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A. Private Foundations
1. Limitation on Life of Foundations

Present law.-Under present law, there is no limitation on the
period for which a private foundation or other exempt organization
may be exempt from income tax.

Problem.-Questions have been raised as to whether private founda-
tions should have a permanent exemption from income tax. In part,
the problem here is that if foundations have a permanent life, their
economic power may increase to such an extent that they have an
undue influence on the private economy and on governmental deci-
sions as well. Secondly, since income (or estate or gift tax) exemptions
were granted for amounts given to these foundations and the basis
for this deduction is that these funds would be used for educational,
charitable, religious, etc., purposes, questions have been raised as to
why, after some period of time, the donated funds themselves should
not actually be so used, rather than merely the income from these
funds.

Finance Committee decision.-To deal with the problems described
above, the, Finance Committee adopted an amendment limiting the
period of the income tax exemption for private (nonoperating) foun-
dations to 40 years.

In the caso of existing foundations, this 40-year period would begin
with January 1, 1970. For foundations created in the future, the
40-year period begins with their creation or initial treatment as a
tax-exempt private foundation.

.A rivate foundation remaining in existence as a nonoperating
foundation after 40 years (whether or not consecutive) is to be taxed in
the same manner as an ordinary taxpayer (except that if the combina-
tion of the audit-fee tax and the unrelated business income tax is
higher, thcse taxes would continue to be paid), but in addition is to
remain subject to all of the provisions relating to foundations (self-
dealing, distribution of income, etc.). Contributions to such an organi-
zation will not be deductible after the 40 years. A private foundation
could escape taxation as a regular corporation after the end of the
40 years by being converted into an operating foundation or a publicly
supported educational, charitable, or religious organization, or by dis-
tributing all of its assets to one or more operating foundations or a
publicly supported educational, charitable, or religious organization.

The House bill contains no comparable provision.
2. Audit-Fee Tax

Present law.-Although present law subjects many exempt organiza-
tions to taxation on unrelated business income, their investment in-
come is specifically excepted from this tax.

Probiem.-Questions have been raised as to why private foundations
should not pay some of the cost of government, especially the funds
needed for more extensive and vigorous enforcement of the tax laws
relating to exempt organizations.

(1)
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Finance Committee decision.-The Finance Committee decided to
deal with this problem by imposing on private foundations an audit-
fee tax of %' of I percent (based upon the fair market value of the assets
held by the foundation), or $100, whichever is the greater. The assets
used by t foundation in the active conduct of its exempt functions
would not be included in the base for this audit-fee tax. The assets
would be valued and averaged in the same manner as is provided for
determining the base upon which the minimum investment return is
calculated. The committee views this tax as a supervisory fee and as
an indication of the amount of the funds needed by the Internal
Revenue Service for the administration of the Internal Revenue Code
provisions relating to private foundations and other exempt
organizations.

he ouse bill would have imposed a tax equal to 76 percent of
investment income. That tax in the average case would have repre-
sented approximately twice as heavy a tax burden as the audit-fee
tax provided by the Finance Committee amendments.
3. Prohibitions on Self-Dealing

Present law.-Under present law, no part of the net earnings of
private foundations and other charitable organizations are permitted
to inure to the benefit of private shareholders or individuals, Also,
arm's length standards are imposed with regard to loans, payments of
compensation, preferential availability of services, substantial pur-
chases or sales, and substantial diversions of income or corpus to (or
from, as the case may be) creators (of trusts) and substantial donors
and their families and controlled corporations. The sanctions provided
are loss of exeinl)tion for a minimum of one taxable year and loss of
charitable contributions deductions under certain circumstances.

Problem.--Arm's-length standards have proved to require dispro-
portionately large enforcement efforts, resulting in sporadic and tin-
certain effectiveness of the provisions. Moreover, the subjectivity in-
volved in applying such standards has occasionally resulted in the
courts refusing to uphold sanctions, especially when they are severe in
relation to the offense. In other cases, the sanctions have practically no
deterrent or punitive effect even where there is vigorous enforcement.
Also, many benefits may be derived by those who control a private
foundation even though they deal at arm's length.

Finance Committee deciaion.-The Finance Committee amendments
like the House bill, replace the arms-length standards with a list of
specific transactions which constitute prohibited self-dealing when
engaged in between the foundation and disqualified persons. Self-
dealing transactions, as in the House bill, include the sale or exchange
or leasing of property between the private foundation and a dis-
qualified person, the lending of money or other extension of credit
between such persons, the fiurnishing of goods, services, or facilities
between such persons, the payment of compensation by a private
foundation to disqualified persons, the transfer to or use by, or for
the benefit of, disqualified persons of the income or assets of a private
foundation, the payment of money or other property to a government
official, and the payment by a private foundation ofa tax imposed on
a disqualified person as a result of these new provisions. Except for
the last item in this list, which was added by the Finance Committee,
the provisions are the same as under the House bill. The Finance Corn-
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mittee however, also clarified the self-dealing provisions to make it
clear that where a private foundation sells stock to a disqualifled person
in order to comply with the divestiture rules describedd subsequently),
this is not to constitute self-dealing even though the sales price is
reduced by sales commissions which would have been paid had the
stock been sold in the open market. The committee also made it clear
that self-dealing may occur even without the transfer of money or
property between the foundation and the disqualified person. This
can occur, for example, where the stock is bought or sold by the foun-
dation in order to manipulate the price of the stock for the benefit of
the disqualified person.

A special rule was applied by the Finance Committee in the case of
leases and loans outstanding on October 9, 1969, and also where,
under arrangements in existence before that date, goods, services, or
facilities were shared by a private foundation and a disqualified person.
In all such cases where the foundation receives terms at least as
favorable as terms offered to third parties in arms-length transactions,
the existing arrangement (under the same or a new lease, loan, etc.) can
continue for a period of up to 10 years.

Under the House and Finance Committee version of the bill, a
violation of the self-dealing provisions results in an annual tax on the
self-dealer of 5 percent of the amount involved in the violation. If the
self-dealing is not corrected within an appropriate time, then a tax
of 200 percent of the amount involved is imposed on the self-dealer.
If the foundation manager is knowingly involved in the self-dealing,
a tax of 2Y2 percent initially is imposedupon him (subject to a maxi-
mum of $10,000). Where the foundation manager refuses to agree to
the correction of the initial transaction, a tax of 50 percent of the
amount involved is imposed. In the case of repeated or willful vio-
lations, the tax imposed on the self-dealer or foundation managers
may be doubled. A third level of tax may also be assessed as described
below in "Change of Status." The Finance Committee provided that
the tax on a foundation manager who "knowingly" participates in
the self-dealingwill not apply unless the violation is willful and is not
due to reasonable cause. In addition, the burden of proof that a viola-
tion is knowing in such a case is to be upon the Internal Revenue
Service to the same extent as in the case of civil fraud under present
law.

Both the House and the Finance Committee version of the bill re-
quire that the foundation's governing instrument prohibit it from en-
gaging in self-dealing transactions described in the Code.

The Finance Committee added an amendment to the House bill
providing for abatement of the additional (second level) self-dealing
taxes on private foundations if the State Attorney General takes
action to assure that the assets of the private foundation are to be
devoted to charitable purposes and the Treasury Department finds
that the action of the State Attorney General corrects the violation
and generally satisfies the requirements of the bill.

A disqualified person for purposes of the sef-dealing provisions (and
the other provisions which follow) includes substantial contributors,
foundation managers, the families of either of the foregoing, businesses
controlled by any of the above, and, for "self-dealing purposes only,
government officials at policymaking levels. The Finance Committee
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modified the House definition of "family" in determining who is a
"disqualified person" by excluding brothers and sisters (and their
descendants). It also excludes from the definition of a disqualified
person general partners of substantial contributors where the partner's
interest in the partnership is less than 20 percent.

A "substantial contributor" as defined by the Finance Committee
amendments is an individual, corporation, or other entity that has
in total contributed to a foundation more than 2 percent of the con-
tributions made up to any given time, but in no event less than $5,000.
(Contributions for this purpose would be valued at fair market value
at the time of the contribution.) In the case of existing foundations,
the calculations would be made as though all contributions made
before October 9, 1969, were made as of that time. (A husband and
rife are to be treated as one for purposes of these calculations.) Once

a person becomes a substantial contributor he remains in that status
even though he makes no further contributions.
4. Distributions of Income

Present law.-A private foundation loses its exemption if its aggre-
gate accumulated income is unreasonable in amount or duration for its
charitable purposes.

Problem.-Under present law, if a private foundation invests in
assets that produce no current income, then it need make no distribu-
tions for charitable purposes, even though the donor has received full
deductions for the value of the nonincome-producing property he
has contributed. Also, current distributions are not required until the
accumulated income becomes "unreasonable". Finally, the sanctions
under present law (as described above under "self-dealing") tend to
be either largely ineffective or else unduly harsh.

Finance C 'mmittee decision.-The Finance Committee amendments,
like the House bill, provide that a private foundation must distribute
all of its income currently and further provide that in no event may
it distribute less than 5 percent of the value of its assets (other than
those assets currently being used in the active conduct of the founda-
tion's exempt activities). Operating foundations are governed by
separate expenditure requirements and do not have to meet those
inposed by this section.

An extended transition rule is provided before the 5-percent mini-
mum payout rule goes into effect for existing foundations. First,
under both the House bill and the Finance Committee amendments,
the 5-percent minimum payout requirement does not apply for 1970
and 1971 (although during these two years a foundation is still required
to pay. out any income actually received). In addition the Finance
Committee amendments provide that in 1972 the minimum payout
requirement is to be .3 percent 4 percent in 1973 4% percent in
1974, and 5 percent in 1975 and subsequent years. Under both the
House bill and the committee's amendments, the 5-percent payout
is not a fixed figure but is an indication of the amount which the
House and the Finance Committee believed should be paid out, given
present money rates and stock yields. Should these rates and yelds
change, the Secretary of the Treasury is authorized to modify the 5
percent payout (either upward or downward) to take into account
such changes.
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Under both the House bill and Finance Committee amendments,
graduated sanctions are imposed in the event of a failure to make
timely distributions. Under the House bill and the committee's
amendments, a tax of 15 percent of the undistributed amount is im-
posed where there has been a failure to distribute by the end of the
taxable year after the income was earned (unless one of the exceptions
described below apl)lies). If the distribution of the remaining amount
is not made during the "correction period," then a tax of 100 percent
of the amount which should be distributed is imposed.

Both the Committee and the House provisions permit income to be
set aside for later distribution in certain limited circumstances and
also to carry forward "excess" distributions from one year to another.
Income may be set aside for up to five years if approval is obtained in
advance from the Internal Revenue Service, by establishing that such
an arrangement is needed in order to better assure that the purpose for
which the funds are to be spent will be carried out. This could be true,
for example, in the case of grants for continuing research or as a part
of a matching grant program.

Qualifying distributions for purposes of this provision include
distributions to educational and religious organizations, to public
charities and to private operating foundations. However, except as
describeA below a distribution to a controlled organization does not
qualify even if the donee organization is a public charity, etc. Qualify-
ing distributions also include direct expenditures for charitable pur-
poses by the foundation and expenditures by it for assets to be used
for charitable purposes.

The Finance Committee made a series of perfecting amendments in
determining what constitute qualifying distributions. They are as
follows:

(1) The committee's amendments allow foundations to make
deficiency distributions (along the lines of the deficiency dividend
procedure at present followed by personal holding companies) if
failure to distribute is because of fai ure to properly value the assets
and is not willful but is due to reasonable cause.

(2) The committee amendments treat as a qualifying distribution a
distribution by one private foundation to another private foundation
or to a controlled organization which is exempt under section 501(c) (3)
(including either private foundations or private operating foundations)
but only if the funds are spent or used by that foundation or controlled
organization for charitable purposes within one year of their receipt.
Tis expenditure by the receiving organization is in addition to
minimum expenditure requirements otherwise applicable to it. More-
over, the donee organization is not to be permitted to pass the grant
through to another private nonoperating foundation or to a controlled
organization.

(31 In determining the income which must be distributed currently,
the Finance Committee allows as deductions both the audit-fee tax
and any tax on unrelated business income. In addition, the committee
made it clear that reasonable administrative expenses in operating
a private foundation are also to be treated as qualyin distributions.

(4) Under the House bill a distribution is not a quzfying distribu-
tion if made to a controlled organization even though the controlled
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organization is an operating foundation (point No. 2 above, however,
would modify this in the case of distributions passed on through such
organizations within one year). The committee made it clear that an
organization is to be considered as "controlled" when persons who are
"disqualified persons" with respect to the granting foundation may,
by aggregating their votes or positions of authority, require the
organization to make a distribution, or prevent the organization from
making a distribution.

(5)L oans to individuals which are related to the exempt purpose for
which tile organization was established-for example, student loans-
have generally been considered as qualified distributions at the time of
the loan. The committee decided that this was appropriate and that
the loans when repaid (or receipts from the sale of assets previously
used for charitable purposes) should be treated as income for purposes
of the minimum distribution requirement, to the extent the founda-
tion has previously treated the amounts as expenditures which are
qualifying distributions. This rule also applies where it is determined
that an amount previously set aside (and treated as a qualifying dis-
tribution at that time) is no longer needed for the purpose for which
it was set aside.

(6) The committee agreed that where written commitments have
been made before October 9, 1969, by one private foundation to a
second private foundation (even though the second foundation is not
an operating foundation), the grants made under such commitments
by the end of 1974, are to be treated as grants to an operating founda-
tion (and therefore allowed as qualifying distributions and not subject
to the expenditure responsibility limits described below in Limitathon8
as to Aciv tie of Fontndatios) if the foundation to which the distribu-
tions are made is not controlled by the granting foundation. However,
for the grant to be so treated, it must be made for the charitable,
educational, or other purpose or function constituting the basis for the
organization's exemption. This is a transition rule intended to provide
for already outstanding commitments.
5. Stock Ownership Limitation

Present law.-Present law does not deal directly with foundation
ownership of business interests, although some cases have held that
business involvement can become so great as to result in loss of exempt
status.

Problem.-The use of foundations to maintain control of businesses
appears to be increasing. Whether or not the foundation management
is independent of donor control, incentive to control a business enter-
prise frequently detracts from incentive to produce and use funds for
charitable purposes. Temptations are frequently difficult to measure
and sanctions presently are applied only in rare cases.

Finance Ccmmittee decision.-Both the House bill and the Finance
Committee's amendments as a general rule limit to 20 percent the
combined ownership of a corporation's voting stock which may be
held by a foundation and all disqualified persons. However, if some-
one else can be shown to have control of the business, the 20-percent
limit is raised to 35 percent.

Excess holdings acquired by gift or bequest in the future under
both the House bill and the committee's amendments generally
must be disposed of within five years.
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In the case of existing holdings, the Finance Committee provided
that the combined holdings of a private foundation and all disqualified
persons in any one business (If at present in excess of 50 percent) muRst
generally be reduced to 50 percent by the end of 10 years after the
date of enactment of the bill. However, where the combined holdings
now exceed 75 percent, an additional 5 years is allowed before the
50-percent limit must be reached. (This test must be met both its to
the combined voting power of stock and also as to the combined value
of all classes of stock taken together.) Present holding in excess of
20 percent but less than 50 percent need not be decreased but they are
not permitted to be increased. This is a substitute for the House pro-
vision which would have required the meeting of the 20 percent limit,
or the 35 percent limit., in the case of existing holdings within a period
of 10 years. In addition, the House bill would have provided certain
interim requirements calling for progressive partial dispositions at
the end of two years and at. the end of five years. The Finance Com-
mittee amendments delete both of these requirements except, with
modifications, in the case of excessive land holdings, as described
below.

The Finance Committee also adopted an amendment which would
apply to future purchases of business holdings by private founda-
tions. If a foundation buys voting stock of a business, such stock will
not be treated as permitted holdings if the foundation votes more than
half of the shares so purchased. This limitation will not apply to stock
acquired by gift or bequest nor to stock presently held by foundations.

The Finance Committee also made it clear that the excess business
holdings requirements do not apply to certain types of investments.
First, they do not apply in the case of investments which are related
to the exempt program of the organization involved. For example,
holdings would not be considered its excess business holdings if they
aire investments in small businesses in central cities, or in corporations
to assist in neighborhood renovation, where these are a part of the
charitable program of the organization involved. However in these
cases the making of a profit by the foundation could not be one of
the major purposes of the investment and the principal purpose of
the organization in making the investment would have to be charitable.
Second, the Finance Committee made it clear that passive income
sources are not required to be disposed of under this provision. For
example, the holding of a bond issue would not constitute alm excess
business holding nor would the holding of the stock of a company
which itself derives essentially passive income in the nature of a
royalty be treated as a business holding for purposes of the bill.

In cases where a foundation owns stock in a holding company the
foundation is to be treated as owning its proportionate share ol the
investments and business holdings hold br tle holding company in
addition to any stock it holds separately from the holding company.
If this total exceeds the limitation permitted under the bill, then
either the holding company must dispose of some of its investments
or the foundation would have to dispose of some of its stock in the
holding company if sanctions are not to apply.

Under a committee amendment, property acquired by a foundation
in the future under the terms of a will executed before October 9, 1969,
or under a trust instrument which was irrevocable at all times since
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October 9, 1969, is to be treated under the same rules as property
now held by the foundation. In such cases, however, the 10- or 15-year
periods are to run from the date the foundation obtains the stock from
the trust or the estate.

Both the House bill and the Finance Committee's amendments
permit sales of excess business holdings at a fair price to be made by
the foundation to disqualified persons (for example, the stock can be
redeemed by the corporation issuing it). The Finance Committee
amendments also provide that the redemption of stock by a closely
held corporation from a foundation to comply with these provisions
is not to result in the imposition of the accumulated earnings tax with
respect to that corporation, nor is it to give rise to dividend treatment
to the foundation or to other shareholders of the corporation. These
rules apply only in the case of stock already held by a foundation or
acquired by it under existing wills or trusts.

The committee also decided to make the divestiture provisions
inapolicable in two types of cases. The first is where the following
conditions exist:

(1) The foundation on October 9, 1969, owned 95 percent or
more of the voting stock of the corporation.

(2) The stock was acquired by the foundation solely by gift,
devise, or bequest before December 31 1956.

(3) No member of the governing body of the foundation is a
substantial contributor or members of his family at any time on
or after December 31, 1956.

(4) The business of the corporation was, on October 9, 1969,
and continues to be of substantially the same character as the
enterprise which was conducted at the time of the last gift of
the stock by the donor.

(5) The corporation in 3 of the last 5 years and in every year
in the future distributes to its shareholders at least 40 percent
of its income after taxes and the foundation distributes or uses
substantially all of its income for its tax-exempt 'purposes.

(6) The corporation does not in the future acquire any stock in
another business enterprise which would represent excess business
holdings. A business holding owned by a private foundation
through a holding company, all the voting stock of which was
owned by the foundation on all the critical dates, is treated as
being owned directly by the foundation for these purposes.

The second type of case where the committee decided to make the
stock divestitute requirements inapplicable is in the case of founda-
tions incorporated before January 1, 1951, where substantially all of
the assets of the foundation on October 9, 1969, consisted of more
than 90 percent of the stock of an incorporated business enterprise
which is licensed and regulated, the sales and contracts of which are
regulated, and the professional representatives of which are licensed,
by State regulatory agencies in at least 10 States and the foundation
received its stock solely by gift, devise, or bequest. Stock of a company
placed in trust with provision for the charitable remainder to go to
the foundation upon the death of the life beneficiary also is treated
as coming under this provision if the foundation holds on October 9,
1969, without regard to this trust, more than 20 percent of the stock
of the enterprise. Such a foundation also must not acquire in the
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future any stock in another business enterprise which would represent
excess business holdings and must distribute or use substantially all
of its income for its tax-exempt purposes.

In both of these types of cases, the business holdings referred to
are only those actually owned by the foundation on the relevant
dates, except in the case of ownership through a holding company
in the first type of case (where the foundation must have actually
owned all the holding company's voting stock on the relevant dates)
and the limited case of the trust holding described in the second
type of case.

The committee also decided that where a cor poration owns more
than 10 percent of the land area of any major political subdivision in
in the United States (any county, or a city with a population of more
than 100,000) and a foundation and disqualified persons together have
excess holdings of 75 percent or more of the stock of such a corporation,
10 percent of the excess holdings must be disposed of within two years,
25 percent within five years, 50 percent within ten years, and t e re-
mainder by the 15th year.
6. Limitations on Use of Assets

Present law.-A private foundation loses its exemption if its ac-
cumulated income is invested in such a manner as to jeopardize the
carrying out of charitable purposes. No similar specific limitations
apply to investment of assets.

Problem.-Under present law a private foundation manager may
invest the assets (other than accumulated income) in warrants, com-
modity futures, and options, or may purchase on margin or otherwise
risk the entire corpus of the foundation without being subject to any
sanctions. (In one case a court held that a consistent practice of such
investments constituted an operation of the foundation for a sub-
stantial non-exempt purpose, but the only sanction was loss of tax
exemption, which did not really improve the status of charity.)

Finance Committee detimon.-Both the House bill and the Finance
Committee amendments impose upon all assets of a foundation the
same limitations presently applicable only to accumulated income.
As a result, under this provision, a foundation must not invest its
corpus in a manner which would jeopardize the carrying out of its
exempt purposes.

The sanction provided by the House bill where investments are
made in a manner which jeopardizes the carrying out of the orgoni-
zation's exempt function is a tax of 100 percent of the amount so
invested. The Finance Committee amendments provide an initial
sanction on private foundations of 5 percent of the amount involved,
and an initial tax on the foundation manager, where he knowingly
jeopardizes the carrying out of the foundation's exempt purposes, of
5 percent (up to a maximum of $5,000). They also modify the second
level sanction, where the jeopardy situation is not corrected, by
providing a 25 percent tax on the foundation and a 5 percent tax on
the foundation manager who refuses to take action to correct the
situation (in the case of the foundation manager, this sanction may not
exceed $10,000).

The committee amendments also provide that before the second
stage sanctions are imposed the State Attorney General is to be given
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an opportunity to intervene in the case to exercise whatever powers
he has to correct the situation. Where the Treasury Department finds
the situation is corrected, the second level sanctions are not to be
imposed.

The committee's amendments make it clear that a program-related
investment--such as low-interest or interest-free loans to needy stu-
dents, high-risk investments in low-income housing, and loans to
small businesses where commercial sources of funds are unavilable-
is to be considered as a charitable expenditure and not as an invest-
ment which might jeopardize the foundation's carrying out of its
exempt purposes. To qualify as a program-related investment, the in-
vestment must be primarily for charitable purposes and not have as
one of its major purposes that of deriving a profit for the foundation.

The committee also decided to make it clear that the determination
of whether investments jeopardize the carrying out of the foundation's
charitable purposes is to be made as of the time of the investment, in
accordance with a "prudent trustee" approach, and not subsequently,
on the basis of hindsight after a loss occurs.
7. Limitations as to Activities of Foundations

Present law.-Present law requires that no substantial part of the
activities of a private foundation may consist of carrying on propa-
ganda or otherwise attempting to influence legislation. It further pro-
rides that no such organization may "participate in, or intervene in
(including the publishing or distributing of statements), any political
campaign on behalf of any candidate for public office." The corre-
sponding charitable contributions deduction provision prohibits sub-
stantial propaganda activities but does not deal specifically with the
electioneering activities. Another provision prohibits the use of ac-
cumulated income to a substantial degree for nonexempt purposes.

Problem.-Under the present law's substantial lobbying provision,
a large organization may safely engage in far more lobbying than a
small[ organization. Also, many organizations make their views clear
as to which candidates for public office ought to be supported, with
confidence that the drastic remedy of loss of exemption will not be
imposed. Heavily endowed organizations may engage in lobbying or
electioneering and, if exempt status is lost, may continue to avoid tax
on investment income by becoming exempt under other provisions of
the law. The individual grant device is increasingly being used as a
method for funding certain political viewpoints. Organizations that
have been called to task for engaging in such activities have claimed
that they have no responsibility or how their money is used once a
grant has been made.

Finance Comittee deciion.-Both the House bill and the Finance
Committee amendments provide sanctions where private foundations
spend money on certain activities, primarily lobbying and electioneer-
ing. The definitions in the Finance Committee amendments as to
lobbying, however, are somewhat less stringent. First, the House
bill prohibits expenditures representing attempts to influence legisla-
tion through attempts to afect the opinion of the general public.
The committee amendment taxes expenditures where attempts are
made to influence legislation by attempting to cause members of the
general public to propose, support, or oppose legislation. This is not
intended to prevent the examination of broad problems of the type the
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government could be expected to deal with ultimately, but it would
not permit lobbying on matters which have been proposed for legisla-
tive action.

Second, the House bill would tax attempts to influence legislation
through private communications Nv4th persons who participate in
the formulation of legislation, other than through making available
the results of nonpartisan analysis or research (except that private
foundations could communicate with respect to their own tax status).
The committee amendment would tax attempts to influence legisla-
tion through communications with government personnel who may
participate in the formulation of legislation, except in the case of
technical advice or assistance provided to a governmental body in
response to a written request by such body or person. In addition, an
exception is provided where the activity consists of making available
the results of nonpai tisan analysis, study, or research (an exception is
also provided for communications with respect to the tax-exempt
status of the foundation itself).

The committee indicated that where noncommercial educational
television and radio stations adhere to the FCC regulations and the
"fairness doctrine" (requiring balanced, fair, and objective presenta-
tions of issues, and forbidding editorializing), this is to constitute
compliance with the first of the two rules specified above. Under this
rule, a private foundation would be able to make grants to these
television and radio stations without sanctions being applied under this
provision, such grants to be tested under the "fairness doctrine" on
a grant-by-grant basis.

The House bill provided that voter registration drives would be
permitted under this provision where conducted on a nonpartisan.
basis by broadly supported organizations active in at least five States,
provided that contributions to the operating foundations carrying on
such activity are not geographically limited as to use. The Finance
Committee decided to delete the portion of the bill which would permit
private foundation funds to be used for voter registration drives.

The House bill also prohibits expenditures to-influence the outcome
of any public election. The committee modified this to prohibit ex-
penditures for the purpose of influencing the outcome of any specific
election, because it is arguable that almost any statement or study or
general educational activity may become at a future date an issue in
an election depending upon the desires of the candidates at that time.
Limiting this to "specific" elections would still prohibit the prepara-
tion of any materials that were designed to favor or hinder any par-
ticular candidate for public office or any particular viewpoint in the
case of a referendum.

The House bill also imposes sanctions upon the making of grants
to individuals by private foundations unless the grantees are chosen
in open competition or on some other objective and nondiscriminatory
programmatic basis, in accordance with procedures approved in ad-
vance by the Internal Revenue Service. Grants may also be made in
the form of scholarships or fellowships for specific purposes. Among the
permitted purposes for which grants may be made where approval of
the program has been obtained in advance are grants for the improve-
ment or enhancement of "a literary, artistic, musical, scientific or
other similar capacity, skill or .talent." The committee amendments

86-899 0-69---2
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also permit individual grants for the enhancement or improvement of
"teaching skills." In addition, the committee amendments provide
that private foundations may make grants to individuals in the form
of prizes or awards if the individuals are selected from the general
public on the basis of merit or unusual achievement.

Grants to organizations other than public charities are also pro-
hibited under this provision unless the granting organization becomes
responsible for how the money is spent and for providing information
to the Internal Revenue Service regarding the expenditures. This
expenditure responsibility under the committee amendments is not to
be interpreted as making the granting foundation an insurer of the
activity of the organization to which it makes a grant, so long as it
uses reasonable efforts and establishes adequate procedures so that
the funds will be used for proper charitable purposes. In effect, "pmu-
dent man" standards are required in such cases. For example, if the
organization to whom the grant was made supplied a certified audit as
to the purpose of the expenditures, "this would appear to meet this
requirement.

Under the House bill there is one sanction in the case of expendi-
tures for activities under this category. It is a tax equal to 100 percent
of the amount improperly spent plus a tax on the foundation manner
who knowingly made the improper expenditure of 50 percent of that
amount. The committee amendments provide an initial sanction of
10 percent of the amount improperly spent (plus a tax of 2% percent
up to a maximum of $5,000 on the foundation manager who know-
ingly made the improper expenditure). The heavier sanction would
apply later only if the foundation refused to correct the earlier
improper action to the extent possible. The heavier sanction on the
manager (to a maximum of $10,000) would apply later only if he re-
fused to agree to the correction.
8. Disclosure and Publicity Requirements

Present law.-Under present law, an exempt organization must file
annual information returns describing its gross income, expenses,
disbursements for its exempt purposes, accumulations, balance sheets,
and the total amount of contributions and gifts received by it during
the year. This requirement applies only to exempt organizations other
than: religious organizations (and certain of §heir affiliates); schools
and colleges; publicly supported charitable 'organizations; certain
fraternal beneficial societies; and federally ,dwned, congressionally
chartered exempt organizations. These intonation returns are in
addition to the unrelated business income tax returns required to be
filed in certain cases.

No specific sanctions are provided for failure to fie an exempt
organization information return. However, certain criminal provisions
may apply in extreme cases.

Existing law also provides that the information required to be
furnished, on exempt organization information returns is to be open
to the public.

Problem.-The present information return requirements are essen-
tially the same as those provided by the 1950 amendments to the
charitable organization provisions of the code. The primary purpose
of these requirements is to provide the Internal Revenue Service with
the information needed to enforce the tax laws. The House and the Fi-
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nance Committee concluded that experience of the past two decades
indicates that more information is needed on a more current basis for
more organizations and that this information should be made more
readily available to the public, including State officials.

Fiance Committee decisio.-The House bill makes several changes
in the present provisions.

First, the House bill provides that every exempt organization,
whether or not a private foundation, must file an annual information
return except where the Treasury Department determines that this is
unnecessary for efficient tax administration. The Finance Committee
provided two exceptions to this provision. First, it exempted churches
and their integrated auxiliary organizations and associations or con-
ventions of churches from the requirement of filing this annual in-
formation return (where the church or its auxiliary organization, etc.
is engaged in an unrelated business, however, it would still be required
to file an unrelated business income tax return). The integrated
auxiliary organizations to which this applies include the church's
religious school, youth group, and men s and women's clubs. The
committee also exempted from the requirement for fling this annual
information return any organization that normally has gross receipts of
$5 000 or less where the organization is of a type not required to file an
information return under present law. In addition to these two exempt
categories, the Treasury Department can exempt other types of
organizations (such as religious orders) from the filing requirements if
it concludes that the information is not of significant value.

A second change in present law made by the House bill is to require
that there be shown on each information return the names and
addresses of all substantial contributors, directors, trustees, and other
management officials (all of whom are "disqualified persons" for pur-
poses of several of the new provisions), and of highly compensated
employees. Compensation andother payments to managers and highly
compensated employees also must be shown. The Finance Committee
is in accord with these changes except that it decided not to require
that the names and addresses of substantial contributors be disclosed
to the public in the case of exempt organizations other than private
foundations (such organizations would, however, be required to dis-
close these names to the Internal Revenue Service).

A third change in present law made by both the House bill and
the committee's amendments provides that the failure to file a timely
exempt organization information return (unless reasonable cause is
shown) is to result in a sanction of $10 per day, up to a maximum of
$5,000 as to any one return, imposed upon the foundation. Failure to
file after a reasonable demand by the Internal Revenue Service (unless
reasonable cause is shown) is to result in an additional sanction of $10
a day up to a maximum of $5,000 as to any one return. This sanction
is imposed on the exempt organization official or employee who fails
to file the information return.

The fourth change made by the House bill and the committee
amendments directs the Internal Revenue Service to notify State
officials of any refusal by the Service to recognize the exempt status
of an organization previously exempt or that in the future applies for
exempt status, any violation by an organization of the requirements of
its exemption, an any mailing of a notice of deficiency regarding any
of the new taxes imposed by this bill with respect to private founda-
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tions. In addition, the Service is to make available information about
the items previously referred to that are relevant to any determination
under State law.
9. Change of Status

Present law.-Under present law, an organization is exempt if it
meets the requirements of the code, whether or not it has obtained
an "exemption certificate" from the Internal Revenue Service.

If an organization does not continue to meet the requirements for
exemption, if it commits certain specifically prohibited acts (sec. 503)
or if it deals in certain prohibited ways with its accumulated earnings
(sec. 504), it loses its exempt status. This loss of exempt status maYrelate back to the time the organization first violated the codes
requirements. However, if the violation occurred after the contribu-
tions had been made to the organization, no deductions are disallowed
to such contributors. Also, the organization's income tax exemption
is not disturbed for years before the organization's first violation.

Problem.-The House and the Finance Committee believe that the
Internal Revenue Service has been handicapped in evaluating and
administering existing law by the lack of information with respect to
many existing organizations.

In addition, they are concerned that in many cases under existing
law the loss of exempt status will impose only a light burden on many
existing foundations. This is trite in those circumstances, for example,
where the foundation has already received sufficient charitable con-
tributions to provide its endowment and where the foundation could
retain its exemption as to its current income by qualifying for exemp-
tion under an exemption category other than section 501(c)(3).

Finance Committee decihion.-With respect to the first problem out-
lined above, the House bill provided that new exempt organizations
must notify the Internal Revenue Service if they claim exempt status
under section 501(c)(3). It also required that they, and existing
organizations, notify the Service if they claim to be other than private
foundations. The bill provides that the Treasury Department may
exempt from either or both of these notification requirements:

(1) churches (or conventions or associations of churches);
(2) schools and colleges; and
(3) any other class of organization where the-Treasury deter-

mines that full compliance with these provisions is not necessary
to efficient administration.

The Finance Committee concluded that churches, their integrated
auxiliaries, and conventions or associations of churches, whether or
not the Treasury acts, should not be required to claim exempt status
in order to be exempt from tax nor should they be required to file with
the Internal Revenue Service to avoid classification as private foun-
dations. The committee also decided to exclude from these require-
ments those educational or public charitable organizations whose gross
receipts normally are $5,000 or less. As under the House bill, the
Treasury Department still will be able to exercise its discretion in
exempting other classes of organizations (such as religious orders)
where this is consistent with efficient administration.

With respect to the second problem outlined above, the House bill
provides that an organization which was a private foundation for its
last taxable year ending before May 27, 1969, or become one on a
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subsequent date, may not change its status unless it repays to the
government the aggregate tax benefits (with interest) which have
resulted from its exempt status. (This tax may be abated, however,
as described below.) The Treasury Department may also assess this
tax in any case where the private foundation has willfully engaged in
flagrant or repeated acts (or failures to act) giving rise to taxliability
under the other *provisions relating to private foundations.

The tax benefits to be repaid in these cases are the increases in
income, estate, and gift taxes which would have been imposed upon the
organization and all substantial contributors if the organization had
been liable for income taxes and if its contributors had not received
deductions for contributions to the organization.

If a private foundation is required to pay this tax or volunteers to pay
this tax to change its status, the Internal Revenue Service may then
abate any part of the tax which has not been paid if (1) the foundation
distributes all of its net assets to organizations which have been public
charities, or (2) itself has operated as an organization which is not a
private foundation for at least five years.

The Finance Committee accepted the House provision described
above except that it provided that where a private foundation volun-
teers to change its status by acting in all respects as a public charity
for at least five consecutive years the foundation is to be classified as a
public charity during the five-year period. Should the organization fail
to act as a public charity during that period, it would lose its status as
of that time as a public charity. However, it would during the 5-year
period continue to be treated as the same private foundation subject to
the same change of status rules if it engages in willful, flagrant, or
repeated violations. Also, if an organization that was a private founda-
tion for its last taxable year ending before October 9, 1969, changes
into a "public" charity in its first taxable year beginning after Decem-
ber 31, 1969, it need not go through the processes required by this
"Change of Status" provision.

The committee's amendments provide that the tax on change of
status, discussed above, may also be abated if the Service is satisfied
that corrective action to preserve the foundation's assets for charity
has been completed by the State Attorney General or other appropriate
State official under the supervision of the appropriate courts.
10. Definition of Private Foundation

Present law.-"Private foundation", a term not found in present
law, is often used to describe an organization, contributions to which
may be deducted only up to 20 percent of an individual donor's ad-
justed gross income. Deductions of up to 30 percent of a donor's income
may be taken for contributions to (1) churches, (2) schools, (3) hos-
itals, 4) fund-raisers for schools, (5) States and subdivisions, and

(6) publicly supported charities.
Problem.m-In general, the problems that gave rise to the statutory

provisions of the bill discussed above appear to be especially prevalent
in the case of organizations presently in the 20-percent group. How-
ever, it appears that certain organizations presently in the 20-percent
category generally do not give rise to the problems which have led
to the restrictions and limitations described above.

Finance Committee decision.-Tpe House bill provides that private
foundations subject to the provisions described in the first 9 parts of
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this summary are organizations referred to in section 501(c) (3) of the
code other than:

(1) organizations, contributions to which may be deducted to the
extent of 30 percent (50 percent under the bill) of an individual's in-
come (for list of six categories of organizations, see Present law,
above);

(2) certain types of broadly, publicly supported organizations (de-
scribed below);

(3) organizations organized and operated exclusively for the benefit
of one or more organizations described in (1) or (2) above which are
controlled by one or more of these organizations or are operated in
connection with one of these organizations and are not controlled by
disqualified persons (other than foundation managers, disqualified only
as such, and organizations described in (1) or (2) above); and

(4) organizations which are organized and operated exclusively for
testing for public safety.

The first and fourth categories are essentially the some as in present
law. The second category provides that private foundation treatment
is not to apply in the case of an organization (including a membership
organization) which normally receives no more than one-third of its
support in each year from investment income, if at least one-third of
its support comes from the public (in the form of gifts, grants, con-
tributions, membership fees, and gross receipts from admissions) not
taking into account amounts received from disqualified persons. This
requirement is designed to insure that the organization is responsive to
the general public. The remainder of the organization's support may
come from substantial contributors and other disqualified persons but
no more than one-third of its support may come from investment in-
come.

The committee in general accepted this definition but made the
following modifications or clarifications in it:

(a) It provided a definition of support for purposes of this provision.
In this regard it adopted the definition contained in the current regula-
tions modified to include in support amounts received from the exer-
cise or performance by an organization of its exempt purpose or func-
tion.

(b) In defining the one-third of the organization's support which
must come from the public, the bill includes gross receipts from ac-
tivities by the organization which are not unrelated trade or business
activities. This, however, does not include receipts in the year from any
persons which are in excess of I percent of the organization's support
or (under the committee's amendment) $5,000, whichever is greater.

The term "person" as used in the Internal Revenue Code does not
include governmental units, so that under the House bill an organiza-
tion which has only one contributor whose support comes from govern-
ment contract work might avoid classification as a private foundation
(or, depending upon the interpretation, might be regarded as being a
private foundation even though its governmental support really was
broadly based). The committee provided that amounts received from
government contracts (on a contract-by-contract basis) would be in-
cluded in the qualifying activity income only to the extent they do
not exceed I percent of the organization's support, or $5,000, whichever
is the greater.
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(c) The committee provided that an organization which would meet
all of the tests of the third category described above except that it is
operated in connection with two or more specific schools nevertheless
may qualify where all the beneficiaries are educational organizations.

C-d) The committee provided that an organization which is formed
outside the United States, if it meets the definition of a private founda-
tion is to be treated as such despite the place of its organization; A
gift by a domestic private foundation to a foreign nonoperating private
foundation generally will not be a qualifying distribution; a gift to a
foreign operating foundation will qualify under the same circumstances
that a gift to a domestic operating foundation would qualify.'

(e) The committee provided that a foundation which is run in con-
junction with an organization exempt under paragraphs (4), (5), or
(6) of section 501(c) (such as a social welfare organization, labor or
agricultural organization, business league, real estate board, etc.)
which is publicly supported is to be treated as meeting the public
support test for purposes of being a public charity rather than a private
foundation.
11. Private Operating Foundation Definition

Present law.-The term "operating foundation" is not in present
law but is sometimes used to describe the type of organization contribu-
tions to which qualify for the unlimited charitable contribution deduc-
tion even though they do not qualify for the 30-percent deduction
provision of present law. Essentially these are organizations which,
although lacking general public support, devote most of their earnings
and much of their assets directly to the conduct of their educational,
charitable, and religious purposes, as distinct from merely making
grants to other organizations for these purposes. More specifically, in
order to qualify for this treatment under present law, substantially
more than half of the organization's assets and substantially all of its
income must be used or expended directly for its exempt purposes
or function.

Problem.-A definition of an operating foundation is needed under
the House bill and the committee's amendments, first, because an
operating foundation (as distinct from private foundations generally)
can be the recipient of grants from a private foundation without having g
to spend the funds so received currently within one year with the
funds nevertheless qualifying as expenditures of income by the do-
nating private foundation. Second, insofar as the committee amend-
ments are concerned, an operating foundation (as distinct from a
nonoperating private foundation) is not limited to a 40-year life as an
exempt organization. Third, under the committee amendments, char-
itable contribution donations to operating foundations are eligible
for the 50-percent charitable contribution deduction. Fourth, while
operating foundations are required to spend or use "substantially all

I The committee provided a series o! modifications of the private foundations rules to take account of the
fact that some of the rules could not easily be applied In practice to forei organizations. The audit-fee
tax will be 2 percent of the gross income received from sources within the Vited States. The requirements
regarding change of status, governin instruments, selfdealing, minimum distributions, excess business
holdings, Jeopardy Investments, and limitations on activities will not apply to foreign private foundations
If no signr lant part of their normal support (other than Investment Income) comes from the United States.
However, in general, such a foreign private foundation loses its exemption under the Internal Revenue Code
if it enles in any of the acts that would have justified a doubling of the taxes imposed upon the orplans-
tion hid it been a domestic organization engaging in those same acts. Also, no Income, gift, or etate tax Geduc-

Sathas lost Ita exempt tutusunder thee circumstances. in effect,
such an organizAtion would be treated as a taxable nonresident alien.
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of their income" for their educational or charitable purposes, they
are not subject to the 5-percent minimum payout requirement nor
required to expend their entire income.

Finance Committee decision.-The House bill and the committee
amendments provide that an operating foundation is a private founda-
tion substantially all of whose income is spent directly for the active
conduct of its activities representing the purpose or function for which
it is organized and operated. Under the House bill, it must also meet
one of two other tests. Under the committee's amendment, it may
meet either one of the same tests or a third test. The first of these
alternative tests under both versions of the bill requires that sub-
stantially more than half of the assets of the foundation must be devoted
directly to the activities for which it is organized or to functionally
related businesses. (This alternative is essentially the same as
present law.) The second alternative under both versions of the bill
covers cases where the organization normally receives substantially
all of its support (other than gross investment income) from 5 or more
exempt organizations and from the general public. However, in this
case not more than 25 percent of the foundation's support may be
received from any one of these exempt organizations and, under a
committee amendment, not more than half of its support may come
from its investment income. The third alternative provided by the
committee is where an organization's endowment (plus any other
assets not devoted directly to the active conduct of the activities for
which it is organized), based upon a 4-percent rate of return, is no
more than adequate to meet its current operating expenses. (The
4-percent rate will vary in accordance with any changes made by the
Secretary of the Treasury in the 5-percent minimum payout
requirement.)
12. Hospitals

Present law.-Hospitals qualify for exempt status and may receive
deductible charitable contributions as "charitable" organizations.

Problem.-It has been contended by some revenue agents that
hospitals (unlike educational organizations, churches, and others)
must provide some significant amount of charitable services without
charge or below cost in order to be exempt as "charitable" orga-
nizations.

The Internal Revenue Service has issued a ruling indicating that
hospitals, if they meet all the other requirements of section 501(c)(3),
are exempt under that provision, whether or not they provide chari-
table services on a no-cost or low-cost basis.

Finance Committee deciion.-The committee deleted from the bill
those provisions which would have conformed the code to the result
reached by the ruling. The committee decided to reexamine this matter
in connection with pending legislation on Medicare and Medicaid.
13. Effective Dates

The provisions described above generally apply to taxable years
beginning after December 31, 1969.

Finance Committee decieion.-The committee generally adopted the
effective dates in the House bill with the following exceptions:

(1) Foundations whose governing instruments cannot be changed to
comply with the income distribution rules or with business ownership
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rules are not to be affected by these rules until the instruments can be
changed. Similar provisions already appear in the bill with regard to
accumulations and with regard to the provision requiring existing
Private foundations to reform their governing instruments in accord-
ance with the language of the bill.

(2) The House bill provides that the self-dealing rules are not to
apply to fair price sales to disqualified persons in the case of property
held by the foundation on May 26, 1969, if the foundation is required
to dispose of the property in order to meet the business holding require-
ments. The committee changed the date to October 9, 1969, and ex-
tended this treatment to exchanges and other dispositions where the
foundation receives in return amounts equal to or in excess of the fair
market value of the property which was exchanged. The committee
also agreed that this rule as to the sales of business holdings is also to
apply to later acquired property received under wills executed before
October 9, 1969, or where the property was received under the manda-
tory provisions of trusts or documents transferring property in trust
if such provisions were irrevocable on October 9, 1969, and at all times
thereafter.

B. OTHER TAX-EXEMPT ORGANIZATIONS

1. The "Clay Brown" Provision or Debt.Financed Property
Present law.-Under present law, charities and some of the other

types of exempt organizations are subject to tax on rental income from
real property to the extent the property was acquired with borrowed
money. However, this provision does not apply to all tax-exempt
organizations and there is an important exception which excludes
rental income from a lease of 5 years or less. Nor does the tax apply to
income from the leasing by a tax-exempt organization of assets consti-
tuting a going business.

Problem. During the past several years weaknesses in the present
provision relating to debt-financed property have been exploited in
several different respects. As a result a large number of tax-exempt
organizations have used their tax-exempt privileges to buy businesses
and investments on credit, frequently at what is more than the market
price, while contributing little or nothing themselves to the transac-
tion other than their tax exemption.

In a typical Clay Brown situation a corporate business is sold to a
charitable or educational foundation, which makes a small or no down
payment and agrees to pay the balance of thepurchase price out of
profits from the property. The charitable or educational foundation
liquidates the corporation, leases the business assets back to the seller,
who forms a new corporation to operate the business. The newly
formed corporation pays a large portion of its business profits as
"rent" to the foundation, which then pays most of these receipts back
to the original owner as installment payments on the initial purchase
price.

In this manner in the 01zy Brown case (1965 Supreme Court case),
a business was able to realize increased after-tax income, and the
exempt organization acquired the ownership of a business valued at
$1.3 million, without the investment of its own funds. In the recent
(1969) University Hill Foundation case, the Tax Court upheld the
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acquisition of 24 businesses by the University Hill Foundation in the
period 1945 to 1954. Other variants of the debt-financed property
problem have also been used.

Finance Committee decision.-Both the house bill and the committee
amendments provide that all exempt organizations' income from
"debt-financed" property, which is unrelated to their charitable
function, is to be subject to tax in the proportion in which the property
is financed by the debt. Thus, for example, if a business or investment
property is acquired subject to an 80 percent mortgage, 80 percent
of the income and 80 percent of the deductions are to be taken into
account for tax purposes. As the mortgage is paid off, the percentage
taken into account diminishes. Capital gains on the sale of debt-
financed property also are taxed. The provision makes exceptions
for property to be used for an exempt purpose of the organization
involved within a reasonable time and also for property acquired by
Ift or inheritance under certain conditions. Special exceptions are

also provided for the sale of annuities and for debts insured by the
Federal Housing Administration to finance low and moderate-income
housing. The provision is generally effective for 1970 and later years,
but for years before 1972 only indebtedness incurred on or after
June 28, 1966, is to be taken into account.

The Finance Committee and House versions of the bill are the
same except for the following modifications:

(1) It is to be made clear in the committee report that property
acquired under life income contracts is not to be treated as debt-
financed property except where payments received by any of the life
beneficiaries are treated for tax purposes as the proceeds of a sale.

(2) Where a debt-financed building is operated by an exempt holding
company (or other exempt organization) for the benefit of an affiliated
exempt organization, the committee amendments specify that the
property of the holding company (or other exempt organization) is not
to be classified as debt-financed property to the extent it is used by the
related exempt organization (whether or not a section 501 (c)(3)
organization) in the performance of its exempt functions.

(3) The House bill exempts from the classification of debt-financed
property, property where "all" of the property is used for the exempt
purpose of the organization. The committee amendments specify that
this exclusion also is to include cases where "substantially all" of the
property is used for the organization's exempt purposes. In addition,
if less than substantially all of the property's use is related to the ex-
empt purpose of the organization, to the extent that the property is
so used it is not to be considered as debt-financed property.

(4) Generally, an acquisition indebtedness would exist with respect
to any property whenever the indebtedness was incurred in acquiring
or improving the property or would not have been incurred "but for"
the acquisition or improvement of the property. Thus, for example,
where a church has a portfolio of investment with no debt, and sub-
sequently acquires a debt to construct a church-related building, such
as a seminary, such debt will not be considered acquisition indebted-
ness with respect to the investment portfolio.
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2. Extension of Unrelated Business Income Tax to All Exempt
Organizations

Present law.-Under present law the tax on unrelated business in-
come applies only to certain tax-exempt organizations. These include:

(a) Charitable, educational, and religious orgo:Aizations (other than
churches or conventions of churches);

(b) Labor and agricultural organizations;
(c) Chambers of commerce, business leagues, real estate boards, and

similar organizations;
(d) Mutual organizations- which insure deposits in building and

loan associations and mutual savings banks; and
(e) Employees' profit sharing trusts and trusts formed to pay (non-

discriminatory) supplemental unemployment compensation.
Proble.-In recent' years many of the exempt organizations not

now subject to the unrelated business income tax-such as churches,
social clubs, fraternal beneficiary societies, etc.-have begun to engage
in substantial commercial activity. Some churches, for example are
engaged in operating publishing houses, hotels, factories, radio and TV
stations, parking lots, newspapers, bakeries, restaurants, etc. Further-
more, it is difficult to justify taxing a university or hospital which runs
a public restaurant or hotel or other business and not taxing a country
club or lodge engaged in similar activities.

Finance Committee decision.-The House bill and the Finance
Committee amendments extend the unrelated business income tax
to all exempt organizations (except United States instrumentalities).
The organizations which will newly be made subject to this tax include
churches and conventions or associations of churches, social welfare
organizations, social clubs, fraternal beneficiary societies, employees'
beneficiary associations, teachers' retirement fund associations,
cemetery companies, credit unions, mutual insurance companies, and
farmers' cooperatives formed to finance crop operations.

As under present law, this tax does not apply unless the business is
"regularly" carried on and, therefore, does not apply, for example, in
cases where income is derived from an annual athletic exhibition. In
the case of membership organizations, income resulting from charges to
members for goods, facilities, and services supplied in carrying out the
exempt function is not subject to tax.

The bill contains several administrative provisions including one
providing that no audit of a church, its integrated auxiliaries, or con-
vention or association of churches is to be made unless the principal
internal revenue officer for the region believes the church may be
engaged in a taxable activity. Churches will not be subject to tax for 6
years on businesses they now own.

The Finance Committee amendments differ from the House pro-
visions only in the following respects:

(1) Present law, in distinguishing between;passive income which is
free of tax and active businessincome which is subject to tax, provides
an exclusion from the unrelated business income tax for all rents from
real property and personal property leased with the real property. The
committee amendments modify this to limit the exclusion for rents of
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personal property to cases where the personal property is incidental
to the lease of the real property. Further, in any case, rents from
real property would be taxed where such property is leased with per-
sonal property, if 50 percent or more of the rent is attributable to the
personal property. In addition, the committee amendments tax as
unrelated business income property rentals of both refil and personal
property where the rentals are measured by reference to the net
income from the property.

(2) The committee amendments will make it clear that related
income includes income received from members for providing goods,
facilities, or services not only to guests but also to members' de-
pendents.

(3) Under the committee amendments, the $1,000 specific deduction
allowed in present law in computing the unrelated business income
tax is to be available for each parish, individual church, district, or
other local unit in the case of a diocese, province of a religious order
or convention or association of churches, to the'extent.that each such
local unit has such income.

(4) Under present law, a voluntary employees' beneficiary associa-
tion (exempt under sec. 501(c)(9)) must derive 85 percent or more of
its income from its members. With the imposition of the tax on un-
related business income on organizations in this category (and also
the investment income tax referred to subsequently), the House con-
cluded that the 85 percent income test was no longer necessary. As a
result, the voluntary employees' beneficiary associations, under the
House bill, generally are to be exempt whether or not they meet the
85 percent test in the same manner as is now the case where the
members are United States Government employees (sec. 501(c)(10)).
For this reason, the committee amendments combine these two cate-
gories. In addition, the committee amendments specify that those
voluntary employees' beneficiary associations which provide pension
and retirement benefits for their members and are taxed under special
life insurance company provisions, will be restored to an exempt
category under section 501(c) (as was previously the case) but will be
subject to the unrelated business income tax.

(5) In defining what constitutes related business income, the com-
mittee amendments provide that when an exempt holding company
and a tax-exempt organization to which it is related file a consolidated
return, the holding company is to be treated as organized and operated
for the same purposes as the exempt organization. This means that
the income of the holding company will be classified as related business
income if it is related to the exempt functions of the exempt organi-
zation.

(6) In the case of churches, it will be made clear in the committee
report that the term "related business income" includes the operation
and maintenance of cemeteries, the conduct of charitable institutions,
the sale of religious articles and the printing, distribution and sale of
religious pamphlets, tracts, calendars, papers, books and magazines
with a substantial religious content, as long as these activities are
carried on in connection with the church.

(7) The committee amendments provide that the unrelated business
income tax is. not,-o apply to a religious order 5r to an educational
institution maintained by such religious order that has held unrelated
businesses, which provide services under licenses issued by a Federal



regulatory agency, for 10 years or more, if the unrelated business
distributes not less than 90 percent of its earnings each year and it is
established to the satisfaction of the Secretary, or his delegate, that
rates, and other charges and services provided by such a business are
fully competitive with and do not exploit similar businesses operating
in the same general area.

(8) The committee report is to make it clear that when organizations
send out inexpensive articles incidental to the solicitation of charitable
contributions, the amounts received are not to be considered as being
in exchange for the inexpensive articles where it is clear that the
contributions, less a reasonable administrative cost, fully accrue to
the exempt organization.

(9) Under present law, the unrelated business income tax does not
aply to a business in which substantially all the work in carrying on
the business is performed for the organization without compensation
or to a business (such as a thrift shop) which sells merchandise, sub-
stantially all of which is received by the organizations as gifts or con-
tributions. These exceptions do not apply, however, unless the busi-
ness is run for the benefit of a single exempt organization. The com-
mittee amendments extend these exceptions to cases where such a
business is run for the benefit of more than one exempt organization
and also where it is run as a separate corporation.
3. Taxation of Investment Income of Social, Fraternal, and

Similar Organizations
Present law.-Under present law, the investment income of social

clubs, fraternal beneficiary societies, and employees' beneficiary asso-
ciations are exempt from income tax.

Problem.-Since the tax exemption for social clubs and other groups
is designed, at least in part, to allow individuals to join together to
provide recreational or social facilities without tax consequences, the
tax exemption operates properly only where the sources of income of
the organization are limited to receipts from the membership. Where an
organization receives income from sources outside the membership,
such as income from investments, upon which no tax is paid, the
membership receives a benefit from the tax-exempt funds used to
provide pleasure or recreational facilities.

Finance Committee decision.-The House bill provides for the tax-
ation (at regular corporate rates) of the investment income of social
clubs, fraternal beneficiary associations and employees' beneficiary
associations. This does not apply under the House bill, however, to the
income of fraternal beneficiary associations and employees' bene-
ficiary associations to the extent the income is set aside to be used only
for the exempt insurance function of these organizations or for chari-
table purposes. If in any year, an amount is taken out of the set-aside
and used for any other purpose, however, this amount will be subject
to tax at that time.

The Finance Committee amendments modify the House bill by
excluding fraternal beneficiary associations from the tax on invest-
ment income. In addition, a new category of exemption for fraternal
beneficiary associations is set forth which applies to fraternal or-
ganizations operating under the lodge system (such as the Masons)
where the fraternal activities are largely religious, charitable or
educational in nature but where no insurance is provided for the
members.
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The committee amendments also extend the exemption from the
investment income tax available in the House bill for fraternal bene-
ficiary associations and employees' beneficiary associations in the case
of amounts set aside for charitable purposes to the other types of
organizations to which the investment income tax is to apply. In
doing so, it intends in the case of national organizations of college
fraternities and sororities that amount% set aside for scholarships, for
student loans or loans on local chapter housing, leadership and
citizenship schools and services, and similar activities be classified as
amounts used for educational or charitable purposes under this pro-
vision. This exception would also extend to any other educational or
charitable activities of these or other exempt organizations.

The committee amendments also provide that amounts set aside
for the reasonable cost of administration of benefit programs, as well
as the payment of benefits themselves, constitutes use for educational,
charitable, etc. purposes.

In addition, the committee amendments provide that the tax on
investment income is not to apply to the gain on the sale of assets used
by the organizations in the performance of their exempt functions to
the extent the proceeds are reinvested in assets used for such purposes
within a period beginning one year before the date of sale and ending
three years after that date.
4. Interest, Rent, and Royalties From Controlled Corporations

Present law.-Under present law, rent, interest, and royalty expenses
are deductible in computing the income of a business. On the other
hand, receipt of such income by tax-exempt organizations generally
is not subject to tax.

Problem.-Some exempt organizations "rent" their physical plant to
a wholly owned taxable corporation for 80 percent or 90 percent of all
the net profits (before taxes and before the rent deduction). This ar-
rangement enables the taxable corporation to escape nearly all of its
income taxes because of the large "rent" deduction. While courts have
occasionally disallowed some, or all, of the rent deductions, the issue is
a difficult one for the Internal Revenue Service.

Finance Committee deciion.-The House bill and the Finance Com-
mittee amendments amend the Code to provide that where a tax-
exempt organization owns more than 80 percent of a taxable subsidiary,
interest, annuities, royalties and rents received by it are to be treated
as "unrelated business income" and subject to tax. The deductions
connected with the production of this income are allowed.

The committee amendments modify this provision by providing
that where the subsidiary is also an exempt organization it is to
apply only to the extent the income is unrelated business income
to the subsidiary. As a result, the payments received from the sub-
sidiary would not be subject to tax to the extent the facilities rented or
the money borrowed is used by the exempt organization in the per-
formance of its exempt function. Where the operation of the controlled
corporation is "functionally related" to the exempt purposes of the
controlling exempt organization, these types of income from the
taxable subsidiary would be "related" income and would not be
subject to tax.
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5. Limitation on Deductions of Nonexempt Membership Orga-
nizations

Pre8ent law.-Some courts have held that taxable membership.or-
ganizations cannot create a "loss" by supplying their members services
at less than cost so that the resulting loss on membership activities
reduces income earned from investments or other activities. Other
courts have held instead that such a "loss" is permissible, that the
expenses of providing such services at less than cost will offset from
taxation additional income earned by the organization from invest-
ments or other activities.

Problem.-In some cases membership organizations, which also
have business or investment income, serve their members at less than
cost and offset this book loss against their business or investment in-
come and as a result pay no income tax. In an important decision the
courts held that a non-exempt water company was not subject to tax
when the "losses" in supplying its members water offset its investment
income. Other courts have held to the contrary.

Finance Committee deciin.-The House bill provides that in the
case of a taxable membership organization the deduction for expenses
incurred in supplying services, facilities or goods to the members is to
be allowed only to the extent of the income received from these mem-
bers. The purpose was to prevent membership organizations from
escaping tax on business or investment income by using this income
to serve its members at less than cost and then deducting the book'loss."

The Finance Committee amendments accept this provision in gen-
eral but provide the following modifications:

(1) The provision is not to apply in certain situations where there
is no attempt to subsidize services to members with income from
nonmembership sources, such as in the case of the American Auto-
mobile Association which receives prepaid dues income as considera-
tion for services to be rendered in competition with the charges made
by other automobile clubs which are operated as loss leaders for
profit organizations.

(2) The provision is not to apply to securities and commodities
exchanges organized on a members p basis.

(3) Where the cost of furnishing services, facilities or goods to mem-
bers exceeds the income from members, the excess deductions are to
be available as carryovers to succeeding years as offsets against income
derived from members in those years.

(4) The committee amendments postponed the effective date of this
provision for one year or until 1971. In addition, the committee report
is to make it clear that the adoption of this provision is not to be taken
as any inference as to the allowability of a deduction for the excess of
such costs over income from members under existing law.
6. Income From Advertising, Etc.

Present law.-Late in 1967 the Treasury promulgated regulations
under which the income from advertising was treated as "unrelated
business income" even though such advertising appeared, for example,
in a periodical related to the educational or other exempt purpose of
the organization.
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Problem.-While it was concluded that the regulations reached an
appropriate result in specifying that in carrying on an advertising
business in competition with other taxpaying advertising businesses a
tax should be paid, nevertheless, the statutory language on which the
regulations were based was sufficiently unclear so that substantial
litigation could have resulted from these regulations.

Finance Committee deciion.-The House bill provides that the term
"trade or business" includes any activity which is carried on for the
production of income from the sale of goods or the performance of
services. It'further indicates that for this pl)pose an activity does not
lose its identity as a trade or business merely because it is carried on
within a larger aggregate of similar activities which may, or may not,
be related to the exempt purpose of the organization.

The Finance Committee amendments approve the intent of the
House provision but provide for a restructuring of the language so
that it will have application only in the areas to which the regulations
had application; in the case of advertising and certain other profit-
making activities carried on within a larger aggregate of activities,
namely a sale by a hospital pharmacy of drugs to persons other than
hospital patients and the operation of a race track by an exempt
organization. Under both the House and committee versions of the
bill, an organization which publishes more than one magazine, peri-
odical, etc., may treat any of these on a consolidated basis in deter-
mining its unrelated trade or business income so long as each such
periodical, etc., is "carried on for the production of income."

C. CHARITABLE CONTRIBUTIONS
1. 50 Percent Charitable Contribution Deduction

Present law.-Under present law, the charitable contributions de-
ductions allowed individuals generally is limited to 30 percent of a
taxpayer's adjusted gross income. In the case of gifts to certain private
foundations, however, the deduction is limited to 20 percent of a tax-
payer's adjusted gross income. (In addition, in limited circumstances.
a taxpayer is allowed tm unlimited charitable contributions deduc-
tion.)

Problem.-It has been suggested that it would be desirable to
strengthen the incentive for charitable giving by increasing the pres-
ent 30 percent limitation on the charitable contribution deduction.
Moreover, it was hoped that an increase would offset any decreased
incentive resulting from the repeal of the unlimited charitable con-
tributions deduction (see No. 2 below).

Finance Committee deciion.-The House bill increases the general
30 percent limitation on an individual's charitable contribution deduc-
tions to 50 percent. The 20 percent charitable contribution deduction
limitation is retained in the case of gifts to private foundations. Also
contributions of appreciated property continue to be subject to the
present 30 percent limitation.

The Financq Committee amendments, while retaining the general
House rules, modify them in two respects. First, they provide that
private operating foundations and also private nonoperating founda-
tions, which within one year distribute the contributions they receive
to religious, educational, or public charities, or private operating
foundations, are to qualify for the 50 percent limitation in the same



manner as other contributions. Second, the committee amendments
provide that the 30 percent limit is to apply only to the appreciation
portion of the value of a gift of appreciate capital gain property (to
Which the separate appreciated property rules do not apply). Thus,
the basis portion of the value of the property would be eligible for the
50 percent limit before applying the 30 percent limit to the appreoiation
portion.

The House bill provides that the contribution base to which the
percentage limitation is to be applied is adjusted gross income plus the
amount of tax preferences not included in the tax base. The com-
mittee amendments restore existing law which bases the percentage
upon adjusted gross income.
2. Repeal of the Unlimited Charitable Deduction

Present law.-The charitable contributions deduction for individu-
als generally is limited to 30 percent of the taxpayer's adjusted gross
income. An exception to the 30 percent general limitation allows a
tax payer an unlimited charitable contributions deduction, if in 8 out
of the 10 preceding taxable years the total of the taxpayer's charitable
contributions plus income taxes paid exceeded 90 percent of his tax-
able income.

Problem.-It has been pointed out that the unlimited charitable
contributions deduction has permitted a number of high-income per-
sons to pay little or no tax on their income. It appears that th- charita-
ble contributions deduction is one of the two most important itemized
deductions used by high-income persons, who pay little or io income
tax, to reduce their tax liability. t o

Finance Committee deciion.-The unlimited charitable contribution
deduction under both the House bill and committee amendments is
to be eliminated for years beginning after 1974. During the interim
period, an increasing limitation is to be placed on the amount by
which the deduction may reduce the individual's taxable income. For
taxable years beginning in 1970, the total charitable deduction (for
those qualifying under this provision) is not to be allowed to reduce an
individual's taxable income to less than 20 percent of his adjusted
gross income. This percentage is increased by six percentage points a
year for the years 1971 through 1974. The percentage of the taxpayer's
taxable income which must be given to charity (or paid in income
taxes) in 8 out of the 10 preceding taxable years in order to qualify for
the extra charitable deduction during this interim period is reduced to
80 percent in 1970, and then is reduced by six percentage points year
for each of the years 1971 through 1974.

The committee amendments,, while in a( oDrd with the rules set
forth above, specify that during the interim period through 1974 the
30 percent limit on gifts of appreciated property and the appreciated
Iproperty rule which in some cases takes the appreciation into account
or tax purposes are not to apply in the case of a person qualifying

for the extra charitable contribution deduction in the interim period
in the case of property which would give rise to a long-term capital
gain it sold.
3. Charitable Contributions of Appreciated Property

Present law.-A taxpayer who contributes property, which hasappreciated in value to charity generally is allowed a charitable
contributions deduction for the fair market value of the property at

86-899 0-69-3--8
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the time of contribution. Further, no income tax is imposed on the
appreciation in value of the property at the time of the gift. In
addition, if property is sold to a charity at a price below its fair market
value-a so-called bargain sale-the proceeds of the sale are considered

* to be .a return of the cost and are not required to be allocated between
the ,Wt basis of the "sale" p art of the transaction and the "gift" part
of the transaction. The seller is allowed a charitable contributions
deduction for the difference between the fair market value of the
property and the selling price(often at his cost or other basis).

Problem.-The combined effect of not taxing the appreciation in
value and at the same time allowing a charitable contributions deduc-
tion for the fair market value of the property given is to produce
tax benefits significantly greater than those available with respect to
cash contributions. The tax saving which results from not taxing theappreciation in the case of gifts oblong-term capital assets is the cap-
ital gains tax which would have been paid if the asset were sold. In
the case of ordinary income type assets, however, this tax saving is at
the taxpayer's top marginal tax rate. In either case, the tax saving
from not taxing the appreciation in value is combined with the tax
saving of the charitable deduction at the taxpayer's top marginal rate.
As a result, in some cases it is possible for a taxpayer to realize a
greater after-tax profit by making a gift of appreciated property than
by selling the property, paying the tax on the gain, and keeping the
proceeds.

Finance Committee decision.-The House bill, in the case of charitable
contributions of appreciated property, takes this appreciation into
account for tax purposes in five types of situations. The committee
amendments retain two of these provisions.

Both the House bill and the Finance Committee amendments pro-
vide that appreciation is to be taken into account for tax purposes in
the case of gifts to a private foundation, other than an operating foun-
dation and other than a private foundation which within one year
distributes an amount equivalent to the gift to public charitable
organizations or private operating foundations. In addition, both the
House bill and the committee amendments take into account apprecia-
tion in value in the case of property (such as inventory or works of
the donor) which would give rise to ordinary income if sold.

In the cases where the appreciation is taken into account for tax
purposes, the committee amendments provide that the charitable
deduction otherwise available is to be reduced by the amount of
appreciation in value in the case of assets which if sold would result
in ordinary income, or in the case of assets which if sold would result
in capital gain, by one-half the amount of this appreciation in value.
The House bill would have given the taxpayer the option of
reducing his charitable deduction to the amount of his cost or other

'basis for the property, or of including the appreciation in value of the
property in his income (as ordinary income or capital gains income as
the case may be) at the time of taking the charitable contribution
deduction and deducting the full fair market value of the property
as a charitable contribution.

The House bill would also have taken appreciation in value into ac-
count in the case of gifts of tangible personal property (such as paintings,
art. objects and books not created by the donor) and in the case of
future interests in property. The Finance Committee amendments do



29

not include these two provisions. In addition, in the case of so-called
bargain sales to charities-where a taxpayer sells property to a charita-
ble organization for less than its fair market value (usually at its cost
basis)-the House bill provided that the cost or other basis of the
property was to be allocated between the portion of the property(sold" and the portion of the property "Oiven" to the charity on the
basis of the fair market value of each portion. This provision is deletedby the committee amendments.

The committee amendments are generally effective for contribu-
tions paid after December 31, 1969 (as under the House bill). How-
ever, in the case of a contribution of a letter or memorandum, or
similar property, the committee's amendments apply to such con-
tributions paid after December 31, 1968.
4. Two-Year Charitable Trust

Present law.-Under present law, an individual may establish a
trust for two years or more with the income from property placed in
the trust being payable to charity. In such a case, although the trust
instrument provides that after the designated period of time the prop-
erty is to be returned to him, the income from the trust property is
not taxed to the individual. However, the individual does not receive
a charitable contributions deduction in such a case.

Problem.-The special two-year charitable trust rule has the effect
of permitting charitable contributions deductions in excess of the gen-
erall applicable percentage limitations on such deductions. For ex-
ample, with the 50 percent limitation on such deductions contained in
the House bill, the maximum deductible contribution that could gen-
erally be made each year by an individual who had $100,000 of divi-
dend income (but no other income) would be $50,000. However, if the
individual transferred 60 percent of his stock to a trust with directions
to pay the annual income ($60,000) to charity for two years and then
return the property to him, the taxpayer would exclude the $60,000
from his own income each year. In effect, then, the individual has
received a charitable contributions deduction equal to 60 percent of
his income.

Finance Committee deeion.-Both the House bill and the com-
mittee amendments eliminate the rule under which an individual is
not taxed on the income from property which he transfers to a trust
to pay the income to charity for a period of at least two years. This
provision applies to transfers after April 22, 1969. As a result, a person
who establishes a trust with charity as the income beneficiary ivill be
taxable on the income where he retains a reversionary interestwhich
may be expected to take effect within ten years from the time the
trust is created.
5. Gifts of the Use of Property

Present lao.-Under existing law a taxpayer may claim a charitable
deduction for the fair-rental value of property which he owns and
gives to a charity to use for a specified tine. In addition, he may
exclude from his income the income which he would have received and
been required to include in his tax base had the property been rented
to other parties.

Problem.--By giving a charity the right to use property which he
owns for a given period of time a taxpayer achieves a double benefit.
For example, if an individual owns an office building, he may donate
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the use of 10 percent of its rental space to a charity for one year. He
then reports for tax purposes only 90 percent of the income which he
would otherwise have been required to report if the building were
fully rented, and he claims a charitable deduction (equal to 10 per-
cent of the rental value of the building) which offsets his already
reduced rental income.

Finance Committee decision.-The House bill generally provides
that the charitable deduction is not to be allowed for contributions to
charities of less than a taxpayer's entire interest in property except to
the extent a deduction would be allowed had the interest been trans-
ferred in trust. Therefore, no deduction would be allowed where a
contribution is made of the right to use property for a period of time.
In such a case, however, a taxpayer is able to continue to exclude from
his income the value of the right to use property so contributed.

The Finance Committee retains the basic provision but modifies it
so that it will not result in the denial of a deduction for an outright

t of a fractional (e.g. one-fourth) interest in the entire property.
is is accomplished by limiting the application of the rule subjecting

outright gifts to the treatment accorded gifts in trust to charitable
contributons of either (a) a terminable interest in property (e.g. the
use of property for a period of years), (b) the income from property
for a period of years), or (c) a future interest in property.
6. Charitable Contributions by, and Stock Holdings of, Estates

and Trusts
Present law.-Present law allows a nonexempt trust (or estate) a

full deduction for any amount of gross income which it permanently
sets aside for charitable purposes. There is no limitation on the amount
of this deduction. Also, there are no limitations on the proportions of
the stock of a company which may be held by a nonexempt trust or
estate.

Problem.-To retain the deduction allowed by present law for non-
exempt trusts for amounts set aside for charity (rather than paid to
charity) would appear inconsistent with the requirements in the bill
requiring foundations and charitable trusts to distribute all of their
income. Not to subject these trusts generally to the same requirements
and restrictions as those imposed on private foundations would
present an easy means of avoiding these retrctions by setting amountsaside for charity in nonexempt trusts but not distributing these
amounts for extended periods of time. Problems also arise as to the
extent it is appropriate to apply the stock diversification requirements
of foundations to the nonexempt trusts.

Finance Committee de'sion.-Neither the House bill nor the com-
mittee amendments impose the current income distribution require-
ments, generally applicable to foundations, to nonexempt trusts.
Instead, much the same result is achieved by generally denying a
deduction to nonexempt trusts for the amount of their current income
set aside for charity. In other words, to obtain a deduction for a
charitable distribution, a nonexempt trust with charitable income
beneficiaries must pay out its income currently to charity, in much
the same manner as a private foundation is required to do.

In the case of a charitable remainder trust (i.e. a trust which
provides that the income is to be paid to a noncharitable beneficiary
for a period of time and the remainder interest is to go to charity),
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both versions of the bill provide that if specified requirements are met
the trust is to be tax exempt. The requirements limit the trusts
accorded tax-exempt status to annuity trusts (where the noncharitable
beneficiary receives a fixed dollar amount each year) and unitrusts
(where the noncharitable beneficiary receives a stated percentage of
the assets each year). In these cases the value of the income going to
the noncharitable beneficiaries is taxed to them currently. The amount
going to charity (because of a rule set forth subsequently) is deductible
to the donor only to the extent of the remainder interest and not with
respect to any income interest.

In the case of estates, the House bill also denied charitable contribu-
tion deductions to the estate for income set aside for charity. The
committee amendments, however, restore the set-aside deduction for
income of estates set aside for charity.

In addition to restoring the set-aside deduction in the case of es-
tates, the Finance Committee amendments restore this deduction in
the case of pool arrangements under which a person transfers property
to a public charity, which places the property in an investment
pool and then pays the donor (or perhaps another person) the income
attributable to the property for his life. In such cases, the committee
amendments restore the set-aside deduction to the extent that the
pool accumulates capital gains for the benefit of charity. These pool
arrangements qualify the donor for a charitable contribution deduction.

The committee amendments also restore the set, aside deduction
in the case of trusts established before October 9, 1969, with an
irrevocable charitable remainder. In addition, the committee amend-
ments restore the set aside deduction for trusts established pursuant
to a will in existence on October 9, 1969 which may not be changed
under State law prior to the person's death because of his incom-
petency or other disability. A third transitional category where the
committee amendments restore the set aside deduction is where the
trust is provided for in a will in existence on October 9, 1969, and the
person involved dies within three years of that date.

The committee amendments provide that the elimination of the
set-aside deduction except as indicated above is to become effective
with respect to taxable years beginning in 1970.

The committee amendments make it clear that the limitations on
business holdings and the speculative investment limitations applicable
to foundations are not to apply in the case of certain split-interest
trusts. Thus they will not apply where charity is the income bene-
ficiary and the value of the income interest does not exceed 60 per-
cent of the value of the trust property. They also will not apply in
the case of a charitable remainder trust until such time as the charity
comes into the remainder interest if none of the income interest in
the trust is held by or for charitable interests. At that time, the 5-year
period for stock diversification would be available.
7. Charitable Remainder Trusts

Present law.-Under present law an individual may make an in-
direct charitable contribution by transferring property to a trusC
and providing that the trust income is to be paid to private persons
for a period of time with the remainder to go to a charity. Oenekally, a
charitable contribution deduction is allowed for the remainder in-
terest given to charity. The amount of the deduction is based on the
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present value of the remainder interest which is determined by using
actuarial life expectancy tables and an assumed interest rate of 3Y2
percent.

Problem .- Present rules allow a taxpayer to receive a charitable
contribution deduction for a gift to charity of a remainder interest in
trust which is substantially in excess of the amount the charity may
ultimately receive. This is because the assumptions used in calculating
the value of the remainder interest may bear little relation to the actual
investment policies of the trust. For example, the trust assets may be
invested in high-income, high-risk assets. This enhances the value of
the income interest but decreases the value of the charity's remainder
interest. This factor, however, is not taken into account in computing
the amount of the charitable contribution deduction.

Finance Committee decision.-The House bill limits the availability
of the charitable contribution deduction for income, estate and gift
tax purposes in the case of a charitable gift of a remainder interest in
trust to situations where there is a close correlation between the
amount to be received by the charity and the amount of the deduction
allowed the donor on the creation of the trust. In general a deduction
is allowed only where the trust specifies the annual amount which is
to be paid to the noncharitable income beneficiary in dollar terms
(annuity trust) or as a fixed percentage of the value of the trust's
assets as determined each year (unitrust).

The amount of the deduction allowed on the creation of the charit-
able remainder interest in trust thus would be computed on the basis
of the actual relative interests of the noncharitable income and the
charitable remainder beneficiaries in the trust property.

The Finance Committee amendments retain the treatment described
above with the following modifications:

(1) Where a person transfers property to a charity which places
the property in a pool or fund and then pays a share of the pool's
income to the person for his life, the life of his spouse or that of
another person a charitable contribution deduction would be allowed
to the donor determined by reference to the highest rate of return
from the particular pool.or fund in which the investment is placed
during the three years prior to the contribution.

(2) -The committee amendments make the new rules inapplicable in
the case of a gift of real property to charity where the donor (and/or
his spouse) reserves the right to live on, or receive the income from, the
pro perty for his (or their) life. In determining the value of the gift in
such a case, straight line depreciation or cost depletion is to be taken
into account with respect to the property. In addition, the rate of return
based on today's money rates and stock returns should be computed
on a 6 percent basis with the Secretary of the Treasury varying this
amount as money rates and investment returns change.

(3) The committee amendments modify the unitrust and annuity
trust rules of the House bill by providing that the trust instrument
need not require the full distribution of the stated amount (i.e., the
unitrust percentage amount or the annuity amount) to the income
beneficiary so long as a distribution of the full current income (other
than capital gains ) is required. For this purpose, distributions of in-
come in excess of the stated amount could be made to the extent that
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distributions of income in earlier years were less than such amount.
However, the value of the charitable remainder would be determined
by reference to the stated amount. Further, such value would be
determined on the basis of a 5 percent payout to the income beneficiary
if 5 percent is higher than the stated amount.

(4) The definitions of annuity trust and unitrust are modified under
the committee amendments to make it clear that the provision may
apply to trusts with more than one noncharitable income beneficiary
(either concurrently or successively).

(5) The charitable remainder trust rules under the committee
amendments are to be effective orly in the case of transfers in trust
after October 9, 1969.

(6) The committee amendments make the charitable remainder
trust requirements inapplicable for estate tax purposes in the case of
trusts created before October 9, 1969, with an irrevocable charitable
remainder.

(7) The committee amendments make the charitable remainder
trust rules inapplicable for estate tax purposes with respect to wills in
existence on, October 9, 1969, if the person involved dies within three
years, or if the will could not be changed under State law prior to the
person's death because of his incompetency or other disability.
8. Charitable Income Trust With Noncharitable Remainders

Present law.-Under present law, a taxpayer who transfers prop-
erty to a trust to pay the income to a charity for a period of years
with the remainder to go to a noncharitable beneficiary, such as a
friend or member of his family, is allowed a charitable contributiondeduction for the value of the income interest given to charity. In
addition, neither he nor the trust is taxed on the income earned by the
trust which is given to charity.

Problem.-A taxpayer receives a double tax benefit where he is al-
lowed a charitable deduction for the value of an income interest in
trust given to charity and also is not taxed on the income earned by the
trust.

Finance Committee deciion.-The House bill and the Finance Com-
mittee amendments generally provide that a charitable contribution
deduction for income tax purposes is not to be allowed where a person
gives an income interest to charity in trust unless he is taxable on the
trust income. Moreover, even in this case the charitable deduction
will not be allowed unless the charity's income interest is in the foi m
of a guaranteed annuity or is a fixed percentage (payable annually)
of the value of the trust property (as determined each year).

Under the House bill, the charitable deduction for gift tax purposes
is subject to the above rules. In addition, a charitable deduction for
estate tax purposes also is denied for gifts of income interests in trust.

The Finance Committee amendments make the rules described
above (other than the req.uirement that the gift take the form of a
guaranteed annuity or fixed percentage payout) inapplicable for gift
and estate tax purposes.

The committee amendments make these rules applicable for pur-
poses of income tax charitable deductions to transfers in trust after
October 9, 1969.
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D. FARM LOSSES

1. Limitation on Deductions Attributable to Farming
Pre nt law.-Under present law, income and losses from farming

may be computed under more liberal accounting rules than those
generally applicable to other types of businesses. A cash method of
accounting under which costs are deducted currently may be used,
rather than an accrual method of accounting and inventories under
which the deduction of costs would be postponed. In addition, a tax-
payer in the business of farming may deduct expenditures for develop-
ing business assets (such as raising a breeding herd or developing a
frfit orchard) which other taxpayers would have to capitalize. In
addition, capital gains treatment quite often is available on the sale
of farm assets.

Problk.-Although the special farm accounting rules were adopted
to relieve farmers ofbookkeeping burdens, these rules have been used
by some high-income taxpayers who are not primarily engaged in
farming to obtain a tax, but not an economic, loss which is then
deducted from their high-bracket, nonfarm income. In addition, when
these high-income taxpayers sell their farm investment, they often
receive capital gains treatment on the sale. The combination of the
current deduction against ordinary income for farm expenses of a
capital nature and the capital gains treatment available on the sale
of farm assets produces significant tax advantages and tax savings for
these high-income taxpayers.

Finale Committee decsion.-The. Finance Committee adopted a
substitute in lieu of the House provision which provides that farm
losses may be offset against nonfarm income on1y to the extent of
50 percent. The remaining half of the farm deductions may be taken
in subsequent years to the extent that ordinary farm income exceeds
farm deductions. In the case of individuals the deduction of farm
losses against nonfarm income is limited in the manner described
above oily if the taxpayer has more than $50,000 of nonfarm income
for the year and, in addition, only to the extent the farm loss for the
year exceeds $25,000.

The current deduction limitation rules described above do not
apply if the taxpayer elects to follow generally applicable business
accounting rules (i.e., uses inventories and capitalizes capital expenses).

The House provision for which the above is a substitute would, in
effect, have converted capital gains into ordinary income to the extent
a taxpayer's farm losses (above limitations) had been offset against
nonfarm income. Under the House bill a taxpayer would be required
to maintain an "excess deductions account" to record his farm losses.
In the case of individuals, farm losses would be added to EDA only
if the taxpayer had more than $50,000 of nonfarm income for the year
and only to the extent the farm loss for the year exceeded $25,000.

The amount of farm losses which would have been recaptured on
the sale of farm land would be limited to the deductions in the current
and four prior years with respect to amounts spent for soil and water
conservation and land clearing. To the extent of the gain on farm
property which would be treated under these rules as ordinary in-
come, there would be a reduction in the taxpayer's excess deductions
account. As under the Finance Committee substitute, these rules
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would have been applicable both to corporations and individuals.
Also as under the Finance Committee substitute the recapture rules
provided by the House bill would not apply if the taxpayer elected
to follow generally applicable business accounting rules.

The Finance Comittee substitute and the House provision would
apply to farm losses in years beginning after 1969.
2. Depreciation Recapture

Present law.-Present law provides that when a taxpayer sells
personal property used in a business, there is a recapture of the de-
preciation claimed on the property. In other words, the gain on the
sale of the property is treated as ordinary income, rather than capital
gain, to the extent of the depreciation previously claimed. These rules
ao not apply, however, to livestock.

Problem.--The effect of the exclusion of livestock from the depreci-
ation recapture rule is to allow a taxpayer to convert ordinary income
into capital gain with substantial tax savings. This occurs because the
depreciation is deducted currently from ordinary income taxed at the
regular rates, but the gain on the sale of the livestock is taxed only at
the lower capital gains rates.

Finance COmmitee decwsin.-Both the House bill and the Finance
Committee amendments eliminate the exception for livestock from
the depreciation recapture rules. As a result gain on the sale of live-
stock is to be treated as ordinary income, rather than as capital gain,
to the extent of the previous depreciation deductions.

This provision applies to years after 1969 but only to the extent of
depreciation taken after 1969.
3. Holding Period for Livestock

Present law.-Present law allows gain on the sale of livestock held
for draft, breeding, or dairy purposes to be treated as a capital gain,
if the animal has been hekiby the taxpayer for one year or more.

Problem.-A one-year holding period allows taxpayers to make
short-term, tax-motivated investments in livestock. For example, a
taxpayer can go into the livestock business to build up a breeding herd
over a short period of time, currently deduct the expenses of.raising the
animals against his other income which is taxed in the high bracket,
and then sell the entire herd at the lower capital gains rates.

Finance Committe deciion.-The committee adopted an amend-
ment which provides that in order for any gain upon the sale of
horses and cattle to result in capital gain, where the animals are held
for draft, dairy, breeding or sporting purposes (such as horse racing),
the animals must have been held for at least 2 years. The gain on the
sale of other types of livestock held for one of these purposes, however,
would continue to be subject to the 1-year holding period presently
in existing law.

The House bill provided that livestock, in order to be eligible for
capital gains treatment upon sale (in the case of animals held for
draft, dairy, breeding or sporting purposes), must have been held by
the taxpayer for at least 1 year after the animals would normally
have been used for draft, dairy, breeding or sporting purposes.

Both the Finance Committee amendment and the House provision
would apply to livestock acquired after 1969.
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4. Hobby Losses
Present law.-Present law contains a so-called hobby loss provision

which limits to $50,000 per year the amount of losses from a "business"
carried on by an individual that he can use to offset his other income.
This limitation only applies, however, if the losses from the business
exceed $50,000 a year for at least five consecutive years. Moreover, cer-
tain specially treated deductions are disregarded in computing the
size of the loss for this purpose.

Problem.-This hobby loss provision generally has been of limited
application because it usually is possible to break the required string
of five loss years. In addition, where the provision has applied to dis-
allow the deduction of a loss, the taxpayer has been faced in one year
with a combined additional tax attributable to a five-year period.

Finance Committee decision.-The House bill would replace the present
hobby loss provision with a rule which disallows the deduction of
losses from an activity carried on by the taxpayer where the activity
is not carried on with "a reasonable expectation of profit." An activity
would be presumed to have been carried on without this expectation
of profit where the losses from the activity were greater than $25,000
in three out of five years.

The Finance Committee amendments make a series of modifica-
tions in this provision, as follows:

(1) In lieu of the test of "a reasonable expectation of profit" provided
by the House bill, the committee amendments substitute the test of
"not engaged in for profit." This differs from the House approach in
that there would no longer need to be a reasonable expectation of
profit so long as the facts and circumstances (without regard to the
taxpayer's subjective intent) indicate that the taxpayer engaged in
the activity, or continued the activity, with the objective of making
a profit.

(2) In lieu of the presumption in the House provision to the effect
that the activity constitutes a hobby, where there are losses of $25,000
or more in three out of five years, the committee amendments sub-
stitute a presumption that the taxpayer is not engaged in carrying on
the activity as a hobby if he has profits ii two out of five years.

(3) The Treasury Department has indicated its willingness to es-
tablish two advisory groups drawn from the cattle and horse industriesLone concerned with the cattle industry and one with the horse in-
ustry) to assist the Commissioner of Internal Revenue in establishing

standards for application of these rules to achieve reasonable results
and to resolve policy questions in their application from time to time.
This action should help limit the disallowance by the Internal Revenue
Service of the deduction of losses under this provision to cases where
it is generally recognized that this is appropriate.

(4) The committee amendments provide that deductions will in no
event be disallowed under this provision for items which presently
may be deducted without regard to whether the taxpayer incurs
them in a trade or business or for the production of income. This s
true, for example, in the case of the capital gains deduction and the
deduction for interest and certain State and local taxes.

(5) The Finance Committee amendments allow deductions in the
case of an activity not engaged in for profit to the extent income is
earned from such an activity. A deduction would be allowed for
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expenses to the extent they do not exceed the income realized from
the activity in question after the deduction of the expenses which are
allowed in any event (those referred to in item 4 above).

(6) The committee amendments restrict the applicability of the
hobby loss provision to individual taxpayers and subchapter S corpo-
rations.
5. Crop Insurance Proceeds

Present Law.-Under present law a cash-basis farmer whose crops
have been destroyed and who receives crop insurance proceeds in
compensation for his loss reports the proceeds as income in the year
received.

Problem.-A problem arises in that the crops which have been
destroyed might not, under normal circumstances, have been reported
as income until the following year. As a result, the reporting of the
insurance proceeds in the earlier year may result in a doubling up of
income in that year (since the farmer may in the forepart of that year
also be reporting the income from the sale of crops from the prior
year). In the next year, since the farmer has only deductions and no
income to report, he is likely to have a net operating loss which may
be carried back and offset against income in the year in which the
double amount was reported. However, the problem which arises is
that the farmer in such cases is faced with the advance payment of tax
and also may lose the benefit of exemptions and personal deductions
in the year of the loss.

Finance Committee deciion.-The committee added a new provision
to the House bill which provides that, at his election, a cash-basis
farmer whose crops have been destroyed and who receives crop
insurance proceeds in compensation for his loss may elect to defer the
reporting of these proceeds for Federal income tax purposes until the
year following the year of destruction if this is the year in which he
normally would have reported the income from the sale of the crops
had they not been destroyed.
6. Exchange of Livestock of Different Sexes

Present law.-Present law provides that property held for productive
use in a trade or business or held for investment may be exchanged tax-
free for property of a like-kind.

Problkm.--There appears to be some confusion at present as to
whether an exchange of male calves for female calves qualifies as a tax-
free, like-kind exchange. If this can be done, a breeding herd of females
could be built up more quickly without tax consequences. Although the
Revenue Service does not consider this to be a like-kind exchange, it
has not taken a published position.

Finance Committee deciion.-The committee added a new provision
to the House bill which provides that for purposes of applying the tax-
free, like-kind exchange rule of present law, livestock of different sexes
are not property of a like-kind. Although this provision wvA not in-
cluded in the House bill, the House Ways and Means Committee in its
report on the bill stated that it believed this to be the proper interpre-
tation of present law.
7. Gain From Disposition of Farm Land.

Present Law.-Under present law, a taxpayer may elect to currently
deduct expenditures jfor soil and water conservation purposes aid
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land clearing expenditures from ordinary income. Under normal
accounting rules these expenditures would be added to the basis of
the farm property and, thus, would reduce the amount of capital gain
realized on the sale of the property.

Problem.-The current deduction allowed for soil and water con-servation expenditures and land clearing expenditures with respect
to farm land, combined with the capital gains treatment allowed on
the sale of the farmland allows high income taxpapers to convert
ordinary income into capital gain income. These taxpayers may
purchase farm land, deduct these expenditures from their high
bracket nonfarm income, and then receive capital gain treatment on
the sale of the farm land.

Finance Committee decision.-The Finance Committee added an
amendment to the bill which provides for the recapture of soil and
water conservation expenditures and land clearing expenditures made
with respect to farm land. Thus, gain on the sale of farm land would
be treated as ordinary income, rather than as a capital gain, to the
extent of these expenditures incurred during the taxable year in which
the sale occurred or the 5 preceding taxable years. There is full
recapture of these expenditures as ordinary income if the property is
sold within 5 years of the time the soil and water expenditures or land
clearing expenditures occurred. If the sale occurs from 6 tip to 10
years after the expenditures occurred, the amount recaptured is
reduced by 20 percent a year, with fio recapture in the tenth and
subsequent years.

The House bill, to a limited extent, dealt with this problem by
treating gain on the sale of farm property as ordinary income to the
extent of the amounts in the taxpayer's excess deductions account, or,
if less, to the extent of the deductions for these expenditures in the
year of sale and the prior 4 years.

E. MOVING EXPENSES

Present lao.-A deduction from gross income is allowed for certain
moving expenses related to job-relocation or moving to a first job. The
deductible expenses are those of transporting the taxpayer, members
of his household and their belongings from the old residence to the
new residence, including meals and lodging en route.

Two conditions must be satisfied for a deduction to be available.
First, the taxpayer's new principal place of work must be located at
least 20 miles farther from his former residence than his former prin-
cipal place of work (or, if the taxpayer had no former place of work,
then at least 20 miles from his former residence). Second, the taxpayer
must be employed full time during at least 39 weeks of the 52 weeks
immediately following his arrival at the new principal place of work.

Generally, the courts have held that reimbursements for moving
expenses other than those which maybe deducted are includible in
gross income.

Problem.-Job-related moves often entail considerable expense in
addition to the direct costs of moving the taxpayer, his family, and
personal effects to the new job location. These additional expenses in-
elude certain costs of selling and purchasing residences, househunt-
ing trips to the new job location, and temporary living expenses at
the new location while permanent housing is obtained.
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Finance Committee .tecision.-Both the House bill and the com-
mittee amendments extend the present moving expense deduction to
cover three additional types of job-related moving expenses: (1) travel,
meals, and lodging expenses for premove house-hunting trips; (2) ex-
penses for meals and lodging in the general location of the new job
location fbr a period of up to 30 days after obtaining employment; and
(3) various expenses incident to the sale of a residence or a settlement
of a lease at the old job location or to the purchase of a residence or
the acquisition of a lease at the new job location. A limitation of
$2,500 is placed on the deduction allowed for these three additional
categories of moving expenses. In addition, expenses for the house-
hunting trips and temporary living expenses may inot account for more
than $1,000 of the $2,500.

Both versions of the bill provide that the 39-week test is to be waived
if the taxpayer is unable to satisfy it due to circumstances beyond his
control. In addition, both versions of the bill require that reimburse-
ments of moving expenses be included in gross income.

The House bill provides that the taxpayer's new principal place of
work must be located at least 50 miles (instead of 20 miles as under
present law) farther from his former residence than his former place of
work. This modification of present law is not accepted by the Finance
Committee amendments. The Finance Committee amendments con-
tinue the 20-mile test.

The committee amendments also extend the availability of the
moving expense deduction (both the categories which are deductible
under present law and those made deductible b this bill) to self-
employed persons. However, because moves of seif-employed persons
are more likely to be voluntary than in the case of employees, the
amendments provide that the period of time the person is required to
work at the new location is extended from 39 weeks to 78 weeks in the
case of self-employed persons.

A further modification made by the committee limits the moving
expense deduction which may be claimed by a husband and wife, both
of whom work, to the amount which could be claimed if only one wereemploed.This change applies to taxable years beginning after 1969.

Fo MINIMUM TAXES AND ALLOCATION OF
DEDUCTIONS

Present law.-Under present law, many individuals and corpora-
tions do not pay tax on a substantial part of their economic income
as a result of the receipt of various kinds of tax-exempt income or
special deductions. In addition, under present law, an individual is
permitted to charge his personal or itemized tax deductions entirely
against his taxable income, without charging any part of these deduc-
tions to his tax-free income.

Problem.-The present treatment imposes no limit on the amount of
income which an individual or corporation may exclude from tax as
the result of various tax preferences. Individuals with large interest
deductions on funds borrowed to carry growth stock, for example, may
offset practically all their income in this manner and, as a result, pay
little or no tax. Similarly, individuals may pay tax on only a fraction
of their economic income, if they enjoy the benefits of accelerated
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depreciation on real estate, percentage depletion deductions or in-
tangible drilling expenses. Corporations also may escape tax on all,
or a large part of their economic income if they can take advantage
of the deductions already referred to, or others which apply only in the
case of corporations. As a result, there are large variations in the tax
burdens placed on individuals or corporations, with similar economic
incomes depending upon the size of the preference income they may
have. In general, those individual or corporate taxpayers who receive
the bulk of their income from personal services and manufacturing
corporations, are taxed at relatively higher tax rates than others. On
the other hand, individuals or corporations which receive the bulk of
their income from such sources as capital gains or are in a position
to benefit from net lease arrangements, from accelerated depreciation
on real estate, from percentage depletion, or from other tax-preferred
activities tend to pay relatively low rates of tax. In fact, individuals
with high incomes who can benefit from these provisions may pay
lower effective rates of tax than many individuals with modest incomes.
In extreme cases, individuals may enjoy large economic incomes with-
out paying any tax at all. This was true for example in the case of at
least 154 returns in 1966 with adjusted gross incomes of $200,000 a year
(apart from those with income exclusions which do not show on the re-
turns filed). Similarly, large corporations may pay either no tax at all or
taxes which represent lower effective rates on their income than Con-
gress has provided for small corporations. Here, too, there are nu-
merous examples where either no tax was paid or the effective rates of
tax on economic income was very low.

A problem also arises from the fact that an individual who receives
tax-free income or special deductions can charge the entire amount of
his personal deductions to his taxable income. This, in effect, gives him
a special tax benefit. He not only excludes the tax-free income from
his tax base but also, by charging all his personal deductions against
his taxable income, reduces his tax payments on this taxable income.
As a result, individuals with substantial tax-free income or special
deductions and who also have large personal deductions can wipe out
much, or all, of their tax liability on substantial amounts of otherwise
taxable income.

Finance Committee decisio.-The House bill sought to require indi-
viduals with substantial amounts of otherwise tax-fr income to pay
signicant amounts of tax through the use of two basic provisions:
the first of these is a limit on tax preferences which required the individ-
ual taxpayer to aggregate his taxable income and his tax-free income
and to include at least one-half of this amount in his tax base; the
second of these provisions required the individual taxpayer to allocate
his personal expenses between taxable and nontaxable income, dis-
allowing those deductions attributable to the nontaxable income.
Neither of these provisions applied to corporations.

The House bill used both provisions because, if the limit on tax
preferences had been used alone, an individual could have nontaxable
income amounting to as much as one-half his total economic income
and yet not be affected by the provision. Moreover, the half of his
income subject to tax, were it not for the allocAtion of deductions,
could be largely, or entirely, offset by the individual's itemized de-
ductions. The House provisions, working hand in hand, result in
significant tax increases for individuals With substantial amounts of
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tax preference income, but have the effect of adding complexities
to the preparation of tax returns for those to whom they apply. In
additio , the limit on tax preference does not lend itself well to appli-
cation *'th respect to corporate income. This is because a corporation
with su icient tax preferences to be affected often can arrange to
escape the impact of these provisions by merging with other corpora-
tions with relatively small amounts of tax preference' income. This
has the effect of averaging the tax preference income:over a larger
amount of taxable income.

The Finance Committee amendments substitute for the two House
provisions a minimum tax on preference income which is made
equally applicable to individuals and corporations. This alternative
is much simpler than the LTP and allocation of deductions, in part
because it is separate from the regular income tax computations.
Under the committee approach, tax preference income is subject to
a special 5 percent tax payable in addition to the regular income
tax. This does not have the effect of treating differently two individuals
or corporations with the same amount of tax preference income
merely because they have different amounts of taxable income.

The minimum tax of 5 percent provided by the committee amend-
ments applies to the sum of every individual's or corporation's (or
estate's or trust's) tax preferences, to the extent they exceed $30,000.
This tax base may in some cases be reduced for net operating losses.
Generally, of course, it would be preferable to use a net operating loss
carryover against regular income, rather than to reduce the tax
preferences subject to the 5 percent tax. The bill achieves this effect
by allowing the deferral of the 5 percent tax in such cases until it is
clear that the net operating losses will be available for offset against
regular income during the 5-year carryforward period. Should the net
operating losses not be usable in this manner, the tax base for the 5
percent minimum tax is decreased by the unused net operating loss.

The items of tax preference included in the base of the 5 percent
tax under the committee amendment are as follows:

(1) Excess investment interest.-This is the excess of
investment interest over net investment income (except
for financial institutions). Investment income consists of
ross income from interest, dividends (other than divi-
ends from foreign subsidiaries), rents and royalties, net

short-term capital gain from property held for investment
purposes, and amounts treated as ordinary income under
the recapture rules secss. 1245 and 1250) to the extent
this is attributable to gain from the sale or exchange of
property held for investment purposes. Investment income
does not include income from property subject to a net
lease entered into before October 10, 1969. Investment
expenses for this purpose include State and local property
taxes, bad debts, straight-line depreciation, the dividends
received deduction, amortizable bond premium, cost deple-
tion, and other deductions attributable to the production
of income to the extent these expenses are directly attribut-
able to the production of such investment income. Invest-
ment interest expense, as distinguished from other interest
expense, is interest on indebtedness incurred or continued
to purchase or carry property held for investment purposes.
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(2) Accelerated depreciation on personal property sub-
ject to % net lease.-This is the accelerated depreciation in
excess of the straight-line depreciation. Net leases for this
purpose involve those situations where the lessor is either
guaranteed a specific return or is guaranteed in whole or in
part against the loss of income. Net leases also include those
situations where the trade or business expense deductions
are less than 15 percent of the rental income produced bythe property(3) .AcceZerated depreciation on real property.-This is

the excess of the fast depreciation allowed over straight-
line depreciation.

(4) Amortization of rehabilitation expenditures to the
extent the amortization deduction exceeds straight-line
depreciation.

(5) Amortization of certified pollution control facii-
ties.-This is the excess of the amortization deduction
over accelerated depreciation.

(6) Amortization of railroad rolling stock.-This is the
excess of the amortization deduction over the accelerated
depreciation.

(7) Tax benefits from stock options.-In the case of
qualified stock options (or restricted stock options) this is
the excess of the fair market value of the stock at dhe time
of the receipt of the stock pursuant to the exercise of the
option over the option price of the stock.

(8) Bad debt deductions of financial institutions.-In
the case of a bank, saving and loan association, mutual
saving bank or other financial institution, this is the
amount by which the bad debt reserve deduction exceeds
the amount which would be allowable to the bank or other
institution had it maintained its bad debt reserve on the
basis of its own actual bad debt loss experience.

(9) Depletion and intangible drilling and development
costs.-This is the sum of two items: the deduction for
intangible drilling and development costs (other than those
incurred in drilling a nonproductive well) and the excess
of the depletion deduction allowance taken for the year
over the capitalized cost of the property reduced for deple-
tion taken in prior years. In this case the intangible drilling
and development costs, since they are treated directly as a
preference item, are treated as a part of the recoverable
cost in determining the depletion perference.

(10) Capital gains.-In the case of individuals, one-half
of the net long-term capital gain, to the extent it exceeds
the net short-term capital loss. In the case of corporations
the tax preference is the excess of the net long-term capital
gain over the net short-term capital loss, multiplied by
a ratio in which the denominator is the regular corporate
rate (48 percent) and the numerator is the regular corporate
rate, minus the rate applicable to capital gains in the case
of corporations (28%/ percent in 1970 and 30 percent
thereafter). In other words, the corporate capital gains
are included among the tax preferences in the ratio of the
difference between their special tax rate and the general
corporate tax rate to the general corporate tax rate.
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Stock options and capital gains (items (7) and (10) above) which
are derived from sources outside the United States, are subject to the
minimum tax only if the foreign country taxes them at a preferential
rate. The remaining items of tax preference as set forth above include
p references attributable to income derived from sources outside the
United States only to the extent that these items result in foreign
losses which reduce taxable income derived from sources within the
United States. The amount of tax preferences so included is not to
exceed the amount of such foreign losses. The foreign tax credit is not
to be allowed against the 5-percent minimum tax.

Special rules are provided in order to cover the following situations:
(1) In the case of estates or trusts, the items of tax

preference are attributed to the estate or trust and the
beneficiaries in the same ratio as the income of the estate
or trust. The exemption available to the trust or estate
is reduced in similar proportions.

(2) In the case of members of a controlled group of cor-
porations, the $30,000 exemption is to be apportioned
equally among the members of the group unless they agree
to share the exemption in some other way.

(3) In the case of subchapter S corporations (where the
income is taxed to the shareholders), items of tax preference
are to be apportioned among the shareholders in the man-
ner consistent with the manner in which a net operating
loss is apportioned among the shareholders. However,
where capital gains are taxed to both the subchapter S
corporation and the shareholder under section 1378 of the
code, the capital gains tax preference is subject to the
minimum tax at both the corporate and individual levels.

(4) Regulated investment companies are not to be sub-
ject to the minimum tax to the extent they pass through
to shareholders amounts attributable to tax preferences.
However, their shareholders are to be subject to- minimum
tax on capital gains tax preferences passed through to
them. In addition, the shareholders will be deemed for
purposes of the minimum tax to have received the other
tax preferences of the regulated investment company in
proportion to the amounts that are distributed to them by
the regulated investment company.

(5) In the case of a husband and wife filing separate
returns, who each have tax preferences, the $30,000 exemp-
tion is to be $15,000 for each spouse.

This provision applies for the calendar year 1970 and subsequent
years.

G. INCOME AVERAGING

Present law.-Under present law, income averaging permits a tax-
payer to mitigate the effect of progressive tax rates on sharp increases
in income. His taxable income in excess of 133% percent o his aver-
age taxable income for the prior 4 years generally can be averaged
and taxed at lower bracket rates than would otherwise apply. Certain
types of income such as long-term capital gains, wagering income, and
income from gifts are not erlgible for averaging.
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Problem.-The 1339 percent requirement denies the benefit of
averaging to taxpayers with a substantial increase in income and
reduces the benefits of averaging for those who are eligible.

Finance Committee deciw.--The House bill extends income
averaging to long-term capital gains, income from wagering, and
income from gifts. The Finance Committee amendments do not accept
this change.

Both the House bill and the committee amendments, however, lower
the percentage by which an individual's income must increase before
the averaging provision is available from 33% percent to 20 percent.
This change applies to taxable year beginning after 1969.

The committee amendments also exclude accumulation distribu-
tions by trusts from the averaging rule since the tax on such amounts
is computed under special rules contained in other provisions of the
bill.

H. RESTRICTED PROPERTY

Present law.-Present law does not contain any specific rules gov-
erning the tax treatment of restricted stock plans. Existing Treasury
regulations generally provide that no tax is imposed when the employee
receives the restricted stock. Tax is deferred until the time the restric-
tions lapse; at that time, only the value of the stock, determined at the
time of transfer to the employee, is treated as compensation, provided
the stock has increased in value. If the stock has decreased in value,
then the lower amount at the time the restrictions lapse is considered
to be compensation. Thus, under present regulations there is a deferral
of tax with respect to this type of compensation and any increase in
the value in the stock between the time it is granted and the time when
the restrictions lapse is not treated as compensation.

Problem.-The present tax treatment of restricted stock plans is
significantly more generous than the treatment specifically provided
in the law for similar types of deferred compensation arrangements.
An example of this disparity can be seen by comparing the situation
where stock is places in an employee's trust rather than given
directly to the employee subject to restrictions. In the employee&trust
situation, if an employer transfers stock to a trust for an employee
and the trust provides that the employee will receive the stock at the
end of 5 years if he is alive at that time, the employee is treated as
receiving, and is taxed on the compensation in the amount of the
value of the stock at the time of the transfer. However if the employer,
instead of contributing the stock to the trust, gives the stock directly
to the employee subject to the restriction that it cannot be sold
for 5 years, then the employee's tax is deferred until the end of the
5-year period. In the latter situation, the employee actually pos-
sesses the stock, can vote it and receives the dividends, yet his tax
is deferred. In the case of the trust, he has none of these benefits, yet
he is taxed at the time the stock is transferred to the trust.

Finance Committee decision.-Both the House bill and the com-
mittee amendments provide that a person who receives compensation
in the form of property, such as stock, which is subject to a restriction
generally is to be subject to tax on the value of the property at the
time of its receipt unless his interest is subject to a substantial risk of
forfeiture. In this latter case, he is to be taxed 'on the value of the
property at the time the risk of forfeiture is removed. The restrictions



45

on the property are not taken into account in determining its value
except in cases where the restriction, by its terms, will never lapse.
Generally, this provision applies to property transferred after June
30 1969.

The Finance Committee, while accepting the general format of the
House provision, in its amendments provided the following modifi-
cations and refinements:

(1) Where an employee transfers (by gift or upon death) property
which is subject to forfeiture, the House provision was unclear as to
the effect if the property was transferable subject to the forfeiture
condition and as to the effect at the time of transfer. The committee
amendments provide that the employee is not to be treated as realizing
income at the time of such a transfer if the person to whom the
property is given remains subject to the forfeitable condition. How-
ever, under the committee amendments, the employee (and not the
donee) is to be taxed on the value of the property at the time it
becomes nonforfeitable.

(2) The committee amendments provide that an interest in property
is not to be considered as being forfeitable unless the employer can
compel the employee or other holder of the property to return the
identical property upon the happening of certain events. Where
property is forefeitable under the committee amendments the em-
ployee is to be treated as realizing income if he sells or exchanges the
pro ert even though this occurs before the property becomes non-
foyealta le.

(3) The committee amendments permit employees receiving property
subject to forefeitable restrictions to treat the receipt of the property
under these conditions as the receipt of property not subject to
forfeitable conditions, and pay tax on the basis of the unrestricted
value of the property at that time. If, subsequently, however, the
employee's rig ht to the property is forfeited, he would not, if he elects
this option, be eligible for a refund for the tax previously paid or
receive any deduction for the amount forfeited.

(4) The committee amendments provide that if restricted stock
(or other property) is exchanged in a tax-free exchange for other stock
or property subject to substantially the same restrictions, the exchange
will not cause the holder of the stock to become taxable, and the stock
received in the exchange will be treated as restricted property. The
same principal applies where stock not subject to the restricted prop-
erty provision because of the effective date is exchanged in a tax-free
exchange. The stock received in the exchange is not to be treated as
subject to the new restricted property rules if it is subject to substan-
tially the same restrictions as the stock given up.

(5) The committee amendments provide for the deductions for the
employer with respect to restricted property to be in the statute
rather than merely provided for by Treasury regulations. The deduc-
tion will be allowed at the same time as, and the same amount as,
the income is taxed to the recipient.

(6) The committee amendments provide that the restricted property
rules are not to apply to premiums paid by an employer under non-
trusteed annuity plans for an employee who .meets the qualification
requirements for tax exemption (under section 401(a)). They also
provide that the restricted property rules are not to apply to amounts
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excluded from gross income (under section 403(b)) in the case of
annuities purchased for an employee by an educational or charitable
organization (exempt under section 501 (c) (3)).

(7) The committee amendments make clear that the amount subject
to tax in the case of nonexempt trusts and nonqualified annuities when
the employee's interest becomes nonforfeitable is the value at that
time of its interest in the trust (or the then value of the annuity con-
tract). The value of amounts subsequently contributed by the em-
ployer to the trust (or premiums subsequently paid) are to be included
in the income of the employee when contributed or paid to the trust
(or insurer).

(8) The committee amendments, provide that in the case of non-
exempt trusts, the employer is to be allowed a deduction at the time
the amounts are taxed to the employee. (Under present regulations, no
deduction is ever allowed in these cases where taxation of the income to
the recipient is deferred.)

(9) The general effective date of the restricted property-namely,
property transferred after June 30, 1969-under the House bill does
not apply wliere property is transferred before February 1, 1970,
pursuant to a written plan adopted and approved before July 1, 1969.
The committee amendments allow additional time up to May 1, 1970,
for the transfer of property in these cases.

(10) The House bill provides that the new restricted property
provision is not to apply in the case of property transferred after
June 30, 1969, where the property is transferred pursuant to a binding
written contract entered into before April 22, 1969. The committee
amendments also provide an exception for binding contracts with a
third party to pay key employees a determinable amount of stock
until a fixed number of shares has been transferred. In this latter case,
the committee's amendments provide that the new rule is not to apply
to property transferred before January 1, 1973.

I. ACCUMULATION TRUSTS, MULTIPLE TRUSTS, ETC.

Present law.-A trust that distributes all its income currently to its
beneficiaries is not taxed on this income; instead the beneficiaries in-
clude these distributions in their income for tax purposes.

An accumulation trust (a trust where the trustee is either required,
or is given discretion to accumulate income for future distributions to
beneficiaries , however, is taxed on its accumulated income at individ-
ual rates. When this accumulated income is distributed to the benefi-
ciaries, they are in some cases taxed on the distributions under a
so-called throwback rule. The throwback rule treats the income for
tax purposes as if it had been received by the beneficiary in the year
in which it was received by the trust. This throwback rule, however,
only applies with respect to the part of the distribution of accumulated
income which represents income earned by the trust in the 5 years
immediately prior to the distribution. In addition to this limitation, the
throwback rule does not apply to distributions of accumulations prior
to the beneficiaries attaining age 21, distributions to meet a benefi-
ciary's emergency needs, a distiibution of accumulated income which
is a final distribution (made more than 9 years after the last transfer to
the trust), distributions not in excess of $2,000, and certain other
periodic mandatory distributions under trusts created before 1954.

I
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Problem.-The progressive tax rate structure for individuals is
avoided when a grantor creates trusts which accumulate income taxed
at low rates, and the income in turn is distributed at a future date with
little or no additional tax being paid by the beneficiary. This result oc-
curs because the trust itself is taxed on the accumulated income rather
than the grantor or the beneficiary. This means that the income in
question, instead of being added on top of the beneficiary's other
income and taxed at his marginal tax rate, is taxed to the trust at the
starting tax rate. The throwback rule theoretically prevents this
result, but the 5-year limitation and the numerous exceptions sub-
stantially limit the effectiveness of the rule.

This avoidance device is compounded by the use of multiple trusts-
the creation of more than one accumulation ,trust by the same grantor
for the same beneficiary.

Finance Committee decision.-The House bill and the Finance
Committee amendments provide that in the case of accumulation
trusts (including multiple trusts), *the beneficiaries are to be taxed
on the distributions of accumulated income in substantially the
same manner as if the income had been distributed to the beneficiaries
when it was earned by the trust. The taxes paid by-the trust on the
income, in effect, are to be considered as paid by the beneficiary for
this purpose. A shortcut method of computing the'tax on the accu-
mulated income is provided under which the tax attributable to the
distribution, in effect, is averaged over the number of years in which
the income was earned by the trust.

The Finance Committee and House versions of the bill are generally
the same except for the following modifications:

(1) The House provision would have applied to income accumulated
by a trust (other than a foreign trust created by a United States per-
son) in years ending after April 22, 1964, where the accumulated income
was distributed to the beneficiaries after April 22, 1969. The com-
mittee amendments modify this to apply the new provision only to
accumulations in taxable years beginning after December 31, 1968
with respect to distributions made after that date. Income accumulated
in prior years, regardless of when distributed, is to continue to be
subject to the law in effect at the time the income was accumulated
except for the fact that the $2,000 de minimis exemption is made
inapplicable to any distributions after December 31, 1968.

(2) The committee amendments provide an interest charge to cover
the tax payments by the income beneficiaries which are deferred (to
the extent their taxes may exceed those paid by the trust) by the use
of accumulation trusts. This charge is to be the equivalent of what
in the average case would be a 6-percent rate: namely, a 3 percent
rate which may not be taken as an income tax deduction. It is based
on the amount of tax payable by the beneficiary over and above the
tax which was paid in the earlier years by the trust. The charge is
based on simple interest computed for the number of years of tax
deferral involved (a simpler method of computation is available where
the shortcut method is used). Where the payments by the trust exceed
the aggregate tax due with respect to any year, these payments may
offset amounts payable by the same beneficiary with respect to other
years and may reduce or eliminate interest charges to him with respect
to other years.
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(3) Except in the case of "simple trusts" (or until the first year
other trusts become accumulation trusts) capital gains, even though
allocated by the trustees to the corpus of the trust, are to be taken
into account separately in determining the additional tax payable by
the beneficiary (over and above the tax previously paid by the trust)
with respect to the distribution made to such beneficiary.

(4) In the case of the so-called shortcutt" method for the computa-
tion of any additional tax payable by the beneficiary upon the dis-
tribution of accumulated income, the committee amendments provide
that the 3 years to be taken into account in determining the base
for the income computation are the 3 years immediately prior to the
current year (rather than the 2 immediately prior years plus the current
year). The committee amendments provide that the "shortcut
method" is not to be available to the taxpayer if, during any of the pre-
ceding taxable years in which an accumulation distribution was deemed
made, prior accumulation distributions were also deemed to have
been made by two or more other trusts to the taxpayer. The committee
amendments also provide that the so-called exact method (as well as
the short cut method) of computation is to be available with respect
to accumulations of income in years prior to the time the beneficiary
was in existence.

J. MULTIPLE CORPORATIONS

Present la'w.-There are se-eral provisions in the code which are
designed to aid small corporations. The most important of these pro-
visions is. the surtax exemption. As the result of the surtax exemption
corporations are taxed at only 22 percent, instead of at 48 percent on
the first $25,000 of taxable income.

Present law permits a controlled group of corporations to each
obtain a $25,000 surtax exemption if each of the corporations pays an
additional 6 percent tax on the first $25,000 of taxable income.' This
generally reduces the tax savings of the surtax exemption from $6,500
to $5,000.

Other provisions in the code designed to aid small corporations
include: (1) the provision which allows a corporation to accumulate
$100,000 of earnings without being subject to the penalty tax on
earnings unreasonably accumulae to avoid the dividend tax on
shareholders; and (2) the provision which allows an additional first
year depreciation deduction equal to 20 percent of the cost of the
property (limited to $10,000 per year).

PrObL.-Large corporate organizations have been able to obtain
substantial benefits from these provisions by dividing income among
a number of related corporations. Since these are not in reality "smau
businesses" it is difficult to see why they should receive tax benefits
intended primarily for small business, whether or not they have
incorporated the businesses separately for business, as distinct from
tax, reasons.

Finane Commitee decion.-The House bill and the Finance Com-
mittee amendments provide that a group of controlled corporations
may have only one of each of a series of special provisions designed
to aid small corporations. The most important of these is the surtax

The elctlon to take multiple surtax eempions and to paythe additional percent ta
neraly desirable where the roupa a comioned income .of about $92,5O or more.

gothis egure the allocation of a idsle surtax general produce a lower Wt.



exemption and the accumulated earnings credit. A controlled group
of corporations is limited to one $25,000 surtax exemption and one
$100,000 accumulated earnings credit after a transition period.

The House bill provides an 8-year transition period, reducing the
additional surtax exemptions in excess of one by $3,125 in each of the
years 1969 through 1976. The committee amendments reduce this
transition period to 5 years but commence it with the year 1970. Thus,
under the committee amendments the additional surtax exemptions
in excess of one are to be reduced by $5,000 in each of the years 1970
through 1974.

Both the House and the Senate amendments modify the present
definition of a brother-sister controlled group-i.e., two or more
corporations, 80 percent or more of the stock of which is owned by
one individual, estate, or trust. Both versions expand this definition to
include two or more corporations which are owned 80 percent or more
by five or fewer persons, provided these five or fewer persons own more
than 50 percent of each corporation identically. For example, a
person who owns 70 percent of one corporation and 30 percent of
another is treated as owning only 30 percent of each corporation
identically.

The Finance Committee amendments make the following modifi-
cations in the House provisions:

(1) Under the House bill the dividends received deduction is
increased gradually from 85 percent to 100 percent over the transition
period in the same proportion as the denial of the multiple surtax
exemptions. The committee amendments also increase the deduction
gradually over the transition period; in this case by 3 percentage
points a year.

(2) Under the present consolidated return regulations, preconsoli-
dation losses for a corporation in a group claiming multiple surtax
exemptions may be carried over after the consolidation only against
the income of the corporation which sustained the losses. The House
bill would have modified these regulations to permit net operating
losses for 1969 and subsequent years to be taken as a deduction against
the income of other members of the group in the same proportion as
the reduction in the additional surtax exemptions for the group. The
Finance Committee amendments do not permit any preconsolidation
net operating losses during the transition period to be carried over and
used against the income of other members of the group. The consolida-
tion of the income and losses is only to be allowed for years after the
end of the transition period. However, the committee amendments
permit corporations which have used multiple surtax exemptions for
past years to elect to change over immediately to a consolidated
return basis (foregoing any part of the multiple exemptions during
the transition period). They provide that corporations which do so
may use net operating loss carryovers to offset income of other
corporations in the consolidated group, if the group agrees to give up
multiple surtax exemptions for any prior years in which a loss was
sustained which is offset against income of another corporation in the
group.

.(3f The committee amendments delete from the House bill a pro-
vision limiting the tax benefits of controlled groups of mutual insurance
companies. This provisionis deleted since it is understood that there
are no such groups.

I
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K. CORPORATE MERGERS, ETC.

1. Disallowance of Interest Deduction in Certain Cases
Present law.-Under present law a corporation is allowed to deduct

interest paid by it on its debt but is not allowed a deduction for divi-
dends paid on its stock or equity.

Problm.-It is a difficult task to draw an appropriate distinction
between dividends and interest, or equity and debt. Although this
problem is a long-standing one in the tax laws, it has become of in-
creasing significance in recent years because of the increased level of
corporate merger activities and the increasing use of debt for cor-
porate acquisitions purposes.

There are a number of factors which make the use of debt for
corporate acquisition purposes desirable, including the fact that the
acquiring company may deduct the interest on the debt but cannot
deduct dividends on stock. Various characteristics tend to make a
bond or debenture more nearly like equity than debt. For example,
the fact that a bond is convertible into stock tends to make it more
attractive since the convertibility feature will allow the bondholder
to participate in the future growth of the company. The fact that
debt is subordinated to other creditors of the corporation makes it
more attractive to the corporation since it does not impair its general
credit position.

Although it is possible to substitute debt for equity without a merger,
this is much easier to bring about at the time of the merger. This is
because, although stockholders ordinarily would not be willing to
substitute debt for their stockholdings, they may be willing to do so
pursuant to a corporate acquisition where they are exchanging their
holdings in one company for debt in another (the acquiring) company.

In summary, in many cases the characteristics of an obligation
issued in connection with a corporate acquisition make the interest
in the corporation which it represents more nearly like a stock-
holder's interest than a creditor's interest, although the obligation is
labeled as debt.

Finance ComKittee deisi.-In general, the House bill and Finance
Committee amendments disallow a deduction for interest on bonds
issued in connection with the acquisition of a corporation where the
bonds have specified characteristics which make them more closely
akin to equity.

The disallowance rule under both versions of the bill only applies
to bonds or debentures issued by a corporation to ac uire stock in
another corporation or to acquire at least two-thirds o? the assets of
another corporation. In addition, the disallowance rule only applies to
bonds or debentures which have three characteristics. Two of these
characteristics are substantially the same in the House bill and the
committee amendments. They provide that the interest disallowance
rule is to apply where the bonds are subordinated to the corporation's
trade creditors and also are either convertible into stock, or are issued
as an investment unit including warrants.

The House bill provides that the interest disallowance rule is to only
apply where the ratio of debt to equity of the acquiring corporation
(including affiliated corporations) is more than 2 to 1, or where the
annual interest expense on its indebtedness is not covered at least
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three times over by its earnings. The Finance Committee amendments
apply the interest disallowance rule in this respect in the same general
manner as the House provision. However, under the committee
amendments, for the interest disallowance rule to apply, the ratio of
debt to equity must exceed 4 to 1 or the annual interest expense on the
indebtedness of the corporation must not be covered as much as two
times over by its earnings.

The House bill provides an exception from the rule described above
for up to $5 million a year of interest on obligations to which theinterest disallowance rule would otherwise apply. The amount of this
exception is reduced by interest on debt used for acquisition purposes
which is not subject to the disallowance rule. The committee amend-
ments retain this provision but for this purpose take into account only
interest on obligations issued after December 31, 1967.

Neither the House bill nor the committee amendments apply to
debt issued in tax-free acquisitions of stock of newly formed or existing
subsidiaries or in connection with acquisitions of foreign corporations
if substantially all of the income of the foreign corporation is from
foreign sources.

In addition to the committee amendments described above the
following modifications or refinements are also made in the House bill:

(1) The committee amendments provide that the subordination test
referred to above is to include any obligation which, by its terms
(other than by operation of law), is subordinated in right of payment
to any substantial amount of the corporation's indebtedness .

(2) The committee amendments provide that the debt equity and
interest coverage test, in the case of a corporation engaged in the
lending, finance, or banking business, are to be applied by reducing
its in ebtedness (and the interest thereon) by amounts owed to the
corporation with respect to its lending, finance, or banking business
(and the interest thereon).

(3) The committee amendments provide that the interest disallow-
ance rule is no longer to apply after a corporation for a period of at
least 3 consecutive years has brought itself down below the 4-to-i debt
equity ratio and the interest charges over the 3-year period are covered
more than two times by the earnings of the corporation.

(4) The committee amendments provide that the interest disallow-
ance rule is to apply where a corporation acquires at least two-thirds
of the "operating assets" (excluding cash) rather than where it
acquires two-thirds of a company's "total" assets.

(5) The committee amendments provide that the bill is not to apply
to acquisitions of stock of a corporation where the total interest of
the acquiring corporation in the other corporation does not exceed
5 percent.

(6) The committee amendments make this provision applicable to
indebtedness incurred after October 9, 1969 (rather than May 27,
1969, as in the House bill). They also make the provision inapplicable
where stock or assets of a corporation were acquired pursuant to a
binding contract entered into before this effective date.

(7) The committee amendments make this provision inapplicable
where a corporation has on or before October 9, 1969, acquired at
least 50 percent of the stock of a corporation, to the extent the corpora-
tion subsequently acquires the additional stock necessary to provide
control for tax purposes (80 percent).

36-399 0-69---4
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The committee amendments also provide a statutory provision
authorizing the Internal Revenue Service to issue regulations distin-
guishing between debt and equity. Statutory guidelines are provided
for this purpose and the delineation is for all purposes under the
Internal Revenue Code. This grant of authority is not limited to cases
involving acquisitions.
2. Limitation on Installment Sales Provision

Present law.-Under present law, a taxpayer may elect the install-
ment method of reporting a gain on a sale of real property, or a casual
sale of personal property where the price is in excess of $1,000. The
installment method, however, is available only if the payments received
by the seller in the year of sale (not counting debt obligations of the
purchaser) do not exceed 30 percent of the sales price.

Although the Internal Revenue Service has not ruled as to whether
the installment method of reporting gain is available where the seller
receives debentures, it is understood that some tax counsel have ad-
vised that the method is so available.

Problem.-The allowance of the installment method of reporting
where readily marketable debentures or securities are received by the
seller of property is not consistent with the purpose for which the
installment provision was adopted. This method presumably was
initially made available because of the view that where a seller received
a debt obligation he did not have cash, or the equivalent of cash, on
hand which would provide him with funds to pay the tax due on the
gain. This problem, however, does not exist where the seller receives
readily marketable securities.

Finance Committee decision.-The House bill and the Finance
Committee amendments provide that where bonds have interest
coupons attached, are in registered form or have other features which
make them readily tradeable in the market, these bonds are to be
considered as payments in the year of the sale for purposes of the
installment sales provision relating to sales of real property and casual
sales of personal property (including the rule which denies the install-
ment method on a transaction where more than 30 percent of the
sales price is received in the first year). The committee amendments
add obligations which are payable on demand to the category of bonds
that are to be treated as payments in the year of sale. The com-
mittee amendments, however, exclude from the category of bonds
or debentures in registered form (which otherwise would be con-
sidered as payments received in the year of sale) bonds or debentures
which are nontransferable except by operation of law or which other-
wise are not readily tradeable on an established securities market.

The House provision would have applied to sales occurring after
May 27, 1969. The committee amendments make the new rules effec-
tive with respect to sales occurring after October 9, 1969. In addition,
the amendments provide that the new rules are not to apply to a sale
made pursuant to a binding contract entered into before October 9,
1969.

The House bill in addition to the provision described above would
have denied the use of the installment method unless the payment
of the principal of the loan, or the payment of the principal of the
loan and the interest taken together, were spread relatively evenly
over the installment period. This requirement would have been
satisfied if at least 5 percent of the principal was paid by the end of
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the first quarter of the installment period, 15 percent was paid by the
end of the second quarter and 40 percent by the end of the third
quarter. The committee amendments delete this provision from the
bill.
3. Original Issue Discount

Present law.-Under present law, original issue discount arises
when a corporation issues a bond for a price less than its face amount.
(The amount of the discount is the difference between the issue price
and the face amount of the bond.) The owner of the bond is not taxed
on the original issue discount until the bond is redeemed or until he
sells it, whichever occurs earlier. In addition, only that portion of
the gain on the sale of the bond equal to the part of the original issue
discount attributable to the period the taxpayer has held the bond
is taxed at ordinary income rates.

The corporation issuing the bond, on the other hand, is allowed to
deduct the original issue discount over the life of the bond.

Problem.-Present law results in a nonparallel treatment of original
issue discount between the issuing corporation and the bondholder.
The corporation deducts a part of the discount each year. On the
other hand, the bondholder is not required to report any of the dis-
count as income until he disposes of the bond. Although it is likely
that the discount will be deducted by the corporation, it is probable
that much of the ordinary income is not being reported by the bond-
holders.

Finance Committee deision.-The House bill and the committee
amendments provide that the bondholder and issuing corporation are
generally to be treated in a consistent manner with respect to original
issue discount. Bondholders are to include the original issue discount
in income ratably over the life of the bond. This rule applies to both
the original bondholder and subsequent bondholders. (Issuing corpora-
tions already take deductions ratably over this period.) Corporations
issuing bonds in registered form are to be required to furnish the bond-
holder and the Government with an annual information return indicat-
ing the amount of original issue discount to be included in income for
the ear.

The committee amendments provide an exception to the rule speci-
fied above to the effect that original issue discount must be included
in the bondholder's income ratably over the life of the bond. The
exception applies in the case of life insurance companies which already
accrue discount under the Internal Revenue Code on a basis which
produces essentially the same result as a ratable accrual.

The House provision would have been effective with respect to
bonds issued on or after May 28, 1969. The committee fe-dm-itfft -
make these rules applicable to debt obligations issued after October 9,
1969. In addition, the new rules are made inapplicable to debt obli-
gations issued after this effective date which are issued pursuant to a
binding contract entered into before this date.
4. Convertible Indebtedness Repurchase Premiums

Present lawo.-Under present law, there is a question as to whether a
corporation which repurchases its convertible indebtedness at a pre-
mium may deduct the entire difference between the stated redemption
price at maturity and the actual repurchase price. The Internal Rev-
enue Service takes the position that the deduction is limited to an

)



54

amount which represents a true interest expense (i.e., the cost of
borrowing) and does not include the amount of the premium attrib-
utable to the conversion feature. This part of the repurchase is viewed
by the Revenue Service as a capital transaction analogous to a
corporation's repurchase of its own stock for which no deduction is
allowable. There is, however, at least one court case which holds to
the contrary in that it allowed the deduction of the entire premium.
In addition, there are several pending court cases which have been
filed by taxpayers to test the validity of the Service's position on this
matter.

Problem.-A corporation which repurchases its convertible in-
debtedness is, in part, repurchasing the right to convert the bonds into
its stock. Since a corporation may not deduct the costs of purchasing
its stock as a business expense, it would appear that the purchase of
what, in effect, is the right to purchase its stock should be treated in
the same manner.

Finance Committee detiemon.-The House bill and Finance Committee
amendments provide that a corporation which repurchases its con-
vertible indebtedness at a premium may deduct only that part of the
premium which represents the cost of borrowing and not that portion
attributable to the conversion feature. Generally, the deduction is to
be limited to the normal call premium for nonconvertible corporate
debt except where the corporation can satisfactorily demonstrate that
a larger amount of the premium is related to the cost of the borrowing.

The provision in the House bill would have applied to repurchases of
convertible indebtedness after April 22, 1969. The committee amend-
ments change this effective date so that it will apply to repurchases of
convertible indebtedness after October 9, 1969

L. STOCK DIVIDENDS

Present law.-In its simplest form, a stock dividend is commonly
thought of as a mere readjustment of the stockholder's interest, and
not as income. For example, if a corporation wi .h only common
stock outstanding issues more common stock as a dividend, no basic
change is made in the position of the corporation and its stockholders.
No corporate assets are paid out, and the distribution merely gives
each stockholder more pieces of paper to represent the same interest
in the corporation.

On the other hand, stock dividends may also be used in a way that
alters the interests of the stockholders. For example, if a corporation
with only common stock outstanding declares a dividend payable at
the election of each stockholder, either in additional common stock
or in cash, the stockholder who receives a stock dividend is in the
same position as if he received a taxable cash dividend and purchased
additional stock with the proceeds. His interest in the corporation is
increased relative to the interests of stockholders who took dividends
in cash. Under present law, the recipient of a stock dividend under
these conditions is taxed as if he had received cash.

Problepi.-In recent years, considerable ingenuity has been used in
developing methods of capitalizing corporations in such a way that
shareholders can be given the equivalent of an election to receive cash
or stock, but at the same time permitting stockholders who choose
stock dividends to receive them tax free. Typically, these methods
involve the use of two classes of common stock, one paying cash
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dividends and the other stock dividends. Sometimes, by means of such
devices as convertible securities with changing conversion ratios, or
systematic redemptions, the effect of an election to receive cash or
stock can be achieved without any actual distribution of stock divi-
dends, and therefore without any current tax to the stockholders
whose interests in the corporation are increased. In addition, some of
these plans have the effect of satisfying the claim of the preferred
stockholders to dividends with stock distributions, year after year.

Finance Committee decisio.-The House bill and the committee
amendments provide that a stock dividend is to be taxable if one
Froup of shareholders receives a distribution in cash and there is an
increase in the proportionate interest of other shareholders in the
corporation. In addition, the distribution of convertible preferred
stock is to be taxable unless it does not cause such a result.

To counter the various devices by which the effect of a distribution
of stock can be disguised, both versions of the bill give the Treasury
Department regulatory authority to treat as distributions changes
in conversion ratios, systematic redemptions, and other transactions
which have the effect of creating disproportionate distributions.

The two versions of the bill also deal with the related problem
of stock dividends paid on preferred stock. Since preferred stock
characteristically pays specified cash dividends, stock dividends
on preferred stock (except antidilution distributions on convertible
preferred stock) are a substitute for cash dividends and therefore all
stock distributions on preferred stock (except for antidilution pur-
poses) are taxable under both versions of the bill. An antidulution
distribution occurs where the conversion ratio of the preferred stock
is increased to take into account a stock dividend (or stock split)
with respect to the stock into which it can be converted.

The committee intends to make it clear that isolated redemptions
of stock are not to be considered as resulting in taxable distributions
to stockholders whose stock is not redeemed.

The committee amendments provide a de minimis rule where the
disproportionate distribution rules are not to apply. If a distribution
which results in an increase in the proportionate interests of other
shareholders is made but if this distribution and all prior -distributions
of this type to the same class of shareholders made during the last 36
months does not have the effect of increasing the proportionate interest
of other shareholders in the assets or earnings and of the corporation
by more than 1/10th of 1 percent, the distribution is not to result in a
stock dividend being taxable. This test is applied on a distribution by
distribution basis, always taking into account any prior distributions
in the prior 36 months (including distributions before the effective
date of this act).

Generally, under the House bill and the committee amendments
the provisions apply (subject to certain transitional rules) to dis-
tributions made after January 10, 1969 (or in those cases where the
new rules in the bill do not follow the regulations previously published,
after April 22, 1969). The House bill contains a transitional rule for
stock dividends paid on stock that was outstanding on the effective
date. This provision was intended to apply only where the corpora-
tion's dividend policy and capital structure on the effective date were
such that stock dividends paid by it would be taxable under the bill. To
prevent avoidance of the House provision, the committee amend-
ments provide that where a corporation had two classes of stock out-
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standing before the effective date but had not prior to the effective
date used them in a way which would have given rise to tax under
the new rule, the corporation cannot begin after the effective date
making disproportionate distributions of the kind covered by the bill
(without payment of tax).

If the transitional rule applies where two classes of stock were in
existence before the effective-date, one convertible into the other and
one paying cash dividends and the other paying stock dividends, it is
unclear under the House provision whether additional issues of the
cash dividend paying stock after the effective date could be made.
The committee report implies they could not. Further, the House
provision does not permit the issuance of the stock dividend paying
stock in such a situation. The committee amendments provide that a
corporation which qualifies for the transitional rule is to be able to
continue issuing one class of stock, but the stock which may be issued
in such a case is to be the larger of the two classes. (This would usually
be common stock of the corporation.)

M. FINANCIAL INSTITUTIONS
1. Commercial Banks-Reserves for Losses on Loans

Present law.-Commercial banks, as a result of Revenue Ruling
65-92 (C.B. 1965-1, 112), now have the privilege of building up a
bad debt reserve equal to 2.4 percent of outstanding loans not insured
by the Federal Government. Alternatively, their reserve may be
based on their actual loss experience. The 2.4-percent figure used for
this purpose is roughly three times the annual bad-debt loss of com-
mercial banks during the period 1928-47. In 1968, Revenue Ruling
68-630 (C.B. 1968-2, 84) clarified the loan base used for computing
the allowable bad-debt reserve generally to include only those loans
on which banks can suffer an economic loss.

Problom.-By allowing commercial banks to build up bad-debt re-
serves equal to 2.4 percent of uninsured outstanding loans, present law
gives them more favorable treatment than most other taxpayers.
Section 166(c) of the Internal Revenue Code permits business tax-
payers to take a deduction for a reasonable addition to a reserve for bad
debts. Most taxpayers accumulate a bad-debt reserve equal to the ratio
of the average year's losses to accounts receivable. The average loss is
computed on the basis of losses for the current year and the 5 preceding
years.

Finance Committee deciion.-The Finance Committee amend-
ments provide that in the future the deduction allowed commercial
banks for additions to bad-debt reserves is to be limited to 1.8 percent
of eligible loans, or the amount called for on the basis of their own
experience as indicated by losses for the current year and the 5 pre-
ceding years. Banks presently below the 1.8-percent reserve will be
permitted to bring their reserves up to this level over a 5-year period.
Banks with bad-debt reserves in excess of 1.8 percent of eligible loans
are not to be permitted to add to these reserves unless additions are
justified on the basis of their own experience. However, these banks
will not be required to reduce their existing level of reserves. Moreover,
they will be allowed in any event to deduct their actual bad debt
losses during the year.

The House bill differs from the committee amendments in that it
would, in the future, have limited the deduction allowed commercial
banks for additions to bad-debt reserves to the amount called for on
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the basis of their own bad debt loss experience. In addition, the House
provision would have provided banks with net operating loss carry-
backs for 10 years instead of the 3 provided under present law.

The committee amendments apply to taxable years beginning
after July 11, 1969. This is the same effective date as in the House
bill.
2. Small Business Investment Companies and Business Development

Corporations
Present law.-In the past, small business investment companies

have been allowed to build up a bad-debt reserve amounting to
10 percent of their outstanding loans. This was a temporary revenue
ruling designed to provide a basis for computing the reserve in the
absence of experience or experience of any comparable industry.
Presently, however, small business investment companies and also
business development corporations must base additions to their
bad-debt reserves on their own experience in the current year and
the 5 preceding years.

Problem.-Requiring a small business investment company or a
business development corporation to base its bad-debt deductions
upon its own experience has created problems for new companies
which have been in existence for only a few years. Such companies,
although they may subsequently realize losses, initially are unlikely
to have much if any losses.

Finance Committee decision.-The Finance Committee amendments
provide that a new small business investment company, or a new
usiness development corporation, may during the first 10 years of

its experience base its bad-debt reserves upon the industry average.
This adopts identical provisions of the House bill with respect to these
two types of organizations.
3. Mutual Savings Banks, Savings and Loan Associations, etc.

Present lw.-Mutual savings banks, savings and loan associations,
and cooperative banks are permitted to compute additions to their
bad-debt reserves on the basis of their actual experience or under one
of two alternative formulas (specified by the 1962 Revenue Act),
whichever produces the greatest addition to the reserve. The two
alternative formulas provide for the deduction of (1) 60 percent of
taxable income, or (2) 3 percent of qualifying real property loans.
Under the first method, a mutual institution is permitted to deduct
each year an amount equal to 60 percent of its taxable income (com-
puted before any bad-debt deduction). Under the second method, an
institution is permitted to deduct an amount sufficient to bring the
balance of the reserve for losses on qualifying real property loans to
3 percent of such loans outstanding at the close of the taxable year,
plus an amount sufficient to bring the balance of the reserve for losses
on other loans to a "reasonable" amount.

A savings and loan association and a cooperative bank are entitled
to use these special reserve methods only if they meet a comprehensive
set of investment standards, which were established by Congress in
the 1962 act to insure that the tax benefits are available only to those
institutions primarily engaged in the business of home mortgage financ-
ing. Mutual savings banks, however, are not subject to any investment
standards under these tax provisions and may use the special reserve
methods regardless of the amount of their investments in home mort-
gage financing.



58

Problem.-In 1952 Congress repealed the exemption of these insti-
tutions from Federal income tax and subjected them to the regular
corporate income tax. At that time, however, these institutions were
allowed a special deduction for additions to bad-debt reserves whichp roved to be so large that they remained virtually tax exempt. In the
Revenue Act of 1962, Congress sought to end this virtual tax exemp-
tion by providing the special alternative methods for these institu-
tions in the computation of their bad-debt reserve. Although these
methods are more restrictive than prior law, they still provide highly
favorable treatment for the bad-debt reserves of these institutions.

It was expected that most of these institutions would compute their
deduction under the 60-percent method, which requires the payment
of some tax, while the 3-percent method would be an alternative
primarily benefiting a limited number of new or rapidly growing
institutions. In practice, about 90 percent of the savings and loan
associations use the 60-percent method, but most mutual savings
banks use the 3-percent method and as a result have been, able to
avoid substantially all Federal income taxes.

Finance Commrittee decision.-Both the House bill and the com-
mittee amendments revise the tax treatment of mutual savings
banks, cooperative banks and savings and loan associations in a
number of ways. Both amend the special bad-debt reserve provisions
by eliminating the 3-percent method and reducing the present 60-
percent method. The House bill would have reduced this 60 percent
to 30 percent gradually over a 10-year period. The committee amend-
ments reduce this to 50 percent over a 4-year period. In both cases
the balance of this reserve for losses on quaifying real property
loans (as under present law) may not exceed 6 percent of these loans
outstanding at any time.

Both the House bill and the committee amendments also revise the
present investment standards applicable to savings and loan associa-
tions by liberalizing the composition of the qualifying assets. In
addition, these liberalized standards are a applied to mutual savings
banks. The new investment standard is a flexible one which reduces
the percentage (applied against taxable income, with certain adjust-
ments, to compute the bad-debt reserve deduction) depending upon
the percentage of investments in the qualifying assets-residential
real property loans, liquid reserves, and certain other assets. The full
percentage (50 percent at.the end of a 4-year period under the com-
mittee amendments, or 30 percent at the end of a 10-year period under
the House bill) is to be allowed generally only if the institution has a
proscribed percentage-82 percent for savings and loan associations
and cooperative banks and 72 percent for mutual savings banks-of
its investments in qualifying assets. The percentage is reduced by 1
percent for every 1 percent that a savings and loan institution's
qualifying assets are less than the prescribed percentage of total
assets (or by 1.5 percentage points for every 1 percent in the case of
mutual savings banks since they are only required to meet the 72-
percent test on qualified assets). However, if less than 60 percent of
the institution's funds are in qualifying assets (50 percent for mutual
savings banks during the transition period), the percentage deduction
method may not be used. Both versions of the bill also allow these
institutions to compute their bad-debt reserves on the basis of the
6-year moving average of their own experience rather than on the basis
of the percentage deduction method.
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The committee amendments also deal with the interrelationship of
the 50-percent deduction with the intercorporate dividends received
deduction in the case of mutual savings banks and savings and loan
associations (the latter, however, under their Federal or State super-
vision are not permitted to have any appreciable investments in cor-
porate stock). Under present law the income on which the 60-percent
(50 percent under the committee amendments) deduction is computed
includes net capital gain from the sale of stock and Government
obligations and also dividend income qualifying for the intercorporatedividends received deduction. The House bill, however, excludes
from the base on which the bad-debt deduction is computed net
capital gain from the sale of corporate stock or Government obliga-
tions, three-eighths of the net long-term capital gain from the sale ofother property (the extent of the preferential capital gains rate for
corporations) and the dividend income qualifying for the intercorpo-
rate dividends received deduction. The committee amendments con-
tinue the same treatment for capital gains as provided by the House
bill.

In the case of the intercorporate dividends received deduction,
however, the committee amendments allocated the deduction between
the portion of the income subject to tax and the portion which is
allowed as a bad-debt reserve deduction. As under the House bill
the income from corporate securities remaining after the dividends
received deduction (the 15 percent remaining after deducting the 85
percent) is not to be taken into account in the base in determining
the bad-debt deduction. This can be illustrated as follows: assume a
mutual savings bank has $200,000 of interest income and $100,000 of
dividend income. In this case, $85,000 of the dividend income under
present law would not be included in the savings banks tax base as a
result of the dividend received deduction. However, as a result of the
allocation, the allowable dividend received deduction is reduced by
one-half, or to $42,500. Also, to prevent overlap with the bad-debt
deduction, one-half of this $42,500 would be deducted toward the bad-
debt reserve in the case of an institution eligible to deduct 50 percent
of its taxable income for this purpose. (As under the House bill, the
$15,000, to which the intercorporate dividends received deduction did
not apply, would not be taken into account in determining the 50-
percent deduction.)

Thus, the 50-percent deduction would be computed on the basis of
the $200,000 of interest income plus $42,500 of corporate income. The
50-percent bad-debt deduction in this case would be $121,250 leaving
a like amount which, together with the $15,000 of security income
remaining after the dividends received deduction indicates a tax base
in this case of $136,250.

The committee amendments also modify somewhat the types of
loans which are taken into account in determining whether a mutual
institution qualifies under the 82- or 72-percent asset requirement
which must be met for the 50-percent deduction to be available.
Under the House bill the following investments were included in
qualifying assets for this purpose:

(1) Loans for residential real property, including real.pro perty
primarily used for church purposes, facilities in resdential devel-
opments dedicated to public use (e.g., schools and libraries), and
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property used on a nonprofit basis by residents (e.g., swimming
pools, etc.) and mobile homes not used on a transient basis.

(2) Loans for the improvement of commercial or residential
property in an urban renewal area or in an area eligible for
assistance under the Demonstration Cities and Metropolitan
Development Act.

(3) Loans for educational, health and welfare institutions or
facilities including facilities primarily for students, residents, etc.

(4) Property acquired through the liquidation of any of the
prior three categories.

(5) Student loans.
(6) Property used by the mutual institution in its business.

The committee amendments have modified the above categories to
include loans secured by an interest in real property located in an
urban renewal area to be developed for predominantly residential use
under an urban renewal plan or located in a predominantly residential
area covered by a program under the Demonstration Cities and
Metropolitan Development Act. Loans for residential purposes are
also defined as including loans secured by redeemable ground rents
and it is made clear that real property loans include loans to finance the
acquisition or development of land which is to become residential
property if there is assurance that the building will actually occur
within a period of 3 years. The committee amendments also make it
clear that an apartment building with a few commercial establish-
ments in it qualifies as residential property for this purpose if 80 per-
cent of the usable space in the building is residential space.

The committee's provision also gives mutual savings banks and sav-
ings and loan institutions the option of computing their bad debt
reserves under the commercial bank formula t1.8 percent of eligible
outstanding loans) in lieu of the bad debt reserves outlined above.
Institutions availing themselves of this option will not be permitted
to derive undue advantage from switching from one method of com-
puting bad debt reserves to another. This is because the committee's
bill requires such institutions to establish bad debt reserves for each
method of computing reserves so that in any year an institution
switches to another reserve method it will generdly be able to add
to that reserve only the amount that would have been permitted had
it been consistently on that reserve method throughout the years.

These amendments under both the House bill and the committee
amendments are effective for taxable years beginning after July 11,
1969.
4. Treatment of Bonds Held by Financial Institutions

Present law.-Commercial banks and mutual savings institutions
receive special tax treatment in regard to their transactions in bonds
and other corporate and governmental evidences of indebtedness. Like
other taxpayers, they can treat long-term gains from such transactions
as long-term capital gains for tax purposes. However, unlike other
taxpayers, they can treat capital losses from such transactions as or-
dinary losses and may deduct such losses without limit from ordinary
income.

Problem.-The present nonparallel treatment of gains and losses on
bond transactions by financial institutions appears to have inequitable
results.

Transactions of financial institutions in corporate and government
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bonds and other evidences of indebtedness do not appear to be true
capital transactions; they are more akin to transactions in inventory
or stock in view of the size of the bank holdings of these items and the
extent of their transactions in them. Moreover, financial institutions
now maximize their tax advantages by arranging their transactions
in bonds in the light of existing market conditions in order to realize
gains In selected years and losses in other years. This enables them to
report their gains as capital gains for tax purposes and their losses as
ordinary losses chargeable against regular income. The result is to per-
mit financial institutions to reduce their taxable liability and to receive
preferential treatment over other taxpayers.

Finance Committee decision.-Both the House bill and the com-
mittee amendments provide parallel treatment for gains and losses
derived by financial institutions on transactions in corporate and gov-
ernmental bonds and other evidences of indebtedness. Under both
versions of the bill, financial institutions are to treat net gains from
those transactions as ordinary income, instead of as capital gains,
and they are to continue to treat net losses from such transactions as
ordinary losses in the same manner as under present law.

The House provision would have applied to bonds which are sold
or exchanged in taxable years beginning after July 11, 1969. The
committee amendments provide the same rule for indebtedness ac-
quired after July 11, 1969. However, in the case of indebtedness held
by the financial institutions on or before that date, this indebtedness,
if sold at a gain, is to continue to receive capital gains treatment if the
gain is realized within 5 years, but only if it is a net capital gain, taking
into consideration transactions on all securities in any year.

Under present law, the capital gains and ordinary loss treatment
for bonds and other forms of indebtedness is available only in the case
of commercial banks and, in limited circumstances, for small business
investment companies. Under the bill, this treatment also is to be
available in the case of small business investment companies and
business development corporations. Under present law, these financial
institutions presently receive capital gain and capital loss treatment
with respect to the sale or exchange of indebtedness. Under the com-
mittee amendments, these institutions are to receive ordinary gain
and ordinary loss treatment in all cases after the 5-year transitional
period. In the transition period, however, they may continue to
receive capital gain and capital loss treatment for the sale or exchange
of these various forms of indebtedness if they so elect for the entire
transition period.
5. Mergers of Savings and Loan Associations

Present law.-Under present law a taxpayer which has previously
deducted additions to its bad debt reserve for tax purposes must re-
store the reserve to income when the need for the reserve ceases. An
example of a situation where a taxpayer's need for a bad debt reserve
ceases is where the taxpayer sells allof its assets including its accounts
receivable.

In eneral, where there is a tax-free merger or reorganization the
need for the bad debt reserve is considered to continue and, accord-
ingly, the acquired corporation is not required to restore the reserve to
income and it is carried over the acquiring company. On the other
hand, where a transaction is a purchase of assets or is treated as a
purchase of assets (i.e., where a corporation purchases the stock of
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another corporation which it then liquidates under sec. 334(b) (2)),
the need for the reserve is considered to cease and, accordingly, it
must be restored to income.

In the case of mergers or reorganizations of savings and loan
associations, the status of the reserves for losses on loans (sec. 593)
also depends on whether for tax purposes the merger is characterized
as a tax-free reorganization or as a taxable sale. In general, if the
merger or reorganization is tax-free, then the bad-debt reserve of the
acquired association is carried over; however, if the merger is not
tax-free, then the bad-debt reserve is restored to income and taxed
(see. 593(0).

Problem.-Where there is a merger of savings and loan associations
which is treated under present law as a tax-free reorganization (or
liquidation), present law has been interpreted as not requiring the
acquired association to restore its bad debt reserve to income. However,
since present law is not explicit on this point, it is usually necessary
for the associations to obtain a ruling on this point from the Internal
Revenue Service. The delay involved in this may be detrimental in
the case of supervisory mergers. (A supervisory merger is one en-
couraged or instituted in the public interest by the Federal Savings
and Loan Insurance Corporation and the Federal Home Loan Bank
Board involving one or more savings and loan associations with
financial or managerial problems.) There does not appear to be any
necessity to require the association to acquire a ruling in these cases.

Finance committee deciion.-The committee amendments provide
that in those cases where section 381 applies (relating to carryovers in
certain corporate acquisitions which qualify as tax-free reorganizations
or liquidations), the bad-debt reserves would not have to be restored
to income (i.e., the provisions of sec. 593(f) are not applicable). This
amendment is intended merely to be declaratory of existing law where
the bad-debt reserve is carried over to the acquiring corporation (under
sec. 381). There is no comparable provision in the House bill.
6. Foreign Deposits in U.S. Banks

Present law.-Present law provides special rules, for purposes of
the income tax and the estate tax, for the treatment of U.S. bank
deposits, and the interest thereon, of foreign persons.

In general the effect of these special rules is to exempt this type of
interest income received by foreign persons from U.S. tax and to
exempt the deposits from the estate tax. Under present law the special
bank deposit rules are to cease to apply at the end of 1972. In other
words, after 1972 the interest on these bank deposits otherwise would
be subject to income tax and the bank deposits themselves would be
subject to the estate tax.

Problem.-Congress provided, in 1966, that the special treatment
accorded U.S. bank deposits of foreign persons should be terminated.
It was believed, however, that an immediate elimination of the special
rules might have a substantial adverse effect on the balance of pay-
ments. Accordingly, it was decided to postpone the elimination of the
spcial rules until the end of 1972. In view of the continuing deficit in
the balance of payments, it appears that our balance-of-payments
situation might be adversely affected to a substantial degree if the
special treatment were removed at the end of 1972.

Finance Committee decision.-Bot-h the House bill and the committee
amendments provide that in the case of deposits in U.S. banks the
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special income and estate tax rules regarding U.S. bank deposits
(including deposits with savings and loan associations and certain
amounts held by insurance companies) of foreign persons are to con-
tinue to apply until the end of 1975. As a result, income from deposits
in the United States by nonresident alien individuals which is not
effectively connected with a U.S. business will be exempt from U.S.
income tax until the end of 1975 under both versions of the bill.

The committee amendments revise the treatment of U.S. bank
depositss of foreign persons to provide the same treatment for deposits
in U.S. branches of a foreign bank as now exists in the case of deposits
in U.S. banks.

N. DEPRECIATION ALLOWED REGULATED INDUSTRIES

Present law.-Regulated industries may make the same elections as
other taxpayers regarding depreciation of their business property.
About half the regulatory agencies require utilities that use accelerated
depreciation to "flow through" the resulting reduction in Federal in-
come taxes currently to income. (Where the utility is earning the maxi-
mum allowed by law or regulations, this results in flowing through the
tax reduction to the utility's current customers.) Other agencies per-
mit the utilities they regulate to "normalize" the deferred tax liabilities
resulting from accelerated depreciation. (This involves the utility
retaining the current tax reduction and using this money in lieu of
capital that would otherwise have to be obtained from equity invest-
ments or borrowing.) Some agencies insist that utilities subject to their
jurisdiction use accelerated depreciation for tax purposes and, in a
few rate cases, such agencies have treated the utilities they regulate as
though they used accelerated depreciation (and flowed through the
resulting tax reduction), even though the utilities may have in fact
used straight line depreciation.

Problem.-The trends of recent years are shifts from straight line
to accelerated depreciation and shifts from normalization to flow
through, often against the will of the taxpayer utilities. In general,
flow through to customers doubles the revenue loss involved in shifting
from straight line to accelerated depreciation. It is understood that
continuation of these trends would shortly lead to revenue losses of
approximately $1.5 billion. Consideration of legislative action in this
area is complicated by the fact that many utilities do not have effective
monopolies while others do; many utilities are in growing industries
while others are losing ground; many utilities compete (to the extent
they face any competition) only with other regulated utilities while
others compete with businesses not subject to governmental rate
regulation.

Finance Committee decision.-Both the House bill and the committee
amendments provide that in the case of existing property the follow-
ing rules are to apply:

(1) If straight line depreciation is presently being taken, then no
faster depreciation is to be permitted as to that property.

(2) If the taxpayer is taking accelerated depreciation and is "normal-
izing" its deferred taxes, then it must shift to the straight line method
unless it continues to normalize as to that property.

(3) If the taxpayer is taking accelerated depreciation and flowing
through to its customers the benefits of the deferred taxes, then the
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taxpayer would continue to do so (except under the committee amend-
ments as provided below), unless the appropriate regulatory agencypermits a change as to that property.1

Both versions of the bill in the case of new property provide that
if the taxpayer presently flows through to its customers the benefits
of deferred taxation, then it would stay on accelerated depreciation
and flow through unless the regulatory agency permits it to change
(or unless the exception under the committee amendments pointed
out below applies). In all other cases, accelerated depreciation is to
be permitted only if the utility normalizes the deferred income taxes.
The taxpayer is permitted to elect straight line depreciation as to
this new property. If the taxpayer seeks to use accelerated deprecia-
tion, the regulatory agency may permit it to normalize; if the regula-
tory agency does not, the taxpayer must use straight line depreciation.

The bill does not change the power of the regulatory agencies in
the case of normalization to exclude the normalization reserve from the
base upon which the agency computes the company's rate of return.

Both the House bill and the committee amendments provide that
the rules set forth above apply to property used predominantly in
the trade or business of the furnishing or sale of-

(1) Electrical energy;
(2) Water;
(3) Sewage disposal services;
(4) Gas through a local distribution system;
(5) Telephone services; or
(6) Transportation of gas by pipeline.
In all of the above cases, the rules of the bill apply if the rates are

regulated by a utilities commission or similar agency.
The committee amendments, while in most respects the same as the

House provisions, differ in one principal area: The amendments permit
an election to be made within 180 days after the date of enactment of
the bill for a utility in one of the regulated industries covered by this
provision to shift from the flow-through to the straight line method,
vith or without the permission of the appropriate regulatory agency,
or to permit it to shift to the normalization method with the permis-
sion of the regulatory agency. This election applies only to new prop-
erty. To provide time for the regulatory agency to authorize a change
from flow through to normalization (if it wishes to), the election would
not take effect until 1971. Since the utility could no longer use ac-
celerated depreciation unless the regulatory agency permits it to
normalize, the agency would not be able to impute accelerated depre-
ciation and flow it through.

A number of other changes of lesser importance are also made by
the committee amendments. They are as follows:

(1) Oil pipelines are removed from the category of industries covered
by the bill and regulated steam producers are included in the cate-
gories covered. In addition, COMAT which was specifically excluded
under the House bill, is included in the industries covered by the
provision.

(2) In some jurisdictions, the purpose and effect of normalizing is
accomplished by additions to a reserve for depreciation. The com-
mittee amendments permit such a definition of normalization and do

SThat Is, the bill doe. not require the taxpayer to flow through, but it also does not affect
any power the regulatory agency might have to require the taxpayer to flow through.



65

not require that additions be to a separate account described as a
"reserve for deferred taxes."

(3) The committee amendments provide that the requirement of
normalizing is not met by simply normalizing on the regulated books of
account of the utility if these books of account may be ignored by
the regulatory agency in setting rates. Under the committee amend-
ments, while the regulated books of account are to be used as the
basic source of information, these books are not to control if the
current rates of the utility are set by reference to the flow-through
method. This prevents a revenue loss which would occur if rates are
set based on the flow-through method.

(4) The committee amendments provide that a taxpayer is not to
be treated as normalizing unless the entire deferral of taxes resulting
from the difference between (a) the depreciation method used in the
regulated books of account and (b) the accelerated depreciation
method used on the return is normalized. In other words, differences
resulting from different useful lives ("guideline" versus "engineer-
ing") or capitalizing some items on the books while expensing them on
the return, need not be normalized. However, differences such as
those between 200-percent (or 150-percent) declining balance and
straight line must be normalized. However, this rule is to be applied
for the future only.

(5) Under the committee amendments, the status of a company
as to whether it is on straight line, normalizing or flow through is to
be determined as of August 1, 1969 (instead of July 22, 1969, as under
the House bill).

(6) Under the committee amendments, the new rules are to apply
to all taxable years for which a return has not been filed before
August 1, 1969, even though those years may have ended before that
date.

(7) Under the committee amendments, the status of a company is
not necessarily to be determined only by the method of depreciation
used on its tax return. Utilities that have used accelerated depreciation
(with flow through) in computing their tax expenses on their regulated
books of account for the latest monthly period ending on or before
August 1, 1969, are to be permitted to elect accelerated depreciation
(with flow through) for such property and for future acquisitions. In
addition, the committee amendments provide that a utility which has
filed a request with the Internal Revenue Service for permission to
change from straight line to accelerated depreciation is to be per-
mitted to make that change for such property and for future acquisi-
tions. Also, in certain limited circumstances involving regulatory
agency hearings that began before April 22, 1969, a utility might be
permitted to change to now through. All of these involve situations
where the utility had committed itself to a change in its dealings with
the Internal Revenue Service or with the appropriate regulatory
agency.

0. TREATMENT OF DEPRECIATION FOR EARNINGS
AND PROFITS

Present law.-A dividend is defined under present law as a distribu-
tion of property by a corporation to its shareholders out of earnings
and profits. If a distribution exceeds the corporation's earnings and
profits, then the excess is a "tax-free dividend" (not currently taxable



to the shareholder) which reduces his cost basis in the stock (increas-
ing capital gain or reducing capital loss if the stock is sold by him).
Earnings and profits generally are computed by reference to the
method of depreciation used in computing the corporation's taxable
income and so are reduced by the amount of depreciation deducted
by the corporation on its return.

Problem.-Tax-free dividends (in effect, resulting in current avoid-
ance of tax at ordinary income rates in exchange for possible post-
poned tax at long-term capital gains rates) appear to be increasing in
a number of industries. Especially among utilities, a number of com-
panies are regularly making such distributions. It was indicated that
in 1968 private power companies alone made such tax-free distribu-
tions totaling approximately $260 million. Statistical information is
not readily available in the real estate industry on this point, but
it is understood that substantial amounts of corporate distributions
in this industry are also tax-free. Availability of these tax benefits
is generally unrelated to the purposes of accelerated depreciation and
is of greatest value to individual stockholders in high tax brackets.

Finance Committee deiio.-The House bill and the committee
amendments provide that for purposes of computing its earnings and
profits, a corporation is to deduct depreciation on the straight-line
method or on a similar method providing for ratable deductions of
depreciation over the useful life of the asset. This provision does not
affect the amount of depreciation that can be deducted in determin-
ing the corporation's Federal income tax.

The committee amendments provide that this rule as to the method
of computing earnings and profits is not to apply in the case of a
foreign corporation. Thus, for example, the amount of the foreign
tax credit allowed a company receiving dividends from a foreign
corporation will be computed as under existing law and will not be
affected by the provisions of this bill.

This provision applies to earnings and profits for taxable years
beginning after June 30, 1972.

P. NATURAL RESOURCES

1. Percentage Depletion
Present law.-At present, percentage depletion is granted to a wide

range of minerals. The depletion rates are 27g percent for oil and gas
wells; 23 percent for sulfur, uranium, and an extended list of min-
erals; 15 percent for metal mines, rock asphalt, vermiculite, and cer-
taim types of clay; 10 percent for coal and a limited group of other
minerals; 76 percent for clay, shale, and slate used for specified pur-
poses; and 5 percent for such items as gravel, peat, and sand, and cer-
tain minerals from brine wells. In addition, a 15-percent rate applies
to a final category which contains an extended series of minerals and
also includes all other minerals unless sold for riprap, ballast road
material, rubble, concrete aggregates, or for similar purposes. Percent-
age depletion is not granted in the case of soil, sod, dirt, turf, water, or
mosses or minerals from sea water, the air, or similar inexhaustible
sources.

Percentage depletion generally applies to the specified items regard-
less of whetl er the pertinent property is located in the United States
or abroad. However, except for sulfur and uranium, the 23-percent
percentage depletion rate applies only to deposits in the United States,
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and foreign deposits of the other minerals in this category are eligible
for percentage d.spletion at the 15-percent rate.

Thepercenta*:e depletion allowance is limited to a maximum of 50
percent of the taxable income from the property, computed before any
allowance for depletion. In any case where depletion based upon cost
is higher. than percentage depletion, the higher amount is allowed as
a deduction.

Problem.-Percentage depletion was adopted in 1926 when the prior
allowances based on discovery value in the case of oil and gas proved
difficult to administer and produced varying results. At that time, it
was recognized that percentage depletion could permit taxpayers to
recover amounts in excess of their investments. However, this was
deemed justified on the ground it would have the beneficial effect of
stimulating exploration for, and discovery of, new reserves of vitally
needed oil and gas.

It has been argued that if percentage depletion rates are viewed as
a needed stimulant at the present time, they are higher than is needed
to achieve the desired increase in reserves.

Finance Committee decision.-The Finance Committee amendments
rovide that the percentage depletion rate for oil and gas wells is to
e reduced from the present rate of 27Y& percent to 23 percent. As

under present law, percentage depletion is' to apply to both domestic
and foreign oil and gas wells. In addition, the committee amendments
provide that in the case of oil and gas producers with less than $3
million of gross income from oil and gas production, the "net income"
limitation on the allowance for depletion is to be increased from 50
percent to 65 percent of the net income from the property.

The House bill would have decreased the percentage depletion
rate for oil and gas from 272 percent to 20 percent. It also would
have made percentage depletion unavailable in the case of foreign
production of oil and gas. No changes were made in the House bill
with respect to the net income limitation.

In the case of other minerals, the committee amendments provide
that the percentage depletion rates of existing law are to continue
to apply. The House bill would have generally reduced these rates
by about 25 percent (except for gold, silver, oil shale, copper, and iron
ore, which were left at the present rate of 15 percent). The per-
centage depletion rates under present law (which are retained by the
committee) and the rates under the House bill in the case of these
other minerals are as follows:

In percent

Present rate
(and com- Rate provided

mittes bill) by House bill

Sulfur and uranium, and specified minerals from domestic deposits ................... 23 17
Gold, silver, oil shale, copper and iron ore from domestic deposits .................... 15 15
Remaining minerals now at 15 percent .................................... 15 
Asbestos, coal, sodium chloride, etc ...................................... 10 7
Clay, shale, and slate for specified uses ........................................... . . . 5
Gravel, sand, and other minerals now at 5 percent .................................. 4

The committee amendments also made certain other changes with
respect to the depletion allowance for other minerals. In the case of
gold, silver, and copper, they increase the 50-percent net income limita-
tion to 70 percent. In addition, the committee amendments clarify

36-899 0-69.---5



the treatment for percentage depletion purposes of minerals extracted
from saline lakes within the United States. Under present law, the
Internal Revenue Service has held that percentage depletion is not
available with respect to minerals extracted from the Great Salt
Lake because it is considered to be an inexhaustible source. The
committee amendments provide that, except for salt and water, the
various depletion rates will be allowed for minerals extracted from
the Great Salt Lake and other perennial saline lakes in the United
States.
2. Mineral Production Payments

Present law.-A mineral production payment is a right to a specified
share of the production from a mineral property (or a sum of money
in place of the production) when that production occurs. Depending
on how a production payment is created, it may be classified as a
carved-out production payment, or it may constitute a retained pro-
duction payment which may then be used in a so-called A-B-C
transaction.

A carved-out production payment is created when the owner of a
mineral property sells-or carves out-a portion of his future produc-
tion. A carved-out production payment is usually sold for cash and,
quite often, to a financial institution. Under present law, the amount
received by the seller of the carved-out production payment generally
is considered ordinary income subject to depletion in the year in
which received. The purchaser of the production payment treats the
payments received as income subject to the allowance for depletion
(almost always cost depletion) and thus generally pays no tax on those
amounts (except for that portion of the payments which is in the
nature of interest). The amounts utilized to pay the production paY-
ment are excluded from income by the owner of the property during
the payout period, but the expenses attributable to producing the
income are deducted by him in the year they ard incurred.

A retained production payment is created when the owner of a min-
eral interest sells the working interest, but reserves a production pay-
ment for himself. Under present law, the owner of the retained produc-
tion payment receives income for which percentage depletion may be
taken during the payout period, or the period during which he receives
a part of the production (or a payment based on production). The pur-
chaser of the working interest excludes the amounts used to satisfy the
production payment during the payout period, but (until recently)
deducted the cost of producing the minerals subject to the production
payment.

The so-called A-B-C transaction is the same as a retained produc-
tion payment case, except that after selling the working interest, the
initial owner then sells the "retained production payment." Thus, in an
A-B-C transaction, the owner of the mineral property, A, sells it to
a second person, B, and reserves a production payment (bearing in-
terest) for a major portion of the purchase price. He then sells the
production payment to a third party, C, which is usually a financial
institution, or, perhaps, a tax-exempt organization.

Problem.-The use of carved-out production payments constitutes
a problem because they are being employed to circumvent the limita-
tions on the depletion deduction and the foreign tax credit and to
distort the benefits that the net operating loss provisions were designed
to provide. In addition, in A-B-C transactions, taxpayers are able to
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pay off what is essentially a purchase money mortgage with before-tax
dollars rather than after-tax dollars.

Finance Committee decision.-Both the House bill and the Finance
Committee amendments provide, in general, that carved-out pro-
duction payments and retained payments (including ABC transac-
tions) are to be treated as a loan by the owner of the production pay-
ment to the owner of the mineral property. In the case of a carved-out
production payment, both versions of the bill provide that the
payment is to be treated as mortgage loan on the mineral property
(rather than as an economic interest in the property). Thus, the pro-
ceeds received by the seller upon a sale of a production payment are
not to be taxable to him. However, as income is derived from the
property subject to the carve-out, that income, including the portion
used to satisfy the production payment, is taxable to the owner of the
property, subject to the depletion allowance. The cost of producing
minerals used to satisfy carved-out production payments is to be
deductible when incurred.

This treatment is not to apply to a production payment carved
out for exploration or development of a mineral property if, under
existing law, gross income is not realized by the person creating the
production payment.

In the case of retained production payments (that is, the sale of
mineral property subject to a production payment), both versions of
the bill provide that the production payment is to be treated as a
purchase money mortgage loan (rather than as an economic interest
in the mineral property). As a result, the income derived from the
property which is used to satisfy the payment is to be taxable to
the owner of the mineral property subject to the allowance for deple-
tion. In addition, the production costs attributable to producing the
minerals used to satisfy the production payment are to be deductible
by the owner of the working interest in the year incurred.

Under the House bill, these rules would have applied to mineral
production payments created on or after April 22, 1969, other than
production payments created before January 1, 1971, pursuant to a
binding contract entered into before April 22, 1969. The committee
amendments advance the April 22, 1969, date in both of these cases to
October 9, 1969.

The committee amendments also provide two transition rules. First,
they permit tax payers to elect to apply the new rules with respect to
carved-out production payments to such payments which were sold
after December 31, 1967 (in the case of a calendar year taxpayer). As a
result, where this election is made these payments will be treated as a
loan rather than as a sale. Any refunds paid as a result of this provision
are to be paid without interest. The second transition rule provided by
the committee amendments is a modification of a House bill transition
rule. The rule under the Houie bill would have allowed payments to
be carved out during the part of a taxable year on or after April 22,
1969, to the extent of drilling or development costs incurred during the
portion of the taxable year occurring before April 22, 1969. The amount
carved out in this manner could be used under the House provision only
to reduce or offset such costs. It could not be used to increase a per-
centage depletion deduction or foreign tax credit. The committee
amendments modify this rule to provide that the new rules with respect
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to carved-out production payments are not to apply except for per-
centage depletion and foreign tax credit purposes to payments sold
during the part of the taxpayer's year which occurs after October 9,
1969, to the extent the production payments offset a net operating -loss
which would have occurred in the taxable year in the absence of the
carved-out production payments. In no event, however, are the
amount of the carved-out production payments qualifying for this
treatment plus the amount of payments sold by the taxpayer in the
prior part of his taxable year to exceed the amount of carved-out
payments sold by the taxpayer during his preceding taxable year.
3. Mining Exploration Expenditures

Present law.-Present law allows a taxpayer to elect to deduct, with-
out dollar limitation, mining exploration expenditures (that is, ex-
ploration expenditures for any ore or mineral other than oil or gas)
which are made prior to the development stage of the mine. The avail-
ability of this deduction is limited to mines located in the United
States or on the Outer Continental Shelf. When a mine reaches the
producing stage, the exploration expenditures previously deducted
are recaptured, generally by disallowing the depletion deduction with
respect to the mine.

A taxpayer who does not elect this unlimited mining exploration
expenditure deduction is allowed a limited deduction for exploration
expenditures (whether on domestic or foreign mines) without the re-
capture rules applying. The total deduction under this limited pro-
vision for all years may not exceed $400,000.

Problem.-The allowance of a current deduction for exploration
expenditures without applying the recapture rules under the limited
deduction provision is not justified in view of the recapture rule
applicable to the unlimited deduction.

Finance Committee decision.-The House bill and the committee
amendments amend existing law to provide that insofar as future
mining exploration expenditures are concerned, the general recapture
rules are to apply in all cases. Taxpayers may still continue to deduct
expenditures for foreign (and oceanographic) explorations to the
extent permitted under present law (generally up to a maximum of
$400,000).

The committee amendments also provide that taxpayers who have
elected to deduct mining exploration expenditures under the limited
provisions of present law are to be deemed (unless the taxpayer
notifies the Treasury to the contrary) to have made an election with
respect to expenditures made after the effective date of this provision
to deduct the expenditures under the unlimited provision. The coin-
mittee also wants to clarify its intent as to the treatment (under exist-
ing law as well as under the bill) of expenditures which are incurred
during the development or producing stage of a mine. It is the intent
of the committee that expenditures on a mine after the development
stage has been reached are to be treated as deductible development
expenditures or operating expenses unless the expenditures are made
for the purpose of discovering a new mine. That is, if a mine is in the
development or productive stage, exploratory expenditures (drilling,
crosscutting, etc.) to determine the location, extent, or quality of a
known deposit in the mine, or to locate or find other veins of ore in
the mine, are deductible without recapture. However, if the explora-
tion project is for the discovery of a new mine, even though conducted
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from underground workings of an existing mine, the expenditures
would be subject to section 617. For example, if the operator of an
existing mine enters into an agreement with the owner of adjacent
land to drive crosscuts from the bottom of the existing mine into the
adjacent lands to find out whether there are deposits of ore which
would "make a mine," the exploration expenditures would be subject
to section 617 even though the agreement provides that the operator of
the existing mine, if the exploration project is successful, will have a
share in the new mine when it is developed.

The House provision applied to mining exploration expenditures
made after July 22, 1969. The committee amendments apply to
exploration expenditures made after December 31, 1969.
4. Treatment Processes in the Case of Oil Shale

Present law.-The depletion allowance for oil shale under present
law is applicable only to the value of the rock itself after extraction
and crushing-which has little value. Liquid oil from wells, on the
other hand, has considerable value.

Problem.-Existing levels of technology do not permit oil shale to
be produced on a basis competitive with oil produced from wells.
Percentage depletion does not operate effectively as an incentive to
improvements in oil shale technology because percentage depletion on
oil produced from oil shale is substantially less than percentage
depletion on oil produced from wells.

Finance Committee decision.-The House bill and Finance Com-
mittee amendments extend the point at which percentage depletion
is computed in the case of oil shale until after extraction from the
ground, through crushing, loading into the retort and retorting. How-
ever, this is to be before hydrogenation or any refining process or any
other process subsequent to retorting.
5. Continental Shelf Areas

Present law.-It is not clear under present law whether for purposes
of the exploration for, or exploitation of, mineral resources in the
continental shelf area of a country over which it exercises tax juris-
diction under the principles of international law, that area is considered
for U.S. tax purposes as a part of the country.

Problem.-The development of natural resources in the continental
shelf areas of the world makes the status of these areas for tax pur-
poses of increasing importance. This status is important, for example,
in determining the source of income from mining activities conducted
on a continental shelf area and in the application of the foreign tax
credit with respect to this income.

Finance Committee deceion.-The House bill did not deal with
this subject. The Finance Committee amendments provide that for
purposes of applying the income tax provisions with respect to natural
resources, the term "United States' includes the seabed and subsoil
of the submarine areas adjacent to the territorial waters of the United
States over which the United States has exclusive rights in accordance
with international law with respect to the exploration and exploitation
of natural resources. A similar definition of "foreign country" also
is provided. This does not mean, however, that a foreign country will
by reason of this be treated as a country which is contiguous to the
United States.
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Q. CAPITAL GAINS AND LOSSES
1. Alternative Tax Rate for Individuals

Present la'w.-One-half of an individual's net long-term capital
gains are included in taxable income and, accordingly, are taxed at
regular tax rates. However, the alternative tax-a maximum of 25
percent on net long-term capital gains-is available and is more favor-
able to use when an individual's marginal tax rate exceeds 50 percent.
For married couples filing a joint return, the alternative tax is more
favorable when taxable income is greater than $52,000. For single
persons, the alternative tax is more favorable when taxable income
exceeds $26,000.

Problem.-In recent years, many high-income taxpayers have
planned to take advantage of the lower 25-percent alternative capital
gains tax and have revised their investment strategies to convert as
much as possible of their income into capital gains. For these tax-
payers, the alternative rate operates as an exclusion which varies
with the taxpayer's marginal rate. A taxpayer with a 70-percent
marginal rate, for example, in effect includes only 36 percent of his
net long-term capital gain in his income. As a result, the portion of a
taxpayer's capital gain income subject to tax varies according to his
marginal tax rate-the higher the tax rate, the smaller the portion of
the gain which is taxed. The alternative capital gains rate, therefore,
appears to be at variance with the intent of the progressive rate
structure to tax individuals according to their ability to pay. The
effect of the alternative capital gains tax on the effective rate of tax
is shown in the table presented below in which the returns are classified
by adjusted gross income in the case of those which are estimated to
use the alternative capital gains tax in 1969.

This table also indicates the rates which would apply in each ad-
justed gross income category if the alternative capital gains rate
were not available (the House bill) and under the Finance Committee
cut back.

RETURNS WITH ALTERNATIVE CAPITAL GAINS TAX, ESTIMATED 1969

Income tax liability s a percent of AGI
plus the excluded one-half of long-term gains

Without the Finance
alternative committee

rate (House
AGI class Present law bill) bill

Under $20,000 ............................... ....................
20,000 to 50,000 3............................0.................... 304 30.6 30.6

00 to 10.000 30...............................30.2 30.5 30.4
100,000to ........................................ 31.6 33.1 32.7
200,000 to 500000 . ... ............. 30.9 34.7 34.4$500 t 1, 0,0 ......... ".."..... ...... 29.9 35".7 35'.5

,o0.oo andi over ............. ................ 28.5 35.6 35.5
Total ...................................................... 30.5 33.2 32.9

Finance Committee deci8ion.-The House bill would have repealed
the alternative capital gains rate for noncorporate taxpayers effec-
tive with respect to sales and other dispositions after July 25, 1969.
As a result, after that date noncorporate taxpayers would have in-
cluded one-half of their net long-term capital gains in income without
regard to their tax rate bracket. Given the rate schedules in the House
bill and the committee amendments, this would have meant a top
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alternative capital gains rate of 32% percent in 1972 and subsequent
years for those in the top bracket rate of 65 percent.

The committee amendments generally are in accord with the ob-
jectives of the House bill in repealing the present 25-percent alterna-
tive rate on capital gains. However, it was thought that taxpayers
with relatively small amounts of capital gain should continue to be
eligible for this 25-percent alternative rate. Accordingly, the com-
mittee amendments provide that single persons and married couples
filing joint returns may continue to apply this alternative rate in the
case of gains up to $140,000 ($70,000 for a married person filing a
separate return) provided they do not have tax preference income
(other than capital gains) greater than $10,000. The tax preferences
referred to here are the same as those provided in the case of the
minimum tax except for the exclusion of the capital gains.

The committee amendments also change the effective date of the
provisions to apply to years beginning after December 31, 1969 (in
lieu of applying the changes to sales or other dispositions after July
25, 1969, under the House bill). They also phase in the higher rates
over a 3-year period. The present rate of 27%-percent in 1969 (includ-
ing the surtax) is increased as follows:

Pereat

1970 (before applying the surtax) ----------------------------- 284
1971 ------------------------------------------------------------- 31
1972 ------------------------------------------------------------- 32M

The committee amendments also provide that the present 25-
percent capital gains tax rate (plus any surcharge) is to continue to
apply in the case of binding contracts which were in effect on or before
October 9, 1969. (This does not apply, however, in the case of gain
from the sale of timber, or coal or iron ore royalties taxed as a capital
gain under section 631 or amounts received with respect to patents
under section 1235 of the code.)

In the case of installment payments received after 1969 which re-
late to sales made on or before October 9, 1969, the present maximum
alternate rate of 25 percent, plus any surcharge, is to continue to
apply to those installments received in the future. Similarly, the 25-
percent rate, plus any surcharge, will continue to apply to distribu-
tions from corporations pursuant to plans of liquidation adopted
prior to October 9, 1969, under which the corporation will sell its
assets and distribute the proceeds to shareholders.
2. Alternative Tax Rate for Corporations

Present law.-Corporations that have an excess of net long-term
capital gains over net short-term capital losses may use the "alterna-
tive tax," which taxes the entire excess net long-term capital gain at
25 percent. Since the corporate tax structure is not graduated (a8 is
the case for individuals) but is computed on the basis of a normal tax
of 22 percent of taxable income and a surtax of 26 percent of that part
of the taxable income which exceeds $25,000, usually only those corpo-
rations with taxable incomes in excess of $25,000 (on which the tax
rate would be 48 percent, apart from the effect of the surcharge) use the
alternative tax.

Problem.-The committee amendments reduce the availability of the
alternative tax for many individuals, thereby raising their maimum
capital gain rates. Accordingly, it appears appropriate to raise the
corporate alternative tax rate to a greater percentage of the regular
corporate tax rate. In addition, since corporations are not subject to
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graduated tax rates, they usually do not encounter the problem of
having bunched income, which has accrued over more than a one year
period and which is taxed in one year at steeply graduated rates. This,
of course, is one of the reasons for providing special tax treatment for
capital gains.

Finance Committee decision.-Both the House bill and the committee
amendments increase the alternative capital gains rate which is
applied to a corporation's net long-term capital gains from the present
27g percent (including the surcharge) to 30 percent.

The House bill would have made this change effective with respect
to sales and other dispositions occurring after July 31, 1969. The
committee amendments continue the present 27%-percent rate (in-
cluding the surcharge) for the entire calendar year 1969. They provide,
however, that the full 30-percent rate is not to be effective until 1971.
In 1970 a special rate (halfway between the 27% percent and the 30
percent) is to be effective; namely, a rate of 28% percent (including
the surcharge).

The committee amendments provide that the 25-percent capital
gains tax rate (plus any surcharge) is to continue to apply in the case
of binding contracts which were in effect on or before October 9, 1969.
(This does not apply, however, in the case of gain from the sale of
timber or coal or iron ore royalties taxed as capital gain under section
631 or amounts received with respect to patents under section 1235 of
the code).

In the case of installment payments received after 1969 which relate
to sales made on or before October 9, 1969, the alternative rate of 25
percent (plus any surcharge) is to continue to apply to these install-
ments received in the future.
3. Capital Losses of Individuals

Present law.-Under present law, both individual and corporate
taxpayers may deduct capital losses to the extent of their capital gains.
In addition, if an individual's capital losses exceed his capital gains,
he may deduct up to $1,000 of the excess loss against his ordinary
income. (On the other hand, where an individual has a net long-term
capital gain rather than a net capital loss a maximum of only one-
half of the net long-term capital gain is subject to tax.)

When a husband and wife each have capital transactions and a joint
return is filed, their respective gains and-losses are treated as though
they had been realized by only one taxpayer and are offset against
each other. On the other hand, when both spouses have capital losses
and file separate returns, each spouse is allowed to deduct up to $1,000
of net capital losses from ordinary income.

Probln.-The present treatment of long-term capital losses is in-
consistent in the case of individuals with the treatment of their long-
term capital gains. Although a maximum of 50 cents of each $1
of long-term capital gains is subject to ordinary tax, when capital
losses exceed capital gains, the excess loss is deductible dollar-for-
dollar against ordinary income (up to a maximum of $1,000).

In addition, when it is more advantageous to them, married couples
can file separate returns, be treated as two separate taxpayers, and be
allowed to deduct up to $1,000 of capital losses from ordinary income.
This treatment is permitted even though married couples are generally
treated as one taxpayer. This treatment of losses tends to provide an
advantage for people living in community property States because all
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gains and losses from community property are attributable in equal
amounts to each of the spouses by operation of community property
law and, therefore, they are automatically eligible for the benefit of
the double deduction. on the other hand, spouses living in noncom-
munity property States must have separate losses in order to claim this
advantage-hence, they must either sell assets held in their joint
names or each must sell his own assets. (In addition, they must have
equal incomes or the loss offset may be more than offset by a difference
in tax from loss of the joint return benefit as a result of this variation in
income.)

Finance Committee decision.-Both the House bill and the com-
nittee amendments provide that only 50 percent of an individual's
long-term capital losses may be offset against his ordinary income
up to the $1,000 limit. Thus, $2,000 of losses will be required to obtain
the full $1,000 deduction. (Short-term capital losses, however, will con-
tinue to be fully deductible.) In addition, both versions of the bill pro-
vide that the deduction of capital losses against ordinary income for
married persons filing separate returns is to be limited to $500 for each
spouse (in place of the $1,000 allowed under present law).

The House bill would have applied these provisions in taxable years
beginning after July 25, 1969. The committee amendments advance
this date to taxable years beginning after December 31, 1969.
4. Capital Loss Carrybacks for Corporations.

Present Law.-Under present law, both corporations and individuals
may carry net operating losses back 3 years and forward 5 years.
In the case of capital losses, however, an unlimited loss carryover is
available in the case of individuals and a 5-year capital loss carryover
is available in the case of corporations. No carrybacks are available
either in the case of individuals or in the case of corporations. Capital
losses which are carried to other years first are offset against capital
gains realized in those years. In the case of individuals, any remaining
losses may be offset against ordinary income generally to the extent of
$1,000 a year. In the case of corporations, however, capital losses may
only be offset against capital gains.

Problem.-In the case of regular operating losses, Congress has found
in the past that a carryback of a loss was often more beneficial to a
corporation than a carry forward.

A carryback results in the immediate refund of tax paid in prior
years, whereas a carry forward of a loss merely holds out the prospect
of a lesser tax at some time in the future. The carryback, therefore,
makes cash available at the time the loss occurs and often helps to
offset the disadvantages of the incurring of the loss. A similar situation
exists in the case of capital losses for corporations. The committee
sees no reason why capital losses should be treated any differently in
this respect in the case of corporations than net operating losses.
The problem is different in the case of individuals, however, since
here the capital loss in part is allowed against ordinary income.

Finance Committee dect*$io.-The committee amendments provide
a 3-year capital loss carryback for corporations. This is not available,
however, for foreign expropriation capital losses for which a special
10-year carry forward (in lieu of the regular 5-year carry forward) is
available under present law or for losses incurred by subchapter S
corporations. Present law provides that taxpayers filing for refunds
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with respect to net operating loss carrybacks may obtain a so-called"quickie" refund under which the refund is made to them after only
a preliminary check on the appropriateness of the refund. Subse-
quently, a full examination is made of the refund under the regular
auditing processes. The "quickie" refund in this case is permitted
before review by the Joint Committee on Internal Revenue Taxation
of the refund, but a subsequent review is ipade in the same manner
as in the case of other refunds of over $100,000. The committee
amendments apply this same "quickie" refund procedure in the case
of the 3-year capital loss carrybacks in the same manner as in the
case of net operating loss carrybacks.

This amendment applies to capital losses sustained in taxable
years beginning after December 31, 1969.

There is no comparable provision in the House bill.
5. Collections of Letters, Memorandums, Etc.

Preent law.-Present law excludes copyrights and literary, musi-
cal, or artistic compositions (or similar property) from the definition
of a capital asset if they are held by the person whose efforts created
the property (or by a person who acquired the property as a gift from
the person who created it). Thus, gain arising from the sale of such
a book, artistic work, or similar property is treated as ordinary in-
come, rather than as capital gain. However, since collections of letters,
memorandums, etc. (including those prepared for the individual) are
not excluded from the definition of a capital asset, gains from the sale
of such property are accorded capital gains treatment.

Problem.-The rationale underlying the present law treatment of
artistic works and similar roperty in the hands of the person who
created them, in effect, is that the person is engaged in the business
of creating the artistic work or similar property. in view of this, the
gain arising from the sale of the property is treated as ordinary in-
come, rather than as a gain from the sale of a capital asset.

It is difficult to see why this treatment should not extend to collec-
tions of letters, memorandums, etc., created by the person or pre-
pared for or given to him. In the one case, a person who writes a book
and then sells it is treated as receiving ordinary income on the sale of
the product of his personal efforts; in the other case, one who sells a
letter or memorandum written by, or for, him is treated as receiving
capital gain on the sale even though the product he is selling is, in
effect, the result of his personal efforts.

Finance Committee deisio.-Both the House bill and the committee
amendments provide that letters, memorandums, and similar property
(or collections thereof) are not to be treated as capital assets, if they
are held by the taxpayer whose personal efforts created the property
or for whom the property was prepared or produced (or by a person
who received the property as a gift from such a taxpayer). For this
purpose, letters and memorandums addressed to an individual are con-
sidered as prepared for him. Gains from the sale of these letters and
memorandums, accordingly, are to be taxed as ordinary income rather
than capital gains. This also means, as a result of other changes in
the bill in the charitable contributions deductions, that where such
letters, memorandums or similar property are given to charitable
organizations and a deduction claimed, the appreciation in value of
these letters, etc., will be excluded from the amount of the deduction.
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The House bill would have made this amendment effective with
respect to sales and other dispositions of property occurring after July
25, 1969. The committee amendments make this provision applicable
to sales or other dispositions of these papers occurring on or after
January 1, 1969.
6. Holding Period of Capital Assets

Present law.-Capital gains on assets held longer than 6 months
are considered long-term gains. In the case of individuals, 50 percent
of the excess of net long-term capital gains over net short-term
capital losses is included in income. In the case of corporations, the
excess is taxed at a maximum rate of 25 percent (30 percent under the
bill) rather than at the regular 48-percent corporate rate.

Problem.-The House felt that a better line of demarcation between
ains for investment and speculative gains would be a 12-month
holding period rather than the 6-month holding period of existing

law. The committee, however, was concerned (as also was the Treasury
Department), as to the impact this might have on the willingness of
investors to take risks and thus on capital investments and on revenues.

Finance Committee deciion.-The Finance Committee restored the
6-month holding period of present law.
7. Total Distributions From Qualified Pension, Etc., Plans

Present law.-An employer who establishes a qualified employee
pension, profit-sharing, stock-bonus, or annuity plan is allowed to
deduct contributions to the trust, or if annuities are purchased, may
deduct the premiums. The employer contributions to, and the earn-
ings of, a tax-exempt trust generally are not taxed to the employee
until the amount credited to his account are distributed or 'made
available" to him. Retirement benefits generally are taxed as ordinary
income under the annuity rules when the amounts are distributed,
to the extent they exceed the amounts contributed by the employee.
Thus, employee contributions to a pension, etc., fund are not taxed
when received since these amounts were contributed from after-tax
dollars of the employee.

An exception to the general rule of ordinary income treatment of
pension benefits, however, provides that if an employee (not including
self-employed persons) receives his total accrued benefits in a distribu-
tion within 1 taxable year on account of separation from service or
death, the distribution is taxed as a capital gain, rather than ordinary
income.

If part or all of this total distribution consists of employer securi-
ties, the employee is not taxed on the net unrealized appreciation in
the securities at the time of distribution, but instead only when the
stock is subsequently sold by the employee. The employee is taxed at
the time of distribution only on the portion of the employer securities
attributable to the eniployer's cost at the time of the contribution to
the trust. Furthermore, this portion is taxed at the long-term capital
gains rate, rather than at ordinary income rates.

Problem.-The capital gains treatment of lump-sum ension dis-
tributions was originally enacted in the Revenue Act op 1942 as a
solution to the so-called bunched-income problem of receiving an
amount in 1 taxable year which had accrued over several years.

The capital gains treatment afforded lump-sum distributions from
qualified pension plans allows employees to receive substantial amounts
of deferred compensation at a much more favorable tax rate than other



78

compensation received for services rendered. Moreover, it appears that
the more significant benefits accrue to taxpayers with adjusted gross
incomes in excess of $50,000, and that a number of lump-sum distribu-
tions of $800,000 and over have been made.

Finance Committee deciion.-The House bill limits the extent to
which capital gains treatment is to be allowed for lump-sum distri-
butions from qualified employees' trusts. Capital gains treatment
under the House bill is limited to the taxable portion of the distribution
in excess of employer contributions which accrued during plan years
beginning after 1969. The effect of this is to treat as ordinary income
the amounts attributable to these employer contributions accruing
after 1969. This treatment apple es to employer contributions of em-
ployer's securities as well as where other amounts are contributed
by the employer to the plan. The committee amendments adopt this
portion of the House provision.

The House bill also would have provided a special 5-year "forward"
averaging with respect to the amounts to be treated as ordinary income.
Under this procedure, the taxpayer would compute the increase in
tax resulting from including one-fifth of the portion of the distribution
to which ordinary income tax is to apply in his gross income for the
year in which the distribution is made. The tax on this one-fifth is
then multiplied b 5 to obtain his tax liability on the entire ordinary
income portion. The House bill would have further provided that the
taxpayer could receive a artial refund of his tax on the ordinary in-
come portion at the end olf the 5-year period by adding one-fifth of the
ordinary income portion into gross income in each of the 5 taxable
years. If the tax determined in this manner resulted in a lower tax
than that previously paid, the taxpayer would be entitled to a refund.

To simplify the computations involved for the taxpayers, the
committee amendments provide a substitute for the 5-year "forward"
averaging provision. Under the committee amendments, there would
be one determination of the tax on the ordinary income portion of the
distribution with no subsequent recomputations or refunds. In this
computation, the taxpayer would not take into account any compen-
sation received from his employer during the year of the lump-sum
distribution in determining the tax on the one-fifth. In addition, in
determining this tax on the one-fifth, the capital gains portion of the
lump-sum distribution also would not be taken into account. These two
provisions avoid placing the taxpayer in a higher tax bracket in the
year of receipt because of the lump-sum distribution and salary in-
come received during his final year of employment. This avoids the
need for a refund procedure to recompute the tax liability on the
ordinary income portion after 5 years.
8. Sales of Life Estates, Etc.

Present law.-Under present law, when a life estate and remainder
interest in property are acquired by gift, by bequest, or through
inheritance, the basis of the property is divided between the life estate
and the remainder. The owner of the life interest is not permitted to
deduct any portion of his basis over the life of his interest and thereby
to reduce for tax purposes the amount of income he receives from
his interest. However, where the life tenant sells his right to receive
future income, his basis in the property may be used to reduce the
gain he receives on the sale. The purchaser of the life estate is allowed
to amortize his basis (his purchase price) and, therefore, is able to
offset it against the income he receives from it.



Problem.-This treatment of life estates has the effect of allowing
a large portion, and in some cases, almost all of the income from a
life estate or similar interest to avoid taxation in those situations where
the life tenant sells his interest. This is because the life tenant is not
taxed on his income to the extent of his basis and, in addition, the
urchaser of this interest is not taxed on most of the income from it
because he is allowed to reduce that income by amortization deductions

for the purchase price which he pays for the interest. In addition, in
some cases the seller's basis has exceeded the amount he received upon
its sale, and he has been permitted to take a deductible loss.

Finance Committee dectsion.-The House bill and the committee
amendments provide that the entire amount received on the sale or
other disposition of a life (or term of years) interest in property or an
income interest in a trust (which was acquired by gift, bequest, in-
heritance or a transfer in trust), is to be taxable, rather than only
the excess of the amount received over the seller's basis for his
interest.

Neither version of the bill, however, changes present law where a
life interest is disposed of as a part of a single transaction in which
the entire fee interest is transferred to any other persons. This occurs,
for example, where a life tenant and remainderman join in the sale of
the entire property interest. In such a case the gain realized by the
life tenant is to be measured by the excess of the proceeds received on
the sale over his basis for his interest.

The House bill would apply to sales or other dispositions after
July 25, 1969. The committee amendment moves this effective date
up to October 9, 1969.
9. Certain Casualty Losses Under Section 1231

Present law.-Generally, under present law (see. 1231(a) of the
code), if the gains on the disposition of certain types of property
exceed the losses on this same type of property, in effect, the excess
is treated as long-term capital gain. On the other hand, if the losses
exceed the gains, then the net loss is treated as an ordinary loss. The
types of property subject to this provision generally are depreciable
property andreal estate used in a trade or business.

An exception to this general provision is provided for uninsured
losses resulting from casualty or theft in the case of property used in
a trade or business (or capital assets held for the production of
income). These uninsured losses are deductible in full against ordinary
income rather than being required to be netted with other gains and
losses under section 1231.

Problem.-The exception to the general section 1231 rule has led to
anomalous results. A business taxpayer with a casualty loss on .two
similar business properties, one of which is insured and one of which
is not, is allowed to deduct the uninsured loss in full against ordinary
income and at the same time is allowed to treat the gain on the insured
property (the excess of the amount of insurance received over hisadjusted basis in the property) as a capital gain. In other words, the
gain and loss do not have to be netted under section 1231. On the
other hand, the netting is required where the business taxpayer only
partially (perhaps 5 percent) insures a business property.

Finance Committee deciion.-The House bill and the committee
amendments modify the treatment of casualty losses and casualty
gains (under sec. 1231) to provide that casualty (or theft) losses on
depreciable property and real estate used in a trade or business and on

)
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capital assets held for the production of income are to be consolidated
with casualty (or theft) gains on this type of property. If the casualty
losses exceed the casualty gains, the net loss is to be treated as an
ordinary loss (without regard to whether there may be noncasualty
gains coming under section 1231). On the other hand, if the casualty
gains exceed- the casualty losses then the net gain is to be treated as a
section 1231 gain which must then be consolidated with other gains
and losses under section 1231.

Under the bill, the rule described above applies where the casualty
property is uninsured, partially insured, or totally insured. Although
the House intended that casualty losses and casualty gains on capital
assets which are personal assets (such as a personal residence or a non-
business automobile) were to be subject to this special rule, they were
unintentionally omitted. The committee amendments specifically
include personal assets in this netting of casualty gains and casualty
losses.

Both versions of the bill also clarify the fact that uninsured casualty
losses on personal assets are subject to the basic section'1231 provisions.

The House provision would have applied to taxable years be inning
after July 25, 1969. The committee amendments move this effective
date up to December 31, 1969.
10. Transfers of Franchises, Trademarks, and Trade Names

Present law.-Questions have arisen under present law as to whether
the transfer of a franchise is to be treated as an outright sale or as a
mere license, and whether the franchisors are selling franchises in the
ordinary course of business. Depending upon how these questions are
resolved, the franchisor will receive ordinary income or capital gains
treatment on the gain he realizes on the transfer of a franchise. A
similar situation exists in the case of trademarks and trade names. At
present, these problems must be resolved under general tax principles,
and this has produced different results; i.e., capital gains in some situ-
ations and ordinary income treatment in others, despite factual simi-
larities in the interests in the franchises (or trademarks or trade names)
transferred.

Problem.-On several occasions the Tax Court has held that the
transfer of franchises was not a sale for tax purposes and that all
gains therefrom were to be taxed as ordinary income. This position of
the Tax Court has been accepted generally by two circuit courts of
appeals; however, three other circuit courts have found sales to exist
in similar transactions and have allowed franchisors capital gains
treatment. Since present law does not specifically deal with the tax
treatment of the transfer of a franchise, and since this has resulted
in a considerable diversity of opinion among the courts as to whether
the transfer of a franchise constitutes a license or a sale (and whether
part or all of a sale of a franchise constitutes the sale of a capital asset)
there appears to be a need for legislation in this area. A similar situa-
tion exists in the transfer of trademarks and trade names.

Finance Committee deciion.-The House bill and the committee
amendments deny a franchisor capital gains treatment on the transfer
of a franchise if he retains any significant power, right or continuing
interest with respect to the subject matter of the franchise. In the
event the franchise ageement includes significant rights or re-
strictions which are subject to the franchisor's approval on a con-
tinuing basis, this power to exercise continuing active operational
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control over the franchise constitutes the franchisor's retention of a
significant power, right, or continuing interest. Moreover, if the
franchisor's conduct constitutes participation in the commercial or
economic activities of the franchise then this too wivll be regarded
as a retention of a significant power, right or continuinF interest.

The Finance Committee amendments made more specific the rules
of the House bill by providing the following:

(1) The committee amendments provide that included in the con-
cept of retaining a "significant power, right, or continuing interest"
(i.e., rights having the effect of giving the franchisor effective control
of the operations of the franchise) are situations where the
franchisor can require the franchisee to sell or advertise only the
product or the services of the franchisor, the right to set the standards
of quality of the products used or sold and of the equipment and
facilities used, and a requirement that the franchisee purchase sub-
stantially all of its products or equipment from the franchisor. These
conditions would not include, however, rights which can be justified
as reasonably necessary for the protection of the franchisor (e.g., a
security interest, the right to terminate for nonperformance, and the
right to inspect the franchisee's books).

(2) Franchise agreements frequently provide for the franchisee to
pay the franchisor an initial payment (a lump sum or fixed amount
payable in installments) as well as additional payments contingent
upon the use, disposition, or productivity of the subject matter of the
franchise. (These contingent payments are customarily measured by
the franchisee's gross sales or are based upon some form of sales unit.)
The payment by a franchisee to a francbisor of a lump sum or a fixed
amount, taken by itself, suggests a capital transaction. On the other
hand, a transaction providing only for contingent payments suggests
the retention by the franchisor of a significant power, right, or con-
tinuing interest in the subject matter of the franchise. To resolve the
problem where there is a combined method of payment-an initial
lump-sum payment or installment payments plus contingent pay-
ments-the committee amendments provide that the term "signifi-
cant power, right, or continuing interest" (in determining whether
the transfer of the franchise is a sale of a capital asset or a license
arrangement) is to include a right to contingent payments where they
constitute a substantial element under the parties' agreement. Even
where the contingent. payments are small, however, they are to be
treated as ordinary income to the franchisor. In such cases, the
franchisee would be allowed to deduct these contingent payments
currently.

(3) The committee amendments also provide rules with respect to
initial payments (including a lump sum or fixed amount payable in
installments) made by a franchisee to a franchisor, determining the
treatment to be accorded these payments based upon whether the
agreement constitutes a sale or a license. Where the transfer constitutes
a sale, the franchisor is to continue to treat an initial payment as pro-
ceeds from a sale; that is, the transfer is to give rise to a capital trans-
action (except in the case of a dealer). In such a case, the franchisee, if
he has purchased an intangible asset without an ascertainable useful
life, is to continue to be treated as under present law, and thereby not
to be entitled to depreciation or amortization deductions for the pay-
ment made to the franchisor. Where the franchise agreement consti-
tutes a license, however, the franchisor is to treat an initial payment as
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ordinary income and the franchisee is to treat it as a deductible ex-
pense over the period to which the payment is attributable but, in no
event, over more than 10 years.

The committee decided to exclude transfers of a franchise to engage
in professional sports from the application of this provision.

The rule provided by the House version of the bill would not apply
with respect to amount received or accrued in connection with the
transfer of a franchise which is attributable to the transfer of all
substantial rights of a patent, trademark, or trade name, to the extent
the amounts separately identified are reasonable in amount. The
committee amendments, however, deleted these exceptions, since
patents are treated specifically in section 1235 of the code and the
committee amendments also apply the general franchise rules to
transfers of trademarks and trade names.

The House provision would apply to transfers made after July 25,
1969. The committee amendments move this date up to December 31,
1969, except that transferees may elect to treat payments made by
them in taxable yearn ending after December 31, 1969, pursuant to
transfers before that date, as subject to the new rules for deduction
purposes only.

R. REAL ESTATE DEPRECIATION

Present aw.-Under present law, the first user may take deprecia-
tion allowances for real property under the double-eclining-balance
method or the sum-of-the-years-digits method. These rapid deprecia-
tion methods generally permit large portions of an asset s total basis
to be deducted-in the early years of the asset's useful life. A subsequent
owner is permit ted to use the 150-percent declining-balance-method,
which also pro ides more rapid depreciation than straight line in the
early years.

Net gains on ales of real property used in a trade or business are,
with certain ex options, taxed as capital gains and losses are treated
as ordinary loss s. Gain on the sale of buildings is taxed as ordinary
income to the e: tent of depreciation taken on Tat property after De-
cember 31, 16,, if the property has been held not more than 12
months. If tle property has been held over 12 months, the excess
depreciation over straight line depreciation is "recaptured" as ordinary
income and that amount is reduced after 20 months, at the rate
of 1 percent pgr month, until 120 months, after which nothing is
recaptured.

Problem.-The present tax treatment of real estate has been used by
some high-income individuals as a tax shelter to escape payment of tax
on substantial portions of their economic income. The rapid deprecia-
tion methods now allowed make it possible for taxpayers to deduct
amounts in excess of those required to service the mortgage during the
early life of the property. Moreover, because accelerated depreciation
usually produces a deduction in excess of the actual decline, in the
usefulness of property, economically profitable real estate operations
are normally converted into substantial tax losses, sheltering from
income tax such economic profits and permitting avoidance of income
tax on the owner's other ordinary income, such as salary and dividends.
Later, the property can be sold and the excess of the sale price over the
remaining basis can be treated as a capital gain to the extent that the
recapture provisions do not apply. By holding the property for 10 years
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before sale, moreover, the taxpayer can arrange to have all the gain
resulting from excess depreciation (which was offset against ordinary
income) taxed as a capital -gain without the recapture provisions
coming into play. The tax advantages from such operations increase as
a taxpayer's income moves into th - higher tax brackets.

Because of the present tax situation, when investment is solicited in
a real estate venture it has become the practice to promise a prospective
investor substantial tax losses which can be used to diminish the tax
on his income from other sources. Thus, there is, in effect, substantial
dealing in "tax losses" produced by depreciable real property.

In addition to the tax shelter aspect of the present depreciation
allowances in the case of individuals, problems have also been raised
as to whether the present allowance constitutes an undue incentive
for commercial and industrial construction.

Finance Committee decsi'on.-The House bill and committee amend-
ments revise real estate depreciation allowances to limit the oppor-
tunities to use the present treatment as a tax shelter and yet, at the
same time, to maintain tax incentives to build housing where the
need is great.

Under the bill and committee amendments,. the most accelerated
methods of real estate depreciation (the 200-percent declining balance
and sum-of-the-years digit methods) are limited to new residential
housing. To qualify for this accelerated depreciation, at least 80 per-
cent of the income from the building must be derived from rentals
of residential units.

Other new real estate, including commercial and industrial build-
ings, under both the House bill and committee amendments, is to be
limited to the 150-percent declining balance depreciation method.

In the case of used buildings (including housing), depreciation on
future acquisitions is to be limited to straight line depreciation.

A special 5-year amortization deduction is provided in the case of
expenditures in the future for the rehabilitation of buildings for low-
cost rental housing. This rapid amortization is to be available only
for low-income rental housing where the dwelling units are held for
occupancy by families and individuals of low or moderate income as
determined in a manner consistent with the policies of the Housing
and Urban Development Act of 1968. To qualify for this treatment,
the aggregate rehabilitation as to any housing may not exceed $15,000
per dwelling unit and the sum of the rehabilitation expenditures (over
a 2-year period) must exceed $3,000 per dwelling unit. The committee
amendments provide that the special 5-year amortization deduction
for rehabilitation expenditures is to apply only with respect to such
expenditures made before December 31, 1974. This termination date
is designed to give Congress an opportunity at that time to evaluate
the effectiveness of the program in achieving its objective.

The House bill and the committee amendments also provide that
where depreciable real estate is sold in the future accelerated deprecia-
tion taken in the future in excess of allowable straight-line depreciation
is to be recaptured as ordinary income to the extent of the gain occur-
ring upon the sale. The committee, while accepting this provision,
modified it to provide that in the case of sale of new residential housing
there is to be a percentage reduction in the amount of excess deprecia-
tion recaptured. Under the committee amendments, the full excess
of accelerated over straight-line depreciation is to be recaptured on
the sales of such property within the first 10 years. After the first
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10 years, the percentage reduction in this excess depreciation subject
to recapture is to be 1 percent a month. This means that if the property
is sold after the fourth month of the 19th year of the taxpayer s
holding period, there is to be no recapture of excess depreciation in
the case of the sale of new residential housing under the committee
amendments.

The committee amendments provide that the recapture rules
described above are not to apply in the case of federally assisted proj-
ects (such as the so-called FHA 221(d)(3) and FHA 236 programs)
or to other publicly assisted housing progams under which the return
to the investor is limited on a comparable basis. These Federal pro-
grams presently provide only a 6-percent rate of return to investors
and, therefore, the favorable tax treatment presently provided accounts
for much of the attractiveness of these programs. The present re-
capture rules in the case of these projects provide for a recapture
of the excess depreciation in full only if the sale occurs in the first
20 months. If the sale occurs after that time, the excess depreciation
over straight line which is recaptured is reduced by 1 percent a month
until 120 months after which no recapture applies. The committee
amendments continue these present rules but provide that these
more generous recapture rules are to apply only in respect to property
constructed, reconstructed, or acquired before January 1, 1975. This
is designed to give the Congress an opportunity at that time to
evaluate the effectiveness of this tax-incentive provision.

The committee also modified the House bill to allow accelerated
depreciation with respect to a building yet to be constructed pro-
viding that the taxpayer had filed with the appropriate local govern-
ment authority, before July 25, 1969, an initial application for per-
mission to construct, and if construction of such property is begun
within one year after the date the initial application was filed.

In the case of U.S. persons deriving income from real estate abroad
which nevertheless may be subject to U.S. tax, the committee decided
that the fast depreciation methods described above are to be available
in these cases for housing for purposes of the computation of U.S.
tax in any situations where the foreign country also allows a compara-
ble fast depreciation method but only to the extent of the accelerated
rates under U.S. law or under the laws of the foreign country, which-
ever is the lesser.

The changes in depreciation methods as to both new and used prop-
erty with respect to residential housing and other construction are
not to apply to construction which began before July 25, 1969, or
where there was a written contract to construct or sell the building
before that date. The House bill would have applied the binding
contract rule only in the case of new construction. In addition, the
House bill would have applied the new recapture rules to all depre-
ciation attributable to periods after July 24, 1969. The committee
amendments apply the new recapture rules to depreciation attribut-
able to periods after December 31 1969. In addition, the existing
recapture rules are to be applied where the sale of the property was
subject to a binding contract in existence prior to October 9, 1969,
even though the transfer takes place after this date.
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S. SUBCHAPTER S CORPORATIONS

Present law.--Subchapter S of the Internal Revenue Code was
enacted in 1958 to provide tax relief for small business corporations
(those with 10 or fewer shareholders) by allowing them to elect not
to be taxed as a corporation, but instead to have the income or loss of
the corporation taxed directly to the shareholders in a pattern roughly
similar to that of partnership taxation. These provisions do not deal
with employee retirement plans; consequently, subchapter S corpora-
tions may establish corporate retirement plans which are no different
from plans established by other corporations and thus may include
employees who are also shareholders of the corporation.

Prior to 1962, self-employed pemons (proprietors and partners)
were not able to establish such plans to benefit themselves. In 1962,
however, Congress enacted the Self-Employed Individuals Retirement
Act (H.R. 10), permitting self-employed persons to be treated as em-
ployees of the businesses they conduct so that they may be covered
under qualified employees retirement plans in much the same manner
as their employees. These provisions, though, contain certain specific
requirements as to proprietors and partners which limit contributions
to 10 percent of the proprietor's or partner's earned income, or $2,500,
whichever is less.

Problem.-The H.R. 10 limitations on retirement income plans de-
scribed above do not apply to corporations and so may be avoided
by a proprietor or the partners of a partnership by forming a corpora-
tion, electing subchapter S treatment, and then becoming employees of
the corporation while at the same time retaining many of the benefits
of tax treatment as a partnership. By the same token, a business that
had incorporated without contemplating a subchapter S election can
avoid the burden of the corporate tax while retaining its broad
corporate retirement plans.

Finance Committee deision.-Both the House bill and the com-
mittee amendments provide limitations similar to those contained in
the retirement plans Ior individuals (the so-called H.R. 10 type plans)
with respect to contributions made by subchapter S corporations to
the retirement plans for individuals who are "shareholder employees";
that is, employees or officers who own more than 5 percent of the
corporation's stock. Under both versions of the bill, a shareholder-
employee must include in his income the contributions made by the
corporation under a qualified plan on his behalf to the extent contribu-
tions exceed 10 percent of his salary or $2,500, whichever is less.

This provision applies to taxable years of subchapter S corporations
beginning after 1969.

T. TAX TREATMENT OF STATE AND MUNICIPAL
BONDS

1. Election to Issue Taxable Bonds With Interest Subsidy
Present law.-Interest payments on obligations of State and local

governments generally are exempt from Federal income tax, an
exemption that has been provided ever since the Federal income tax
was adopted in 1913.

Problem.-It is understood that the tax savings for individuals and
corporations from the purchase of tax-exempt bonds generally is
greater than the differential between the interest yields on tax exempt
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and taxable bonds. As a result, it has been estimated that the interest
savings to State and local governments was $1.3 billion in 1968, but the
tax revenue loss of the Federal Government was $1.8 billion. However,
because of concern that any action with respect to State and municipal
bonds can have a deleterious effect on the market for these bonds and,
because of the high interest costs which are now being paid on new
issues of such bonds, the committee concluded that any action having
an impact on State and local government bond prices would be par-
ticularly unfortunate in the present circumstances.

Finance Committee decsiotn.-The House bill provided that States
and local governments could voluntarily relinquish the privilege of
tax exemption with respect to given debt-security issues and in these
cases the Secretary of the Treasury would pay a fixed percentage of
the interest yield on each such issue. Under the House bill, the fixed
percentage to be paid by the United States could vary with respect
to the debt securities issued in any calendar quarter within a range of
from 25 to 40 percent of the interest yield. Up to 1975, however, the
range was to be from 30 to 40 percent of the interest yield. The amounts
were to be paid out of permanent Federal appropriations.

This provision would have applied to obligations issued in calendar
quarters beginning after the date of enactment of the bill.

The Finance Committee amendments deleted this provision from
the bill. However, the committee bill requires that every person who
receives or accrues interest on tax-exempt State and local government
bonds is to make a return setting forth these amounts and any other
information with respect to these bonds which the Treasury Depart-
ment prescribes by regulations. The return is to be made in the time
and manner prescribed by the Treasury Department, but, insofar as
practicable, the regulations are to require the return to be made in
connection with the regular individual and corporate income tax
returns.

Failure to file this return (unless the failure is due to reasonable
cause) is to result in penalty of $10 or an amount equal to 5 percent
of the interest received or accrued during the year, whichever is the
larger, except that the penalty in no event is to exceed $1,000.

This provision is to apply to taxable years beginning after Decem-
ber 31, 1969.
2. Arbitrage Bonds

Present law.-Arbitrage bonds generally are obligations issued to
acquire other securities where the rate of return of the other secur-
ities produces a higher yield than the interest cost on the initial bond
issue. Present law does not specifically preclude the issuance of bonds
f6r such purposes by State or local governments. However, questions
have been raised in such cases as to whether such bonds in reality are
obligations of a State or local government where the proceeds from
the securities acquired secure the payments under the initial bonds.
As a result, in recent years the Internal Revenue Service has refused
to rule as to whether or not bonds issued in such circumstances con-
stitute tax-exempt State or local government bonds.

Problem.--Some State and local governments have misused their
tax exemption privilege by engaging in arbitrage transactions in which
the funds from the tax-exempt issues are employed to purchase
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higher yielding Federal or other obligations the interest on which is not
taxed in their hands. In such cases, it would appear that the State or
local bonds were issued to derive arbitrage income from the invest-
ment of funds and not to carry on a governmental function.

Finance Committee deciion.-The House bill made provision for
the taxation of arbitrage bonds issued by State or local governments.
The bill provided that, under regulations prescribed by the Secretary
of the Treasury or his delegate, any arbitrage obligation was not to be
treated as a tax-exempt State or local government bond. It was
contemplated that the regulations issued by the Secretary of the
Treasury would provide rules for the temporary investment of pro-
ceeds from the State or local government obligation pending their
expenditure for the governmental purpose which gave rise to the
issue. This provision was to apply to obligations issued after
July 11, 1969.

The committee amendments also provide that arbitrage bonds are
not to be treated as tax-exempt State or local government issues.
However, under the committee amendments, arbitrage bonds are
defined. They are in general defined as obligations issued where all
or a major part of the proceeds can be reasonably expected to be
used (directly or indirectly) to acquire securities or obligations which
may be reasonably expected, at the time of the issuance of the State
or local obligation, to produce a yield which is materially higher than
the yield on the State or local governmental bond issue. Arbitrage
bonds are also defined as including obligations issued to replace funds
which were used to acquire (directly or indirectly) the type of securi-
ties or obligations referred to above.

The definition of arbitrage bonds for purposes of this provision is
not to include issues where part or all of the proceeds of the issue are
reasonably expected to be used to provide permanent financing for
real property used, or to be used, for residential purposes (or to replace
funds so used) where the yield on the State or local government obli-
gations at the time of issue is not expected to be substantially lower
than the yield on the permanent financing. (This exception does not
apply to State or local government obligations held by a person who
is a substantial user of property financed by the proceeds of the issue
or by a member of his family.)

In addition, an obligation is not to be treated as an arbitrage bond
solely because the proceeds of the issue may for a temporary period
be invested in securities or other obligations until the proceeds are
needed for the purpose for which the State or local government bonds
were issued. Nor are obligations to be classified as arbitrage bonds
where the proceeds of the State or local government issue may be
invested in securities or other obligations which are part of a reasona-
bly required reserve or replacement fund. The amount of the proceeds
invested in securities or obligations which are part of a required
reserve or replacement fund may not exceed 15 percent of the total
proceeds of the issue unless the issuer establishes to the satisfaction
of the Treasury Department that a higher amount is necessary.

The committee amendments are effective with respect to obligations
issued after October 9, 1969.
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U. EXTENSION OF TAX SURCHARGE AND EXCISE
TAXES

1. Extension of Tax Surcharge at 5-Percent Annual Rate for
First Half of 1970.

Present law.-The Revenue and Expenditure Control Act cf 1968
adopted a 10-percent surcharge on the tax liabilities of individuals
and business corporations in order to dampen inflationary pressures
and keep the economy under control. The 10-percent surcharge ini-
tially would have expired as of June 30, 1969, but in H.R. 9951 the 10-
percent surcharge was extended for the period from July 1, 1969,
through December 31, 1969.

Problem .- The extension of the surcharge until the end of calendar
year 1969 provided by H.R. 9951 will help combat the inflationary
pressures which have remained strong. However, these inflationary
pressures are still such that the committee believes an extension of the
surcharge (at a lower rate) through the first half of 1970 is necessary in
order to finish the job of bringing the economy under control. The
gross national product is still rising; the consumer price index and
the wholesale price index have risen at annual rates of 5.6 and 3.6
percent, respectively, since the end of last year; and our financial and
money markets are showing marked signs of strain.

Finance Committee decision.-Both the House bill and the committee
amendments, in effect, provide that the surcharge on the tax liabil-
ities of individuals and corporations which, under present law, is
scheduled toexpire on December 31, 1969, is to be continued at a
5 percent annual rate for the period from January 1, 1970, until
June 30, 1970. For a calendar year taxpayer, the surcharge is applied
for the entire year rather than for one-half the year which means
that insofar as tax returns are concerned those for calendar 1970 will
show a 2X-percent surcharge.' For withholding tax purposes, however,
the surcharge is to be taken into account at a 5-percent rate with
respect to wages and salaries paid in the first half of the calendar
year. In the second half of the year, insofar as withholding is con-
cerned, no surcharge is to be imposed.

A conforming amendment is also made which relates to the required
amount of minimum distributions which a domestic corporation must
receive from its foreign subsidiaries in order to avoid including undis-
tributed earnings of te foreign subsidiaries in its own income.

The above provisions under the House bill and the committee
amendments apply to taxable years ending after December 31, 1969,
and beginning before July 1, 1970.
2. Continuation of Excise Taxes on Communication Services and

Automobiles
Present law.-The excise tax on passenger automobiles presently is

7 percent and the excise tax on local and- toll telephone services and
teletypewriter exchange services presently is 10 percent. Both rates
are scheduled to decline to 5 percent on January 1, 1970, 3 percent on
January 1, 1971, 1 percent on January 1, 1972, and to be repealed on
January 1, 1973.

.In the case of a fiscal year taxpayer the surcharge Is at an annual rate of 10 percent for the period ending
December 31,199, and at an annual rate of 5 percent for the period beginning January 1, 1970, and ending
June 30,1970. The rate for any fis year, only a put of whch is in the 10 percent or 5 percent surcharge
period, 6s to be determined by a proration of the two periods on a daily basis.
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Problem.-It a pears inappropriate to reduce these excise taxes
during a period of continuing inflationary pressures when the Federal
Government has imposed an income tax surcharge and is applying
other forms of fiscal and monetary restraints to control the inflationary
pressures.

Finance Committee decision.-The House bill and the committee
amendments postpone for one year the scheduled reduction in the
excise taxes on passenger automobiles and communications services.
Accordingly, both versions of the bill provide that the current rates
are to continue through 1970, and each subsequent scheduled reduction
is to be postponed one year. Under both versions of the bill the
scheduled rates for the excise taxes on passenger automobiles and com-
munications services are as follows:

Rate (percent)
Community.

Year Automobiles bons services

1970 ................................................................. 7 10
1971 ................................................................. 5 5
1972 ................................................................. 3 3
1973 ................................................................. ...... . 1 1
1974 ....................................................................... (I) O)

I Tax is repealed.

These provisions become effective on January 1, 1970.

V. REPEAL OF THE INVESTMENT CREDIT

Present law.-Present law provides a 7-percent tax credit (3 percent
for public utility property) for qualified investment in: (1) tangible
personal property; (2) other property (not including buildings and
structural components) which is an integral part of a manufacturing
or production or research or storage facility; and (3) elevators and
escalators.

To qualify, the property must be depreciable and have a useful life
of four years or more. New property fully qualifies for the credit.
Up to $50,000 of used property can be taken into account in any year.

Property with a useful life of from four to six years qualifies for
the credit to the extent of one-third of its cost. Property with a useful
life of six to eight years qualifies to the extent of two-thirds of the
investment. If the property has a useful life of eight years or more,
the full amount qualifies.

The amount of the investment credit taken in any year may not
exceed the first $25,000 of tax liability plus 50 percent of the tax lia-
bility in excess of $25,000. Investment credits which, because of this
limitation, cannot be used in the current year may be carried back to
the three prior years and carried forward to the succeeding 7 taxable
years.

Problem.-The investment credit does not appear to be suited to
present conditions. The credit was designed to provide a tax induce-
ment for businessmen to modernize their equipment and expand pro-
ductive capacity. Since 1962, business has invested $400 billion
in new plant and equipment, and it would appear that there is 'no
reason to grant a tax inducement for new investment now.
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The current outlook is that plant and equipment expenditures will
reach record levels in 1969. Such expenditures have risen from $64.1
billion in 1968 to $70.9 billion in 1969 and now are expected to rise
another 8.3 percent in 1970. Much of this investment has resulted
from the inflationary psychology which induces businessmen to in-
crease plant and equipment spending beyond normal levels in an
attempt to avoid higher costs in later years. In such a situation,
business investment should not be stimulated. Instead, such invest-
ment should be moderated in order to contain an overactive economy
and reduce inflationary pressures.

The investment credit cannot be turned on and off quickly to adjust
to current economic conditions. In 1966, the credit was suspended
temporarily in order to reduce the inflationary impact of large invest-
ment expenditures; but the investment credit continued to have an
expansionary impact on some investments beyond the cutoff date as
a result of transition provisions and carryovers of unused credits. In
other cases, there was distortion in the investment process because
businessmen postponed normal investments in anticipation of the time
when the credit would be restored.

Finance Committee deciion.-Both the House bill and the committee
amendments provide that the investment credit is not to be available
with respect to property the physical construction, reconstruction
or erection of which is begun after April 18, 1969, or which is acquired
by the taxpayer after that date. The two versions of the bill provide
certain exceptions to this general rule, however, where the invest-
ment credit is to be available in the case of property constructed,
reconstructed, erected or acquired under a binding contract entered
into before April 19, 1969, or in certain other transitional situations
which are discussed briefly below.

The House provision would have phased out investment credits
available in 1971 through 1974 (generally those which result from
binding contracts or other transition rules) by reducing the rate of
the investment credit by 1/10th of one percentage point a month
during this period. Under the committee amendments, however,
investment credits are to be allowable in the future (where they arose
from binding contracts in the past or from the application of the
other transition rules) at the full 7 percent rate if the property is
p laced in service before 1979. No'investment credits would be allowed
or, property placed in service after that time.

Both the House bill and the committee amendments limit the
amount of unused credits from prior years which may be carried over
and used in 1969 and subsequent years. Under both versions of the
bill the amount of unused credits which a taxpayer can claim as a
carryover to any year- after 1968 cannot exceed 20 percent of the
carryovers available at the end of 1968 (or any higher level of carry-
overs available in any subsequent year).

The 20 percent limitation on the use of carryovers is in addition
to the general 50 percent limitation (the extent to which the invest-
ment credit can reduce tax liability). In determining the years in
which the carryovers of investment credits are available, the House
bill would have retained the present length of the carryover period,
namely, three years back and seven years forward. The committee
amendments, however, provide an additional three-year carryforward
period for unused investment credits to the extent these unused
credits cannot be used in a year solely because of the special 20
percent limitation.
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As indicated above, the investment credit continues to be available
under the House bill, and under the committee amendments, not
only where the construction commenced, or the acquisition occurred,
before April 19, 1969, but also where property is constructed (recon-
structed or erected) or acquired after that date but pursuant to a con-
tract which was binding on the taxpayer on April 18, and at all times
thereafter. This applies only to contracts where the construction or
acquisition of property is itself the subject matter of the contract and
does not apply to contracts with persons other than a builder or
supplier where the taxpayer becomes obligated to construct or acquire
property; to some extent third-party situations are covered under a
provision described below.

In addition to the binding contract rule, the House bill and the com-
mittee amendments contain a series of other transitional rules under
which the investment credit will continue to be available although the
actual construction or acquisition occurred after that date. These
rules are summarized as follows:

(1) Both versions of the bill contain an "equipped building rule"
which provides that where construction of a building began before
April 19, 1969, and the cost of the building plus machinery and
equipment which had been ordered for it before that date represents
more than half of the entire cost of the building and planned equip-
ment, the entire equipped building project and incidental appurte-
nances are to be eligible for the investment credit. The equipped
building rule covers not only machinery and equipment to be used
in the building but also incidental machinery, equipment and structures
adjacent to the building and necessary to the planned use of the build-
ing. This rule applies where the entire project was planned before
April 19, 1969, and more than 50 percent of the eost of the building,
equipment and machinery was attributable to property on which con-
struction began before April 19 or which was acquired or under contract
binding before that time.

(2) A plant facility rule (covering cases where the facility is not
housed in a building) is also provided in both versions of the bill.
This provides that the investment credit is to be available where
under a plan in existence on April 18, the taxpayer constructed a plant
facility and more than 50 percent of the cost of the facility is attribut-
able to property the construction of which began before April 19 or to
property which was acquired by the taxpayer before that date. In
such cases the investment credit is to be available with respect to the
entire plant facility. Under the plant facility rule, the investment
credit is also available where construction on the facility began before
April 19, at the site of the plant facility. In addition, where a certificate
of convenience and necessity was issued before April 19 by a Federal
regulatory agency with respect to what would otherwise be two or
more plant facilities, these may, under the rule set forth above, be
treated as a single facility. For this treatment to apply, 50 percent of
the cost of the property making up the facilities must be attributable
to property the construction of which began before April 19 or to
property acquired before that date.

(3) A special machinery and equipment rule makes the investment
credit available where machinery and equipment was only partially
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on order or under construction on April 18. Under this rule, the invest.
ment credit will continue to be available in the case of machinery and
equipment where more than 50 percent of the parts or components
were on hand on April 18 or are acquired under a binding contract in
effect on that date.

(4) Under tie bill and committee amendments, an investment credit
is also available where a person who has a pre-April 19 binding con.
tract, for property sells- the property to a third person and leases it
back. Under the bill and committee amendments, the credit is avail-
able where the binding contract was entered into before April 19, the
property (or contract rights) involved is transferred to a third person,
and it person who is a party to the binding contract retains the right
to use the )rol)erty under a lease. In this case, the other person suc-
ceeds to the position of the transferor with respect to the binding
contract and the property. The lease can be for any term unless the
lessor decides not to exercise his election to permit the lessee to claim
the Investment credit. In this latter (ase, the lease must be for a term
of at least one year. Under the House ill, if the lessor retained the
r fht to use the credit and the lessee subsequently lost the right to use
the property, this would be treated as a disposition of the property by
ti lessor and would result in a recapture of the investment credit
lpreviotsly allowed to the lessor (where this occurs prior to the end of
the useful life of the property used in determining the amount of the
credit allowed). Under the committee amendments (which are sub-
stntially Identical to the rule in the 1966 legislation temporarily
siptephdilng the investment tax credit), the application of this special
rectiptume iule contained In the House bill is limited to situations
which . do not involve long-term leases. The committee amendments
also extend this sale and lease back rule to situations where the
property sold continues to qualify for the credit under the machinery
mnd eq uipment rule rather than the binding contract rule. In add-
tion, the committee amendments provide that a corporation which is
affiliated with the seller of the property may lease the property back.

(5) The House bill and committee amendments also provide for
situations where binding contracts or leases entered into before
April 19 require the construction of machinery or equipment under
the terms of the lease or contract arrangement even though these do
not qualify under the binding contract rule summaized above. Under
both versions of the bill where a binding lease or contract is in effect
on April 18, the investment credit is to continue to be available in
the case of this property. Where a project includes property in addi-
tion to that covered by a specific lease arrangement, this rule is to
aL~ply to the other property only if binding leases and contracts in
effect on April 18 covered real property representing at least one-
quarter of the entire project. The bill and committee amendments
also cover carss of pre-April 19 binding contracts involving the con-
struction or acquisition of property specified in an order of a Federal
regulatory commission for which an application was filed before
April 19. In these cases, the property must be used for the purpose of
transporting one or more products to be purchased or sold under the
contract, and one or more parties to the contract must have had
commitments in existence on April 18 which in the aggregate require
the taking or providing of more than 50 percent of the products to be
transported over a substantial portion of the useful life of the property.

(6) The House bill and committee amendments provide that in
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determining whether propry is to be treated as acquired under a
binding contract before April 19 certain transfers are to be disre-
garded. The type to be disregarded are transfers where it is appro-
priate for the transferee to step into the shoes" of the transteror.
These include cases where there a transfer at death, a transfer to a
corporation upon the liquidation of a subsidiary, a transfer to a
controlled corporation, a transfer as a result of a tax-free corporate
reorganization, a transfer to a partnership by a partner in exchange
for an interest in the partnership, and a transer by a partnership to a
partner.

(7) Both versions of the bill make the investment credit available
where property is acquired by a corporation which is a member of an
affiliated group from another member of the group in whose hands it
would qualify for the credit because of the construction, acquisition,'
or binding contract rules. In such a case, the property may be trans-
ferred to another member of the same group without osing the invest-
ment credit, even.., after the effective date. The
House bill also videos that a contr between members of an
affiliated gro is not to be treated as a bin contract even though
it was ent e into prior to ri 19, 1969. committee amend-
ments a pt this as a ener ru t rovi de t the rule is not to
apply at all times Jun 30, 1 (and prior the completion
of the contract) corp ati s no lo ger are mom rs of the same

(8 Bot ve of so m e the inv tment credit
ava' able where an'oce v el ( ow as a m ther ship) is
eli ble for the invest n r it be u finding contract rule
(or o theri nd t s *o i r 9hip "design to ca bas. In

u e. do n rgesare tob e l lefor
invest t cr bu eater b r than the number

s ified in t e bindi cor i the Maritime Ad inistration.
h commit e am nts odif Ouse provisi somewhat.

In case o s sid w cr 1 to be a owed for the
num er of ba es specified gre nil 19 a licatio for mortgage
or co, ruction loan nc Cth ecret of Commerce.
The i estment it is also be v Is in t case of barges
used b unsubsidi iers where ore than _percent of the
barges t carrier plans to otherwise qualify under the binding
contract or er transition rules.

(9) The Ho bill makes available investment credit for
certain new design e--s where conditions are met. In
these cases, under the o , taxpayer must have undertaken
before April 19 a project to produce a product of a new design, the
binding contracts 14volved must be fixid price contracts (except for
price escalation provisions relating to changes in pay rates) and the
binding contracts must cover more than 60 percent of the entire
production of the new design product to be 1elovered before 1973.

his provision is applicable only where before April 19 more than
50 percent of all depreciable property required to be constructed or
acquired to carry out the biididg contracts either was under con-
struction by the taxpayer, had been acquired by him,. or was under
a binding contract for construction or acquisition. (In applying this
50 percent test, productive items such as jigs, dies, and templates
specifically designed foi and only suitable for use in the manufacture
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of the new design product are to be considered as property under a
binding contract if they were described in written engineering and
internal financial plans of the taxpayer in existence on that ate.)
The committee amendments modify this transition rule to provide
that the fixed price binding contracts may allow for price changes
due to material costs in addition to those due to pay increases, and
by reducing from 60 percent to 50 percent the amount of the produc-
tion of the new design products (to be delivered before 1973) which
must bp covered by binding contracts.

(10) The committee amendments (but not the House bill) provide
an additional transitional rule under which the credit is to continue
to be available in the case of property which a taxpayer must construct
or acquire in order to carry out a pre-April 19, 1969 contract with a
person who must take substantially allof the production from the
property over its useful life. For this rule to apply, the property must
be specified in a binding contract or must be extractive property with
respect to which a series of special requirements are satisfied.

(11) The committee amendments (but not the House bill) provide
that where a corporation purchases substantially all of another
corporation's assets pursuant to a pre-April 19 binding contract, the
purchasing corporation can "step into the shoes" of the other corpora-
tion for purposes of obtaining an investment credit with respect to its
property and contracts.

(12) Te committee amendments (but not the House bill) also in-
clude cases where under a binding lease or contract to lease entered in-
to before April 19, a lessor or lessee is obligated to construct or acquire
property specified in documents related to the lease or contract which
were filed with a Federal regulatory agency before April 19. The prop-
erty constructed or acquired by the lessor or lessee in such a case is
to be eligible for the investment credit. A lease which is treated as a
financing arrangement for other tax purposes will continue to be
treated as a lease for purposes of this amendment.

(13) The committee amendments (but not the House bill) also
make the investment.credit available where the site of a plant facility
was acquired before April 19 for the purpose of constructing a refinery
and substantial expenditures for the acquisition of a pipeline in con-
nection with the refinery occurred before April 19 and within one year
after the date of acquisition of the plant site, the taxpayer commenced
construction of the refinery. The investment credit is made available
in such a case by considering the date of acquisition of the plant site
as the date on which the construction or erection of the refinery
commenced.

Other amendments made by the committee provide that recapture
of investment credit upon early disposition of property is not to
occur to the extent that the taxpayer replaces such property within a
6-month period after the disposition. An investment credit is not
allowed in such circumstancesi however, with respect to the replace-
ment property. Relief from interest and penalties on payment of
estimated tax is allowed where this results from understatement of
tax because of the repeal of the credit.
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W. AMORTIZATION OF POLLUTION CONTROL
I FACILITIES

Present law.-Under present law a taxpayer may claim an invest-
ment credit with respect to pollution control facilities to the extent
the. involve property of a type generally eligible for the investmentcredit.

Problem.-There is a present need for industry to install facilities
that will remove pollutants and contaminants from air and water
discharged after use in production processes. Since termination of the
investment credit will remove to some extent the financial offsets to the
costs of these facilities, an alternative form of incentive may be viewed
as desirable.

Finance Committee deciion.-Under the House bill, a taxpayer
would be allowed to amortize any certified pollution control facility
over a period of 60 months. The amortization deduction would replace
the depreciation deduction, but the additional first-year 20 percent
depreciation allowance would still be available.

The committee amendments continue the concept ot the House bill
but limit the amortization deduction to pollution control facilities
added to plants which were in operation on December 31, 1968. Thus,
the special amortization provision is not to be available in the case
of facilities included in new plants built in the future. The committee
amendments further limit the 5-year amortization deduction by allow-
ing it only for the proportion of the cost of the property attributable
to the first 15 years of its normal useful life. Where a property has d
normal useful life of more than 15 years, the taxpayer would in effect
treat his facility as if it were two separate facilities. One facility
(representing the portion of the total cost attributable to the first 15years of use ul life) would be eligible for the 5-year amortization. The
other facility (the remaining cost) would receive regular depreciation
based upon the entire normal useful life of the property. If the proc-
erty has a normal useful life of 15 years or less, the total cost of the
property would be eligible for the 5-year amortization.

Under the House bill, certified pollution control facilities generally
are defined as that part of any depreciable property which is a separate
identifiable treatment facility used to abate or control water or atmos-
pheric pollution or contamination by removing, altering disposing or
storing of pollutants, contaminants, waste or heat and which is appro-
priately certified. The committee amendments provide that the defini-
tion of an eligible pollution control facility is to exclude facilities which
serve any function other than pollution abatement. Moreover, they
are not to include facilities that only diffuse the pollution as distinct
from abating pollution. Thus, the amortization treatment will only be
available in the case of installations which prevent or minimize the
direct release of pollutants into the air or water in the course of manu-
facturing operations. Facilities which remove elements from fuel that
would be released as pollutants when the fuel is burned would not be
eligible for the amortization deductions.

Under the House bill and the committee amendments the amortiza-
tion deduction is to be available only with respect to pollution control
facilities which are certified by the appropriate State and Federal
authorities. Under this requrement, it is necessary for the State
authority to certify to the Federal authority that the facility has
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been constructed or acquired in conformity with a State program or
requirements regarding the abatement or control of water or air
pollution or contamination. Under the House provision, it is also
necessary for the Federal authority to certify to the Treasury De-
partment that the facility meets minimum performance standards
(which must be promulgated by the Federal authority from time to
time and which must take technological advances into account and
specify the tolerance for such pollutants and contaminants as is ap-
propriate); that it was in compliance with the applicable regulations of
the Federal agencies; and that its operation was in furtherance of the
general policies of the United States for cooperation with the States in
the prevention and abatement of water and air pollution. Under the
committee amendments, the Federal certifying authorities are not to
establish national effluent standards for water or emission standards
for air but rather are to set general guidelines for the standards to be
specified by the States.

The committee provided that the 5-year amortization deduction
for air and water pollution control facilities is only to apply to those
placed in service before January 1, 1975.

The amendments made by this provision under both the House
bill and the committee amendments apply to taxable years ending
after 1968.

X. AMORTIZATION OF CERTAIN RAILROAD ROLLING
STOCK, ETC.

Pre.yent law.-An investment credit is generally allowable with re-
spect to railroad rolling stock. Under present depreciation guidelines,
the useful life of rolling stock is 14 years.

Problem.-Since the enactment of the investment credit, the rail-
roads have been able to increase their investment in new equipment and
facilities to a considerable degree. The result has been a substantial
contribution to modernizing railroad equipment, increasing railroad
efficiency, reducing freight car shortages during seasonal periods of
critical need, and improving the ability of railroads to finance acquisi-
tions of new equipment.

Repeal of the investment credit may affect the ability of the railroads
to continue their present investment programs at the same pace. Be.
cause of the importance to the economy of a healthy railroad industry
and the existence of the present shortage of freight cars, it appears that
an alternative form of incentive to encourage continuation of the pres-
ent level of investment is needed. It is more appropriate to permit a
rapid recovery of the costs involved, however, than to permit a return
of1 more than total costs.

Finance Comnittee deoision.-The House bill would have provided
that a domestic common carrier railroad, subject to regulation by the
Interstate Commerce Commission, could elect to amortize its rolling
stock (other than locomotives) over a 7-year period. This treatment
was to be available in the case of rolling stok acquired after July 81,
1969 (where its original use commenced with the taxpayer after that
date). Rolling stock constructed by the taxpayer after that date also
was to-be eligible for the 7-year amortization provision.

The committee amendments substitute a broader provision for the
provision contained in the House bill. Instead of 7-year amortization
of new rolling stock, and in lieu of any special exception from, the
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repeal of the investment credit, the committee amendments provide for
5-year amortization of new rolling stock including locomotives. This
applies to rolling stock acquired (or constructed) after January 1,
1970. In addition,' rolling stock acquired (or constructed) during 1969
is to be eligible for 4-year amortization to the extent of an y unrecovered
costs as of January 1, 1970. On January 1, 1973, the Secretary of the
Treasury is to issue regulations indicating particular classes of cars or
locomotives which are not in short supply. Rolling stock in these spe.
ciflc classes of cars or locomotives which is placed in service from
that time on will not be eligible for the 5-year amortization writeoff.

The 5-year (or 4-year) amortization referred to above is to be avail-
able with respect to the rolling stock of all railroads switching and
terminal companies all of whose stock is owned by railroads anci roll-
ing stock of lessors who lease to railroads. This would include for
example the Pacific Fruit Express and Fruit Growers Express .om-
panies. fhe 5- (or 4.) year amortization provision is not available,
however, in the case of rolling stock owned and used by companies
other than railroads or rolling stock leased to companies other than
railroads.

In addition, for purposes of the amortization provision, property
placed in service at any time during 1970 is to be presumed to be placed
in service on December 81, 1969. or subsequent years, the question of
when the rolling stock is placed in service will depend upon the depre.
ciation convention generally followed by the taxpayer.

The 5-year amortization provision under the committee amendments
is to apply to qualified rolling stock placed in service before January 1,
1975. This will Fgive Congress an opportunity at that time to review this
amortization provision to see what, if any, changes or modifications
may then appear desirable.

In the absence of action to the contrary, the fact that railroad rolling
stock was amortized rather than subject to depreciation (with a 14-
year life) would have an adverse effect on the extent to which railroads
were considered as meeting the so-called reserve ratio test under the
present Treasury regulations with respect to depreciation. To over-
come this adverse effect, it is understood that the Treasury Depart.
ment for 1969 and later years will take into account, for reserve ratio
purposes, the acquisitions of rolling stock with respect to which the
amortization election has been made. In other words, the amortization
base will be considered as if it were in the appropriate depreciation
schedule (in the absence of amortization) and the guideline reserve
ratio test will be applied by including in the depreciation reserve a
simulated amount reflecting the accumulated depreciation on such
equipment if it had been depreciated on the basis ofthe guideline lives.

It is further understood that to the extent the 5-year (or 4-year)
amortization deductions result in larger deductions than would be
available under the depreciation schedules previously in effect, the rail.
roads are expected to maintain a level of investment in, or maintenance
of, rolling stock and other transportation facilities equal to the level
of these larger deductions. Thus, the larger deductions are 'being al-
lowed on the basis that they represent a larger annual level of replace-
mentneed for equipment necessary in order to sustain and improve rail-
road service to the public. The extent to which this level is ac ieved and
maintained will be pertinent in deciding whether this provision should
be extended at its expiration date on December 81,1974.
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This does not imply that there would be any specific tracing of funds
or that the amount invested in transportation equipment need neces-
sarily represent an increase over prior transportation equipment pur.
chases but rather that railroads should, in general, attempt to see to it
that their expenditures for purchases or maintenance of rolling stock
and other transportation equipment facilities would, over a period of
years, at least equal the level of deductions obtained as a result of the
amortization deductions.

Rolling stock which, because of acquisition or construction before
April 19, 1969 or because of the binding contract or other transition
rules, is eligible for the investment credit in 1969,1970 or later years is
nevertheless to be eligible for the 5-year (or 4-year) amortization
deduction writeoff. The useful life of the rolling stock for purposes of
the investment credit is to be determined on the basis of the rolling
stock's actual useful life and is not to be based upon the 5. (or 4-) year
amortization period over which it is written off.

Recently, upon audit by the Internal Revenue Service, questions
have been raised as to the treatment of repairs in the case of railroad
rolling stock. It has been contended by some agents that repair of the
rolling stock represents a capital improvement extending the 14-year
guideline life of the rolling stock. To prevent this result in the case
of railroad rolling stock, the committee amendments will treat the cost
of repairs as an expense in all cases where such costs in any 12-month
period do not exceed 20 percent of the unadjusted basis of the unit
involved. This is not to be considered as a guideline, however, with
respect to the repair of any other types of transportation equipment
of other transportation companies or of other equipment generally.
Nor will it constitute a limit on repair deductions for railroads; if
amounts would otherwise be deductible as repairs, they will continue
to be deductible even though the amount exceeds this limit.

The committee amendments also provide railroads with the option
to amortize railroad gradings and tunnel bores on the basis of a 50-year
life. Under present law, railroads capitalize these costs 'but have not
been able to depreciate them because of uncertainties as to the length
of their useful life. The railroad property which would be amortizable
includes only improvements resulting from excavating (including tun-
neling), constructing embankments, clearing, diverting of roads and
streams, sodding of slopes, and all similar work necessary to provide,
construct, reconstruct, alter protect, improve, replace, or restore a road.
bed or right-of-way for raliroad track.

The investment to be amortized in this case is the adjusted basis
for determining gain. If the property was acquired before 1918, its
basis for this purpose will be its value as of March 1, 1913. This value
will be presumed to be the valuation made by the Interstate Commerce
Commission or a comparable State regulatory body where appropriate.
Either the railroad or the Internal Revenue Service may demonstrate
that the March 1, 1918, value was different from such valuation, but
the burden of proof will be on the party seeking to establish the differ-
ent amount. Property purchased or constructed after February 28,1013,
would be amortized on the basis of the taxpayer's cost..

The amortization for railroad grading ahd tunnel bores is to begin
with taxable years beginning on or after January 1,1970.
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Y. ADJUSTMENT OF TAX BURDEN FOR INDIVIDUALS

1. Increase In Standard Deduction
Present law.-Under present law, a taxpayer in computing taxable

income may itemize his deductions, or may take the larger of the
minimum standard deduction or the 10 percent standard deduction.
The minimum standard deduction is $20O plus $100 for each exemp-
tion, and the regular standard deduction is 10 percent of adjusted gross
income. Both forms of the standard deduction are limited to $1,000
($500 in the case of a married individual filing a separate return).

Problem.-The 10 percent standard deduction was introduced in
1944 to reduce the complexity of the income tax for the vast majority
of taxpayers. Instead of keeping records of deductible personal ex-
penditures and itemizing deductions on their tax returns, more than
82 percent of taxpayers were able to use the simpler standard deduction
when it was first introduced. Since that time, higher medical costs,
higher interest rates, higher State and local taxes, increased home-
ownership, and more expensive homes have encouraged more and more
taxpayers to itemize their deductions. In addition, itemization has been
encouraged by rising incomes which have moved more and more
taxpayers beyond the $10,000 income level where the $1,000 standard
deduction ceiling first becomes applicable. The effect of higher incomes
and increased expenses has been to decrease the proportion of returns
using the standard deduction from 82 to 58 percent.

Finance Committee deci8ion.-Both the House bill and the com-
mittee amendments increase the present 10 percent standard deduc-
tion with a $1,000 ceiling to a 15 percent standard deduction with a
$2,000 ceiling. Both versions of the bill provide that the standard
deduction is to be 13 percent with a $1,400 ceiling in 1970, 14 percent
with a $1,700 ceiling in 1971, and finally 15 percent with a $2,000 ceil-
ing in 1972 and for subsequent years.

Nearly 34 million returns will benefit as a result of this increase in
the standard deduction. This constitutes slightly more than half of
all taxable returns. As a result of this change alone, some 8.7 million
taxpayers presently itemizing their deductions or 27 percent of the
total can be expected to shift to the standard deduction, raising the
)roportion of taxpayers using this deduction from 58 percent to nearly

70 percent. This is without regard to the impact of the low-income
allowance described below.
2. Low-Income Allowance

Present law.-The minimum standard deduction is $200 plus $100
for each personal exemption up to a total of $1,000.

Problen.-Inflationary price increases have had their most severe
impact in the erosion of the already inadequate purchasing power of
the poor. In addition, recent studies of the economic conditions of the
poor by the Department of Health, Education, and Welfare have indi-
cated that, even with the present minimum standard deduction, many
persons with incomes below the poverty level are subject to tax and
in addition, substantial tax burdens are imposed on those with in-
comes immediately above the poverty levels. At the present time there
still are some 5.2 million taxable returns at or below the recognized
poverty levels.
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Finance Committee decision.-Over a period of three years (two
years in the House bill), the committee amendments revise tie present
minimum standard (e(luction of $200 plus $100 for each exemption
(with a total of up to $1,000) to a flat $1,100 minimum standard do-
duction for all returns (except that this amount is to be $650 in the
case of a husband and wife filing separate returns).

The new minimum standard deduction or low-income allowance
consists of a "basic allowance" (the former minimum standard deduc-
tion) and an "additional allowance". The basic allowance amounts to
$200 plus $100 for each personal exemption up to a total of $1,100.

The "additional' allowance" for 1970 (and 1971 under the com-
mittee amendments) adds a sufficient amount to the basic allowailce
(in the case of families with 8 or fewer exemptions) so that the total
tax-free income level apart from personal exemptions in the case of
each family is $1,100. Inthe case of a single person, this means thit
there is a $300 basic allowance plus an $800 additional allowance; in
the case of a family unit of 2 members, the amount added to the $400
basic allowance is $700. As the amount of the basic allowance in-
creases (by $100 for each exemption) the additional allowance added
by the bill, in order to maintain a uniform $1,100 of tax-free income
per family unit, decreases by $100. As a result the differentiation as to
starting tax levels for different size family units is to be based entirely
on the difference in number of $600 exemptions available to a family
unit. This is approximately in accord with the analysis of poverty
levels for families of different sizes made by HEW which indicates
that the poverty level increases by approximately $600 above a base
$1,100 amount for each additional person in a family unit.

For 1970 (and 1971 under the committee amendments), the addi-
tional allowance provided by the bill is "phased out" as the income of
the taxpayer increases. In 1970, for each $2 of additional adjusted
gross income above the nontaxed poverty level ($1,100 plus $600 for
each exemption), the additional allowance is decreased by $1. Thus,
the $800 additional allowance made available in the case of single
persons gradually is eliminated as income rises above $1,700 and
terminates at an income level of $3 300 (an income span of $1,600).
In 1971, under the committee amendments (but not under the House
bill), the additional allowance is decreased by $1 for every $15 of
additional income above the non-taxable level. Thus, for a single
person the reduction of the additional allowance begins at $1,700
and ends at $5,872 (above that level he would find the 14-percent
standard deduction available in that year worth more than the re-
maining low-income allowance). In 1972 under the committee amend-
ments and in 1971 under the House bill the phaseout no longer applies.

Both versions of the bill provide that married couples filing separate
returns in 1970 and 1971 generally are not to have the benefit of. the
additional allowance provided by the bill. However, to provide for
the case of a family abandoned by one of the parents both versions
of the bill specify that a married individual, under certain conditions,
may obtain the full low income allowance even though not filing a
joint return. In addition, such an individual when electing the percent-
age standard deduction may deduct an amount up to the full ceiling
rather than only up the ceiling rovided for married individuals
filing separately and may also use the tax rates for head of household.
This result is obtained by treating such an individual as if she or he
were a "head of household". To qualify for this status the individual
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must not file a joint return, but must maintain a household which is
thd principal place of abode of one or more dependents. The dependent
in question must be a son or daughter (or step-son or step-daughter)
for which the individual is entitled to a dependency exemption. The
individual must furnish more than half the cost of maintaining the
household and during the entire taxable year the individual's spouse
must not be a member of the household in question.

Approximately 11.8 million returns will benefit in 1970 from the
low income allowance and 5.2 million will become nontaxable. In
1972, when the phaseout is no longer applicable, 36.8 million taxpayers
are expected to benefit from the $1,100 minimum standard deduction
of which 5.5 million are expected to become nontaxable over the period.
In addition, 5.7 million are expected to shift from itemized deductions
to the standard deduction, in response to the low income allowance.

The low income allowance with the $1 for $2 phaseout is to be
effective for both the House bill and the committee amendments for
taxable years beginning after December 31, 1969. Under the com-
mittee amendments, the low income allowance with the $1 for $15
phaseout is to be effective for taxable years beginning after December
31, 1970 and the low income allowance (or minimum standard deduc-
tion) without the phaseout is to become fully effective for taxable
years beginning after December 31, 1971. Under the House bill the
phaseout would have been completely eliminated one yar earlier at
the end of 1970.
3. Tax Treatment of Single Persons

Presevt law.-Since the Revenue Act of 1948, married couples filing
joint returns have had the option of being taxed under the split. income
provision. This, in effect, taxes a married couple as if it were composed
of two single individuals each with one-half the couple's cornbined
income. This 50-50 split of income between the spouses for tax pur-
poses generally produces a lower tax than any other division of income
since the application of the graduated tax rates separately to each of
the two equal parts comprising the couple's income keeps the total
income in lower tax brackets.

Single people generally do not have a comparable income splitting
privilege. As a result they pay higher taxes than married couples at
the same income levels.

In 1951 a head-of-household provision was enacted to grant partial
income-splitting to widows, widowers, and single persons with depend-
ents in their households. Individuals who qualify under this provision
are allowed approximately one.half of the income-splitting benefits
given to married couples. These heads of household use a different tax
rate schedule which, at any given level of income, produces a tax lia-
bility about halfway between the tax paid by a married couple filing
a joint return and a single individual.

'Beginning in 1954 surviving spouses with dependent children were
permitted to use the joint return tax rates with full income splitting
for two taxable years following the year of death of the husband or
wife.

Problem.--Under present law, the tax rates imposed on single per-
sons are quite heavy relative to those imposed on married couples at
the same income level; a single person's tax is as much as 40.9 percent
higher than the tax paid on a joint. return with the same amount of
taxable income. Some difference between the rate of tax paid by single
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persons and joint returns appears appropriate to reflect the additional
living expenses of married taxpayers but the existing differential of as
much as 41 percent (the result of income splitting) cannot be justified
on this basis.

Finance Omittee deoiok.-The Finance Committee amendments
provide a new lower, rate schedule for single persons (as well as a new
regular schedule and head-of-household rate schedule). This rate
schedule is designed to provide tax liability for single persons which is
17 to 20 percent above that for married couples for taxable incomes of
between $14,000 and $100,000, with the maximum differential of 20
percent being reached for an income level at $20,000. (At present the
difference can be as great as 40 percent.) Below $14,000, where income
splitting is less beneficial the excess of single persons' rates over those
of married couples gradually decrease. This is also true above $100,000
again where the benefits of income splitting become less significant. A
new rate schedule is also provided for heads-of-households which is
one-half way between the new rate schedule for single persons and the
rate schedule for married couples. The present rate schedule for single
persons is maintained for married couples filing separate returns and
for estates and trusts.

The new rate schedule for single persons is a different type of ap-
proach than that taken in the House bill. Under the House bill, widows
and widowers, regardless of age, and single persons age 35 and over
were permitted to use the head-of-household rate schedule which pro-
vides tax liability half-way between that of the regular rate scheaule
used by single persons and the joint return schedule.

The House bill also would have extended the joint return privilege
for surviving spouses as long as they had dependent children under
age 19 or attending school or college. Under present law, they have
the -benefits of full income splitting only for the first two years after
the death of the spouse. Under the committee amendments, they will
use the head-of-household rate schedule after their joint return privi-
lege expires (two years after the year of the spouse's death) as long
as they continue to support a dependent.

The new rate schedule for single persons is effective in two stages
with approximately one-third of the rate reductions taking place in
1971 and the remaining two-thirds in 1972 (as is also the case with the
general rate reductions.
4. Individual Income Tax Rates

Present law.-Present law tax rates range from 14 percent to 70
percent on taxable income in excess of $100,000 for a single taxpayer
and $200,000 for a joint return (see the rate schedule below).

Problm.-The present tax rates are considered by many to be too
high. They take a large portion of the income from those subject
to the fulI impact of the rates. Such high rates also encourage many
taxpayers to shelter their income from the top rates by using tax
avoidance techniques which have frequently developed into tax loop.
holes.

Finance Commttee decsion.-The House bill and committee amend-
ments provide the same rate reductions, applicable in 1972. The tax
rates are reduced by at least one percentage point in all brackets, the
reduction, varying in the different brackets so as to produce a reduction
of tax of percent or more in all brackets. Thus, for example, the top
rate is reduced from 70 percent to 65 percent.
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Both the House bill and the committee amendments provide that
the rate reduction is to take place in two stages in 1971 and 1972. The
committee amendments, however, in order to reduce the fiscal impact
of the large revenue loss in 1971 provide a lesser rate reduction in that
year than does the House bill. he House bill provides the rate reduc-
tion evenly between 1971 and 1972. The committee amendments pro-
vide for approximately % of the rate reduction to occur in 1971 and
the remainiig of it to occur in 1972. The rate schedule, under pr s.-
ent law, under the House nd Finance committee bill for 1971 and the
rate schedule under both bills for 1972 is shown in the table below:

INDIVIDUAL INCOME TAX RATE SCHEDULE FOR MARRIED TAXPAYERS UNDER PRESENT LAW, UNDER HOUSE AND
SENATE FINANCE COMMITTEE BILLS FOR CALENDAR YEARS 1071 AND 1072

Taxble Income bracket Tax rate (percent)
171 1972

S 'House end

&c$$ Finance
Married (separate) Married (Joint) Prent law Hose blll bIll b1mmltll

|!_0 o|,5 ............. I20X o Og ..... ....... 1:: Ito ........ to 5. L5.........
, to ................. to f o .....

to ................. to .. ...........
.;Q- to 000................ to ........ .

to .............. to .......
to . :....... . 00 to 5 2

$1, 0 to ............... 000 to 000 ...... 30
1!90 o$00 ............... 12 00to $3._) ....... 4
$|, o 000..... o.......... 0 to: ;o1.0 ........St o 0 ................ , to .4 .............

000 ............... to 2 .. 47
to ............... to 4 Foo... . 4j 0:s:...: ...... .0 to ft 42

0. ;.00 to 75 4
to ............... t .....

:0Oto 0to 0oo0.........H.3.. t7.......
00to,® 0 ... ........... IJ ;_l _OOto $1 000 ..........to. .............. 000 5'to . . to o~o

.000 9 1o t.o.O...........o .
000} to I ;0 ............. to in. ...

o.to . .
Lu1 .......... ft410HW ......

Note: Under present law the taxable Income brackets and rites shown for married taxpayers filing selprate returns
are also applIcable to single parsons.

The first stage of the rate reduction under both the House bill and
the committee amendments is applicable for taxable years beginning
after December 81, 1970, and the full reduction is made applicable for
taxable years beginning after December 31, 1971. In the case of fiscal
years straddling these two dates the proration formula generally appli.
cable to rate reductions applies.
5. Collection of Income Tax at Source on Wages

Preet . .--Present law provides withholding tables and a per-
centage withholding method which incorporates the $600 personal
exemption, the minimum standard deduction, the 10 percent standard
deduction, and the tax rates.

Finamee Committee dec .io-The House bill requires the Internal
Revenue Service to prescribe, and the committee amendments include
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in the bill, new withholding rates and tables incorporating: the low
income allowance (with the phaseout) and the 13 percent standard
deduction (with the $1 400 ceiling) for 1970; the low income allowance
(with the phaseout), tie 14 percent standard deduction (with a $1,700
ceiling) and the new tax rates for 1971; and the low income allowance
(without the )haseout), the 15 percent standard deduction (with tile
$2 000 ceiling) and the fully reduced tax rates for 1972.

There are no comparable provisions in the House bill.
These provisions apply to wages paid after December 31, 1969, or

the 15th day after enactment, whichever is later.
6. Provision for Flexibility in Withholding Procedures

Pre8ent law.-Under present law employers are limited in methods
of computing wage witlholding to the witlholding tables or percent-
age methods specified in the code or essentially equivalent methods.
They are permitted to withhold on the basis of average wages paid
within a calendar quarter but. present law does not permit them to use
average wages over a longer period.

Proble.-Employers in some cases have devised withholding
methods, frequently in conjunction with computerized payroll opera-
tions, which produce approximately the same amount of witlholding as
the regular methods but are substantially easier for employers to ad-
minister. The Internal Revenue Service has no authority to permit
employers to use such methods. There also are a number of types of
employment situations where the existing permissible withholding
methods do not accurately match tax liability and tax withheld. This
is true, for example, where wage payments vary significantly in size
from one pay period to another.

Fiatce jonm,m-ttee deciei'on.-The committee amendments permit
employers to use any withholding method which results in substan-
tially the same amount of withholding as the regular methods. The
amendments also permit the employers to annualizee" wage payments
for withholding purposes. In addition, the bill provides that where
wage payments are quite irregular, withholding can be provided on
the basis of cumulative wages and cumulative withholding.

This provision is to apply for wages paid after December 31, 1969.
7. Additional Withholding Allowances for Excess Itemized De.

ductions
Present law.-Under present law taxpayers with estimated itemized

deductions which exceed the level of deductions on which withholding
is based may claim additional exemptions for withholding tax pur-
poses for each $700 of itemized deductions above a threshold level (10
percent of the first $7,500 of estimated wages plus 17 percent of any
remainder). The estimated itemized deductions in this case may be no
larger than the actual itemized deductions for the prior year.

Iroblem..-The requirement that the estimated itemized deductions
he no larger than actual deductions for the preceding year prevents the
provision from operating in the first year in which a taxpayer has
excess itemized deductions although their existence is clear. Problems
also arise where the itemized deductions exceed the threshold level by
less than $700 but nevertheless give rise to overwithholding. Moreover,
with the increase in the standard deduction percentage from 10 to 15
percent, the 10 percent threshold level needs to be increased.



105

Fine. Committee, demion.-The committee's amendments elimi-
nate the prior year's requirement for excess itemized deductions in
cases where the excess itemized deductions are substantiated by a
court order (such as one providing for payment of alimony) or by
other evidence clearly ,veriFyiing their existence. The amendments also
provide that an additional witihholding allowance is to be permitted
for excess itemized deductions of more than $300. In addition, the
amendments raise the percentage threshold for determining excess
itemized deductions to conform to the higher standard deduction pro.

ided by botl versions of the bill. The 10 percent applicable to the first
$7,500 is increased to 15 percent and this is applied to all estimated
wages and not merely the first $7,500.

There is no compa-'able House provision.
This provision is to be effective for taxable years beginning after

December 31,1909.
8. Certification of Nontaxability for Withholding Tax Purposes

Present law.-Present law does not excuse employees from with-
holding on their wages or salaries if their incomes during the period of
their employment are above sjec~fied levels even though they know,
for other reasons, that they will have no tax liability for the year.P,'oble.-The difficulty with the present withholding system is
that individuals who work only part of a year have tax witheld on
their wages even though they may have no tax liability for the entire
year. This requires these employees to file a tax return and claim a
refund for thls excess withholding. This represents a problem, espe-
eially for students who work part time during the summer but whose
income falls below the new levels at which tax begins. This is a sub-
stantially higher level than under present law because of the low in-
come allowance. In addition, the withholding rates and tables are based
on the assumption that the taxpayer does not have large itemized de-
ductions (except for a special provision discussed below). As a result
some taxpayers with large deductions also find themselves in a non-
taxable status even though there may have been significant withholding
in their cases.

Fi . re 7 niom tee deerlioI.-The committee amendments provide
that an individual is not to be subjected to withholding of income tax
if lie certifies to his employer that he expects to have no Federal income
tax liability for the current year and, in faet, had no income tax lia-
bility in the prior year.

This certification provision could relieve as many as 10 million per.
sons from overwithholding and having to file a return only for the
purpose of obtaining a refund. No comparable provision is in tfie House
bill.

This provision will apply after April 30, 1970.
9. Withholding on Supplemental Unemployment Benefits

Present latr.-Ttnder present law supplemental unemployment bene.
fits are not subject to withholding because they do not constitute wages
or remuneration for services.

Problem.-Supplemental unemployment compensation benefits
(SUB) paid by employers are generally taxable to the recipient. As
a result in the absence of witholding these benefits may require a
significant tax payment by the recipient.
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Finale (. om,?ittfee deci 'on,.-The committee amendments require
the payor of taxable supplemental compensation benefits to withhold
Federal income tax from these payments. These are benefits paid to ail
employee, under a plan to which the employer is a party, which are
paid because of the employee's involuntary separation from employ-
ment as a result of a reduction in force, the discontinuance of a plant or
operation or similar conditions. This provision was not in the House
bill.

This provision applies to such payments made after June 30, 1970.
10. Voluntary Withholding on Payments Not Defined as Wages

Present lir.-Present. law specifically excludes certain types of
reinuneration from the definition of wages and makes no provision
for withholding in such cases. Voluntary withholding is unavailable
under present law in such cases even thotigh the payments are received
from a person constituting an employer and bothl the employer and
employee agree to the additional withholding. Moreover, withholding
is not authorized in the case of annuities and other non-wage type
patients even though withholding would be desirable in many cases.

Problem.-The inability of a person to have tax withheld' on the
remuneration he receives means that he may have a substantial and
i)os.ibly burdensome final tax payment. This often occurs, for example,
in the. ense of persons receivin retirement income or income from
annuities and also in. the case of earnings of f.rm and domestic work-
ers. Where the rec'ijient of the payment desires to have tax withheld,
it is difficult to -pee why this should not be done.

Finance CPominitte deeision..-The committee amendments direct
the Secretary of the Treasury to issue regulations which prescribe
rules for emiplover withholding on payments for pensions and annui-
ties wien an employee or recipient requests such withholding. If an
employee or other recipient requests withholding on these payments
the employer or payor would be required to comply with the request.
In the 'ase of other payments an employer or payor would be permitted
to withhold where both the employer and employee (or payor and
pavee) agree to such withholding.

No such provision is in the House bill.
This provision applies to such payments made after June 30,1970.

Z. MISCELLANEOUS INCOME TAX PROVISIONS

1. Qualified Pension, Etc., Plans of Professional Corporations
Present lau.-Ilnder present law, the amounts which self-employed

individuals can set aside annually on a tax-free basis for pensions in
a qualified plan" is limited to 10 percent of the individual's earned in-
come not to exceed $2.500. These are the limitations imnosed with re-
spect to the so-called H.R. 10 type pension plans. In the case of em-
ployees in a corporation, however, there are no specific limitations as
to th amounts which may be set aside to fund their pensions under
qualified plans which do not discriminate as to benefits and coverage
in favor of high-paid employees, shareholders or officers of the com-
pany.

Generally, lawyers, doctors, accountants and certain other profes-
sional groups in the past have been unable to carry on their professions
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through the form of corporations because of the personal nature of
their responsibility or liability for the work performed for a client or
patient. In recent years, however, most 'States have adopted special
incorporation laws' which provide for what are generally known as
"professional corporations. These have been used increasingly by
groups of professional persons, primarily to obtain the more favorable
tax treatment for pensions generally available to corporate employees.
The Treasury Department in the so-called Kintner regulations held
that professional corporations were not taxable as corporations partly
because of the personalized responsibility or liability maintained in
the case of shareholders with respect to their clients or patients. Recent
court cases, however, have overturned the regulations and the Service
has now acquiesced and generally recognizes these professional cor-
porations as corporations for income tax purposes.

Problem..-Congress, in 'passing the H.R. 10 pension legislation,
made it clear that it intended to impose limitations as to the amount
which may be set aside on a tax-free basis for subsequent pension
payments to self-employed persons. The formation of professional cor-
porations, while maintaining the personal relationship between the
shareholder-employee and the patient or client, has had the effect of
indirectly overcoming the limitations Congress intended to impose
with respect to deductible amounts which may be set aside for pensions
in these cases. It is recognized that there are disparities in the treat-
ment of self-employed individuals and corporate employees with
respect to pension plans, and that this problem needs attention. These
disparities are being studied and the Treasury and staffs are expected
to report back with suggestions on these problems. In the meanwhile,
however, it would appear inappropriate to permit what are essentially,
in most respects, self-employed -persons to avoid the pension limitations
prescribed by Congress.

FXnnce domn.ittee decnsomi.-The committee amendments provide
that shareholder-employees of a professional service organization are
to include in their gross income the amounts of contributions paid on
their behalf which are deductible under qualified pension, profit-
sharing and stock bonus plans under the Internal Revenue Code (see.
404(m.) (1), (2) or (3)), 'to the extent that these amounts exceed 10
percent of the compensation received by the shareholder-employee from
the organization, or $2,500, whichever is less. In addition, forfeitures
allocated to the shareholder-employees' account under stock bonus or
profit-sharing plans are required to'be included in gross income. Where
an individual is covered by plans of more than one organization, the
Secretary of the Treasury or his delegate, 'by regulations, is to aggre-
gate the contributions paid on his behalf in making the computations
referred to above.

The amounts included in the shareholder-employee's gross income
under this provision are to be treated as a part of his considera-
tion or cost for the pension, profit-sharing or stock bonus plan when
the plan benefits are subsequently received bv him so that the same
amounts will not be taxed twice. If the rights of the shareholder-
employee, under a plan to which this 'provision applies, terminate
before he receives sufficient payments to cover the amounts which he
previously included in gross income, he is permitted to deduct these
amounts in the year in which his rights under the plan terminate.

The term "professional service organization" under this provision
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means any corporation or association in which the beneficial ownership
or control, is limited under State or local law, or rules of professional
ethics, to individuals who are required to be licensed or otherwise
authorized under State or local law to perform professional services
necessary to carry on the trade or business in which the corporation or
association is engaged. This provision also covers the executor or
administrator of a person described above. A shareholder-employee is
an employee of a professional service organization who owns a
beneficial interest in such an organization.

There is no comparable House provision.
This provision applies to taxable years 'beginning after December 31,

1969.
2. Amounts Received Under Insurance Contracts for Certain

Living Expenses
Pre8ent law.-Under present law, a 'person whose residence is

damaged or destroyed by fire, storm, or other casualty, and who must
temporarily find another residence while his home is being repaired
must declare any insurance payments received to cover the additional
living expenses as taxable income.

Problem.-In the type of situation described above, few if any per-
sons regard the insurance payments received as "income," since the
payments merely reimburse the taxpayer for a period of time for the
loss of the use of property he had. In addition, taxing the insured on
the reimbursement in this case means that he has had a net loss on the
overall transaction.

Finance Committee deeision-The committee amendments in the
case of an individual whose residence is damaged or destroyed by fire,
storm or other casualty, provide that gross income does not include
amounts received under an insurance contract for reimbursement
for living expenses incurred by him and members of his household as
the result of the loss of use or occupancy of a residence.

The amendments allow the exclusion only to the extent that the
amounts received do not exceed the excess of the actual living expenses
incurred by the taxpayer (for himself and members of his household)
resulting from the loss of the use of the residence over the normal liv-
ing expenses which would have been incurred by the taxpayer (for
himself and members of his household) during this period.

No comparable provision is contained in the House bill.
This provision applies to amounts received on or after January 1,

1969.
3. Deductibility of Treble Damage Payments, Fines, Penalties,

etc.
Present lawo.-At present, there is no statutory provision setting

forth a general "public policy" basis for denying deductions which are
"ordinary and necessary" business deductions. Nevertheless a number
of business expenses have been disallowed on the grounds that the al-
lowance of these deductions would be contrary to Federal, State or
other clearly defined "public policy." This has -been true, for example,
in the case of certain fines.

Questions have been raised as to whether deductions should be al-
lowed for damages paid to a private party in a cause of action in which
the successful party is entitled to damages in a greater amount than
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the economic loss demonstrated by him. Under section 4 of the Clayton
Act, for example, a person injured by an an antitrust violation may sue
for damages and recover three times the amount of economic loss es-
tablished. The Internal Revenue Service has held that amounts paid or
incurred in satisfaction of treble damage claims under that Act are
deductible as ordinary and necessary business expenses.

Problem,.-The question as to whether antitrust treble damage pay-
ments should be deductible must be viewed from the standpoint of anti-
trust policy and from the standpoint of tax policy. From the standpoint
of antitrust policy, the basic issue is the extent to which the extra dam-
age amounts are designed to constitute a penalty on the violator. Deny-
ing a deduction is one way of assuring that the treble damage penalties
with respect to violations of the antitrust laws are not diluted by
permitting them to reduce taxes otherwise paid.

From the standpoint of tax policy, there generally has been a reluc-
tance to deny a deduction for business expenses on the grounds that this
departs from the concept of a tax imposed on actual net business in-
come. There still remains, however, the question as to what is an ordi-
nary and necessary business expense. The Supreme Court in the Tank
Truck Re.nt case, for example, in holding that the payment of fines
could not be considered as ordinary and necessary, stated:

A finding of "necessity" cannot be made, however, if allowance of the deduction
would frustrate sharply defined national or State policies proscribing the par-
ticular types of conduct evidenced by some governmental declaration thereof.

On the same grounds, it appears appropriate to deny deductions for
bribes, illegal kickbacks, and the penalty portion of antitrust treble
damage payments. A 1958 amendment to the Internal Revenue Code
applicable to bribes of foreign officials already suggests such a Con-
gressional policy. At present, no deduction may be taken for payment
to officials or employees of a foreign government, if in the United
States such payments would be unlawful.

Fnonce Committee deci o'-The Finance Committee bill codifies
the court position that deductions are not to be allowed for fines or
similar penalties paid to a government for the violation of any law.

The bill also denies deductions for three other types of expenditures:
treble damage payments under the antitrust laws, deductions for bribes
of public officials (whether or not foreign officials), and other unlawful
bribes or "kickbacks." The codification of the rule denying deductions
for payments in these situations which are deemed to violate public
policy is designed .to be all-inclusive. Thus, public policy generally will
not be deemed to be sufficiently clearly defined in other circumstances
to justify disallowance of deductions. The bill does not deal with
lobbying expenditures which are already covered by an Internal
Revenue Code provision (sec. 162(e)) added by section 3 of the
Revenue Act of 1962.

In the case of two of the new categories, amounts are to be denied as
deductions only when the expenditure or an associated expenditure
arises out of a conviction in a criminal proceeding. Under the com-
mittee amendment, there would have to be a conviction in a criminal
prosecution (or a plea of guilty or nolo contendere) before deductions
would be denied for treble damage payments under the antitrust laws.
This is also true of the provisions relating to bribes and kickbacks of
other than public officials. Denial of the deduction for the payments in
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these cases can be justified on the grounds that the deduction would
clearly frustrate a sharply defined public policy.

.In addition to denying a deduction in the case of antitrust payments
and bribes and kickbacks, the amendments also cover other related
payments. They also cover, for example, situations where only a few
out of a series of related actions give rise to specific indictments. This
policy of covering only those cases where there is a criminal conviction
in a related case means that the denial of deduction will only occur in
the case of "hard-core violations" where intent has been clearly proved
in a criminal proceeding. It is believed, however, that illegal bribes and
kickbacks with respect to public officials are in a different category and
that these in all events should be denied as deductions. Such treatment

* is by statute already accorded bribes of or kickbacks to foreign govern-
mental officials or employees.

In the case of treble damage payments under the antitrust. laws,
the denial of the deduction is limited to two-thirds of the amount
paid or incurred. The remaining one-third would continue to be deduct-

* ible on the g,',unds that it represents a restoration of the amount
already owing to the other party. The denial of the deduction in this

case applies not only to judgments for damages against the taxpayer
tinder the antitrust laws but also for settlements of any actions brought
under these laws.

The amendments are made applicable only with respect to amounts
paid or incurred after December 31, 1969. In addition, in all cases
where nondeductibility depends upon a criminal conviction, only crim-
inal convictions after'1969 are to be taken into account. A conviction
following a trial occurring after December 31, 1969, is to be treated
as occurring before that date if the trial follows an appeal which re-
sulted from a conviction following an earlier trial concluded before
that date.
4. Deductibility of Accrued Vacation Pay

Present law.--Taxpayers on the accrual basis generally deduct vaca-
tion pay in the year of the accrual. Under present rules, vacation pay
is considered to be accruable only after liability to a specific person
has been clearly established, the amount of liability can be computed
with reasonable accuracy and the accrued amount will not be forfeited
by termination of employment or other cause. A taxpayer may not
change his method of handling vacation pay without first obtaining
the Treasury Department's approval since such a change would con-
stitute a change of accounting methods.

The ruling setting forth the Treasury policy outlined above was
initially made applicable to taxable years ending on or before June 30,
1955. Subsequently, the effective date of this ruling was postponed
until January 1,1959. Congress since that time has by successive actions
postponed the application of this ruling for years up to taxable years
ending before January 1,1969.

Problem.-The implementation of Revenue Ruling 54-608 requires
the denial of a deduction in any year where the accrual of vacation pay
has not been clearly fixed with respect to specific employees. Neverthe-
less, it would place some taxpayers in a hardship position. The prob-
lem arises with respect to those taxpayers who have been accruing
vacation pay under plans which do not meet the requirements of the
strict accrual rules set forth in this ruling. For such taxpayers to elect
the ruling to go into effect would mean one year in which they receive
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no deduction for vacation pay (since the current year's vacation pay
deductions were accrued in the prior year and the next year's vacation
pay does not meet the tests of accrual of this ruling). Congress has
asked that this problem be studied and that permanent legislation be
prepared. For this an additional 2-year period is needed.

Fiance Oommittee deci8ion.--The committee's amendments post-
pone for two years the effective date of Revenue Ruling 54-608. As
a result, deductions for accrued vacation pay, if computed by an ac-
counting method consistently followed by the taxpayer, will not be
denied for any taxable year ending before January 1, 1971 solely be-
cause the liability to a specific person for vacation pay cannot be
clearly estimated or the amount computed with reasonable accuracy.

No comparable provision is contained in the House bill.
This provision is applicable for taxable years ending before Jan-

uary 1, 1971.
5. Banks for Cooperatives

Present law.-Under present law the thirteen existing banks fo..
cooperatives are not allowed the same bad debt reserve deduction as
commercial banks because they do not receive deposits and, therefore,
are not treated as banks under Internal Revenue Service rulings, nor
are these banks allowed any different net operating loss carrybacks
than regular corporations. In other words, they are allowed a 3-year
carryback of net operating losses and a 5-year carryforward.
. Problem.-The problem in giving the banks for cooperatives the bad
debt reserve treatment available for commercial banks is that to date
they apparently have had no bad debts, since their customers, the
cooperatives, have apparently met all their payments. On the other
hand, it is, of course, possible that in the case of a downturn in the
economy at some future time, substantial losses might occur. Such
situations could be provided for by a 10-year net operating loss carry-
back for these banks. This would appear to provide adequately for any
bad debts which these banks might sustain. -

Finance Committee decision.-The committee amendments provide
that banks for cooperatives are to have a 10-year net operating loss
carryback, in addition to the 5-year carryforward now available in the
case of operating losses.

No such provision is contained in the House bill.
This amendment applies to taxable years beginning after the date

of enactment of this bill.
6. Deduction of Recoveries of Antitrust Damages, etc.

Present law.-Taxpayers sometimes recover substantial damage due
to a patent infringement, a 'breach of fiduciary duty, or an antitrust
injury to which section 4 of the Clayton Act applies many years after
the injury was sustained. The damages are at that time includible in
taxable income.

Problem.-Difficulty arises from the fact that the original losses
may have resulted in no income tax benefit because, due to insufficient
income from other sources, the net operating loss carryovers expired
before it was possible to offset them against other income. As a result,
in some cases taxpayers are required to include damages in income
although the losses which they replace -may not have resulted in a tax
benefit.
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Finaree committee demision.-The committee amendments provide
that in the case of losses resulting from a patent infringement, a breach
of contract, a breach of fiduciary duty, or an antitrust injury for
which there is a recovery under section 4 of the Clayton Act, a special
deduction is to be allowed which has the effect of reducing the amounts
required to 'be included in income to the extent that the losses to which
they relate did not give rise to a tax benefit. This result is accomplished
by providing, in effect, that the amount includible in gross income is to
be the compensatory amount reduced by the amount of the unrecovered
losses sustained as a result of the compensable injury.

The compensatory ar,,.unt as used here means the amount of the
award, settlement, or recovery reduced by the amounts paid or incurred
in securing it. The unrecovered losses are the net operating losses for
the year to the extent the losses are attributable to the compensable
injury, reduced 'by the net operating losses which are allowed as offsets
against income in other years. Where a net operating loss is only par-
tially attributable to a compensable injury sustained during a year, the
compensable injury portion is to be considered the portion of the loss
which is last used as an offset against income in other years.

The -provision applies only to recoveries for actual economic injury
and not for additional amounts. In the case of treble damage recoveries
under section 4 of the (1,ayton Act, for example, the provision applies
to the 1/1 of the recovery which represents the economic injury and not
to the other % of the recovery which are punitive in nature.

There is no comparable provision in the House bill.
The committee amendments apply to compensatory amounts

received in taxable years beginning after December 31, 1968.
7. Corporations Using Appreciated Property to Redeem their

Own Stock
Present la.-Present law (sec. 311 of the code) provides that with

few exceptions gain or loss is not recognize to a corporation if it
distributes property with respect to its stock either when the distri-
bution is a dividend (sec. 301) or when it is in redemption of stock
(sec. 302, 303 or 304).

Problem.-Recently, large corporations have redeemed very sub-
stantial amounts of their own stock with appreciated property and in
this manner have disposed of appreciated property for a corporate
purpose to much the same effect as if the property had been sold and
the stock had been redeemed with the cash proceeds of the sale.

This device has been used extensively by insurance compares which
have large investment portfolios of stock of other companies acquired
some time ago at prices appreciably below present values. They -have
been buying back their own stock through a general offer to their
shareholders to exchange stock for their portfolios investments. The
Internal Revenue Service has ruled such exchanges to be tax free to the
insurance company. The insurance companies then retire the stock they
have purchased back, thereby increasing their per-share earnings or
instead of retiring stock may later use it to acquire stock of other
companies.

Fnnei'e Committee dee9ion.-The committee amendments provide
that if a corporation distributess property to a shareholder in redemp-
tion of part or all of Iii., stock and the property distributed to him has
appreciated in value in the hands of the distributing corporation, then
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gain is to be recognized to it to the extent of this appreciation. This
provision applies whether or not the redemption is classified as a divi-
dend but it does not apply to redemptions in complete or partial
liquidation of the corporation.

There is no comparable provision in the House bill.
This amendment applies to distributions after October 9, 1969, in

taxable years ending after that date.
8. Reasonable Accumulations by Corporations

Present law.-Tnder present law, a special tax is imposed on accu-
mulated taxable earnings of a corporation when the earnings are accu-
mulated to save individual shareholders from the tax on dividends
which would have been incurred if the earnings had been distributed.
A corporation is not subject to this tax, however, to the extent the earn-
ings are accumulated to meet the reasonable needs of the business, in-
cluding the reasonably anticipated needs of the business.

Elsewhere in present law (see. 303) provision is made for the re-
demption by a corporation of stock included in the estate of a deceased
shareholder to the extent the amount used in such a redemption is not
greater than the estate tax plus the funeral and administrative ex-
penses. The provision applies, however, only if the stock of the cor-
poration in question constitutes more than 35 percent of the gross estate
or more than 50 percent of the taxable estate. (The section also applies
in some cases where the percentage requirements are met by the stock
of two or more corporations.)

In addition, this bill adds a provision to the effect that a private
foundation must dispose of all the stock it owns in excess of "permitted
holdings." In the case of foundations which now own substantial
amounts of stock in a corporation, permitted holdings are defined as
50 percent of the stock of the corporation reduced by the percentage
of stock owned by related parties. In addition, the bill provides that
although generally there can be no dealings between a foundation and
a corporation in which related parties have substantial interests, over
a transition period stock can be redeemed in the type of case described
above without this being classified as prohibited olf-dealing.

Problem.-Where there is a redemption of stock from a shareholder
(whether or not to pay death taxes), the question arises as to whether
the money accumulated to pay for the stock was accumulated for the
reasonable needs of the corporation's business. If it was not so accu-
mulated, the corporation becomes subject to the accumulated earnings
tax. It would appear that the same question will arise when a corpora-
tion redeems stock from a foundation in order to help the foundation
bring its holdings down below the amount specified by the statute.

It would appear that amounts accumulated in the year of death and
in later years to redeem stock to pay death taxes, or to redeem stock
which a foundation must dispose of, should not be considered unrea-
sonable accumulations. To consider them so defeats the purpose of
these two redemption provisions of the statute.

Fi n e Committee decision.-The committee amendments provide
(see. 537 of the code) that the reasonable needs of the business are to
include the amount needed (or reasonably anticipated to be needed) in
the year of death and in later years to make a section 303 redemption.
The provision gives protection from the special tax on accumulated
earnings (sec. 581) with respect to amounts redeemed to pay death
taxes. The committee amendments also provide that reasonable needs
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of the business include the amounts needed, or reasonably anticipated
to be needed, to redeem from private foundations stock it held on Oc-
tober 9.1969 (or received pursuant to a will or irrevocable trustfreated
as binding on October 9, 1969) which constituted excess 'business hold-
ings. Both the amount of the accumulation and the time it is held must

reasonable under the circumstances.
The bill also provides that if funds are used to redeem stock to pay

death taxes or to redeem excess holdings of private foundations, no
inference is to be drawn from this, where amounts have been accumu-
lated by the corporation in prior years, that such amounts represented
unreasonable accumulations. Such a determination, if it is to be made,
must be made without considering that the funds are used for these
types of redemptions.

There is no comparable provision in the House bill.
This provision is effective with respect to the tax on accumulated

earnings in taxable ears ending after October 9, 1969. No inference is
to be drawn from the enactment of this provision that such accumula-
tions would not have been for the reasonable needs of.the business in
the absence of any such provision.
9. Special Contingency Reserves of Insurance Companies

Present Law.--Under present law, amounts set aside by a life insur-
ance company in policyholder reserves are deductible in computing
the income of the insurance company subject to tax. The amounts de-
ductible include not only additions to life insurance reservq but also
interest paid on indebtedness and amounts in the nature of interest.
Present law also specifies that these deductible amounts inchide interest
on special contingency reserves established under the Federal Em-
plovees Group Life Insurance Act of 1954.

Problem.---The question which arises is whether deductions for
interest paid on indebtedness and amounts in the nature of interest
include interest paid on so-called special contingency reserves under
group life and group accident und health insurance contracts. One
type of these reserves is used to fund over the employee's working life
the cost of providing him group term life and group health and acci-
dent insurance after retirement. The second type of reserve is used
for premium stabilization purposes, that is, to meet unusually large
current claims which would otherwise require an increase in premium
payments by employers for the insurance coverage provided for
employees. In some cases, the reserve is a combination of both types.

When this matter was considered in connection with the Life Insur-
ance Company Income Tax Act of 1959, the Finance Committee Report,
the floor manager's statement on the finance committee amendments,
and the floor manager's explanation of the conference committee action
all contained language based upon the assumption that special contin-
gency reserves in general were covered by the deduction for interest
paid on indebtedness, and amounts in the nature of interest, and that
the specific reference to contingency reserves on Federal employees
group life insurance vas adopted merely to "make it clear" that a de-
ductio*n was available to insurance companies for interest credited on
this type of special contingency reserve. Moreover, these special contin-
gencv reserves are of the same nature as other reserves held for policy.
holders, the interest on and additions to which are deductible in arriv.
ing at the amount of income of the life insurance company subject. to
tax. There appears to be no reason for a difference in tax treatment for
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these special contingency reserves. Despite the congressional intent, the
Internal Revenue Service does not feel that it can so interpret present
law.

Finone Commtte deof.-The committee amendments provide
specifically that in computing the taxable income of a life insurance
company a deduction is to be allowed for interest paid on special con-
tingency reservesunder contracts of group term life insurance or group
health and accident insurance which are established and maintained
for the provision for insurance on retired lives, for premium stabiliza-
tion, or for a combination of the two. A similar amendment is also
made to the life insurance company provisions relating to the items
taken into account as reserves for purposes of the so-called "Phase II"
tax imposed on life insurance company income (i.e., the tax on gains
from operations other than investment income).

There is no comparable provision in the House bill.
This provision, on the basis that it is declaratory of congressional

intent, is made effective as of the effective date of the Life Insurance
Company Income Tax Act of 1959; namely, taxable years beginning
after December 31, 1957.
10. Spinoffs of Life Insurance Companies.

Pre8ent law.-Life insurance companies presently are taxable on
their investment income plus 50 percent of their remaining gains from
operations. The remaining portion of a company's gain from opera.
tions is taxed to the company only when, and if, this amount is distrib-
uted to shareholders. The portion of an insurance company's income
which is taxed currently is, for accounting purposes, placed in a
"shareholders surplus account" which is the first amount considered as
distributed to shareholders.

The portion of the insurance company's gain from operations not
taxed currently is placed in an account called a policyholderss surplus
account." Distributions from this account are considered as made only
after any balance in the shareholders surplus account is exhausted.
Distributions out of the policyholders account give rise to the so-
called Phase III tax on life insurance companies~ that is, the deferred
tax becomes due when the amount is distributed to the shareholder.
Included in distributions which may give rise to this tax are distribu-
tions in redemption of stock, distri utions in partial liquidation and
distributions in a "spinoff" (a distribution of a subsidiary's stock to
the shareholders of the life insurance company) which is tax free to
the shareholders receiving the stock.

Problem.--In the'past, three exceptions have been made to the rule
that there would be phase III tax consequences in the cases of a spinoff
to shareholders of the stock of a subsidiary of the life insurance com-
pany: The spinoff of stock of a controlled fire and casualty insurance
subsidiary company, if acquired before January 1, 1963, in a tax-free
stock-for-stock reorganization; the spinoff of stock of a controlled fire
and casualty insurance company subsidiary, without regard to the type
of corporate reorganization in which the parent gained control of the
subsidiary company, where the parent owned 80 percent or mor of
the stock of the subsidiary before January 1 1958 (the effective date
of the Insurance Company Act of 1959) ; anA the spinoff of the stock
of a subsidiary corporation which is also a life insurance company,
if the spinoff is to a holding company which owns at least 80 percent

86-899 0-----8
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of the stock of the "first tier" life insurance company subsidiary which,
in turn, owns (and has owned since December 81, 1957) at least 80
percent of the stock of the "second tier" life insurance company. The
absence of the phase III tax, however, only applies to the extent there
were no contributions to the capital of the second tier company after
December 31, 1957 (the effective date of the Life Insurance Company
Act of 1959).

Another case has come to the attention of the committee which dif-
fers from the third situation described above only in that the second
tier subsidiary is an ordinary corporation subject to the general corpo-
rate tax provisions rather than a life insurance company. In this situa-
tion the life insurance company wants to spin off the stock of the
ordinary business subsidiary to the parent holding company in order
to simple ify the operations of the group of corporations along func-
tional lines. Moreover, certain States are considering legislation di-
rected against continuing ownership by life insurance companies of
noninsurance business interests.

The problem which exists here is that the removal of any assets from
the possible application of the phase III tax (as would happen if the
regular corporation could be spun off without any tax consequences)
does lessen the certainty of the ultimate payment of the phase III tax
by the life insurance company. This is particularly important where
it is other than a life insurance company which is being spun off, since
in such cases the assets cannot be expected to be held for use in an in-
surance company and could generally be sold or distributed to share-
holders without the application of a phase III tax.

Fkmwe Comndtte deciion.-The committee amendments permit
the spinoff of a second tier ordinary business subsidiary to the parent
holding company without the application of phase III tax conse-
quences at that time, but in a manner designed to preserve the poten-
tial application of a phase III tax. To accomplish this result the
amendment provides that the phase III tax is to continue to apply in
such a case to the full extent and in the same manner as if the spinoff
had not been made, and as if distributions to the holding company
by the ordinary business corporation were channelled through the life
insurance company. The sale or other disposition of the stock of the
ordinary business subsidiary by the holding company also is to be
treated as reducing the shareholders surplus account or Policyholders
surplus account of the life insurance company. These effects are limited
to the amount of the fair market value of the stock of the ordinary busi-
ness corporation at the tme of the spinoff.

This amendment applies only where a life insurance company has,
at all times since December 81, 1957, owned all of the stock of the
business subsidiary which is spun off to the parent holding company.
In such cases the phase 11 tax is not to apply (except to the extent
of any post-1957 contributions to capital of the business subsidiary) at
the time of the spinoff but, as is indicated above, the phase III tax con.
sequences will continue to apply to distributions by (or the sale of
stock of) the ordinary business subsidiary.

There is no comparable provision in the House bill.
This amendment applies to taxable years beginning after Decem-

ber 31,1968.
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11. Loss Carryover of Insurance Company on Change of Form
of Organization or Nature of Insurance Business

Present Law.-Under present law, the rules governing the income
tax treatment of insurance companies differ somewhat, depending
upon whether the company is a stock or mutual company and also de-
pending upon the nature of the insurance company's business (life,
casualty, etc.). An insurance company which incurs losses during pe.
riods when it is subject to tax under one set of rules, in the past, has
not been able to carry these losses forward and deduct them (as it could
if its status had not changed) during periods in which the company is
subject to tax in a different status.

Problem-The limitation on the use of losses by insurance com-
panies has been provided in the past primarily because a 'loss of one
type of organization carried over to a period when it is taxed as an-
other type might result in too generous treatment. (For instance, until
19612 mutual casualty companies were not taxed on their underwriting
income and their losses were not taken into account for Federal tax
purposes.) There appears to be no reason for this, however, if a com-
p any in changing its form of organization or the nature of its insurance
business does not receive more favorable operating loss carryforwards
than it would receive in the case of either type of organization.

Finance Committee deoision-The committee amendments permit
an insurance company to carry over and deduct a net operating loss
when the company, as a result of a change in its form of organization
or the nature of its insurance business, becomes subject to a different
type of insurance company taxation. However, this provision fore-
stalls any tax advantage in such a case by limiting the net operating
loss which may 'be carried over to the lesser of the loss carryover as
computed under the rules applicable to the company before the change
or the loss carryover as computed under the rules which apply to the
company after the change.

There is no comparable House provision.
This provision applies to the carryforward of losses incurred by

insurance companies in periods beginning on or after January 1,1963,
but does not permit a deduction to be taken for any taxable year be-
ginning before January 1, 1967.
12. Unit Investment Trusts
'Pre8ent law.-A mutual fund plan sponsor Is an underwriter who

sponsors a periodic payment plan for the accumulation of mutual
fund shares by small investors. Under present law, the Internal Rev-
enue Service treats a group of periodic payment investors subscrib-
ing to a plan as "an association taxable as a corporation" because the
'bank serving as.custodian is regarded as 'having power to invest their
funds, thus gpiing the arrangement the corporate characteristics of
centralized management. 60

Problemi.-In act the bank custodian does not exercise managerial
discretion but performs only ministerial functions in much the same
manner as a brokerage office' holding securities in its -own name for a
particular customer. As a result of treating the plan as a corporation,
if an investor asks for his stock to be delivered to him, gin or loss
is recognized -m this transaction although the investor has merely
taken down his own shares.
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Finane Committee deoision.-The committee amendments add a
provision to the regulated investment company provisions providing
that certain periodic payment plans are not to be treated as a corpora-
tion, -partnership or trust and the mutual fund shares are to 'be treated
as owned directly by the investors through the bank custodian, as a
nominee. The committee amendments apply to unit investment trusts
registered under the Investment Act of 1940 which issues periodic
payment plan certificates and meet certain other conditions.

The new provision does not apply in the case of a unit investment
trust which is a separate asset account under the insurance laws or
regulations of a 'State. For purposes of the security laws these separate
asset accounts may in some cases be classified as either a unit investment
trust type of investment company. In addition, the provision added by
the committee amendments will not apply to other unit investment
trusts sponsored by life insurance companies which are treated as a
part of the assets of the sponsoring life insurance company for pur-
poses of State insurance laws and for which a separate asset account
also must be maintained. Under present law, trusts of this latter type
may in some cases for Federal tax -purposes be treated as part of the
insurance company and in other cases as associations taxable separate
from the life insurance company. In the latter case, such trusts may
elect to be taxed as regulated investment companies. These unit
investment trusts will continue to be taxed as associations.

There is no comparable House provision.
This provision is effective with respect to taxable years of unit invest-

ment trusts ending after December 31, 1968, and to taxable years of
holders of interest in these trusts ending with or within the taxable
years of these trusts.
13. Exclusion for Income Earned Abroad

Present law.-Present law provides an exclusion from income for
purposes of U.S. tax for income earned from sources without the
United States in the case of either a U.S. citizen who is a bona fide
resident of a foreign country or a U.S. citizen who is present in a
foreign country for at least 17 out of 18 consecutive months. The
exclusion under present law is $25,000 a year in the case of a bona
fide resident of a foreign country who has been such for a eriod of at
least 3 years. In all other cases the exclusion under present law is
$20,000.

Probl.-The problem which arises is that it is difficult to see
why the U.S. citizen living abroad should have an appreciably lower
tax rate than citizens living in the United States. While there are
some services which may not be provided to the same extent for
U.S. citizens living abroad as for those living at home, there are
other services which in many cases are used more by citizens living
abroad. Moreover, the citizen living abroad is likely to come back to
the United States upon retirement and at that time receive many of
the services provided domestically at a time when he is paying little
or no Federal income tax. Sometimes it is argued that citizens living
abroad should not be taxed by the United States since their income
is likely to be taxed by the foreign country in which they reside.
However, to the extent this is true the foreign tax credit prevents
the doubling up of tax on such income. Moreover, there are cases
where the foreign country, although it taxes such income when re-
ceived in the foreign country, does not tax it where arrangements are
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made for the citizen to have the funds deposited for him in the United
States.

Finance Committee decision.-The Finance Committee amendments
reduce from $20,000 or $25,000 (in this latter case where the individual
is a bona fide resident of the foreign country for more than 3 years)
to $6,000 the amount of earned income received from abroad which
a U.S. citizen who is a bona fide resident of a foreign country or who
is abroad for 17 out of 18 months may exclude from income in com-
puting his U.S. income tax. There is no comparable provision in the

house bill.
* This amendment applies to taxable years beginning after the date
of enactment of this bill.
14. Foreign Base Company Income

Present law.-Under present law, U.S. shareholders of controlled
foreign corporations are taxed currently on certain income earned
abroad by the corporation including what is termed "foreign base
company income." Foreign base company income includes foreign
personal holding company income, foreign base company sales income
(generally income from the sale of property produced in one foreign
country by one corporation and sold by a related corporation in
another foreign country for use outside that country) and foreign
base company services income. Basically, this provision is designed to
prevent the avoidance of tax by arranging sales between related
parties so that sales take place in a country which imposes little or
no tax on this type of income where the production or other effort
in connection with the property and the use of the property does not
occur in that country. Present law provides an exception from this
provision where it is established to the satisfaction of the Treasury
Department that the creation or organization of the controlled foreign
corporation in the foreign country in which it is incorporated does not
have the effect of a substantial reduction of income or similar taxes.

Problem.-Cases have come to the attention of the committee where
controlled foreign corporations have substantial investments in foreign
countries which in practical terms they must dispose of because of
the operation of the laws of the foreign country relative to permissible
investments of foreigners. If that foreign country imposes little or no
capital gains tax then the exception in present law is not available
with respect to the gain on the sale of the investments since there is
a reduction of income taxes (relative to the tax which would have
been paid in the United States were the transaction to occur here).
This is true even though the corporation was not created to reduce
taxes and the purpose of the sale is to comply with foreign laws and
not to reduce taxes.

Finance Committee deciion.-The Finance Committee amendments
leal with the type of problem described above by amending existing

law (sec. 954(b)(4)) to provide that the exception from the tax im-
posed with respect to foreign base company income is to apply, if
the Treasury Department is satisfied that neither the creation nor
organization (or acquisition) of the controlled foreign corporation in
the particular foreign country nor the transaction giving rise to the
income in question has as one of its significant purposes a substantial
reduction of income or similar taxes.

This amendment applies to taxable years ending after October 9,
1969.
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15. Deferral of Gain Upon the Sale of Certain Low. and Middle.
Income Housing

Present law.-Under present law, where an individual sells his
personal residence to the extent he reinvests the proceeds from this
sale within a certain specified time in another personal residence, no
gain is recognized on the sale of the first residence. Instead, the basis
of the second residence is considered to be that of the first residence
(plus any additional funds added) with the result that if the second
residence is resold without the funds being reinvested in a third resi-
dence, the gain is generally realized at that time. Present law also pro-
vides for the nonrecognition of gain on a similar basis in the case bf
involuntary conversions of property and also in the case of "like-kind"
exchanges. No deferral of tie recognition of fain is available, however,
under present law in the case of the sale of low- and moderate-income
housing held as rental property.

Problem.-In the case of federally assisted housing projects (where
the return to the investor is limited to approximately 6 percent),
the Government is interested in encouraging the sale of these Gov-
ernment-assisted housing projects to the low- or middle-income occu-
pant or to-.a tax-exempt organization which manages the property on
their behalf (such as cooperatives and condominiums). The maximum
sales price permitted under these programs under present law is the
amount the individual has invested in the property, an amount neces-
sary to retire the outstanding mortgage liability, and the taxes payable
as a result of the sale. By providing that no gain is to be recognized in
these cases, it would be possible to decrease the sales price to the
occupants or tax-exempt organizations managing these properties. This
should enable them to make purchases they otherwise could not make.

Finance Committee deci ion.-In order to obtain a more favorable
price for Government-assisted housing units where they are sold to
the occupant or a tax-exempt organization managing the property,
the committee amendments provide that no gain is to be recognized to
the initial investor where the properties are sold in this manner but
only to the extent that the investor reinvests the proceeds from the
sale in other similar Government-assisted housing. In this case, the
taxpayer's basis for the project is carried over and becomes part or
all of his basis for the new project in which the funds are invested
(depending upon whether or not he also invests additional funds in
the second project). The holding period of the first property is taken
into account in determining how long the second property is held in
this case, but only to the extent the proceeds of sale of the old project
are reinvested in the new project.

There is no comparable provision in the House bill.
This provision is effective with respect to sales made after October 9,

1969.
16. Cooperative Per-Unit Retain Allocations Paid in Cash

Present law.-Under present law, patronage dividends paid in
money, qualified allocations or other property may be paid to ths
patron within 8g months after the end of the year in which the
earnings to which they relate arise. Where this occurs the cooperative
is not taxed but the patron is taxed on this amount. Patronage dividend#
are amounts determined by reference to the net earnings of thp
cooperative from business done with, or for, its patrons.
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Per-unit retain allocations, if paid in qualified per-unit retain
certificates, also may be paid to the patron within 8g months after
the end of the year, with the cooperative receiving a deduction for
such amounts and the patron reporting these amounts as taxable
income. However, this treatment is not available in the case of per-unit
retain allocations paid in money or other property. Per-unit retain
allocations are payments to patrons with respect to products marketed
for them where the amount is fixed without reference to the net earnings
of the organization. Usually the per-unit retain allocation is fixed
on the basis of the number of units marketed with the cooperative.

Problem.-Problems have arisen under present law where coop-
eratives desire to make cash payments to patrons with respect to
cooperative pools, but cannot make them before the end of the year
because their accounting records are not closed at that time. These
payments cannot be made during the 8% month period as cash patron-
age dividends because they cannot be paid with respect to net
earnings. The net earnings of the pool cannot be determined until the
pool is closed, which may occur much later. Moreover, the payments
can be made as per unit retain allocations only if they are paid as a
qualified per unit retain certificates. There seems to be no reason
why a cooperative should be able to deduct per unit retain alloca-
tions paid as qualified certificates during the 89 month period follow-
ing the close of the taxable year, but not per unit retain allocations
paid in money during the same period.

Finance Cbmmittee cision.-The Finance Committee amendments
provide that a cooperative can deduct or exclude from gross income
per unit retain allocations whether they are paid in money (or other
property) or in qualified per unit retain certificates.

No such provision is contained in the House bill.
This amendment applies to per-unit retain allocations made after

October 9, 1969.

AA. MISCELLANEOUS EXCISE TAX PROVISIONS

1. Application of Excise Taxes on Trucks to Concrete Mixers
Present law.-Until 1967, the 10 percent excise tax on the manufac.

ture of automobile trucks was not applied in the case of concrete mixers
where the actual mixing of the concrete occurred in the tank -mounted
on a truck chassis. The truck chassis in such a case, however, was sub-
ject to the excise tax. In 1967 the Internal Revenue Service reversed its
position with respect to concrete mixers mounted on truck chassis. At
that time it concluded that these concrete mixers were not designed and
adapted by the manufacturer for purposes predominantly other than
the transportation of property on the highway.

Problem.-Apparently, the change in ruling policy stemmed from
an exemption for seed, feed, and fertilizer spreaders added by Congress
in 1965. In the committee report on that provision reference was made
to the fact that these would not be taxable even though incidental
highway use occurred. It was not the intent of Congress when it pro-
vided an exemption from the excise tax on automobile trucks for these
purposes, that the language used in connection with the provision for
the exemption would result in the review of existing items not subject
to tax, and the reclassification of them into a taxable status. Moreover,
"incidental" in such a case was not intended to tax equipment where its
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highway transportation use was functionally incidental or subordinate
to some nonhighway use-in this case, the mixing of concrete.

Fimzae Coin ttee decfm.-The committee amendments provide
an exemption from the manufacturer's excise tax on trucks in the case
of articles designed to be mounted on automobile truck trailer or semi-
trailer chassis which are designed to be used primarily to process or
prepare concrete. In addition, an exemption is provided for parts and
accessories designed primarily to be usd in connection with the use
of these concrete mixers.

No comparable provision appears in the House bill.
This amendment applies to articles sold after June 80,1969.

2. Constructive Sales Price
Pre8 law.-Present law (sec. 4216(b) ) provides for a constructive

sales price (as a substitute for the actual sales price) as a base for the
various ad valorem manufacturers' excise taxes:in several different
types of situations. One of these involves the situation where the article
is sold at less than the fair market price if the transaction is not at
arm's length. Sales between related companies are examples of sales
which are not considered to be at arm's length. As a result, in the case
of a sale by a manufacturer or importer to its selling affiliate, a deter-
mination must be made as to whether the sale is at less than "fair
market price," and where this is true, the appropriate constructive
price must be determined by general standards. If industry data are
available, the determination should properly be made by reference to
the prices for which others in the same industry at the same level of
distribution sell similar articles. Because of difficulties in obtaining
what it considers to be adequate information as to selling practices and
prices of various companies within an industry, the Internal Revenue
Service has generally not made determinations of constructive sales
prices by reference to sales by other companies.

In 1962, however, the Internal Revenue 'Service published a ruling
providing for a constructive sales price where a manufacturer or
importer (the party liable for the excise tax) sells his products to a
wholly owned sales subsidiary and the subsidiary resells to one or more
independent wholesale distributors (Rev. Rul. 62-68). This provided
that the taxpayer could elect to treat the constructive sales price as
being 95 percent of the lowest price for which the sales subsidiary
resold the article to independent or unrelated wholesale distributors.
The Service has also held that where a manufacturer or importer makes
sales to a wholly owned selling subsidiary at a price less than the fair
market .price, and the wholly owned selling subsidiary resells the arti-
cles to independent retailers but does. not regularly sell to wholesale
distributors, the constructive sales price is to be 90 percent of the selling
subsidiary's lowest price to independent retailers.

Problem.-In those industries where the pricing policies of com-
petitors 'on any broad basis are difficult to dete rmne with certainty,
the ruling policy of the Internal Revenue Service hvis 'been of help.
It acknowledges that the price at which the selling company sells,
either to wholesalers or to retailers, overstates the piice at which the
affiliated manufacturer or importer could 'be expected to sell to the
selling company. However, where information as to the selling prices
of others in an industry can be obtained, this information may well
indicate that where most sales are to retailers, the 10 percent markdown
is inadequate.
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Finance Commdttee deision.-The Finance Committee's amend-
ment adds two constructive price rules to the tax laws dealing with
situations where a manufacturer or importer regularly sells an article
subject to excise tax to an affiliated corporation and that corporation
regularly sells these articles to indendent retailers but does not reg-
ularly sell to Wholesale distributors. The first of these rules is essen-
tially the private ruling practice of the Internal Revenue Service.
The secondrule provides a method for determining the fair market
price in the case of such sales to a selling affiliate, by reference to the
markups of others in the same industry who normally sell to inde-
pendent distributors.

The first rule provides that the fair market price of the article is
to be 90 percent of the lowest price for which the subsidiary corpora-
tion regularly sells the article in arms length transactions to inde-
pendent retailers. The second rule provides that where the distributor
regularly sells only to retailers and the normal method of sales in the
industry is by arm's length transactions to distributors, then the fair
market price of the article is to be the 'price at which the article is sold
to retailers by the affiliated distributor, reduced by a percentage equal
to the markup used 'by independent distributors in that industry.

This latter rule, in effect, allows a manufacturer to establish a fair
market price on its products with the opportunity for the Service to
comment on the adequacy of this determination under the guidelines
set forth.

This amendment does not attempt to cover all situations where a
manufacturer or importer sells to an affiliated company but only to
codify and clarify present law with respect to the more common situa-
tions discussed above. In other situations, such as a sale by a wholly
owned manufacturing corporation to its parent corporation which, in
turn, resells to independent wholesale distributors (or, perhaps at re-
tail) the fair market price would continue to 'be determined unaer the
existing constructive price provisions.

In computing a sales subsidiary's lowest price to independent par-
ties, this price should be determined in the same manner as if the price
were in a taxable sale. This price should be, for example, the net price
to the purchaser after taking into account trade discounts given by the
seller as a result of contractual arrangements existing at the time of
the sale. Also, it is not required that the sales subsidiary make any
given percentage of its sales at a particular price in order for these to
bethe lowest price so long as the sales are bona fide arm's length trans-
actions to unrelated parties. Moreover, where sales are made both in-
cluding and excluding transportation charges, the lowest price would
be the price excluding the transportation charge.

There is no compaible provision in the House bill.
These amendments apply to articles sold after January 1,1969.

BB. MISCELLANEOUS ADMINISTRATIVE PROVISIONS

1. Filing Requirement for Individuals
PIV8et law.-Under present law an individual is required to file

a tax return if his gross income is $600 or more unless he is age 65 or
over, in which case he is required to file a tax return if his income is
$1200 or more.
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Probkem.-With the introduction of a low income allowance which
raises the nontaxable level for a single person to $1,700 and for a mar-
ried couple to $2,300 the existing filing requirements would result in a
substantial amount of unnecessary filing of returns by those not subject
to tax. This would cause an appreciable amount of paper work both for
the taxpayers and for the Internal Revenue Service.

FWinwe Committee de i ion.-The committee amendments raise the
income level at which a tax return must be filed to $1,700 for a single
taxpayer, $2,300 for a married couple (or single person age 65 or over),
$2,900 in the case of a married couple where one spouse is age 65 or
over, and $3,500 in the case of a married couple where both spouses are
age 65 or over. For married couples these higher filing levels are appli-
cable only if they are living together at the end of the year. The filing
requirement would remain at $600 for a married couple filing separate
returns and those living apart. The House bill contained no comparable
provision.

These changes apply to taxable years beginning after December 31,
1969.
2. Computation of Tax by Internal Revenue Service

Present law.-Presently taxpayers may request the Internal Rev-
enue Service to compute their tax if their gross income is less than
$5,000, they take the standard deduction, use the optional tax table
and do not have nonwage income in excess of $100. The tax in this
case does not take into account whether the taxpayer is a head-of-
household or surviving spouse and does not take into account the retire-
ment income credit.

Problem.-The present limitations on the type of taxpayer who may
elect to have his tax computed by the Internal Revenue Service appear
to be unduly restrictive.

Fnatice Committee deoi.iom.-The committee's amendments .raise
from $5,000 to $7,500 the income level up to which Internal Revenue
Service will compute income tax (this amount miy subsequently be
raised to $10,000 if the Internal Revenue Service finds this practical).
In addition, the Internal Revenue Service is to be permitted to issue
regulations (without regard to the amount or the source of adjusted
gross income, marital status, whether the taxpayer itemizes or takes a
standard deduction, or the type of tax credits he claims) outlining the
conditions under which the taxpayer may request the Internal Revenue
Service to compute his tax.

This provision applies to taxable years beginning after December 31,
1969.
3. Penalties for Failure to Pay Tax and Make Deposits

Present law.-Under present law, in the case of a failure to pay in-
come tax when due, simple interest at 6 percent, payable annually,
must be paid on the unpaid amount. Present law also provides a 5 per-
cent per month penalty up to a maximum of 25 percent, if a taxpayer
fails to file a return on the date it is due, unless the failure is due to
reasonable cause and not to willful neglect.

ProbZekm.-Since the current cost of borrowing money is substantially
in excess of the 6 percent interest rate provided by the Internal Reve-
nue Code, it is to the advantage of taxpayers in many cases to file a
return on the due date but not to pay the tax shown as owing on the
return. For the period the tax remains unpaid the taxpayer is, in effect,
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borrowing from the Government the amount of the tax at a 6 percent
rate of interest. Although full information is not available, borrowings
of this type may be occurring on a substantial scale.

Fin OommtWtwe deoium.--The committee amendments provide
t penalty for failure to pay income tax when due. As in the case of fail-
ures to file returns, under present law, the penalty is to be 5 percent of
the amount of the tax if the failure is for not more than one month,
with an additional 5 percent for each additional month, or fraction
thereof, while the failure continues, not exceeding 25 percent in all.
The penalty in this case is imposed on the net amount due after taking
into account amounts which have -been withheld, estimated payments
and other applicable credits. This penalty is not to be imposed if it is
shown that the failure to pay the tax is due to reasonable cause and
not to willful neglect.

The penalty applies to the tax due at the time of the filing of a re-
turn and also, in -the case of a late-filed return only, to the amount of
any deficiency subsequently determined to be payable. In addition, the
5 percent per month penalty applies to failures of withholding agents
to pay over withholding tax when due.

There is no comparable House provision.
This provision applies to amounts payable on and after January 1,

1970.
4. Reporting of Medical Payments

Present time.-Present law provides that every person making pay-
ment in the course of his trade or .business to another person of rent,
salaries, and a variety of other fixed or determinable gains, profits and
income amounting to $600, or more in a year must file an information
return showing the amounts paid and the name and address and
identification number of the recipient.

At the time the committee ordered this bill reported, the Internal
Revenue Service did not require reporting of payments to doctors and
other suppliers of health care services when payments were made to
them by insurance companies and other organizations (including the
Federal Government through the Medicare program and the Feleral
and State Governments through the Medicaid program and the Mater-
nal and Child Health program). Since this bill has been ordered
reported, 'however the Service has ruled that insurance and other com-
panies paying $606 or more a year to a doctor or other person rendering
service under health plans must file annual information returns. The
reporting requirement applies to payments made during 1969, but
organizations not equipped to immediately provide the data may start
filing returns as of January 1, 1970. The reporting requirement does
not apply to cases where a patient submits a claim to the insurance
company for a bill he has paid and is reimbursed by the insurance
organization.

Problm.-It appears appropriate to require information returns
with respect to payments in excess of $600 to suppliers of medical goods
and services whether the payments are made to the supplier, to the pa-
tient or to others in reimbursement for payments or amounts payable
to the supplier. The recent Internal Revenue Service requirement that
information returns be provided with respect to payments to doctors
does not fill the need for obtaining information where payments are
made to patients for doctor bills. To omit this type of payment could
well encourage doctors, dentists, etc., to seek the indirect, rather than
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the direct, type of reimbursement in order to avoid having their pay-
ments reported to the Federal tax collector.

Fimnce Committee deci8o.--The committee amendments require
the filing of information returns for payments of $600 or more to a
supplier of medical goods and services, including doctors and dentists.

The information return requirement also aplies to payments to
doctors, dentists, etc., which are reimbursed by the insurance company
or other organizations to the patient. All payments made to the doctors,
dentists, etc., whether directly or through reimbursement, are to be
aggregated in determining th amount naid during a year.

The following exceptions are provided:
(1) The reporting requirements apply only in the case of payments

made in the course of a trade or business and, therefore, do not. forexample, apply to payments by the patient who pays a doctor bill.
(2) The reporting requirements do not apply to payments of wages

subject to withholding, to payments to a tax-exempt organization, or to
payments to a governmental unit or agency.

(3) The reporting requirements do not apply to goods and services
supplied by noninstitutional pharmacists.

(4) The reporting requirements do not apply to payments to an
individual by his attorney or agent.

(5) In the case of a settlement of a claim which includes reimburse-
ments for amounts paid to a doctor, dentist, etc., reporting is required
only to the extent these payments are separately identified by the
person making the payment.

The amounts reported as payments to suppliers which are actually
payments to otber persons in reimbursement of the amounts billed by
doctors. dentist, etc., will not always accurately reflect the actual in-
come of the doctor, dentist, etc. Nevertheless, the amounts reported
will be helpful to the Internal Revenue Service in selecting returns for
audit, but the reports will not be used as evidence (in themselves) of
income received by the doctor dentist, etc.

The Secretary of Health. Education, and Welfare is also required
to provide similar reporting to that outlined above with respect to
Medicare and Medicaid. Moreover, he is also required to keep records
showing the identity of each person who receives payments under
Medicare and Mediciaid programs and under programs for maternal,
child health, and crippled children' services and the aggregate
amounts paid to individuals under each nogram. The doctors, dentists,
etc. are to be identified by the identifying number required to be
included in the information return.

In addition, the Secretary of HEW is to submit to the Senate Fi-
nance Committee and the House Ways and Means Committee an
annual report identifying each person paid $25,000 or more during
the preceding year under Medicare and Medicaid proArams or pro-
grams for maternal, child health and crippled childrens' services.

No comparable provision is contained in the House bill.
The provisions-requiring reporting with respect to Medicare, Med-

icaid and other Federal program pyrymnt either by the Secretary of
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HEW or by private carriers or other organizations are to be effective
for calendar years beginning after 1968. With respect to other pay-
ments the bill applies to payments made on or after January 1, 1970.

CC. ARTICLE I STATUS FOR TAX COURT AND
PROVISION FOR SMALL CLAIMS CASES

Pre8ent lao.-The Tax Court is at present an independent agency
in the executive branch, where taxpayers may take income, estate, and
gift tax cases for redetermination of deficiencies (including a deter-
mination that there not only is no deficiency -but that there is an over-
payment) before paying the taxes. The judges of the Tax Court
are appointed by the President with the advice and consent of the
Senate for 12-year terms. (An appointment to fill a vacancy in an
existing term is only for the remaining period of the vacancy.) The
Court does not have the power to punish for contempt, even in the case
of violations of subpoenas it is authorized to issue. The Court provides
its own rules of procedure but must abide by the rules of evidence
applicable to nonjury cases in the District Cdourt of the District ofColumbia.

Judges must retire upon reaching age 70 if they have completed 10
years of service; they may retire after 18 years of service at any age. A
noncontributory pension is available which entitles a judge to retire
at full pay after 24 years on the court or at proportionately lesser
amounts where retirement occurs earlier. A judge who elects this non-
contributory pension is not entitled to receive a Civil Service pension
even though rights to the pension may have accrued before he became
a judge. Also he may not receive back his Civil Service contributions
if he elects the Tax Court pension.

Problem.-Two problems have arisen in connection with the Tax
Court: the first is the need for special procedures for handling small
claims, and the second is the status of the Tax Court itself.

Often tax payers with small claims believe that there is no inexpensive
practical way for them to present their claims before an impartial tri-
bmnal and, therefore, they conclude they must abide by the decisions of
the Internal Revenue Service. While 'the Tax Court procedures are
less complicated in many respects than those of other courts, they re-
main formal in nature because the Court and the Internal Revenue
Service must consider not just the amount involved in any particular
case but also the precedent that it may provide for future cases.

In addition, since decisions in these cases are subject to review in the
appropriate Court of Appeals, and then, perhaps in the Supreme
Court, a complete record of the proceedings must be prepared of the
proceedings in each case and the findings of fact and the opinion must
he sufficiently detailed to permit a proper review. Although the Tax
Court has instituted simplified procedures in small cases, formal rules
of evidence often constitute a difficult barrier to the taxpayer who
represents himself.

Since the Tax Court has only judicial duties it appears anomalous
to classify it with quasi-judicial executive agencies that have rule mak-
ing and Investigatory functions. Its constitutional status as an exec-
utive agency, no matter how independent, raises questions in the minds
of some as to whether it is appropriate for one executive agency to be
sitting n Ugnigment on the determinations of another executive agency.
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Also it seems inappropriate that the Tax Court is required to look to
the District Courts to enforce its own authority.

Because a Tax Court judge, under present law, is first appointed
for the remainder of his predecessor's term, his first appointment may
well be for only 2 or 3 years or possibly only several months. It would
appear appropriate that Tax Court judges have longer, more uniform
terms.

The Tax Court retirement provisions also are defective in several
respects. For example they do not authorize retirement for disability
although this is available to District Court judges. Moreover, Tax
Court judges are not permitted to collect Civil Service retirement pen-
sions if they elect Tax Court retirement, nor are they permitted to
receive back their contributions to the Civil Service retirement fund.
District Court judges, however, are permitted to collect Civil Service
retirement pensions in -ddition to their pensions as judges. Also, Dis.
trict Court pensions are more favorable as a proportion of salary than
those available to Tax Court judges. Finally, the present provisions
severely restrict the occasions when t Tax Court judge may apply for
survivor -benefits.

Finnce Committee deciBion.--The committee amendments pro.
vide for a small claims procedure, where neither the disputed amount
of the deficiency nor the claimed overpayment exceeds $1,000 as to any
year, or where the amount in an estate tax matter does not exceed
$1,000, a simplified and relatively informal procedure is to be available
to the taxpayer.

In such a case the decision is to be based upon a brief summary
opinion instead of formal findings of fact; the decision is not to be a
precedent for future cases and is not to be reviewable upon appeal. In
addition, the Court is to be given discretion as to rules of evidence and
procedure with the expectation that the Court would follow relatively
informal rules whenever possible. The use of the small claims procedure
would be optional with the taxpayer except that the Tax Court (pre-
sumably upon the request of the Internal Revenue Service) can decide
before the hearing that the case involves an important tax policy which
should be heard under normal procedures and should be subject to
appeal. Where it becomes evident to the Court during, or at the end of,
the trial of a case that the deficiency or overpayment should be in-
creased to an amount in excess of $1,000, then the Court has the discre-
tion to shift the case to the regular procedures for Tax Court cases.
This discretion is expected to be exercised only in unusual cases, where
the Court deems it appropriate, taking into account all considerations
bearing on the fairness of the change, including the costs involved
for all parties. Commissioners can be used by the Tax Court in these
cases as well as in regular cases and are to be paid at the same rate as
commissioners of the Court of Claims.

The committee amendments also establish the Tax Court as a court
under Article I of the Constitution, dealing with the legislative branch.
At the present time the Court of Military Appeals is the only other
Article I court. Other courts, however, have enjoyed this status in the
past, including the Court of Claims. The Tax Court is given the same
powers regarding contempt that Congress has previously given to the
District Courts.

The method of appointment of the judges to the Court (by the Presi-
dent with the advice and consent of the Senate) is not changed by the
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bill. However, the term of office is established as 15 years from the date
the judge takes office. A judge may not be appointed for the first time
after reaching age 65.

The provisions regarding retirement are revised to require retire-
ment at age 70 whether or not the judge has completed 10 years of serv-
ice at that time. (The bill however, does not change the provision of
existing law authorizing the recall of retired judges to relieve heavy
case loads.) As in the case of the District Court, the bill also permits
a judge to retire at age 65 if he has served 15 years. He may retire at
a younger age with 15 years of service if he is available for reappoint.
ment at the conclusion of his term but is not reappointed. The bill also
requires a Tax Court judge to retire if he is permanently disabled. Gen-
erally, retirement under these provisions is to be at the full pay of the
office except that if a judge has served less than 10 years then hispen-
sion is apportioned in accordance with the number of years served (if
he retires for disability and has served less than 10 years his pension
is half the salary of the office).

The bill retains the provision to the effect that a Tax Court judge
may not receive 'both Civil Service retirement and Tax Court retire-
ment pensions, but the judge is permitted to receive back any contribu-
tions -he made to the Civil Service retirement fund if he elects the Tax
Court pension.

In addition, minor amendments are made to conform the statute to
the terminology and time period (90 days instead of 3 months) appli.
cable to appeals from trial courts under the Federal Rules of Appellate
Procedure.

There are no comparable provisions in the House bill.
The provision dealing with the treatment of small tax cases is to be

effective 1 year after the bill's enactment. The other provisions are gen-
erally effective on date of enactment except that in the case of judges
who are now members of the Court transition rules are provided with
respect to their status for retirement purposes.

DD. HOUSE PROVISIONS DELETED BY COMMITTEE

1. Limitation on Deduction of Interest
Present law.-Present law allows individual taxpayers an itemized

deduction, without limitation, for all interest paid" or accrued during
the taxable year.

Problem.-The present deduction for interest allows taxpayers to
voluntarily incur a substantial interest expense on funds borrowed to
purchase growth stocks (or other investments initially producing low
income) and to then use the interest deduction to shelter other income
from taxation. Where a taxpayer's investment produces little or no
current income, the effect of alowing a current deduction for interest
on funds used to make the investment is to allow the interest deduction
to offset other ordinary income while the income finally obtained from
the investments results in capital gains.

Finance Committee deeitio.-The House bill would have limited
the deduction allowed individuals for interest on funds borrowed for
investment purposes (but not interest incurred in a trade or business).
Under the provision, a taxpayer's deduction for investment interest
would have been limited to the amount of his net investment income
(dividends, interest, rents, etc.), plus the amount of his long-term
capital gais, pius $?5,000.
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Under the House bill investment interest in excess of $25,000
would first have been offset against net investment income and then
would have been offset against long-term capital gain income (before
the 50 percent capital gains deduction). A carryover of disallowed
interest would have been allowed so that the disallowed interest
could have been used to offset investment income (and capital gains)
in subsequent years.

The Finance Committee amendments delete this provision. How-
ever, interest expense in excess of investment income is an item
included in the base for the minimum tax.
2. Other Deferred Compensation

Present law.-In 1960, the Internal Revenue Service issued a com-prehensive ruling (Revenue Ruling 60-31) describing various types
of arrangements in which tax deferral was available. In general the
basis for the ruling was that the employee did not have the right to
receive the compensation immediately and, therefore, the employee
had not constructively received the additional compensation. This
treatment is available only with respect to unfunded arrangements.
In the case of funded arrangements, the employee is taxed currently
on the contribution (if his rights are nonfoifeitable) even though he
may not immediately receive the compensation. The following exam-
ple is typical of the tax deferral arrangements covered by the Revenue
Ruling: The employer and employee enter into a 5-year employment
contract which provides for a specified amount of current compensa-
tion and an additional specified amount of nonforfeitable deferred
compensation. The deferred compensation is credited to a reserve
account on the company's books and is accumulated and paid out in
equal annual installments in the first 10 years after the employee's
retirement.

Problem.-The present treatment of deferred compensation under
the Internal Revenue Service ruling provides employers and em-
ployees with the opportunity of shifting income from high tax years
during employment to retirement years when the marginal tax bracket
can be expected to be substantially lower. This tax treatment is not
available when the amount to be deferred is placed in trust but is
available when the amount is accumulated on the books of the em-
ployer corporation and represents a promise to pay on its behalf. As a
result, key employees who are in a position to enter into deferred
compensation arrangements with em loyers can avoid the graduation
in the present tax structure intended to be generally applicable.

Fndnee Committee decision.-The House provision continued to tax
the deferred compensation in the situations described above when it
was received, but to the extent the deferred compensation exceeded
$10,000 a year, it would have taxed the income at rates which would
have been applicable had the income been received when earned. This
result would be accomplished by determining the tax which would
have applied had the income been received over the employee's entire
period of service with the employer, or over the period to which the
deferred compensation is properly attributable. An alternative method
bases the tax on the average compensation for the three highest
years during the last 10 years of the earning period.

The committee amendments delete this provision. The Treasury
Department informed the committee that this provision is too comph-
cated and requires further study. A group has been established by
the Treasury Department to carry on this work.
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3. Foreign Tax Credit
Present law.-Under present law a U.S. taxpayer is allowed a for-

eign tax credit against his U.S. tax liability on foreign income. Gen-
erally, the amount of the credit is limited to the amount of U.S. tax
on the foreign income.

There are two alternative formulations of* the limitation on the
foreign tax credit: the "per country" limitation and the "overall"
limitation. Under the per country limitation, foreign taxes and income
are considered on a country-by-country basis. Under the overall limita-
tion, on the other hand, all foreign taxes and foreign income are
aggregated. Thus, under this latter limitation, foreign taxes in one
country, in effect, can be averaged with lower foreign taxes in another
foreign country.

Poblem.-Since the per country limitation is computed separately
for each foreign country, losses which occur in one country reduce
U.S. tax on domestic income, rather than reducing the credit for taxes
paid to other foreign countries (as would occur under the overall
limitation). However when the business operation in the loss country
becomes profitable, the income, in effect, is likely not to be taxed by
the United States because the foreign country is likely to impose a
tax equal to the U.S. tax and, as a result, a foreign tax credit is likely
to be allowed with respect to that income.

Another problem which ma arise (primarily where the overalllimitation is used) is the difficulty of distinguish ng.royalty payments
from tax payments. This problem is likely to arise in cases where the
taxing authority in a foreign country is also the owner of mineral rights
in that country. Since royalty payments may not be credited against
U.S. taxes, the allowance of a foreign tax credit for a payment which,
although called a tax, is, in fact, a royalty, allows a taxpayer a larger
reduction in U.S. tax than would occur than if a deduction (instead of
the credit) were available. Where the credit exceeds the'U.S. tax on
the income from the mineral production in the foreign country, the
excess credit may be used to offset U.S. tax on income from other
operations in that country, or on income from other foreign countries.

Finance Committee decei.-The House bill would have provided
that a taxpayer who uses the per country limitation, and who reduces
his U.S. tax on U.S. income by reason of a loss from a foreign country,
is to have the resulting tax benefit recaptured when income is sub-
sequently derived from the foreign country involved. The House bill
also wotild have provided a separate foreign tax credit limitation in
the case of foreign mineral income so that excess credits from this
source could notte used to reduce U.S. tax on other foreign income.
In other words, the foreign tax credit allowed on mineral income from
a foreign country would -have been limited to the amount of U.S. tax
on that income. Excess credits could have been carried over under
normal foreign tax credit carryover rules and credited against U.S. tax
in other years on the foreign mineral income.

The Finance Committee has deleted these two provisions of the
House bill and requested that they be given further study.

86-899 0.-69---9
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4. Cooperatives: Payment of Patronage Allocations
Pruent law.-In determining taxable income under present law,

cooperatives are permitted a deduction (or exclusion) for patronage
dividends paid in money or in qualified patronage allocations. They
also are permitted a deduction (or exclusion) for qualified per-unit
retain certificates (that is, certificates issued to patrons to reflect the
retention by the cooperative of a portion of the proceeds of the market-
ing of products for the patrons).

A patronage allocation, or per.unit retain certificate, is qualified-
and therefore not taken into account by the cooperative-only if the
patron consents to take it into account currently as income (or as a
reduction in price in the case of purchases from the cooperative).
Thus, in general, a cooperative is not taxed on patronage allocations
or per-unit retains only if they are taxable to patrons. In the case of
qualified patronage dividends, present law requires that 20 percent
must be paid in money so that the patron will have all or part of the
money to pay the tax.

Problem.-Generally, qualified patronage allocations and qualified
per-unit retains are considered as amounts distributed by cooperatives
to their patrons and reinvested in the cooperatives as capital. How-
ever, some attach significance to the fact that a patron on an individual
basis normally does not have an independent choice between reinvest-
ing the funds-in the cooperative or retaining them for his own use. This
choice is generally made by the members of the cooperative as a group.
Despite this, it is pointed out that in most cases the patron is taxed as
though he had fulldominion and control over the patronage allocation
or per-unit retain. The concern in this regard is that while most co-
operatives revolve out these funds-on which the patron has already
paid the tax-within 4 to 15 years, some cooperatives may retain the
funds indefinitely.

Since the funds are taxed to the patron at the present time and since
this change would not require any tax payment at the cooperative level
but only the ultimate distribution of the funds to the patron over a
shorter period than has sometimes been the case, the committee does
not believe that the House provisions represent a revenue problem.
The committee has asked the staff, however to study problems as to
the tax treatment of cooperatives, particularly as to whether coopera-
tives engage in activities which are unrelated to the purposes for
which special tax treatment is given, and it has asked that a report be
made back to it on this subject.

Finance Committee deiio.-The House bill would have required
cooperatives to revolve out patronage dividends and p er unit retains
within 15 years from the time the written notice o[ allocation was
made or the per-unit retain certificate was issued. In addition, the
percentage of patronage allocations which would have had to be
paid out currently in cash or by qualified check was increased from
to gorent to 50 percent. The additional 30 percent would have had
tm have been paid with respect to the current allocations or in re-
demption of pior allocations. The increase in the required payout
would have been phased in ratably over a 10-year period. These
provisions were to apply to taxable years beginning after 1969.

The Finance Committee amendments delete these provisions.
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5. Maximum Tax on Earned Income
Pre8ent law.-Uhder l)resent law, the individual income tax rates

reach a maximum of 70 percent for taxable income in excess of $100,-
000 for single persons and $200,000 for joint returns. The 70 percent
rate is applicable to all taxable income other than capital gains sub-
ject to the alternative rate of 25 percent.

Finance Committee deci8ion.-The House bill provided that the
maximum marginal tax rate applicable to an individual's earned
income was'not to exceed 50 -percent (although the rates on other
income were to reach 65 percent in 1972 and later years). The
committee amendments delete this provision.

EE. REVENUE ESTIMATES AND BURDEN TABLES
TABLE 1,-BALANCING OF TAX REFORM AND TAX RELIEF UNDER H.R. 13270--CALENDAR YEAR TAX LIABILITY

[In millions of dollars]
A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

1970 1971 1972 1974 1979

Tax reform program under Finance Committee bill.. +1,400 -- t 01966 . g8 t3,335Repeal of Invesment credit...................... +,,00 4+:50 8 3:1 3,,27
Tax reform and repeal of Investment credit.. +12 0 +4, +890 1 968

Income tax relief under Finance Commlttee bill ..... 4,-8 ,98..530 +" 1
Balance between reform (+) and relief (-) under

Finance Committee bill ....................... +2,188 -499 -4,098 -3,438 -2,363

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

1970 1971 1972 1974 1979

Tax reform program under House bill ' ......... +665 t2,080 t2,215 +2,50 +3,570
Repeal of Invesment credit. .............. +,500 3,000 3 3100 +3,300

Tax reform and repeal of Investment credit ' +4,165 +5,080 +5, 215 +5,750 +6,870
Income tax relief under House bill ............... ' 1 -1,912 1-6,568 -9,273 -9,273 -, 273
Balance between reform (+) and relief (-) under

House bill' ................................... +2,253 -1,488 -4,058 -3,523 -2,403

I Revised.
Note: The tax surcharge extension (.100,000,000 liability for 1970) and the excise tax extension ($1,170,000.000,

$Wp000e000 charace $400,0,000 for 1970 through 1973, respectively) are not Included because of theIrImperm nn character.



TABLE 2.-BALANCING OF TAX REFORM AND TAX RELIEF UNDER H.R. 13270-CALENDAR YEAR LIABILITY
I [In millions of dollars]

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

1970 1971 1972 1974 1979

Tax reform program under Finance Committee bill.. +1,400 +1,655 +1,880 +2,440 +3,335
Repeal of Investment credit ...................... +2,500 +2,990 +2,990 +3,090 +3270

Tax reform and repeal of investment credit... +3,900 +4,645 +4, 870 +5,530 +6,605
Income tax relief:

Low-income allowance ....................... -625 -625 -625 -625 -625
Change in phaseout on low income allowance ............... -1,062 -2,027 -2,027 -2,027
Increase in standard deduction I .............. '-1,087 -1,325 -1,373 -1,373 -1,373
Rate reduction .......................................... -1,687 -4,498 -4,498 -4, 498
Tax treatment of single persons ........................... -445 -445 -445 -445

Total tax relief under Finance Committee bill. 3-1I712 -5,144 -8,968 -8,968 -8,968
Balance between reform (+) and relief (-) under

Finance Committee bill ........................ +2,188 -499 -4,098 -3,438 -2,363

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

1970 1971 1972 1974 1979

Tax reform program under House bill I ............. +1665 +2,00 +2,215 +2,650 +3, 570
Repeal of Investment credit ............... +2,50 +3,0000 +3, 000 +3,100 -3, 300

Tax reform and repeal of Investment credit'. +4,165 +5,080 +5,215 +5, 750 44,870
Income tax relief:

Low-income allowance ....................... -625 -625 -625 -625 -625
Removal of phasout on low Income allowance .............. -2,027 -2,027 -2,027 -2,027
Increase in standard deduction I .............. '-1,087 '-867 -1,373 -1,373 -1,373
Rate reduction .................................... -2,249 -4, 498 -4, 498 -4, 498
Maximum 50-percent rate on earned Income .... -200 -150 -100 -100 -100
Intermediate tax treatment for certain single

persons, etc .......................................... -650 -650 -650 -650
Total tax relief under House bill ............ '-1,912 '-6,568 -9,273 -9,273 -9,273

Balance between reform (+) and relief (-)under
House bills ................................... +2,253 -1,488 -4,058 -3,523 -2,403

11970:13 percent, $1,400 calling; 1971: 14 percent, $1,700 ceiling; 1972: 15 percent, $2,000 ceiling.
I Revised.
Note: The tax surcharge extension $3,100 000,000 liability for 1970) and the excise tax extension ($1,170,000 000,p00,000 000 100.000,000 and $400,000,000, or 1970 through 1973, respectively) are not Included above because of their

Impermaen character.
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TABLE 3.-INDIVIDUAL INCOME TAX LIABILITY-TAX UNDER PRESENT LAW AND AMOUNT AND PERCENTAGE
OF CHANGE UNDER REFORM AND RELIEF PROVISIONS UNDER H.R. 13270 WHEN FULLY EFFECTIVE

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

Increase (+) decrease C-)
from reform and relief

Tax under provisions
present law I Amount

Adjusted gross Income class (millions) (millions) Percentage

0 to $3,000 ....................................................... $1,169 -$773 -66.1
$3,000 to p000 ................................................... 3,320 -,007 -30.3
$5,000 to 7000 ..................................... 5,591 -948 -17.0$oo t o ........ .................... .,792 :J:291 -10.9

000o to moo......................... 
18,494- 9 '07 -1 .

;!5,000 to 12000 ................................................. 9,184 -789
20,000 to $50.000 .............................................. 13,988 -1,013 7.

r 0000to $100,000 ............................................. 6,659 -318 -4.8
o0,000 and over ............................................... 7,686 +203 +2 6

Total ...................................................... 77,664 -7,843 -10.1

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

Increase (+) decreasef-)
from reform and rolled

Tax nderprovisionsTax under
present low I Amount

Adjusted gross Income class (millions) (millions) Percentage

0 to $3000 . ................................. $1,169 -$775 -66.3
,0oooo$5 ... .... .... .................. ... 3 ,320 -1,049 -31.6

$5,000 tO 17,00......................................... 5, 591 -996 -17.8
$7000 to $10000 ................................ 11,792 -1,349 -11.4$1,000 to $15,000 ................................ 18,494 -1,932 -10.4
$15,000 to 20,000 ................................................. 9,184 -775 -8.420,00 to 000........................ 13, 988 -976 -7. 0

5000$10,000 ......................... 6 659 -365 -5. 5
100,000 and over ......... .......................... 7,686 +324 +4.2

Total ...................................................... 77,884 -7,893 -10.1

I Exclusive of tax surcharge.
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TABLE 4.-TAX RELIEF PROVISIONS UNDER H.R. 13270 AFFECTING INDIVIDUALS AND TOTAL FOR ALL REFORM
AND RELIEF PROVISIONS AFFECTING INDIVIDUALS, .WHEN FULLY EFFECTIVE, BY ADJUSTED GROSS INCOME
CLASS, 196 LEVELS A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

Relief provisions
Low 15 percent, Tax treat. Total

Reform Income $2,000 General ment relief
Adjusted gross pro. allow- Elimination standard rate of single pro. Total all
Income class visions ance of phaseout deduction reduction persons viins provisions

millions0 to $3,000 ........... +6 -$5 -$202 ........ .......... - -73
,000 to 000 - -8............ 4 -1,001 -1,007
000to 000 -4 -1 -594 ............ -329 -94 -948
000 to 10 - -.......... -335 -$228 -663 -60 -1,286 -1,291

1 '00o to + 5.......... -83 -789 -975 -75 -1,922 -1,907
15,000 to 0 ..... +17 .......... -16 -231 -496 -63 -806 -789

000 to 00 +94 -8 -117 -806 -176 -1,107 -1,013
O0 to $10000 : +14 ... -1 -7 -420 -36 - -318

$I0,0 O and over..... ...................... -1 -641 -15 -657 +203

Total .......... +1,125 -625 -2,027 -1,373 -4,498 -445 -8,968 -7,843

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

Relief provisions
15.

percent Maxl. Inter-
Low $2,000 mum mediate Total

Reform Income Elmi. standard General tax on tax relief Total,
Adjusted gross pr. allow, nation of deduce rate re- earned treat-. pr. all pro.
Income cas vsons ance phaseout ton duction Income ment visions visions

millions

oto $3000 ........ +"1 -$552 -$202... .....-$2 :....... -0 -$791 -$775
000 to 000 ....... -3 -72 -788-141 -45 -1,046 -1,049
000 to 000 . +3 -1 -594 ......... -329 ........ -75 9 -996000 to10 +7 ........ -335 -$228 -663 ..... -130 -1,356 -,4

1 ,0002O ..... -83 -789 -975 ....... -111 -1,9 -1,:3.000to 000..... 23..... -16 -231 -496 ........ -55 -78 -7750,000 to 000. ....... -8 -117 -806 .......- 135 -1,066 -976
t000 o 0000 +137 ........ -1 -7 -420 -$20 -54 -502 -365

106,000 and over..... +1,081 .................. -1 -641 -80 -35 -757 +324

Total .......... +1,380 -625 -2,027 -1,373 -4,498 -100 -650 -9,273 -7,893

.4



TABLE 5.-TAX REFORM PROVISIONS UNDER H.R, 13270 AFFECTING INDIVIDUALS, FULL-YEAR EFFECT-BY ADJUSTED GROSS INCOME CLASS

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

Chu"g Tax on
alternative C tPIT Averag- Chad- Reduce per- Accumu- prefer-

Adjusted gros tax on lon l plan pro- Life estates Ing at 120 table de- centage de- lation Moving Foreign Farm Real Tax free ence in-
income class term gains ttn I vision provision percent auctions pletion trusts expenses income ss estate dividends come Total

nsilios

0 to 53,0--------------------- +$5 (3)--------- ---------- (9)
$3,000 to $5,000 ---------------- +3 +$1 ------ ------ +$I

$500t 700+5 +2 - ----------- +1
V~i +2------------------ +9--------

3 1b. 00 01 aS 16i 0o-.- - ------ ---- +15 +7 ------ +2
515,Woto -00-------- -- ----- 18 +5 ------------ +2
$20,.000 to 500. +$1 +16 +13 -- - ------ .+8
E 50 to $1000.. +10 +4 +8 +5 -30 ----- w +5

WON wOover,-- +319 (a) +17 +5 -10 +320 +10

-1 --------------------- (2)
q? -S$12 ......... ......... ..---- (-+1 -14 2

+1 -26 +$1 .........
+5 -32 +3 ---------- -- 10
+6 -11 +10 ---------- +10

+30 -12 +10 ---------- -- 45
+32 -2 +1 +$5 +50
+54 (2) (2) +20 +135

(2) +$4 +$8
-4

+2 -5
+3 +IS
+3 +4 +17

+17 +11 +94
+19 +39 +146
+35 +255 +860

Total -------- +330 +65 3+55 +10 -110 +20 +30 " +130 -110 +25 +25 +255 +80 +320 +1.125

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

6-to 12- Reduce
Eliminate month Averagng Lim-

alternative ins capital Pension Le including cent- Accu- Tax- ited
tax rate Incled loss plan estates capital Deferred Chari- Interest age mula- Moving free tax

Adjusted grs on long- at 100 nt- provi- provl- gains and comen table de- deduc- deple- tion ex- Farm Real divi- prefer- Alloca-
in e ass term vin percent' bn Sion sion 120percent ctio ductions tion tion trusts penses losses estate dends ence tion Tota

0- to...........................--- --- --- --- -- + $I - -------.. ) +$10 2' +$16
---------- -+5----- +1 - -- . -..... +1 -3

$3,OO0 to $5,000 ------------ +2 +3 +1 --- -+ :-1...z-i ()+6
$5000 to $7.000 --------------- +2 +5 +2 ----- . -- - +2 Z -13 ....... 1 +3 ) +3
$7b0!% to $1o.0 000.. . +5 +9 +3 - - --------------- +2 +2 -2 +2 23:........ + 3 3 +7
$1 +0 o+15t -------------- +5 + + ------ +5 +3 -29 -------- +10 +3 +3 +9 +26
$15.000to$.20,000 ---------- +10 +8 +6 5-30 + +3 -10 -------- +10 +3 +15 +3 +23
520,000 to $50 000 + 1 +35 +16 +17 .() -110 --------- +19 +16 -11 -------- +4S +17 +10 +35 +90
$50.000 to $106,000. +11 +30 +4 +10 +5 -105 +55--------- +13 +17 -2 +$5 +50 +19 +10 +65 +137
$100,000 and over.. +348 +55 (2) +22 +5 -50 +20 + $2 +20 +22 +29 () +20 +140 +35 +30 +365 +1,081

Total ------- +360 +150 +65 3+70 +10 -300 +25 +20 .+20 +70 +70 -100 3+25 +260 +80 +85 3+470 +1,380

0."

I Assumes 34 of effect as compared with no diamge in reslizatioa 2 Ies t*an $50,00. 3 These full year effect estimates exceed the estimates for 1979 in Table 6.



TABLE 6-REVENUE ESTIMATES. TAX REFORM UNDER H. 13270. CALENDAR YEAR LIABIUTY&

Pa mlions of doila

As appoved by the Seate Commiee on Fumne As pined by the Home of -e asives
Provision 1970 1971 1972 1974 1979 1970 1971 1972 1974 1979

Corporate capital gains. ........ 140 175 175 175 175
Foundations ..------------------ --------------------- 40 45 45 50 55
Unrelated business income ------------------------------------ 5 5 5 5 20
Contributions----------- --------------- 5 10 20 20 20
Farm losses--.. . . . . . . . ..--------------------------------------- 25 25 25 25 25
Moving expenses -------------------------------------- -110 -110 -110 -110 -110
Railroa amortization ----------------------------------------- 125 -11S -160 -185 -105
Amortization of pollution factles ...........---------------------- -15 15 -120

tmer.etc ---------------------------------
Accumulation trusts ------------------------------------------ 10 25 35 60 130
Income averaging --------..---------------------------------- -110 -110 -110 -110 -110
Deferred compensation:

Restricted stock -.--------------------------- ) (9 (9 ( (2)
Other deferred compensation ..........................................................................................

Stock dividends --------------------------------------------------------- (
Tax-free dividends -------------------------------------------------------------------------------
Financial institutions:

Commercial bank:
Reserve --------------------------------------------- 225 150 125 100 100Capital gain-- -------------------------------- (a) 5 5 10 50

Mutual thrift reserves:
Savings and ioan asociati-ons. ------------------------ 10 20 30 40 40
Mutual savings banks--.. ..---------------------------- 20 25 30 35 35

Tax-exempt interesL ......................................................................................................
Individual capital gains:

Capital loss provisions ----------------------------------- 50 50 55 60 65
6 months-I year holding periodsI........................................................................................
Pension plans ------------------------------------------- ( 5 10 20 340
Casualty loss.-------------------------------------- (9(
Lifeestates ------------------------------------------ 10
SLe of119 paper--------------------------------------------('10?
Franchises ------------------------------------------ 2Alternative rate provision . ................................. 265

Natural resources:
Production payment -------------------------------------- 100 110 125 150 200
Percentage depletion ------------------------------------ 155 155 155 155 155
Foreign depletion .....................................-................................................................

175
65
5
5

10
445
50

-300

175
70
5
10
5

-100
-5

-130
20

'75
70

-300

175
75
5

20
10

-100
-- 15
-230

25
'105

70
-300

175
85
5
20
10

-100
-460
-380

40
4175

70
-300

175
100
20
20

820
-100
-. 485
-400

70
235

70
-300

250 250 250 250 250
50 50 50 50 50

10

50
100

100
400
25

25
5

(2)

50
150

110
400
10

35
10
(9)
55

150
10

312
125
400
(9)

60
is
(9
60150
25

150
400
(2)

125
35
(9
65

150
860

200
400
(1)



Foreign income:
Loss carryover ........... --.. - -........................................................-- --- - 353535 5,3
Restriction on mineral credits ------------------------------------------------------------------- 30 30 30 30 30Reduced exclusion -------------------------------------- 25 25 25 25 25

Individual interest deduction ------------------------------------------------------------------------------------------------ 20 20 20 20 20Regulated utilities k . . . . . . ..------------------------------------ 60 140 185 260 310 60 140 185 260 310Co.C eratives-------------------------------------------------
Limit on tax preference------------------------------------------------------------------------------------- 4 --- 5
Allocation ------------------------------------------------------------------------------------------------------------- --- ; 2 420 425 44o 460Tax on preference income . . . ...------------------------------- 650 655 o 700------------
Real estate:

Used property & ---------------------------------------- 15 40 65 150 250 is 40 65 150 250New nonhousng (----------------------------------------- 60 170 435 960 ( 60 170 435 960
Capital pin. recapture ------------------------------------ 10 20 40 100 15 25 50 125
Rehabilitation & .--------------------------------------------- 50 -100 -200 -330 -15 -50 -100 -200 -330

Total tax reform ----------------------------------------
Plus investment credit -----------------------------------------

Total --------------------------------------------------

1,400 1,655 1,880 2,440 3,335 41,665 42,080
2, 500 2,990 2,990 3.090 3,270 2, 500 3,000

42,215 4 2,650 4 '3570
300 3,100 4.300

3,900 4,645 4,870 5,530 6,605 44,165 ' 5,080 '45,215 45,750 46,870

I Except as indicated these estimates are all at current levels, the time differences being solely to
show the phasein.

2 Less than $2 500000.3 Full year effect farm losses 325.000.000; pension plans. 355.000.000 under Senate Finance
Committee and $70,000,000 under House bill; and alIocation, $470,0)0,00. See Table s.

4 Revised.
'Assumes growth.

6 Assumes 3 of effect as compared with no change In realiation.
Note: Calendar year 1969 estimates. notshown above, are as follows: underthe Finance Committee

bill and the House bil repeal of the investment credit $900.)00000; under the House bill. corporatecapital gains 75.000. multiple corporation $20.000.000. accumulation trusts $2000000 and
individual capital, gain $175.000.000. do



140

TABLE 7.--TAXABLE RETURNS UNDER PRESENT LAW, NUMBER MADE NONTAXABLE BY RELIEF PROVISIONS
AND NUMBER BENEFITING FROM RATE REDUCTION UNDER H.R. 132701 BOTH AS APPROVED BY THE SENATE
COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF REPRESENTATIVES

INumber of returns In thousands

Adjusted gross Income class

Returns
made nontax able

by Iow inco me Returns
allow nce remaining

Returns and 15 percent taxable-benefit-
taxable under $2,000 standard Ing from

present law deduction I rate reduction I

to $3,000 ................................................. 10,053 5,149 4,904
5,000 ...................................... 9,562 405 9,157

-000 t7000 9,779 24 9,755
7,000 to $10 ........................................... 13,815 8 13, 807
W000 to 5000 ........................................... 13,062 4 13,058
15,000 to 0,000........................................... 3,852 2 3,850
$OO0to 50000 ........................................... 2,594 ................ 2,594
50:000 to 100,000 ........................ 340 340$100,000 and over ........................................... 95 ................ 95

Total ................................................ 63,152 5,592 57, 560

1 Provisions effective for tax year 1972 and thereafter.
3 Revised.
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TABLE 8.-TAX BURDEN ON THE SINGLE PERSON UNDER PRESENT LAW ' AND UNDER H.R. 13270 'AS APPROVED
BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF REPRESENTATIVES (ASSUMES
NONBUSINESS DEDUCTIONS OF 10 PERCENT OF INCOME)

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE
TAX BURDEN ON SINGLE PERSONS

Tax under
H.R. 13270

Tax under as approved Tax decrease
present law by Finance

Adjusted gross Income (wages and salaries) Committee Amount Percentage

0 0 0 0
1, ............................ $115 0 $115 100.0

000.. .......................... . 329 $180 149 45.3
.500 ......................... . 415 258 157 37.8
.000 . .......................... . 500 344 156 31.2

.. 524 147 21.9.............................. , 681,005 131.
1,742468 274 15.7

500.................................. 2,398 1,977 421 17.6
15,000 .......................... 3,154 20602 552 17.5
17 500 .......................... 3,999 3,320 679 17.0

0,000 ....................... . 4,918 4 098 820 16.7
,000 .......................... 6,982 5 635 1,347 19.3

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES
1. TAX BURDEN ON SINGLE PERSONS UNDER 35 (OTHER THAN WIDOWS AND WIDOWERS)

Tax under Tax decrease
Tax under H.R. 13270 as

Adjusted gross Income (wages and salaries) present law passed by House Amount Percentage
00.................................. 0
,7................................... 8115 0 8115 100.8
:000 .................................. 329 $180 149 45.3

.................................... 415 258 157 37.8ooo ..................................... 500 344 156 31.2

,000 ..................................... 

0 7 
0 2 

0 4 
2.

7500. ........................
.......... 1....................... ,742 1,0507 235 13.51,5oo: .................................... 2,398 2,078 320 I.

15,000 ................................. 3,154 2,806 348
17,500 .................................... 3,999 3,683 316 7.9
I0,000 .......................... 4,918 4,650 268 5.4

$25,000 .......................... ,982 6,566 416 6.0

2. TAX BURDEN ON SINGLE PERSONS 35 AND OVER (AND WIDOWS AND WIDOWERS AT ANY AGE)

Tax under Tax decrease
Tax under H.R. 13270 ps

Adjusted gross Income (wages and salaries) present law passed by House Amount Percentage

1,70............................... .0 $115 10.0 
N .................................. 329 $175 154 46.0

,50 ..................................... 415 250 165 39.8
.00500 33125 169 33.86K: .71 501 170 25.30000 ..................................... 7 5031 170 25.3

7500.. . ........................... 957 211 18.1
16000 .................................... 1742 1,399 343 19.7
12, 500 .......................... 2,398 1,907 491 20.5
15 000 .......................... 3,154 2,532 622 19.7
17,500 ................................... 3,999 3,250 749 18.7
20,000 .................................... 4,918 4,042 876 17.8
5, 000 .................................... 6,982 5,643 1,339 19.2

I Exclusive of tax surcharge.
I Provisions effective for tax year 1972 and thereafter.
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TABLE 9.-TAX BURDEN ON THE MARRIED COUPLE WITH NO DEPENDENTS UNDER PRESENT LAW I AND UNDER
H.R. 13270: AS APPROVED BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF
REPRESENTATIVES (ASSUMES NONBUSINESS DEDUCIlONS OF 10 PERCENT OF INCOME)

Tax under
H.R. 13270

as approvedby no~nce
Committee

Tax under and passed by Tax decrease
Adjusted gross Income (wages and salaries) present law House of

Representatives Amount Percentage

1,600 ..................................... 0 0 0 030 ......... 0 $9 100. 0
.................................... 275 1 42.5000.................................... 354 228 126 35.6

000......................... 51 75126 25.1!5009579121 .

12,500................................ 1, 831 1,599 232 12. 7
15,000 ............................... 2, 335 2, 098 237 10.1
17,500 ............................... 2,898 2,669 229 1.90500 ..................................... 2,58 307 266 5.5
5,000 220 5.

5 Exclusive of tax surcharge.
' Provisions effective for six year 1972 and thereafter.

TABLE 10.-TAX BURDEN ON THE MARRIED COUPLE WITH TWO DEPENDENTS UNDER PRESENT LAW' AND UNDER
H.R. 13270 a AS APPROVED BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY THE HOUSE OF
REPRESENrATIVES (ASSUMES NONBUSINESS DEDUCTIONS OF 10 PERCENT OF INCOME)

Tax under H.R.
13270 a ap-

proved by FT.
nance Commlt.
tee and passed Tax decrease

Tax under by Hyouse of
Adjusted gross Income (wagles and salaries) present law Representatives Amount Percentage

,0oo ................................. 70 0 $7 10.1, ............. ............... .$ 2o.67 .000.............................. 140 $65 27 5.6
.00 ................................... 290 2,66 29 1.0

500 ................................ 63:87 576 2011.

ib::::::::::::::::::::::: 1,114 95 156

$12,500 ................ ......... . 6  1,347 216 10.5O15,000.......................".'" ' 20 7.
$17,500 ............................... 2, 598 2, 393 257_0,000 ............................... 3160 2,968 192 6.100 .................................... 4412 4,170 242 5.5

Exclusive of tax surcharge.
I Provisions effective for ax year 1972 and therfter.
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TABLE 11.--EFFECT OF H.R. 13270 AS APPROVED BY THE SENATE COMMITTEE ON FINANCE AND AS PASSED BY
THE HOUSE OF REPRESENTATIVES ON FISCAL YEAR RECEIPTS, 1970 AND 1971

[In billions]

As approved by the Senate Committee on Finance

Fiscal year

Provision 1970 1971

Tax reform provisions (+):
CorporationI ..................... 1$0.3 40.8
Individual$ ...................... +(8) +-.5

Total, tax reform provisions ...... -. 3 +1.3

As passed by the House of Representatives

Fiscal year

Provision 1970 1971

Tax reform provisions (+):
Corporation ................ +$0.4 +.1.0Individual ................. +.3 +.6

Total, tax reform provisions ...... -.7 +1.6

Tax relief provisions (-): Tax relief provisions (-):
Individual ....................... *7 -3.0 Individual ....................... -. 7 -3.6

Other provislons():t cd

Cor raion.......... .t.9 +1.9Individual ................... +4 .
Total, repeal of investment

credit ................... +1.3 +2.5
Extension of tax surcharge:

Corporation ....... ..... 4:jIndividual ................... +1.7: 4

Total, surcharge extension... +2.0 +1. 1
Extension of excise taxes .........--. 5 +1.1

Total, other. provisions ........... +3.8 44.7

Total, all provisions ............. +3.4 +3.0

Other provisions (+):
Repel of Inves ant credit:

Corporation .................. 9 +1.9
Individual ................... 4 +.6

Total, repeal of Investment
credit ................... +1.3 +2.5

Extension of tax surcharge:
Corporation .................. +.3 + 7
Individual ................... +1.7 4

Total, surcharge extension... +2.0 +1.1
Extension of excise taxes ......... .5 +1.1

Total, other provisions ........... +3.8 44.7

Total, all provisions ............. +3.8 +2.7

I Does not reflect the substantial, but Immeasurable, Increase in tax receipts resulting from the imposition of increased
penalties for failure to pay tax and make deposits when due.

I Does not reflect the substantial but Immeasurable, Increase in tax receipts resulting from the Imposition of increased
penalties for failure to pay tax and make deposits when due; nor the Increase in receipts resulting from the provisions
relaronl the reporno mediclpayments and regarding the limitations on pension plans of professional service corpo-rationsorwihdtar not available.

a Less than $50,000,000.
' Does not reflect $200,000,000 reduction in receipts resulting from certification of nontaxability for withholding tax

purposes.
0


