing and stock bonus
plans,

The undorsigned are reubers of the law firm of Lee,
“Toounoy & Kent, 1200 18th Streot, N. ¥., Washington, D, C.
20036, and have for a number of years specialized in Federal
incone tax and other legal aspects of qualified pension,
-profit sbharing and stock bonus plans, as well as non-
qualified plans of deferrod compensation, Our clients have
included both large and sunll corporations repreosenting a
cross-section of American 1nduatry;

In view of this cxperience, we desira to bring to the
attention of the Comuittce certain aspects of the proposed
changes in the Internal Revenue Code vhich would be affected

by Sectione 331 and 515 of the pending Bill,
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Part I. DEFERRED COMPEHSATION

Section 331 of H,R, 13270 adds a now4§1354 to the
Interna)l Revenuo Code to deal with tho taxation of de-
ferrcd coupensation, This ncw soction provides for a
ninfinum tax on deferred compenseation payments in excess
of $10,000 per year determnined by "throwing back" such
excoss to each year in vhich it is decmed to have beon
earned (the period of employment or such lesser period
as the Sccretary shall deterwine), Alternatively, the
taxpayer nny compute the minimun tex by using the average
increase in tax in the three highest of the last ten years
and multiplying that by the number of years over which the
defcried coupensation is deemod earned. In any event, how-
ever, if tho actual tax in th9 yecar of reéoipt i8 higher

than the lower of the uinimuu tax computations, the higher

——

tax will be due. ~——

The objectiva of this provision is to tax an umployce
on deforred compensation prynents at tho time he receives
them, but at the higher of (a) the tax ho would have paid
had he reccivod the deferryed compensation in tho year it
was earned, or (b) the tax he would pay on the deferred
coupensation in tho year it is acturlly rcceived, The
alleged purpose of the proposod rovision is to discournge

taxpayers from tiaking advantage of tho fact that thoy may
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be in a lowor tax bracket afior they retiie from full-time
employment.

We are opposed to any changos in the taxation of de~
ferred couponsation, and specifically to Scction 331 of

the Bill, for the following reasons:

(1) Deferred Compensation Is In No
Sense of the Word a "Tax Loophole"

Under present law every deollar of deferred compensa-
tion will be taxed to an employec at ordinary income rates,
not as capital gain, and the employer will get no tax deo-
duction until the time of payment. Actunlly, the princi-
pal benefit of deferred componsation to an employee is that
it tends to levol out his totgl earnings over a period of
.time more closely associated with his life rather than his
years of cmploymwent. Thus it acts as an averaging device
and any benafit arising tr&m the differcnce in tax rates
from year to year is incidental.

It is true that one of the attractive features of de-
ferred compensation to an employeec is the anticipation
that he might be in a lower tax bracket when deferred com-
pensation payments are ultimatoly mado to him, but there
is no guarantee that this will, in fact, be the case.

There are numerous instances where just the opposite is
true, either becausc the employee has o;her income or be-

cause he is a widower and thus subject to tsxation at single
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taxpaycr rates, or because the tax rates have been in-
creased (e.g., a year in which'the surcharge is applic-
able). Moreover, even in those cases where the tax rates
are lower in the year of receipt, the difference in rates
is usually small and it has not becen demonstrated that it

represents a significant method of tax avoidance,

(2) Deferrcd Componsation Scrves
Many Corporate Purposes

Deferred compcnsation has been usod for many years,
wholly apart from tax consequences, as & method of attract-
ing and retaining valuable employecs, not only in the top
echclons of managcement, hut also in middle managemcnt.

This is particularly true in the case of smaller companies
~who cannot afford the fixed annual cost of a pcnsion plan

or large current salaries. More often than not forfeiture
provisions are included to further encourage employecs to

stay with an employer. Deferred compensation arrangements
constitute one of the major tools of corporaie management

in acquiring and retuiraing capable -employces.

Deferred compensation also provides a method whereby
an employer can do somcthing more in the way of retirement
income for some of its employecs. In many instances bene-
fits provided by qualificd pension and profit sharing plans
are felt {o bc inadequate to do the job desired in middle
and upper management ranks, and deferred compensation can

serve to supplement such a retirement program,
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Under many deferred compencation arrangements the
ultimato payout is keyed to the value of the employer's
stock. In such case there is an obvious incentive on the
part of the employec to increase such value so that the
amount he ultimately receives will be that much greater,
Deferred componsation can thereby provide the cmployee
with a direct and rezl stake in the business.

Deferred compensation plans are utilized by thoussnds
of companies, large and small, representing a very large
segnent of the business community., We submit that these
arrangecents are not devices limited to a few highly paid
enployees who are in a financial position to demand thenm,
On the contrary, many companies rcalize that brderly suc-
‘cession in executive ranks is vital to the success of any
enterprise and therefore apply such plans broadly to techni~
cal and managerial personnél at many levels,

(3) Section 331 Introduces
Undue Complexity

A mero reading of the provisions of Section 331 of the
Bill is enough to dcmonstrate that the computational process
involved would be tremendously complicated, Assume, for
example, that an emplcyee had worked for a company for 25
years, and under a deferred compensation plan he is entitled
to receive upon retirement $25,000 a ycar for 10 years.

Ignoring for purposes of simplicity the exception for
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amounts earned prior to 1970 and the $10,000 exclusion,
the employee must make three computations:

(a) He computes his tax in the year of
receipt by including $25,000 of deferred com-
pensation as ordinary income.

(b) He "throws back" $1,000 to each of
the 25 years in which he worked for the em-
ployer, computes the additional tax in each
of those years (assuming the records are
uvaiiable), and totals the additional tax,

(c) He adds $1,000 to each of the three
highest taxable years in his last 10 taxable
years (again assuming the records are avail-
able), computes the additional fax thereon,
averages it, and then.multiplies by 25,

The higher tax resulting from either (a) or the lower
of (b) or (c) is the tax due for the year of receipt. As
if this were not enough, however, in the following year
when the taxpayer receives another $25,000 payment he must
go through the entire procedu;e again, but this time tak-
ing into account the amount of deferred compensation he
received in the first year and including it in the throw
back process,

While the computations required in the example cited

arc highly complex, they are far simpler than the computations
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which would be required for many deferred compensation
plans, where payments are made ho? in cash but in stock
having fluctuating values and whc}e other features, such
as continued eqploynent, non-competition, etc,, add to the
complexity of determining when an amount is earned and
thus the calculations involved.

When it is recognized that the majority of the peéple
affected by this provision are relatively unsophisticated
taxpayers, yhis additional computational burden which
must be complied with is simply intolerablo. No revenue
or tax equity reasons can be cited to justify this complex

compl iance problem.

(4) Potential Loss of Tax Revenue
to the Treasury

The provisions of Section 331 of the Bill impose such
a penalty on deferred compensation plans that it is quite
likely such arrangements will be discontinued in the
future. This, of course, means that current cash payments
of salary will probably increase, particularly with lower
rates on earned income, Moreover, the increased cash sal-
aries would be included in the pension base for pension
plan purposes, and thereby give rise to an increased cur-

rent tax deduction for the employer,
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The net result is likely to be a loss of revenue to
the Treasury. Although it is impossible to estimate this
potential revenue loss, it is clear that the shift in em-
phasis away from deferred compensation and into current
compensation may not only cost the Treasury money, but
most certainly will add an inflationary factor to the

economy contrary to at least one of the major purposes'of'

this Bill,

(5) Inconsistencies in the Bill

Section 802 of the Bill adds & provision which would
limit the marginal tax rate on earned income to 50%. We
believe this provision is a step forward in the taxation
.of ocarned income, It is anomalous, however, that while
the Bill treats earned income favorably in Section 802, it
turns around and deals harshly and unfairly with another
form of carned income, i.e., deferred compensation, in
Section 331. Thus the Bill increases taxes on deferred
compensation while reducing taxes on other forms of earned
income. There is no rationale for this inconsistent treat-

hY
ment.

(6) Departure from Traditional Concepts

The proposed trecatment of deferred compensation modi-
fies radically the concepts of the cash method of accounting
and the annual accounting period, Both of these concepts

‘have been .‘i'ndamental in our tax system, and no adequate
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revenue purpose has been demonstrated for so drastic a
departure from them. The provisions of this Bill repre-
sent one more aberration from standard accounting and tax
concepts and one more patch on the crazy quilt of the taxa-
tion of employee benefits,

In addition, it should be pointed out that the present
rules have worked satisfactorily for quite a number of years.
Through court decisions and administrative rulings the ques-
tions of whether an employee has income at the time he re-
ceives a promise to pay from his employer and whether such
a promise (regardless of the financial condition of the em-
ployer) is equivalent to placing an amount in trust for an
employee have been settled long ago, and there has been no
"indication from the Internal Revenue Service or the Treasury
Department that these ruleg have been abused or that any
change in them i8 required except possibly in the context

of an overall revision relating to employee benefits,

CONCLUSION

It is submitted that there is in fact no real problem

of tax avoidance in the area of deferred compensation, that
deferred compensation serves a useful and valuable purpose
wholly apart from the tax consequences, and that the sug-

gested solution in this Bill is far worse, both in terms of
compliance and in terms of concept, than the evil which it

allegedly seeks to correct,
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Part II., DISTRIBUTIONS FROM QUALIFIED PENSION,
PROFIT SHARING AND.STOCK BONUS PLANS

Section 515 of the Bill would amend §§402(a)(2) and
403¢a)(2) of the Code with ie-poot to the taxation of lump
sum distributions from qualified pension, piofit sharing and
stock bonus pllnl{

Under the preseat provisions of the Code, a lump sum
distribution from a qualified plan or trust sade on account
of an employeo's termination of service or death after terai-
nation of service is taxablo as a long torm capital gain to
the extent it exceeds amounts which the employee contributed
uader the plan. The Bill would change this rule with respect
to that portion of a lump sum distribution which represents
the amounts contributed by the elplo;er after December 31,
1069, |

We strongly urge the co;-ittee to reject the proposed
change for the following reasons:

(1) The Existing Rule Is A Fair
And Reasonable One

Distributions from qualified pension and profit sharing
plans at retirement, death or other termination of employment
represent contributions, earnings, and gains from investments
accumulated over many years. Many employees work for the

same employer for 30 years or more and a lump sum distribution
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of his pension or profit sharing benofit at retirement
represents employer contribution; to the plan and invest-
ment experience thereon over a congiderable period of time.
It is obvious that a lump sum dlsfributlon occanot be taxed
to the recipient as ordinary income all as of the year in
which received without unduly reducing the amount available
for the employee's retirement or for the protection of his
beneficiary in the event of his death. Realizing this,
Congress 1ncorp§rntod in the Revenuo Act of 1942 provision
for taxing lump sum distributions as long term capital gains,
the net effect of which is to averago out the tax impact and
avoid depleting the employee's benefits.

- This basic approach to the problem has been in the Code
for some 27 years, It was amended in 1951 and 1953 to avoid
taxing unrealized appreciation in employer securities in-
cluded in a lump sus distribution and in 1954 it was extended
to cover lump sum distributions on the death of an employee
after his retirement and lump sum distributions from annuity
plans. Thus, the legislative history of §§402(a) and 403(a)
(2) bas been to extend, rather than to restrict, the capital
gain treatwent of such payments.

The proposed change would tax the recipient on amounts
representing employer contributions made after 1969 on the

basis of a so-~called five~-ycar forward averaging. As
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pointed out in more detail below, such treatment is not a
true averaging method and is not a reasonable substitute
for the existing rule. It is inequitable to tax the em-
ployee on a distribution on the basis of the five-year

spread when, in fact, he may have been in the plan for as

long as 30 years or more., We submit that the existing rule

is far more equitable.

{2) The Present Rule Is A Simple Ome
And Easy To Administer

Complexity in our tax laws is of growing concern, not
only to the Government but to taxpayers throughout the coun-
try. The present provisions of the Code afford a method of
tnking lump sum distiibntions which is easy to understand
byAtnxpayora and is easily administered. Basioally, the
only computation which has to be made by the employee is the
determination of what he contributed to the plan. The bal-
ance of a lump sum distribution is taxed to him as a long
term capital gain., Thus, the employee ne;d only divide the
balance by two and include the resulting figure in his gross
income and compute his tax in the normal manner. Having
done this, his tax liability with respect to tbat distribu-
iion is a closed matter.

By contrast, the proposed rule would subject the indi-~
vidual to gevernl complicated steps at the end of which his
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tax 1iability would remain unaotglod for several years.
8pecifically, the following steps would have to be taken:

Btep 1: Compute the amount of the employer

contributions made after 1969,

This computation is not as siiple as it appears at
first blush. In many pension plans, the employer's contri-
butions are determined on the basis of aggregate costs re-
flecting the mortality, turnover, years of service and salary
of the group of covered employees as a whole. The amount
contributed for any one individual is not ordinarily deter-
mined. It can be determined but only upon rather elaborate
actuarial sssumptions. In no case could the average employee’
himself determine the figure. Under precent law the em-
ployee can always detevuine his own contribution, which is
the only portion of a lump sum distribution he need identify
in computing his tax liability.

Even where employer contributions are allocated to the
individual accounts of plan participants, the proposal will
require the employer to maintain accoﬁntiug records in such
a way as to show the post-1969 contributions separately. The
information will have to be supplied by the employer since
the employee has no other way of obtaining it, Moreover,
the employee will have to be given an explanation as to the

significance of the information and the difference in tax
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treatment between contributions made before and after Jan-
uary 1, 1970. The problem 0f communicating and explaining
the information to the employee will impose a substantial

burden on the employer.

SBtep 2: Compute the amount of forfeitures

included in the distribution,

The Report .of .the Committee on Ways and Mesus (Part I,
p. 155) states that for purposes of determining the post-
1969 employer contributions forfeitures will be treated as
contributions made by the employer. (Forfeitures are amounts
relinquished by reason of an employee's termination of em-
ployment before he has acquired a fully vested right to a
benefit.) Accordingly, another figure will have to be de-
veloped which is not always identifiable on an individual ba~
sis ~- i.e.,, vhere the cost of benefits is figured on an ag-
gregate basis. Even where forfeitures are allocated on an
individual basis the r&lo will require an extra computation
of an amount which the employee is not able to deteraine for
himself,

A further question is raised as to whether or not cer-
tain amounts which were contributed to a plan prior to Jan-
.uary 1, 1870, but reallocated upon forfeiture on or after
such date will retain thoir status as pre~1970 contributions
subject to the present rule. If so, it will be necessary to
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further break down forfeitures between those attributable

to employee contributions prior to 1970 and those attribut-

able to employer contributions after 1969.

Deduct the amount developed under
Steps 1 and 2 from the total amount
distributed.

Determine the tax on the balance un-
der the present rule applicable to
long term capital gains.

Determine the tax due on the employee's
taxable income without the amount of
post-1969 employer contributions.

Determine the tax liability which would
be due by including 20% of the amount
of post-1969 employer contributions in
the employee's taxable income for the
year in which the distribution is made.

Subtract the tax liability determined
under Step 5 from the tax liability de-
termined under Step 6 and multiply the
result by 5. The product is the tenta~-
tivo tax liability of the employee which
must be paid in the year the distribu~
tion is received.

Five years later, recompute the tax li-
ability which would have rosulted from
including 20% of the post-1969 employer
contributions in the employee's taxable
income for the taxable year in which the
lump sum distribution was received and
in each of the following four years.
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In this connection, it should be noted that tho averag-
ing device in Step 8 is a dﬁtferént one from that contem-
plated in Steps 6 and 7, Thus, the employee must not only
recompute his tax liability but he must do it on a different

basis.

Btep 8: If the amount determined in Step 8 ex~
ceeds the amount determined in Step 7,
the employce is considered to have made
an overpayment of his tax and may file
a claim for refund.

It would appear tﬁut the distribution of the employee's
interest in a lump sum amount in one year would also qualify
for the income averaging rules proposed under Section 311 of
the Bill and the employce could compute his tax liability
tﬁorounder. In order to take advantage of the averaging un-
der Section 311, however, the employee would have to face yet
another set of complex computations.

It is submitted that there 1s no necessity for providing
for such a complicated method of taxing a& distribution., The
proposed rule would require every taxpayer who receives a
lump sum distribution to compute his tax liability twice for
each of the five years from his retirement or other termina-
tion of employment. This is particularly objectionable when
considered in light of the fact that the rule is applicable

to employess who have reached retirement age and who may not
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be entirely able to cope with the necessary computations

and record-keeping involved in the proposed rule.

(3) The Complexities Of The Proposed
Rule Would Be Felt By All Em-
ployees Under Qualified Plans And
Not Merely By Those Whose Tax Li-
abilities Would Be Increased

The Report of the Committee on Ways and Means (p. 154)
indicates that the proposed rule is aimed at moderating the
tax benefits to taxpayers with adjusted gross incomes in ex-
cess of $50,000. Whether or not this is a valid objective,
the fact remains that all employees under qualified plans
will have to follow the complex rules outlined above if the
proposal is adopted. It has been estimated that some 25 to
30 million employees are currently covered by qualified pen-
sion and profit sharing plang and that this number will grow
to approximately 40 million by the year 1980. Without at-
tempting to estimate what percentage of employees receive
lump sum distributions, it is obvious that a very substan-
tial number of taxpayers will be required to follow the com~
putations of the proposed rule. It is highly questionable
whether the relatively small revenue gain anticipated from
the proposed rule outweighs the disadvantages to millions
of taxpayers who will be affected by it.
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(4) The Proposed Rule Is Not A True
Averaging Device

The purpose of an averaging rule is to spread an un-
usual item of income over a period of years to achieve a
more realistic tax liability and avoid fluctuations in in-
come, ﬁovever, under the proposed rule the tax on a lump
sum distribution is determined initially on the employee's
situation in ono year == the year in which the distribution
is made. Starting with income for that year, the employce
must add 20% of the post-1969 employer contributions received
88 part of a lump sum distribution and recompute his tax li-
ability and multiply it by five. If the employee happens to
have unusual items of income such astormination‘of employment
payments, his income for the year of distribution is apt to
be inflated. Such a distortion of income is very likely to
ocrur merely because of the iact that the employee receives
& lump sum distribution in that year. The receipt of that
payment alone will inflate his income.

Admittedly, the so-called five year forward averaging
rule (Step 8 above) is a true averaging device but this is
not applicable until five years after the distribution has
been made. In the meantime, the employee has paid his tax
based upon his circumstances in the year of distribution and

has been deprived of the use of the overpayment during the
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five-year period. This is particularly objectionable in
view of the fact that the proposéd rule i8 applicable to
retired employeos who are the relatively oldor taxpayers.
It makes little sense to require an employee to overpay

his tax at a time when he might need the money to provide
for his retirement and the socurity of his beneficiaries.
The crowning blow is the fact that he will have to file a
claim for refund. This means engaging an attorney or other
professional to prosecute the claim, thereby incurring an
additional expense to rocover what was rightfully his in

the first place.
CONCLUSION

The proposed rule is far too coiplicated to be practi-
cal. The existing rule is a.much simpler method of taxing
& lump sum distribution, is far casier to adninistér and,
on balance, provides a fair and reasonable system of taxa-
tion. The proposed rule should be rejected.

Respectfully submitted,
LEE, MEY & KENT

! //
Z é dedin

/ ‘John A, Cardon
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SUMMARY OF STATEMENT

STATEMENT TO THE COMMITTEE ON FINANCE, U, S, SENA’I‘E! OoN

A. Change in law Made by H,R, 13270

Section 515 of H,R, 13270 would change the taxation of
employer contributions included in lump sum distributions
from profit sharing plans, Sears, in its own interest as
an employer, and in the interest of its employes, believes
this change should not be enacted,

B. How Sears Profit Sharing Plan Works

The Sears Profit Sharing Plan was established in 1916.
The employes contribute 5% of their compensation, up to
750 per year, Participation in the Plan is limited to
15,000 per year compensation. The Company contributes
up to 11% of its profits to the Plan each year, The
major portion of the Plan's assets is invested in Sears
stock, The employe's interest in the Plan is fully ves-
ted after five years service, and most employes take the
Sears stock credited to their account when they leave,

C. Review of Present Law and Proposed Chaggg

Under present law, complete distributions because of se-
paration from service are treated as long term capital
gains, The tax on appreciation in any employer's stock
included in such distribptions is postponed until the
stock 1s sold.

This present, well-established'tax treatment would be
changed by the House Bill, Under the House Bill all
employer contributions made for years after 1969 which

153



are included in a complete distribution would be taxed
as ordinary income in the year of the distribution un-
der an averaging method., A later recomputation of tax
would be permitted for the year of retirement and the
four subsequent years on the assumption that 20% of
such employer contributions were included in income in
each of such years., If this resulted in a lesser tax
than was paid under the averaging method in the year
of retirement, the employe would be entitled to a re-

fund.

In other respects, present law would continue, The
balance of the taxable amount of the distribution would
be taxed as long term capital gain, and tax on appre-
ciation in employer stock would be postponed until the
stock is sold,

D, Capital Gains Treatment Should be
R‘ge alned In 1ts Present worm

An interest in & profit sharing plan is an investment
at risk over a long period, and therefore, 1s entitled
to capital gains treatment just as is any other invest-
ment, This is true of employer contributions as well
as employe contributions and earnings, Capital gains
treatment is fair, easy to understand, and wvorkable,
and 1s a desirable method for alleviating the effect

of the "bunching" of income accumulated over many years
of service and received by the employe in one year,
The change made by the House Bill is complex and would
be difficult for employes to understand and for the
Internal Revenue Service to administer, It generally
requires the retiring employe to overpay his tax in
the year of retirement and to seek a refund five years

later, .

The final tax liability of the average employe does not,
in the long run, appear to be significantly different
under Section 515 of the House Bill than under present
long term capital gains treatment, and therefore, capi-
tal gains treatment should be retained, If for some
reason it is considered imperative that employer con-
tributions be taxed as ordinary income, then an averag-
ing device ought to be found which arrives at a final

- 41 -
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and proper tax liability at the time of retirement,
and which is reasonably easy for retiring employes
to understand,

E, Tax on Unrealized Agg;eciation in Employer
€c e uld be erred r

Since its inception in 1916, Sears Profit Sharing Plan
has been invested primarily in Sears stock. The em-
ployes are part owners of the Company, and thus have

a real stake in its future. This results in an identity
of interest between Sears and its employes. The loyalty
and hard work of thousands of employes is largely re-
sponsible for Sears growth cver the years, This growth
has in turn benefited the employes, as Sears stock has
increased in value almost sixty times since 1916, Em.
ployes generally take their Sears shares with them when
they retire, Because of this the deferral of tax on un-
realized appreciation in employer securities is of the
utmost importance, The House Bill properly recognizes
that such appreciation should not be taxed before it is
realized through a sale. The retiring employe, when he
leaves, does not receive cash but only receives direct
legal title to stock which was already his, He should
be treated just as anyone who purchases securities di-
rectly, and should not be taxed on the appreciation until
he sells the stock., Taxing unrealized appreciation would
work a hardship on him because he would have to borrow
money or sell some of his stock to-pay his tax,

- 111 -
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STATEMENT TO THE COMMITTEE OM FINANCE, U. S, SENATEE ON

This statement 1s presented on behalf of Sears, Roebuck
and Co, and its 200,000 profit sharing employes with respect
to the change which would b2 made by Section 515 of the Tax
Reform Act of 1969 in the taxation of distributions from pro-
fit sharing plans, The Act, as passed by the House of Repre-
sentatives, vould tax that part of a complete distribution
from a profit sharing plan consisting of amounts contributed
by the employer after 1969 as ordinary income, rather than
long term capital gain as under present law,

This change should not be enacted., Long term capital
gains treatment should be retained in its present form in
recognition of the fact that an interest in a profit sharing
plan i1s an investment at risk over a long period and is en-
titled to such treatment. Capital gains treatment is fair,
workable, and eaéily understood, and is a good method for tax-
ing "bunched" income. The change which would be made by the
House Bill is extremely complex, and would be difficult for
employes to understand, and for the Internal Revenue Service
to administer. It would in most cases reguire employes to
overpay their tax at the time of retirement, and then to seek

a refund of the overpayment f{ive years later,
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Before discussing the proposed tax change, I shall
firat describe the Sears Profit Sharing Plan,

Description of Sears Profit Sharing Plan

The Sears Profit Sharing Plan was established on July
1, 1916, more than fifty-three years ago. Its purposes were
threefold -- to permit employes to share in the Company's
profits, to encourage the habit of saving, and to allow em-
ployes to accumulate a sum sufficient to provide for their
retirement, While the Plan has been amended many times over

the years, these basic purposes have remained the same,

Under present rules all regular employes are eligiblle
to join the Plan after one year's service with the Company.
Although membership is voluntary, over 99% of those eligible
to Join do join., As a member of the Plan, the employe con-
tributes 5% of his own tax-paid salary to the Plan each year,
up to a maximum of $750 (5% of $15,000). This means that the
employe participates in the Plan only on his first $15,000 of
earnings, (&‘101_.* to the current year the maximum participation
was $10,000 of annual earnings.) This limitation was adopted
specifically to prevent the higher paid employes from partici-
pating unduly in the Plan,

The Company also makes contributions to the Plan each
year, based on a sliding percentage of its net profit before
taxes, The maximum percentage 1s 11% of pre-tax profits, and
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it 1s expected that the Company will contribute this maxi.
mum amount during the current year, The Company contribu-
tions are allocated to the members under a formula which

takes into account each employe's contributions, years of

service, and age,

Since the inception of the Plan in 1916, its assets
have been invested primarily in Sears stock. As of December
31, 1968, Sears stock constituted about 86% of the Plan's
totsal assets, and other securities accounted for the remain-

ing 14% of its assets,

Each employe has his own account in the Plan and re-
ceilves an annual statement showing the details of his account,
including how much he contributed during the year, his allo-
cable share of Company contributions, and the earnings on fhe
investments in his account. To the extent amounts credited to
his account are invested in Sears stock, his statement shows the
actual number of shares he owns, To the extent such amounts are

invested in other securities, his statement shows their dollar

value,

The employe's account in the Sears Plan becomes fully ves-
ted after he has been with the Company for five years. After
an employe's account is vested, he can instruct the trustees
of the Plan as to how to vote the Sears stock in his account

at the shareholders' meetings, Also, he is then entitled to
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take with him the full amount credited to his account if
he leaves the Company for any reason, Sears shares cre-
dited to his account are generally distributed to him in
kind rather than being converted into cash,

From this brief description, it can be seen that Sears
employes are the true owners of their profit sharing invest-
ments throughout their working careers., They are not guaran-
teed any definite benefit on retirement, but assume the risk
of gain or loss just like any other investor., Also, they are
very definitely partners in Sears business, Since the Plan
is largely invested in Sears stock - it now owns about 22% of
the Company's outatanding stock - the employes themselves
stand to gain significantly from any success which the Company
may have, This gives Sears employes a real stake in the Com-

pany's future and in the American free enterprise system,

The actual dollar value of any particular employe's bene.
fit from profit sharing obviously cannot be determined in ad-
vance since it will be dependent on his years of service, the
increase or decrease in value of the investments in his account,
and other factors., However, it is possible to show the benefits
which Sears employes who have already retired have received,
Using 1968 as an example, the Plan's records show that employes
who retired in that year with twenty-five to thirty years ser-

vice received, on the average, cash and Sears stock with a
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combined value of $100,401, Employes with longer service
would generally have received more, Those with shorter

service would, on the average, have received less,

Present Law and Changes Made by House Bill

With this background on how the Sears Plan works, I
should now like to discuss the tax treatment of profit shar-
ing distributions, Under present law, which has been in ef-
fect for over twenty-five years, complete distributions from
profit sharing plans are taxed as long term capital gains, if
they are made in one taxable year as a result of the employe's
separation from service with his employer, In addition, where
the distribution includes securities of the employer corporation,
these securities are valued at their original cost to the plan,
Thus, the unrealized appreciation in such securities 1s not

taxed until the employe later sells them,

The House Bill would change present law s0 as to tax as
ordinary income, rather than as long term capital gain, that
portion of a pro{it sharing distribution which is made up of
employer contributions attributable to years after 1969, A
special averaging device is included so as to minimize somewhat
the effect of the "bunching" of income in the year of retire-
ment, Under this averaging device, one-fifth of such employer
contributions is added to the employe's other income and a tax
is computed on it, This tax is then multiplied by five to ar-

rive at the total tax on such employer contributions, 1In
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addition, the House Bill provides for a recomputation of
the tax for the taxable year of retirement and each of the
four following taxable years, In making this recomputation
the retired employe assumes that 20% of such employer con-
tributions was includible in his income in the year of re-
tirement, and the remaining 80% was includible ratably over
the four years immediately following retirement, If this
recomputation results in a lesser tax than was paid in the
year of retirement (and it probably will), the employe is
entitled to a refund,

Other than the change in the handling of company con-
tributions, the future tax treatment of profit sharing dis-
tributiona would be the same as under present law, That is,
to the extent that a distribution is attributable to earnings
of the plan over the years and to realized appreciation in the
value of plan investments, the distribution would be treated
as long term capital gain, Also, no change would be made in
the tax treatment of the unrealized appreciation in employer's
securities distr;buted in kind, Tax on such unrealized appre-
ciation would continue to be deferred until it is realized
through a sale of the stock,

There are other changes made by the House Bill which,
although not specifically directed toward profit sharing,
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could have an effect on the calculation of tax on profit
sharing distributions, (ne of these is the removal of

the 25% maximum tax rate on long term capital gains, Ano-
ther 1s that Section 311 of the House Bill makes the gene-
ral income averaging provisions of the Code (Sections 1301
through 1305) applicable to long term capital gains, Thus,
under the House Bill a retiring employe would have two al-
ternatives in computing the tax on his profit sharing dis-
tribution. One of these would be to use the special averag-
ing device and the refund provisions described above, The
other would be .. use the general income averaging provisions

of the Code.

Comments on Tax Treatment of
0 'Ing Distributions

Our purpose in presenting this statement is to point
out the essential fairpess of the present method of taxing
profit sharing distributions, There are two fundamental
principles which we feel are important -- first, profit
sharing distributions are taxed as long term capital gains,
and second, the tax on unrealized appreciation in employer
securities 1s deferred until the employe sells the securi-
ties., These principles should be retained,
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I. Reasons for Retaining lLon

Term Capital Gain 'l'x'ei atment
In 1t8 gie sent rorm
A. Long Term Capital Gain Treatment of
Emp%gypr Contributions 18 Correct

There are two major reasons why capital gains treatment

is especlally appropriate for lump sum distributions from a
profit sharing plan., First, capital gains treatment was de-
veloped for and has been traditionally applied to situations
where income accumulated over a number of years is "bunched"
into one year, ILump sum distributions from profit sharing
plans, which have been accumulated over many years of seryice
and received by the employe in one taxable year, are an ex-
cellent example of the type of bunched income for which the
capital gains method of taxation was developed,

Second, capital gains treatmént should be applied to
lump sum distributions from profit sharing plans because the
individual employe's profit sharing account is an investment
at risk throughout his working career. He is the true owner
of his profit sharing investments, whether arising from his
own contributions cr from his employer's contributions, His
interest in his profit sharing account is subject to the same
risks that any investor in securities takes. If the invest.

ments turn out well, the employe enjoys the gain, On the



other hand, 1f the investments turn out badly, the employe
suffers the full loss, Thus, the employe's profit sharing
distribution should be entitled to capital gains treatment
and it should not be fragmented so as to tax a part of it

©~ oprdinary income,

The fact that a portion of the employe's interest in
his profit sharing account may originate from the employer's
contribution, and thus may be attributable to the employe's
own labor, does not make it any less a capital asset and
should not require that this portion of his distribution be
taxed as ordinary income., As an example of this, let us con-.
sider the individual entrepreneur who builds up the goodwill
of his business through his own hard work over a long period
of years, He 1s permitted to have capital gains treatment on
the sale of this goodwill when he retires and sells his busi-
ness even though it resulted from his personal labor, An
employe's profit sharing account should be entitled to equi-
valent treatment,

B. Long Term Capital Gains Treatment
15 a Petter Averaging Device Than

S ovide er e House

The House Bill proceeds on the theory that the employer
contributions included in a profit sharing distribution con-

stitute compensation, and therefore, should be taxed as ordinary
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income, It then recognizes the inequity of bunching this
income into one taxable year, and adopts an averaging device
and refund provisions to solve this problem, However, we
submit that averaging is better accomplished, with less bur-
den to the taxpayer, by applying the present loﬁg kerm capital
gains treatment, It arrives at a fair result with a minimum
of complexity and 1s superior to the averaging device con-

tained in the House Bill.

The usual Sears employe begins working with the Company
when he 1s just starting his career and is in the lower tax
brackets, He then works his way up and probably earns his
highest salary in the year of retirement. While iong term
capital gains treatment taxes only half of his distribution
in the year of retirement, it does so at tax rates which be-
gin at the employe's highest rate for tuiat year and go upward
from there, Thus, it results in a sizable tax and is gene-
rally a good averaging device for determining the tax on the
employe's profit sharing distribution which was built up over

an entire career, perhaps thirty or forty years or more,

Long term capital gains treatment arrives at a fair re-
sult even for the few employes who ultimately reach & high
position in the Company. Such employes have generally started
at the bottom of the ladder and worked their way up over a
long period of years, For a good part of their career they

- 10 -
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were generally in the lower tax brackets and it is not

at all improper to tax them at rates lower than the brac-
ket in which they find themselves at retirement, It should
be noted also that the House Bill would eliminate the 25§
maximum tax rate on long term capital gains, and if en&cted,
this in itself would raise the tax on employes in the higher
tax brackets, '

The averaging device provided by Section 515 of the
House Bill is not satisfactory. Under this averaging device
the employe computes the tax on one-fifth of the post-1969
employer contributions and then multiplies that result by
five, (ne problem with this approach is that it assumes
that the employer contributions were earned over a five
year period even though they werz generally earned over an
entire career, A more serious problem, however, is that
one-fifth of the post-1969 employer contributions is added on
top of all other income in the year of retirement., This in-
cludes both the employe's salary and the capital gains portion
of his profit sharing distribution, Thus, the year of retire-
ment is generally his very highest income year and the employer
contributions would be taxed at these high rates.

The House Bill makes a serious attempt at correcting
this problem through the use of the refund provisions which
treat 80% of the post-1969 employer contributions as taxable
ratably wer the four years subseguent to retirement, Our

- 11 -
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rough calculations indicate that the average Sears re-
tiree would be entitled to a significant tax refund five
years after retirement, and that after he receives his
refund his net tax liability would not be greatly diffe-
rent than under the present capital gains treatment, Thus,
an important objection to the averaging provisions of the
House Bi1ll is that they deprive the employe of needed funds

in the year of retirement and the four subsequent years,

The law should provide a reasonable opportunity for
the employe to pay his correct tax in the first instance,
Preferably this should occur in the year of his retirement,
as 1s the case with long'term capital gains treatment. How-
ever, if the theory is to be followed that only 20% of the
employer contribution is to be taxable in the year of retire-
ment, and the remaining 80% ratably over the four subseguent
years, the employe should pay his tax each year on the pro
rata amount taxable in such year, He should not pay tax on
the entire amount of employer contribution in the year of re-

tirement, and then be required to seek a refund at the end of

five years,

C. The Change in the Treatment of
mployer CcontributiIons 18 Extremely
Tomplex In 1ts Application

Long term capital gains treatment also has the advantage
of being easy to understand, It has been the law for over

twenty-five years and people are familiar with it.

- 12 -
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The treatment under the House Bill, on the other hand,
is quite difficult to understand, It would require a num-
ber of complex calculations to determine the employe's tax
for the year of retirement, First, a calculation would be
made of the tax on the employe's income, including his sa-
lary and the capital gain portion of his profit sharing dis.
tribution, but entirely excluding the post-1969 employer
contributions. Another calculation would be made of the
tax on this same income plus one-fifth of the post-1969
employer contributions., The difference in these two tax
figures would then be multiplied by five, to determine the
total tax on the post-1969 employer contributions, This
amount would then be added to the tax on the employe's other
income to arrive at the total tax liability for the year of

retirement,

Then, five years after retirement a recomputation would
be made of the tax for the year of retirement and each of the
succeeding four years, It would be based on the assumption
that 20% of the post-1969 employer contributions is includible
in the retired eﬁploye's income in each of these years, The
total tax on the employer contributions computed on this basis
for the five year period would then be compared with the tax
the employe paid on the employer contributions in the year of
retirement, If this total tax is less than that paild in the

- 13 -
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year of retirement, the employe wuuld be entitled to a
refund of the difference,

To illustrate how this proposed change in the law
would work, we have attached to this statement an exhibit
showing the steps which an employe would have to take in
complying with this new provision., This new provision
would obvious<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>